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Introduction and Summary

This conference has the purpose of reviewing the existing non-financial investment criterion for the Crown Financial Institutions (CFIs) and discussing replacement options.   This conference is not concerned with arguing for the need for such criterion: that matter was decided when the Government set up the NZ Superannuation Fund, and wrote “the international reputation” clause.  

All countries, except failed and dysfunctional states, have some minimal criteria for institutional investing agencies, in some form or other.  Sometimes it is only a requirement that the country’s laws be obeyed.  But what is legally right is not necessarily morally right, as was found in Apartheid South Africa and Nazi Germany.  The law at times is a clumsy social instrument and other social institutions, such as educational agencies, are sometimes more appropriate for moulding social behaviour.   Moreover, there are different laws in different countries, so which country’s laws should take priority?  

In New Zealand, the “international reputation” clause, or “ to avoid prejudice to New Zealand’s reputation as a responsible member of the world community” 

has become the main non-financial investment criterion for the CFIs.   The words differ between the mandates of the CFIs but the basic idea is the same. The CFIs include the NZ Superannuation Fund, the Government Superannuation Fund, the National Provident Fund, the Accident Compensation Corporation, and the Earthquake Commission.  They currently have around NZ$24 billion under investment, and this is likely to grow over the next 15 years or so to something between $120 and $150 billion.  However, this criterion has made no difference at all when compared to an agency, which invests solely for high financial returns.  All the New Zealand CFIs invest in tobacco companies, and companies with unacceptable or questionable human rights behaviour or environmental impacts, such as Nike, Walmart, BJ Services (operating in Myanmar) and Exxon Mobil.   This is unacceptable to a very large number of New Zealanders.  Hence the purpose of this conference is to discuss alternative criteria to replace the “international reputation” criteria. 

There are issues of the role of Government as owner.   In this regard the international reputation criteria should be changed.  However, there are also issues about disclosure, transparency and accountability.  There is a need for the Government, in its role as regulator, to require, like other countries such as Australia, for organisations with investments to disclose their social and environmental policies and practices.

How The CFI’s Are Investing

We asked the CFIs for

1) a list of the companies or any other investee entities that the 
Funds have invested in;

2) a list of the companies or any other investee entities that the 
Funds have decided not to invest in for non-financial factors, with reasons 
for not so investing;

3) a statement of policies which guide investment for reasons other than 
financial returns, and the ways in which these policies are being 
interpreted and implemented, including screening out or engagement.

Part of the reason for question 3 was that an agency can invest in unacceptable companies with a view to trying to influence and change company behaviour.

The responses we received are summarised in the attached Table.   

Criterion

The “international reputation” criterion is contained in the legislative mandate in four of the CFIs, and has been adopted as policy by the National Provident Fund Board.  

Screening Out

New Zealand Superannuation, Government Superannuation, and the National Provident Funds have never excluded any companies from their investment choices, on the ‘international reputation” criterion.  The Earthquake Commission and the ACC both have, but these have been limited. The Earthquake Commission divested its investment in Merck because this company was accused of covering up the unhealthy side effects of its drug Vioxx.  This heightened the risk of holding the stock.  EQC has considered whether their shares in tobacco companies should be continued but only in regard to whether the companies were involved in alleged ‘racketeering’ practices.

The ACC has given some examples but ethical considerations were only part of the reason for a decision.  ACC divested its holdings in Nuplex because the company repeatedly broke the law and did not take it’s environmental and health and safety responsibilities seriously.  They sold their stock in Lion Nathan because of the advertising campaign in which sports people, who played on after being injured, were glorified.  Shares in Tomato Technologies were sold because of the unethical basis on which they sold their software.  Silex Systems stock was not considered because it was developing technology for the enrichment of uranium.  GRD stock was sold because of the environmental impact of their Macrae’s Flat mining operation.   

Engagement

New Zealand Superannuation, Government Superannuation, and the National Provident Funds have never engaged any companies with the intention to change their behaviour.  The Earthquake Commission and the ACC both have prior to the decision to divest.   The EQC gave as an example one of their Active Managers who encouraged Safeway and Kroger, both US companies, to have open and honest dialogue with union leaders.

Tobacco

All of the CFIs have investments in British American Tobacco, Reynolds American, or Imperial Tobacco.

Labour Conditions

We asked the trade unions to provide us with information from their international partners about the companies that have unacceptable labour practices.  They were not able to assist us.  According to Professor Sethi there have been no systematic studies to assess the extent of sweatshop-like working conditions and human rights abuses around the world.  Sethi has used the number of news reports pertaining to these issues as a proxy indicator.  The primary source that he used was the Dow Jones Interactive supplemented by national and international journals eg New York Times, Wall Street Journal, Financial Times, Business week Economist, plus websites from various human rights groups.  This creates a bias to English-language sources.   The reports show that the main issues are wages, working hours, unhealthy working conditions. Over a 16 year period, 1986 – 2002 there were a total of 2076 mentions.  

Of these mentions Nike received 61%, followed by Walmart with 9.3%.

Human Rights

We asked Amnesty International to provide us with information about companies that have unacceptable human rights practices, but they were unable to do so.  So we sought information from the Interfaith Centre for Corporate Responsibility (ICCR).   This is a group of 275 Jewish, Protestant and Catholic organisations in the USA with around US$110 billion under investment.  In 2004 they identified a number of companies whose behaviour caused them concern, and they prepared researched shareholder resolutions for the Boards and AGMs of those companies.   Under their category Promoting Human Rights they have included the following companies:


BJ Services – concerned about the company’s plumbing and oil exploration support operations in Myanmar (formerly Burma)

Boeing – recommended the adoption of policies based on UN Declaration of Human Rights and ILO.  Particularly concerned about Boeing’s behaviour in China.

Burlington Resources – recommended the adoption of policies based on ILO conventions, particularly regarding indigenous rights in the company’s forests in Peru and Ecuador

Delphi Automotive – recommended the Board review their policies to protect human rights including core ILO standards, using underage or forced labour, and worker’s health and safety 

Exxon Mobil – recommended the adoption of a comprehensive HR policy based on ILO Declaration.  Concerned about Exxon Mobil’s operations in Angola, Cameroon, Chad, China, Equatorial Guinea, Indonesia and Nigeria.

Newmont Mining – recommended review of social and environmental liabilities, especially its operations in Peru, Indonesia, Ghana and USA.

Occidental Petroleum – recommended adoption of a comprehensive human rights policy.   Particularly concerned about operations in Columbia

Time Warner – Recommended about China operations and lack of conformity to ILO and UN Covenants on Human Rights

The attached Table lists those CFIs that have investments in these companies.

We have not done any exhaustive survey of all the companies that the CFIs have investments in.   However, the evidence above has shown that the meaning and use of the “international reputation” criterion is so vague and useless, that the criterion makes no difference between agencies that solely invest for only financial returns.  There is a need then, to find some other criteria, which can have meaning and substance and will provide CFIs with clear direction in their mandates.

Government’s Responsibilities

There are two ways in which Government should respond to this situation.   The first is as an owner, and the second is as a regulator.

An investing organisation is socially responsible when it adopts a mission or mandate which clearly describes that it will take social and environmental factors into account, and when it then develops policies and practices which describe if and how it is to screen out, and how it is to engage.   If it is to engage, the more successful actions are when the organisation joins with other investors in order to have an impact.   In addition, a SRI organisation is likely to invest positively in companies that are environmentally and socially beneficial, such as new technology companies which are offering climate change solutions.   It is also necessary to be transparent and accountable through public reports and accounts.

With its responsibilities as owner, the Government needs to give clear direction to ensure, amongst other matters, policy consistency.   The results above show that there is a major inconsistency between the CFIs and various other Government agencies.   Two examples are tobacco, and climate change.   As a country we have spent considerable effort and resources over the past few decades to reduce cigarette smoking.  In regard to climate change, the Government is committed to Kyoto protocols, and has allocated extensive research money into measuring greenhouse gasses and their impact, amongst other measures.   In both cases the one hand is working against the other hand of government.  

It is ironic that the Government had the foresight to establish the financial security for New Zealand pensioners  20 years out, and the foresight to recognise the threat of global climate change for New Zealanders 20-30 years out, yet the CFIs are investing in companies that are contributing to the problem of climate change.

The CFIs do not have to engage companies with unacceptable behaviour, by themselves.  The information from the ACC shows that its engagement activities were ineffective when it worked alone.    There are a number of organisations overseas where collectively investors can join together to reduce the cost of research and engagement.   The Interfaith Center for Corporate Responsibility provides research and engagement services to members and associates in a very cost effective way.  It also has members who work as a collective, sharing the cost of membership.  It is possible, for example, for CSRI to become an Associate member, and to act as a funnel for the CFIs and other investor groups such as Community and Maori Trusts, and church groups, many of who also have investments in tobacco and companies with unacceptable social and environmental behaviour.   The members can have different policies of screening out and engagement but receive research about company behaviour, and to join with engagement activities of other ICCR members and associates (see Figure 1).

The Carbon Disclosure Project is an effort by 155 major institutional long term and pension fund investors with $21 trillion dollars under investment, to encourage companies to face up to climate change issues 
.  They have grouped together and surveyed the largest 500 companies on the Financial Times 500 about their climate change policies, and made the responses available on the web.   It would not take much effort for the NZ CFIs to support such a Project.   The Investors Network on Climate Risk (INCR) is a USA based initiative, which provides another means of international action by investors on climate change 
.
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I support the need for the Government to have a hands off process with many Government agencies (that is, to avoid direct involvement in management detail).  However, it has a governance obligation to act as a responsible shareholder, and avoid policy conflicts.    The inconsistency between government agencies is probably not confined to CFIs: other agencies, such as Kiwibank, would also be in this category.

Regulation: Need for Improved Reporting

It should not be necessary for an organisation like CSRI to have to request information to find out about the non-financial behaviour of the CFIs.  This information should be part of the regular reports whereby they are held accountable.  The accountability for the non-financial factors needs to have similar detail and thoroughness as the financial material, and reported in annual reports accordingly.  

In this respect the Government, as a regulator, should ask if the disclosure requirements of financial institutions generally is adequate for investors (as well as tax payers) to be able to make informed assessments.  The answer must be ‘no’.   

In 2000 The UK government passed legislation that required pension funds to declare annually whether they used social and environmental polices.   This has been adopted in various forms by a number of other Governments.  In Australia, through the Financial Services Reform Act, the Australian Securities and Investment Commission (ASIC) is required to monitor such behaviour.

The two key clauses are

a) Any seller or issuer of investment products must disclose to investors the extent (if at all) to which labour standards or environmental, social or ethical considerations are taken into account in the selection, retention, and realisation of their investments

b) ASIC may develop guidelines that must be complied with where a product disclosure statement makes any claim that labour standards or environmental, social, or ethical considerations are taken into account in the selection, retention or realisation of the investment.

It is now time for New Zealand to adopt similar regulatory requirements, to ensure proper disclosure, transparency and accountability of not just the CFIs, but investing organisations and the financial community generally.

The Search for Another Criterion

We have asked representatives from the CFIs to be here today.   None have agreed to publicly participate.  Many of them felt uncomfortable when we informed them of the companies that they invest in are in tobacco, and other unacceptable social and environmental behaviour but I think that they all believe that they are abiding by their legislative requirements and meeting the international reputation criteria.   They are cautious about moving into an area where they have to make judgements about social and environmental matters, because this is not familiar territory for them.

In summary, there is a need to replace the international reputation criterion because it is ineffectual in screening out or engaging with unacceptable companies, or investing in companies that are providing solutions.   In addition there is a need to improve the regulations that deal with the reporting requirements of the financial sector generally.   I have suggested as a possible example to use, the Australian Financial Services Reform Act.   CSRI has a possible role in the future to assist a coalition of New Zealand institutional investors consider options, and contract for research and services in a cost efficient and effective way.

We are grateful for the many people who have, and are to contribute, ideas about how the international reputation criteria should be replaced.  We are very appreciative of the facilities provided by KPMG.  We have arranged for a number of overseas contributors, through the assistance of Rod Oram and Telecom, to present through recorded interviews.   We are grateful for New Zealand presenters who will speak during the day, and we will have a panel discussion at the end of the day for a more general discussion.   We are also grateful to Praxis Public Relations, and Kirk Street Group.
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