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ABSTRACT

In order to fulfill the Shari’ah objective of promoting the welfare of society,
Islamic financial institutions (IFIs) are expected to consciously align their decisions
and actions so that they are ‘socially responsible’. An integral policy approach
towards corporate social responsibility (CSR) would constitute assigning explicit
social objectives to IFIs over and above their economic, legal, Shari‘ah, and ethical
responsibilities. Alternatively, the task of undertaking socially-oriented projects
could be argued to be a discretionary responsibility of IFIs, with the objective of
CSR being sought merely as a peripheral practice. Recent debates on the evolution of
the practice of Islamic finance highlighted the profit and economic efficiency
motives of IFIs rather than a concern for socio-economic equity and welfare. A
divergence between the economics literature on Islamic finance and the course taken
by the practical field of Islamic banking and finance has been argued to be arising
over the years. An assessment of this contention motivates this study.

The study secks to assess the Corporate Social Performance (CSP) of a sample of
forty six financial institutions offering Islamic products (FIIPs), located worldwide,
which have responded to a questionnaire survey and whose CSR practices have been
further verified by content analysis. The findings revealed that the majority of the
Islamic financial practitioners believed in attributing an integrated social role to
FIIPs. However, the practices of the FIIPs reflected a more limited approach to CSR.
Most of the FIIPs were observed to be focused on meeting their legal, economic and
Shari’ah responsibilities, that is, were concerned with the goals of profit
maximisation and for their transactions to meet Shari’ah compliance.

Concurrently, the study appreciates the lessons that can be learnt from the
socially responsible financial (SRF) movement that has evolved in the West to
promote ethical finance. The ethical worldview of these socially responsible financial
institutions (SRFIs) is guided by secular humanistic values which are largely socially
determined rather than being drawn from a religious philosophy. The CSR practices
of twelve British SRFIs — comprising mainly banks and asset management firms —
have therefore been critically analysed through content analysis of their published
and electronic materials. The analysis revealed that a sophisticated understanding of
CSR shaped the culture of SRFIs which have mostly embedded CSR within their
business transactions. CSR constituted an integral, explicit and strategic decision of

management, with appropriate management system in place and, in some cases, with
indicators developed to assess CSR performance against planned targets.

iii
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CHAPTER 1

Introduction

1.0 Background of the Study

The idea of incorporating moral values and an element of social responsibility 1n
economic and financial matters has received considerable attention in the business
world in recent times. Socially responsible financing has, for instance, emerged in
the West as a recent phenomenon to bring about a fairer and more sustainable
society. Concurrently, Islamic financing has evolved to provide alternative ways of
financing the development needs of communities. Both Islamic and socially
responsible finance (SRF) are guided by ethical values. Islamic finance is rooted in
Islamic ethics, derived from the teachings of the Qur’an and the Prophet. SRF, in
contrast, is based on secular humanistic values which are socially driven. Socially
responsible investors, in general, endeavour to avoid investment in certain sectors
that are damaging to society and encourage investment in other sectors that add

positively to the progress of society.

Socially responsible concepts of finance are basically linked with the principles of
corporate social responsibility (CSR) — a subject which has been gaining prominence
in the academic literature as well as in practice. Overall, CSR is about the concern of
corporations to be ‘socially responsible’ such that they have a positive and
productive impact on society. Within the financial arena, this concem has led to the
development of socially responsible financial products (like ethical investments,

pensions, mortgages and others) and the involvement of financial institutions in more

social and philanthropic activities. In this respect, the role of socially responsible
financial institutions (SRFIs) and financial institutions offering Islamic products
(FIIPs) in the financing process is of key importance. An evaluation of the socio-

economic 1mpact that these institutions have, following their embrace of CSR

principles, is also deemed important.

In particular, the need to assess the socio-economic contribution of Islamic banking

and finance appears to have increased in importance in the light of recent debates
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arising on this issue in the literature. Academicians such as El-Gamal (2000), Halim
(2001), Siddigi (2004a) and Hasan (2005a and 2005b) point out to a divergence
between the theoretical literature on Islamic economics and the course taken by the
practical field of Islamic finance. The basis of the argument is a comparison of the
theoretical literature on Islamic economics with the practice of Islamic finance by
FIIPs. It i1s argued that the literature promotes the social commitment of the
discipline by emphasising socio-economic goals such as social justice, equity,
poverty alleviation and human well-being that inevitably have recourse to the
maqasid al-Shari’ah (objectives of Islamic law). The practice of Islamic finance, on

the other hand, is contended to be evolving along a profit-efficiency motive.

Several explanations have been proposed in the literature to shed light on this
divergence which in turn raise criticisms against (1) the heavy bias in the use of debt
based instruments, like murabaha, relative to profit and loss sharing modes of
financing (Igbal ez. al., 1998: 62; Hasan, 2005a; Ahmad, A. Y., 2005; Yousef, 2004);
(11) the strategic vision adopted by Islamic banking that seems to have been inspired
by the debt-oriented conventional banking culture (Tag el-Din, 2005a); (ii1) the
choice of financial instruments which tends to give higher weight to ‘efficiency’
criteria while neglecting the ‘equity’ criteria (El-Gamal, 2000); (iv) the greater
emphasis placed on ‘financial engineering’ which 1s propelled by monetary gains
relative to the drive for ‘social engineering’ which is inspired by social goals
(Siddiqi, 2004a); and (v) the degree of high networthism prevailing in investment
banking and asset management in the Gulf countries as compared to the search for
empowering middle class corporate Muslims (Parker, 2004b). Plausible justifications
have been provided in the literature to support such practices, some of which include

(1) the early stage of development that Islamic banks are at (Warde, 2000; Haron and
Kamaruddin, 2005); (i1) the mixed economic-conventional banking system
environment that Islamic banks operate in, where their survival rests on how
successfully they compete with their mainstream counterparts (Haron and
Kamaruddin, 2005); and (iii) the many challenges faced in reality specifically in
terms of the legal and regulatory framework, political and economic climate, and

lack of human infrastructure and the right organisational structure (Hasan, 2004).
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The apparent divergence in the practice of Islamic finance from its initial ethical and
social objectives of targeting general human well-being is the problem that motivates
this study. The aim is to critically appraise this contention and determine how far
FIIPs are being socially responsible in their objectives, actions and commitments

such that they contribute in achieving the socio-economic goals of Islam.

Concurrently, the similarities between Islamic finance and SRF — which are founded
on core ethical values such as individual responsibility, man’s role as a vicegerent,
commitment to the social interest, promotion of human welfare, care for the
environment, and concern for economic and social justice — motivate this study to
examine the parallel movement of SRF. The SRF movement has evolved in the
1920s and is today expanding in different parts of the world. It 1s, however, more
prominent in the West. By endorsing the principles of CSR, this industry endeavours
to contribute positively to societal welfare. This, in turn, prompts this study to learn
from the experiences and best practices of SRFIs. However, it 1s noted that similar to
the case of Islamic finance, contentions have been made against the practices of
SRFIs, questioning in general whether they actually deliver what they promise (e.g.
Schepers and Sethi, 2003). This study therefore examines the performance of a
selection of SRFIs and by so doing highlights how FIIPs can draw from the

experiences of their counterparts to further the goal of human well-being.

1.1 Aims and Objectives of the Study

The study aims to examine the corporate social performance (CSP) of financial
institutions adhering to two parallel ethical worldviews: the Islamic and the secular
humanistic. To this end, the research seeks to study how far FIIPs and SRFIs
embrace a socially responsible approach in their core operations. It endeavours to
examine the extent to which the institutions fulfil their economic, legal, ethical and
discretionary responsibilities that society assigns onto them; how best they manage
CSR 1ssues; how responsive they are towards the adoption of CSR issues; and how
does the adoption of CSR by these institutions impact on society. The focus of the
empirical study however lies in the appraisal of the CSP of FIIPs. The practices of

SRFIs are critically analysed with the aim of drawing useful lessons from the
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experiences of an industry which has been in operation far longer than its Islamic

counterparts.

In the light of the above, the objectives of the study are three-fold, spelt out as

follows:
1. To evaluate the corporate social performance of FIIPs.

2. To examine the practices of SRFIs relating to their corporate social

performance.

3. To determine what lessons FIIPs can leamn from the experiences and practices

of SRFIs to better attend to the needs of their stakeholders.

In order to attain the above objectives, the study utilises the literature on CSR and
CSP. Reference is particularly made to the four-part definition of CSR by Carroll
(1979) to define the CSR issues of the financial institutions. The CSP model of
Wood (1991) is further adopted as a conceptual framework to assess the social
performance of the financial institutions. The CSP assessment of the financial
institutions is studied from the perspectives of the internal stakeholders of the firm,

in particular, from the viewpoint of those who are employed as bankers, managers,

and financial experts who are termed as ‘financial practitioners’ in this research.

1.2 Research Hypothesis

The hypothesis of this research is based on the vision endorsed by the Islamic
economics literature which assigns an attribute of social responsibility to Islamic
financial institutions. In this respect, the practices of FIIPs are analysed in order to
appraise whether the institutions are living up to their CSR responsibilities.
Similarly, SRF promotes a social, ethical, and environmental (SEE) approach to

investing. SRFIs are thus probed to ascertain whether they actually deliver what they

promise.,

In other words, the null hypothesis assumes that CSR responsibilities are assigned to

FIIPs and SRFIs. The alternative hypothesis questions as to whether these

institutions are fulfilling their CSR responsibilities.
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1.3 Research Questions

In line with the set objectives and the conceptual framework, the following research

questions are addressed in this study:

¢ Whatis CSR?
e What particular CSR issues relate to the domain of finance?

e How the practice of CSR is being increasingly endorsed by mainstream

financial institutions?

e How CSP has been especially reflected in the financial domain through the
practices of the two parallel streams of financing: the secular humanistic

socially responsible approach and the Islamic approach?
e What criticisms have been raised against the practices of SRFIs and FIIPs?

e How responsive SRFIs and FIIPs are in practice towards their corporate

social responsibilities?

® Whether CSR principles form an integral part of the business strategy of
SRFIs and FIIPs? Or whether the financial institutions adopt CSR as a

peripheral practice which is merely perceived as an optional business

activity?

e What lessons and experiences can FIIPs learn from the practices of their

counterparts, the SRFIs?

e Whether there 1s a need to re-orientate the practice of FIIPs towards fulfilling
their CSR responsibilities such that their contribution towards meeting the

socio-economic development needs of the Muslim community is enhanced?

1.4 Significance of the Study

This research examines the issue of social responsibility within the field of finance

and thus devolves around relatively new themes of study, interlinking CSR and CSP
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with socially responsible finance and Islamic finance. Previous researches on CSR

have delved on numerous areas, including:

(1)

(11)

(i)

(v)

(vi)

(vii)

Defining CSR and its issues (e.g. Friedman, 1970; Carroll, 1979, 1998;
Carroll and Buchholtz, 2006; Sethi, 1975; Frederick, 1978; Wartick and
Cochran, 1985);

Highlighting the business benefits of adopting CSR (e.g. Little, 2003;
Business in the Community, 2000; Holme and Watts, 2000; Porter and
Kramer, 2002);

Examining CSR within different country contexts (e.g. Aurpele et. al., 1985;
Aaronson, 2003; Worthington et. al., 2003; Hamid, 2003; Habisch et. al.,
2005);

Associating CSR with the financial performance of firms (e.g. McGuire et.
al., 1988; Luther and Matatko, 1994; Waddock and Graves, 1997,
McWilliams and Siegel, 2001; Orlitzky et. al., 2003; Brinkman, 2003;
Johnson, 2003; Tsoutsoura, 2004);

Associating CSR with corporate citizenship (e.g. Lewin et. al., 1995; Matten
and Crane, 2003; Moon et. al., 2003; Valor, 2005);

Examining CSR from a stakeholder perspective (e.g. Carroll, 1989; Brenner
and Cochran, 1991; Dusuki, 2005; Dusuki and Dar, 2005; Carroll and
Buchholtz, 2006); and

Investigating CSR and corporate social reporting (e.g. Belkaoui and Karpik,
1989; Gray et. al., 1995; Greenwood, 2001; Ho and Wong, 2001; Eng and
Mak, 2003; Maali et. al., 2003; Douglas, Doris and Johnson, 2004; Peterson
and Hermans, 2004; Farook and Lanis, 2005).

The underlying ethical issues in CSR have also been discussed at great length within
the Western and Islamic literature on business ethics (e.g. Al-Habshi, 1987; Ahmad,
S. F., 1991; Wirmeryd and Lewis, 1994; Prodhan, 1994; Beekun, 1997; Ahmad and
Sadeq, 2001; Naqvi 1981, 2003). Moreover, the question of ethics has been linked
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with the concept of corporate governance as scandals at Enron and Worldcom have
brought the management systems of modermn corporations under closer scrutiny.

Within the financial arena, the subject of corporate governance has been discussed by

many (e.g. Banaga et. al. 1994; Holland, 2001; Chapra and Ahmed, 2002; Lewis,
2005).

Nonetheless, it is noticed that researches which empirically assess the CSP of firms
have hardly prevailed. Most empirical studies, within both the Western and Islamic
perspectives, have instead focused on the relationship between CSR and a firm’s
corporate financial performance rather than examining its social performance. More
so, researches linking CSR especially to socially responsible finance or Islamic
finance are sparse (e.g. Decker, 2004, Strandberg, 2005). The study by Strandberg
(2005) is particularly noted to be of significance to this research as it examined the

“best practices in sustainable finance” in a number of SRFIs internationally

renowned for their social, ethical and environmental leadership.

Therefore, this research rises to the call of some Islamic researchers (e.g. Hasan,
2004, 2005a, 2005b; Tag el-Din, 2005b) who voiced out the need to assess the

performance of Islamic financial institutions vis-a-vis their social objectives.

Accordingly, the literature on CSP is utilised to evaluate the social performance of a

sample number of FIIPs.

In appraising the CSP of the sampled FIIPs this research further adopts a cross-
country approach. The attitudes and perceptions of financial practitioners from a
wide number of countries are analysed and compared with the actual social
performance of their financial institutions. In this way, the study contrasts the beliefs
held by a number of financial practitioners with their actions and commitments
towards CSR. The perceptions of the Islamic practitioners and the practices of the
FIIPs are in turn compared with the Islamic worldview on CSR. The overall view
obtained on the CSP of the FIIPs through the cross-country approach is believed to
add significantly to the Islamic literature. Prior researches have focused mostly on

single-country analyses (e.g. Dusuki, 2005; Haron and Kamaruddin, 2005).
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Furthermore this research extends the efforts of Wilson (1997, 2002, and 2004) and
others 1n the search for similarities between the practices of the ethical finance
industry and the Islamic finance industry. Indeed, the drive of both movements is to
bring ethics and social responsibility within the domain of finance. This serves as the
underlying basis for building bridges between the two financial paradigms. Socially
responsible investing has been in practice long before the institutionalisation of the
Islamic finance industry. Its modem origins is said to have evolved as early as the
1920s out of the concerns of religious institutions to avoid so-called “sin industries”
like alcohol, gambling or tobacco (Schlegelmilch, 1997: 49). The Islamic finance
movement, on the other hand, took off in the 1970s. The experience gained over
many years of managing the worldwide SRF industry, worth about US$ 2.5 trillion
(Hamid, 2003), certainly provides ample scope to learn useful lessons from it. These

lessons will add to the progress of the Islamic finance industry which is relatively

newer and smaller 1n size.

Thus, by undertaking a comparative study of SRFIs and FIIPs and endeavouring to
gain from the experiences of the SRF industry, this research is expected to represent
a significant contribution to original knowledge. The task it sets itself to achieve is
however recognised to be challenging. The practical difficulties involved in
undertaking this new study on CSP were daunting. One of such difficulties
encountered related to the compilation of empirical data from the sampled SRFIs and

FIIPs. It represented a major research handicap.

However, the following characteristics of this research make it a valuable

contribution to the Islamic finance literature as well as differentiate it from similar

past studies:

(1) The cross-country approach that it adopts. Previous studies have utilised a
single country case study in assessing the social performance of Islamic

financial institutions (e.g. Dusuki, 2005; Haron and Kamaruddin, 2005).

(1) The conduct of the empirical analysis from a firm’s perspective. It has been
pointed out earlier that limited empirical research has been undertaken in

the field of CSP. Moreover, previous studies have examined the issue from
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the perspectives of the stakeholders of the Islamic financial institutions (e.g.
Dusuki, 2005). By seeking the views of financial practitioners who are
taken to represent the FIIPs, this study endeavours to compare what the
financial practitioners say ‘they believe in’ with what they say ‘their
institutions actually do’. It therefore adds to the literature by studying the

link between the intent and the actual behaviour of the practitioners.

(ili) The lessons it seeks to learn from the SRF industry. Earlier studies by
Wilson (1997, 2002, and 2004) have considered a limited number of
examples from the SRF industry (mainly the Co-operative Bank and
Friends Provident Stewardship Fund). This study considers a larger sample
of SRFIs primarily located in the United Kingdom, with some however
having international operations. The UK 1is chosen as the country of

reference due fo its explicit and progressive stance in promoting CSR and
SRF.

1.5 Chapter Outlines

The study draws from the literature on both mainstream and ‘alternative’ economic
and financial discourses which are ethically and socially geared. The ethical and
literature from Islamic economics, banking and finance, management studies, and
secular socially responsible finance is therefore drawn upon to present to present the

relevant issues of interest. An outline of the chapters included in this study is as

follows.

Chapter 1 - Introduction. The current chapter introduces the main themes of the

research, setting out its motivating factors and significance.

Chapter 2 - The Mainstream Western Perspective: CSR and Its Implications on the
Financial Sector. This chapter defines CSR, its concepts and dimensions and

examines the CSR responsibilities commonly assigned to financial institutions. It

examines how the practice of CSR is being conceived in mainstream financial

institutions.

Chapter 3 - The Secular Humanistic Perspective: CSR and Socially Responsible

Financial Institutions. This chapter elucidates how CSR is exemplified within the
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financial arena as a special stream called socially responsible finance (SRF). It
defines SRF, considers its underlying beliefs and objectives, and establishes some
key facts on the SRF market. It further examines some of the criticisms raised 1n the

literature against the performance of SRFIs related mainly to their ethical and social

responsibilities.

Chapter 4 - The Islamic Perspective: CSR and Islamic Financial Institutions. This
chapter examines how the concept of CSR is embraced within Islamic finance. After
delineating some important facts on the expansion of the Islamic finance industry,
the chapter projects Islamic financing as an ethical and socially responsible paradigm
based on its theoretical underpinnings and the socially responsible vision and
objectives of Islamic economics. It further discusses the objectives and
responsibilities assigned to Islamic financial institutions in theory. In this respect, 1t
is noted that the social performance of Islamic financial institutions has been
criticised in the literature, in the same way that some contentions have been levelled

against the practices of SRFIs.

Chapter 5 - Theoretical Framework for Assessing CSP and Research Methodology.
This chapter elaborates the methodology expounded in the literature to assess a
firm’s responsiveness to CSR and the impact of CSR policies on society. It hence
reviews the leading models of CSP and sets out the research questions that will be
used in this study as the basis for evaluating the CSP of FIIPs and examining the
practices SRFIs. Thereafter, the chapter defines the research methodology used in
conducting the empirical study. The difficulties encountered and the limitations of

the subject researched are also explained.

Chapter 6 - Gauging the Social Responsibility of FIIPs: A Cross Country Analysis.
This chapter presents and discusses the empirical findings relating to the CSP of
FIIPs by adopting a cross country approach. The aim is to assess the attitudes of
Islamic financial practitioners towards CSR and to compare the practices of the FIIPs

in the light of the theoretical teachings of Islamic economics, banking and finance.

Chapter 7 - Examining the Social Responsibility of SRFIs: The UK Experience. This
chapter examines the best practices of some leading SRFIs in the UK. The sampled

SRFIs are studied to answer the same research questions set out for the sampled
FIIPs.

10
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Chapter 8 - Comparison of the CSR Practices of FIIPs and SRFIs: Lessons Learnt

from their Experiences. This chapter makes a comparison of the practices of the
FIIPs and SRFIs and delineates some of the lessons that can be learnt from the SRF

industry, which are believed to be relevant for consideration by the Islamic finance

industry.

Chapter 9 - Conclusions and Recommendations. This chapter summarises the

findings of the study, presents some policy implications and concludes.

1.6 Flow Chart of the Thesis

A flow chart of the thesis 1s presented below to elucidate the flow of ideas involved

in the study.

Figure 1.1 Flow Chart of the Thesis

Corporate Social
Responsibility (CSR)

The Secular Humanistic

Perspective:
CSR & Socially Responsible

The Mainstream Western
Perspective:
CSR & Its Implications on

The Islamic Perspective:
CSR & Islamic Financial
Institutions

Financial Institutions
(Chapter 3)

Empirical Study of
Corporate Social Performance
Theoretical Framework for Assessing CSP and
Research Methodology (Chapter 5)

Empirical Study Examining the Lessons Learnt from

the Financial Sector
(Chapter 2)

(Chapter 4)

of FIIPs practices of SRFIs the Experiences
(Chapter 6) (Chapter 7) (Chapter 8)

Conclusions and Recommendations
(Chapter 9)
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CHAPTER 2

The Mainstream Western Perspective:
CSR and Its Implications on the Financial Sector

2.0 Introduction

It is common practice for businesses to get involved in different forms of social
provisions. Until the 20" century, the social responsibility of European and
American businesses has remained mostly implicit and voluntary, taking the form of
charitable donations, corporate philanthropy, or paternalistic behaviour (Moon, 2005:
51). Recent discussions on the social responsibility of businesses have, however,
extended the concept of corporate social responsibility (CSR) to involve more than
philanthropy. The trend since the 1990s, particularly in Europe, 1s for CSR to move
towards a more explicit yet voluntary role of businesses. The participation of
businesses in CSR has in turn broadened, to encompass such issues like — socially
responsible products and processes, socially responsible employee relations, socially
responsible investments, ethical trade, social reporting, stakeholder engagement, and
business codes and standards (Moon, 2005: 55-57).

This chapter discusses the concept of CSR from a firm’s perspective and highlights
the increasing attention attributed to it at the corporate level. Thereafter, 1t examines
its various definitions and dimensions. In the light of the growing significance of
CSR for financial institutions — which like any other firms cannot be dissociated
from their economic and social contexts — this chapter uses Carroll’s (1979) four-part
definition of CSR to discuss the CSR responsibilities of financial institutions. To this
end, it emphasises how the practice of CSR 1s impacting on high street banks, has
given rise to the development of global CSR codes within the financial sector and 1s

leading to the development of a range of socially-oriented financial institutions.

2.1 Projecting Responsibility onto Corporations: A Firm’s Perspective

The debate about the social responsibility of corporations in the first instance centres

on their roles in society (Habisch and Jonker, 2005: 1). The challenging questions

12
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posed are: Should the objectives of corporations be profit oriented and/or be social
and philanthropic? Should corporations balance their economic and financial
prerogatives with social welfare objectives? Is it meaningful to assign ethical and

social responsibilities to corporations?"

Earlier discussions on the social responsibility of businesses, which developed in the
USA, are usually associated with the views of Friedman (1970). Friedman proposed
that “the social responsibility of business is to increase its profits” and thus defined
a socially responsible business as one which “use[s] its resources and engagels] in
activities designed to increase its profits so long as it stays within the rules of the
game, which is to say, engages in open and free competition without deception or
fraud”. In other words, Friedman believed that the financial priorities, whilst
undertaken within the framework of the law and ethics, should rank as the prime
concern of a business. To this end, he asserted that the social benefit of the business
would be in terms of its contribution in the creation of wealth and employment.
Charitable activities or so-called moral responsibilities were not perceived by
Friedman (1970) as part of the objectives of a business. His reasoning was based on
three key premises: (i) moral responsibilities are to be assigned only to individuals
and in this case the corporate executives; not the corporation which 1s considered an
independent entity, (ii) it is the responsibility of managers to serve the interests of the
shareholders and increase their wealth rather than giving it away through overt
charitable activities, (iii) social issues should be addressed by the state rather than be
the prerogative of corporate executives who are neither trained to set and achieve
social goals nor democratically elected to do so (Crane and Matten, 2004: 39).
Friedman’s position that corporations should pursue profits and work to increase
shareholders’ value has been associated with the worldview of neo-classical
economics which is motivated by the self-interest principle as opposed to a concern

for the social interest (Dusuki, 2005: 19). His argument is also referred to as the

' This question is asked in the light of the definition of a corporation, which is taken as a juristic legal
person with ownership of its own assets and with certain rights and responsibilities (Crane and
Matten, 2004: 38). In view of its ownership structure (where shareholders are only responsible to the
extent of their share held in the corporation) and its management structure (where management’s
ﬁdqciary responsibility is to foremost protect the interest of shareholders), it can be argued that the
social responsibilities of corporations are inherently limited (Crane and Matten, 2004: 38-39). This

leads to the question as to how far a corporation can spend towards the social welfare of its
stakeholders.

13
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“efficiency” view of CSR (Rodriguez et. al., Not dated) or the “economic model” of
CSR (Carroll and Buchholtz, 2006: 31).

Others — with some of the proponents being Sethi (1975, 1979), Carroll (1979),
Wartick and Cochran (1985), Wood (1991) — believed that businesses can
simultaneously seek to be philanthropic or society-concerned while maintaining a
profit-seeking strategy. The best practice, according to this viewpoint, 1s not merely
the maximisation of profits, economic efficiency or fair dealing. Rather, it 1s about
businesses endeavouring to uphold the moral standards acceptable to society and
fulfilling their responsibilities towards the general community (Lewis, 2005: 13-14).
The model of CSR has therefore progressed from the ‘economic’ to a ‘social’ or
‘stakeholder’ model where not only the benefits of the corporation are sought but

also those of the stakeholders, including shareholders and the larger society (Carroll,
1998: 593; Carroll and Buchholtz, 2006: 32).

Several theoretical explanations have been put forward in the literature which set the
foundational basis for firms to embrace a socially responsible approach which
extends beyond profit maximisation. The social contract theory, for instance,
establishes a formal or explicit relationship between society and businesses in the
form of laws, regulations, rules and procedures; such relationship may also be
informal or implicit in the form of commonly accepted traditions (Lenssen and

Vorobey, 2005: 358). The explicit or implicit contracts provide a reference point to

businesses with regard to society’s expectations of them.

Wood’s (1991: 695-699) propositions of the “principle of institutional legitimacy”,
the “principle of public responsibility” and the “principle of managerial discretion”
could moreover be used to explain the motivations for businesses to abide by social
contracts. According to the “principle of institutional legitimacy” of Wood (1991:
696), legitimacy and power are granted to businesses by society such that business
institutions are expected to use this power in a socially responsible way. Those who
abuse this power will otherwise tend to lose their “license to operate” in the long run
(Davies, 2003: 304). Preston and Post (1975) added that socially responsible
behaviour is expected of firms because they exist and operate in a shared

environment. The “principle of public responsibility”, on the other hand, argues that

14
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business organisations are responsible for the outcomes related to their primary and
secondary areas of societal involvement. To this end, they are deemed responsible
for solving problems they have caused and those related to their business operations
and interests (Wood, 1991: 697). Lastly, the “principle of managerial discretion”
focuses on the discretion possessed by managers as moral actors to promote socially

responsible outcomes and not to shun their responsibility “through reference to

rules, policies, or procedures” (Wood, 1991: 699).

2.2 The Growing Movement of CSR

According to Davies (2003: 307), the growing movement of CSR has emerged 1n
response to a combination of forces, such as government involvements, market

forces, and soctal regulation.

Davies (2003) notes the increase in “top-down compliance” in the form of reporting

requirements or government regulations. This is particularly relevant in the case of

the UK where the government has made domestic and global CSR policies one of its
priorities. Government has, for instance, appointed a cabinet minister to coordinate
CSR policies. It has also amended a number of regulations requiring the disclosure of
SEE factors in investment decisions (Aaronson, 2003: 313).2 As a result of
government initiatives, for example through the publication of the EU Green paper to
facilitate CSR, and initiatives taken by the UK Department of Trade and Industry, the
institutionalisation of CSR policies within the UK is increasingly taking the form of a
voluntary, yet, explicit business strategy (Matten and Moon, 2005: 350).” In this way,

investments towards CSR initiatives have been growing. It is reported that Britain’s

? For instance, on 3 July 2000 the amendment of the 1995 Pension Act and the enactment of the SRI

Pensions Disclosure Regulation came into effect. This encouraged more and more UK pension funds
to formally consider SEE factors in their investment strategies (UK Social Investment Forum, 2003).

Similarly, the Charity Trustee Act 2000, which became operational since February 2001, requires
charity trustees to ensure that investments are “suitable” financially and ethically and are in line with

the charities’ aims and purposes (UK Social Investment Forum, 2003).

? As Crane and Matten (2004: 28-29) further note, the promotion of CSR within Europe has been
primarily collective, with involvement of government, trade unions and corporate associations, and
with a tendency for CSR guidelines to be codified in the negotiated framework of business. As such,
socio-cthical issues like genetic engineering, nuclear power, animal testing have been observed to be
concerns which ranked higher in the public-corporate agenda in Europe than in the USA (Crane and
Matten, 2004: 47). Likewise, the philanthropic responsibilities of businesses have been mainly the
discretionary acts of successful companies or wealthy capitalists in the USA whilst these are
compulsory via the legal framework in Europe (Crane and Matten, 2004: 47).
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largest companies have invested up to £855 million in CSR initiatives since 1999 and
more than 100 major UK companies now contribute one percent — the recommended
standard set by the Business in the Community (BITC) — of their pre-tax profits to

community investment in terms of cash donations, staff time, management time, and
gifts-in-kind (Steele and Cleverdon, 2004).

This compares with the case of the USA where CSR policies are not promoted at a
governmental level but left to be determined by market values. The prevailing beliet
is that market forces will reward the ethically-conscious and penalise the corrupted,
hence coercing corporations to act responsibly (Aaronson, 2003: 312). Government
regulation is instead commonly regarded as “interference with private liberty”
(Crane and Matten, 2004: 47). In the USA, CSR 1s also driven by a strong culture of
individualism where decision making on ethical issues is perceived to be the
responsibility of every individual rather than being the state’s responsibility (Crane
and Matten, 2004: 27-28). The key actor in the development of CSR policies 1s
therefore viewed to be the corporation, with CSR guidelines being developed 1n the
form of corporate codes of ethics and internal compliance programmes at the

individual firm level (Crane and Matten, 2004: 29).

Davies (2003: 307) further cited the working force of markets where CSR 1is being
driven by the demands of customers, employees or investors. In this respect, the
growing consumer demand for ‘ethical’ products 1s highlighted — a trend which has
led to the rise in the fair trade and ethical trade movements (Worthington et. al.,
2003: 10). The growth in investor pressure for the integration of SEE criteria in
investment selection can also be emphasised here. This has encouraged the setting up

of socially responsible investment (SRI) funds which have especially taken off in the
USA and the UK. This growth in consumer demand can perhaps be explained by the

rise in demand for ethics at both the institutional and individual levels as a result of

increased occurrences of issues like bribery, corruption, money laundering and

terrorist financing. Worthington et. al. (2003: 10) noted the growing stakeholder

demands for CSR and social reporting in the light of a series of corporate scandals

and environmental preoccupations.
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Moreover, Davies (2003: 307) highlights the “reputation pull” force where, in order
to safeguard their reputation and attract investment, firms are motivated to act
responsibly. In fact, several studies have reported on the business case for CSR (e.g.
Davis (1973), Business in the Community (2000); Little (2003); Walter (2004: x);
Diamantopoulou (2004: v), Roberts et. al. (Not dated)). Some of the recognised
benefits for adopting CSR as a management strategy are argued to include: (1)
improved corporate reputation from the media, government, investors, community,
employees, clients; (ii) better management of long term risks by protecting the
business from being involved in irresponsible social and environmental scandals and
avoiding government regulations; (iii) build up in credibility and trust which assist in
hiring and retaining staff and increasing employee satisfaction; (iv) stimulation of
learning and innovation as companies identify new market opportunities and improve
their business processes to maintain competitiveness; and (v) improved market

positioning and long term profitability.

Finally, there is the impact of shocks, scandals and crises — in the form of lawsuits,
embarrassing protests, revelations, denial of capital, threats, sanction of regulation —
which are said to “have often, if regrettably, achieved more progress in raising
ethical behaviour than has moral suasion” (Davies, 2003: 303). These scandals
entail both legal and moral risks — whether through adverse consequences of non-
compliance with the law or reputational damage — which corporations seek to

mitigate through CSR compliance.
2.3 CSR: Definitions and Dimensions

After all, what does the notion of social responsibility actually mean? It 1s noted that
there is a variety of terms that are used in the literature to connote the social
responsibility of businesses — examples include CSR, corporate citizenship, corporate
accountability, corporate governance, business ethics, ethical corporation, corporate
responsibility and sustainability, stakeholders’ interests, sustainable corporations,
and the triple bottom line approach (Worthington et. al., 2003: 9; Valor, 2005: 191).
The wide array of terms utilised inevitably reflects the broad arena of concepts

involved under the umbrella term CSR: social, ethical, moral issues; accounting;
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reporting; governance; sustainability; the environment; and responsible business
behaviour. Nonetheless, the underlying principle in these terms is that corporations
are concerned not only with the quest for profits and economic performance. Rather

other criteria of evaluating firm performance are deemed important.

A variety of definitions of CSR can be found in the business and management
literature (see Carroll and Buchholtz, 2006: 34-35). Different organisations and

authors have submitted their respective definitions, with some focusing on the notion

¥ £

of “sustainable development”, “increased economic welfare”, search for a balance

between positive and negative impacts of the firm, and meeting “the legal, ethical,

social, and commercial responsibilities of businesses”.* Overall, the idea of social

responsibility is associated with the concern of corporations of the impact of their
actions on the welfare of society (Carroll and Buchholtz, 2006: 30). With a view to
have a “positive and productive” impact on society, CSR thus represents the set of

standards of behaviour that corporations subscribe to (Davies, 2003: 306).

One of the most widely accepted definitions is the one provided by Carroll (1979:
499). He utilises a sophisticated approach in defining CSR in terms of four
responsibilities that society expects corporations to shoulder: economic, legal,

ethical, and discretionary.

1. The economic responsibility required of a business 1s for it to be foremost
profitable, efficient, and viable. It would, for instance, include producing goods

and services that society demands, supplying quality products at fair prices,

* Often CSR presumes the notion of sustainable development and asks of businesses to set economic,
social and environmental objectives and act in such a way as to meet society’s expectations
(Henderson, 2001: 15-16). This is reflected in the definition of CSR provided by the ‘World Business
Council for Sustainable Development’ which stipulates: “Corporate Social Responsibility is the
continuing commitment by business to behave ethically and contribute to economic development while
improving the quality of life of the workforce and their families as well as of the local community and
society at large” (Holme and Watts, 2000). Hopkins (2004: 1) associates CSR with the concept of
increased economic welfare by creating “higher and higher standards of living, while preserving the
profitability of the corporation, for peoples both within and outside the corporation”. Jupiter, an
investment fund in the UK, perceives CSR more as a way of balancing positive and negative impacts.
It defines CSR as “operating a company in a responsible way so as to maximise its positive impact
and minimise any negative impact on the environment, society and the economy” (Jupiter Asset
Management, www.jupiteronline.co.uk). The ‘Business for Social Responsibility’ associates CSR “7o
business decision making linked to ethical values, compliance with legal requirements and respect for
people, communities and the environment, in a manner that meets or exceeds the ethical, legal,
commercial and public expectations that society has of businesses” (www.bsr.org).
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earning a reasonable return for its shareholders, providing safe and fairly paid

employment to the workforce, and above all to operate in such a way as to stay
In business (Matten and Moon, 2005: 337).

2. The legal responsibility required of a business is for it to obey the laws and

regulations of the land under which 1t operates.

3. The ethical responsibility expected of a business refers to those over and
above the legal requirements — responsibilities that embody ethical norms, but
not necessarily codified into law. According to Carroll (1998: 594), the ethical
responsibility “embraces a response to the “spirit” of laws and regulations
and helps guide business actions in those decision arenas in which regulations
are ill-defined or non-existent”. Some examples could include, ensuring
compliance to societal values, norms and standards; showing concern for the
environment and sustainable development; adopting fair practices in employee
recruitment; discouraging child labour; not engaging in misleading advertising;

and showing concern for Third World debt.

4. The discretionary responsibility is the desired social expectation that the firm
will assume social roles over and above those aforementioned. It will act as a
good corporate citizen by caring for and investing in the society it operates in.
This may take the form of corporate philanthropy or corporate giving, which is
considered the highest level of responsibility desired by society, assumed after

 the economic, legal and ethical responsibilities have been respectively met
(Gitman and McDaniel, 2002: 110). Corporate philanthropy may include
monetary contributions to charitable causes, supporting educational institutions
and NGOs, offering managerial expertise and technological resources for
causes the institution supports, providing staff welfare, and sponsoring
community events (Coffey, 1998: 151). Discretionary responsibility is said to
be connoted with social roles which are adopted purely on a voluntary basis to

help society and not necessarily expected of businesses in a moral sense.

It 1s noted that the core debate within CSR, as defined by Carroll (1979), relates

mainly to the voluntary corporate policies with respect to the ethical and
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discretionary responsibilities (Matten and Moon, 2005: 337-338). Despite the
voluntary nature of these two types of responsibilities (since they are expected and
desired of corporations), it has been observed that many corporations have begun to
include them as part of their business strategic objectives (Coffey, 1998: 151). Often,
the concept of CSR is being defined as a “decision-making strategy” rather than as
an “ethical commitment”. This is reflected in the definitions of CSR provided by the
largest organisations promoting CSR in the USA and the UK (Aaronson, 2003:
310).

The literature highlights two other extensions to the concept of CSR. These relate to
the terms ‘Corporate Social Responsiveness’ and ‘Corporate Social Performance’.
These terms have been developed in the 1970s through discussions on CSR which
progressed from the definition of the CSR issues to the need for evaluating action
and eventually assessing social performance. After the identification of socially

responsible issues by firms, corporate social responsiveness is the second stage of the
CSR philosophy discussed in the literature. As defined by Carroll (1979: 501),

corporate social responsiveness addresses the “philosophy, mode, or strategy behind
business (managerial) response to social responsibility and social issues ... [it] can

range on a continuum from no response (do nothing) to a proactive response (do

much)”.

The action-oriented variant of CSR — corporate social responsiveness — 1s expected to
yield a societal impact. The literature has, to this effect, discussed the “outcomes” of

the implementation of CSR policies and their measurement — the Corporate Social
Performance (CSP).

The three facets of (i) CSR principles, (ii) responsiveness to CSR principles and (111)
measurement of CSR outcomes have been denoted by Frederick (1978) as CSRj,

CSR; and CSP. Wood (1991: 693) accordingly defined the three stages of measuring

a corporation’s social performance as an evaluation of “a business organization's

* The American organisation named ‘Business for Social Responsibility’ defines CSR as “business
decision making linked to ethical values, compliance with legal requirements, and respect for people,
communities, and the environment around the world” (www.bsr.org/BSRLibrary/Todetail.cfm?
documentID=138). Britain’s ‘Prince of Wales Business Leaders Forum’ similarly defines CSR as
“open and transparent business practices that are based on ethical values and respect for employees,
communities, and the environment.” (www.pwblf.org/csr/csrwebassit.nsf/content/al.html).
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configuration of principles of social responsibility, processes of social
responsiveness, and policies, programs, and observable outcomes as they relate to
the firm's societal relationships”. This last aspect of CSP — verification of the social
impacts of CSR policies — is assumed to form the main focus of the measurement

process (Hopkins, 2004: 23).

Figure 2.1 Wood’s Concepts of Corporate Social Responsibility

Corporate Social
Responsibility
(CSR))

Jfocusing on
Obligation,
Accountability

Corporate Social Corporate Social
Responsiveness Performance
(CSP)

(CSR;)

Jocusing on
Outcomes, Results

Socusing on
Action, Activity

Note: Categorisation of the CSR Concepts in the above diagram is by the Author

Besides the four-part CSR definition of Carroll and the three-part concept of the CSR
model of Wood, CSR may also be examined in terms of its four-part dimensions and

the three markets it impacts on.

With regard to the CSR dimensions, CSR is reported to have four spheres of

influence on businesses:

1. At the ‘workplace’ in terms of responsible business practices, good corporate

governance and ethics, human resource management;

2. At the ‘marketplace’ in terms of consumer responsibility, responsible

behaviour in the production and sales of goods and services:

3. At the ‘environmental’ level in terms of the impact of businesses on the

environment through the building of sustainable business enterprises; and
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4. At the ‘community’ level through corporate philanthropy, corporate
involvement in community development, community 1nvestment
(www.bitc.org.uk, Roome, 2005: 321; Davies, 2003: 306; World Economic
Forum/Intemational Business Leaders Forum, 2002)..6

This integral concept of CSR is especially relevant to the European context where
CSR is asserted to be growing into a mainstream management and business 1ssue
through its adoption as a core business strategy (Davies, 2003: 316). The above CSR
influences on the strategies of businesses may alternatively be classified according to
the impacts on the markets in which firms compete. Valor (2005: 198) specified
three markets where the social performance of firms has gained attention: product,
labour and capital. Some of the CSR issues involved within each of the markets may

be elaborated as follows:

1. Product market — through ethical sourcing and purchasing, subscription to fair
trade principles, promotion of ethical consumerism, abidance by socially
responsible marketing and advertising standards, and instilling quality

management procedures.

2. Labour market — through abidance by human rights standards, development
of high standards in the area of human resource management, establishment

of good working conditions, opposition to child labour and oppressive

regimes.

3. Capital market — through socially responsible investment, support for
cooperative or mutual banking, development of community and social

banking, financing of micro-enterprises, promotion of Islamic financing.

° Business in the Community (BITC) — one of the largest business associations for CSR in the UK -
termed the four main agendas of CSR as “responsible business behaviour in the workplace, market
place, environment and community” (www.bitc.org.uk). Roome (2005: 321), alternatively, defined
them in terms of responsible business practices, consumer responsibility, sustainable enterprise and
corporate philanthropy and corporate community involvement. The World Economic Forum and the
International Business Leaders Forum (2002), on the other hand, defined the dimensions of CSR or

rather corporate citizenship as “good corporate governance and ethics, responsibility to people,
responsibility for environmental impacts, and the broader contribution to development”.
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Figure 2.2 The Dimensions and Impacts of CSR
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However, this study focuses on the capital market implications of CSR, or more
particularly, financial institutions. A growing number of financial institutions have
been influenced by the concept of CSR, bringing about a change in their operating
structure and their impact on society. The idea of including social responsibility
within financial and economic decisions has thus launched a whole movement on

socially responsible finance in the West — a core subject of study in this thesis.

2.4 CSR and Its Relevance to Financial Institutions

Financial institutions, including banks and non-banks, are firms which offer an
important economic and financial service to society. Their interface with the general
society inevitably raises the question pertaining to their social responsibilities. Like
other businesses, 1t can be argued that they cannot divorce themselves from their

economic and social contexts. Particularly in today’s world where inequalities in
wealth, health, knowledge, influence and life chances prevail, financial institutions

play a key role towards the alleviation of problems such as poverty and social and

economic exclusion (Davies, 2003: 301).

Financial institutions are above all considered legally-operated businesses with an

economic purpose (Zeegers, 2001: 153). Regarded as profit maximisers, they are

evidently not taken to be charities (Mayo and Guene, 2001: 1). But their involvement
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with the public instils upon them their own set of ethical and philanthropic
responsibilities. Therefore, Carroll’s (1979) four-part definition of CSR is believed to
be applicable to financial institutions. The four-part area of influence of CSR namely
— responsible business practices, consumer responsibility, sustainable enterprise, and

community involvement — are also deemed relevant to their operations.
2.4.1 The Economic Responsibilities of Financial Institutions

The primary purpose of a financial institution is to provide a range of financial
services to customers, public authorities, private individuals and businesses to further
their own objective of economic and financial gains (Zeegers, 2001: 153).” The
following economic functions have specifically been attributed to financial

institutions in the literature (Lewis and Algaoud, 2001: 62-63).

e Provide indirect financing. Acting as financial intermediaries, transferring

resources from savers to borrowers and investors;

e Accumulate capital. Funding long term projects by pooling funds from

various savers;

e Provide liquidity. Reconciling the liquidity preferences of borrowers and

Savers; |
e Select projects. Screening and funding viable projects;
e Monitor funds. Ensuring that funds are used as agreed;
e Enforce contracts. Ensuring that repayments are made by borrowers;

e Manage, transfer, share and pool risks. Raising funds, determining

repayment rules as well as establishing who bears the nisks;

e Diversify risks. By pooling a large number of investment projects together;

and

" Financial institutions are conventionally defined as institutions that serve financial markets and
include both depository and non-depository institutions (Baye and Jansen, 1995: 35). The former
comprise such institutions like commercial banks, community development banks, savings and loan
associations, mutual savings banks, and credit unions (Baye and Jansen, 1995: 35-36). Non-depository
institutions act like a bank except that they do not accept checking deposits or do not make

commercial loans (Kohn, 2004: 161). These constitute of mutual funds, insurance companies, pension
funds, brokerage firms and investment funds (Baye and Jansen, 1995: 37-41).
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e Record transactions. Keeping records of the payment systems and all

exchange transactions.

As financial institutions provide the above services, they add social and economic
value by offering products and services needed by society and generating
employment in society. These are considered important contributions of financial
institutions towards socio-economic development. Nonetheless, as in the case of
businesses and firms, it is commonly argued that financial institutions should

promote other social responsibilities over and above their economic and legal
responsibilities (Zeegers, 2001; Decker, 2004).

2.4.2 The Social Responsibilities of Financial Institutions
Zeegers (2001: 153-157) noted some of the ethical and philanthropic responsibilities

of relevance to financial institutions.

e Providing security guarantees to their depositors for funds entrusted to them

so that confidence in the financial system 1s maintained,;
o Exercising care in the use of funds deposited with them;

o Offering protection to customers for funds deposited with them;

¢ Showing concemn for local social needs by ascribing funds to meet these

needs;

e Showing concern for the environment by not lending to or investing in

polluting industries;

e Combating social and financial exclusion by allowing access to its services

by all groups in society;

e Operating on the basis of mutual trust and transparency; and
¢ Combating fraudulent and dubious activities.

Other authors like Hodgson (2002) and Ogrizek (2001) attributed to financial
institutions the social responsibility to "know the customer”. Knowledge of the

customer 1s believed to reduce the information asymmetry problem inherent in
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lending as well as the likelihood of fraud and money laundering transactions
(Decker, 2004: 715). Douglas et. al. (2004: 388) further noted that the societal
expectations of financial institutions include “strengthening corporate governance,
fighting money laundering, preventing tax evasion, protecting financial privacy,
equal opportunity employment, and promoting environmental awareness”. Decker

(2004) mentioned such issues like “secure products ...appropriate for the lifestyle of

a cross section of society”, “trust, customer knowledge, prudent management of
funds, proximity and accessibility”, “channelling funds from savers to productive

uses”’ and “promoting social cohesion”.

Inevitably, these social responsibilities could be argued to represent a challenging
task for financial institutions to undertake. Specifically, it 1s noted that the literature
does not attribute philanthropic responsibilities per se to financial institutions — for
example in terms of donations and charities. Rather the emphasis appears to be on
the need for developing responsible corporate behaviour, professional and ethical
business practices, customer responsibility and developing social responsibility 1n
project financing. These have in turn been encouraged through the establishment of

voluntary CSR codes of conduct relating to financial institutions like the “Equator
Principles” and the standards set by the Forge Group.® A number of other voluntary
global CSR guidelines which seek to promote responsible corporate behaviour also

prevail. Examples are the Caux principles, the Global Reporting Initiative, the Global
Sullivan Principles, the Principles for Global Corporate Responsibility: Benchmarks,

® The Equator Principles are voluntary guidelines developed by the International Finance Corporation
and supported by major financial institutions to ensure that responsible environmental stewardship and
social safeguard policies are incorporated into the infrastructure projects financed by financial
institutions, especially in emerging markets (www.equator-principles.com; EIRIS, 2003a: 2; Blecher,
2004). It has been endorsed by about 33 financial institutions, including major banks such as Barclays
Plc, HSBC, Citigroup, Bank of America and Westpac Banking Corporation (www.equator-
principles.com).

The Forge Group, on the other hand, relates to a group of major financial services providers ~
including Barclays, Abbey National, Lloyds TSB, Royal Bank of Scotland — which published its
“Guidance on Corporate Social Responsibility Management and Reporting for the Financial Services
Sector” in 2002. This was meant to provide a practical toolkit to financial institutions to understand
and address CSR issues relevant to the financial services sector such as financial inclusion,

involvement and investment in the community, labour standards and other ethical issues (EIRIS,
2003a: 2; FORGE-Group, 2002).
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the UN Global Compact, and the OECD Guidelines for Multinational Enterprises
(Carroll and Buchholtz, 2006: 324; HSBC 2003: 11-12; Hopkins, 2004: 31).’

2.5 The Practice of CSR by High Street Banks in the UK

Some of the above voluntary codes of conduct have been endorsed by even
commercially-oriented high street banks such as the Hong Kong and Shanghai
Banking Corporation (HSBC) which since the mid-1990s has been seen to publicise
its CSR initiatives more vigorously (see HSBC Report, 2003: 11-12). In its CSR
Report (2003: 2), the bank states “For HSBC, good CSR is good business” and 1s
thus observed to perceive CSR as a long term business practice for addressing the
needs of its stakeholders.'” In recognition of its leadership and innovation in
integrating SEE objectives into its operations without neglecting the goal of
maximising shareholder value, it is noted that HSBC, UK has been nominated in the
list of the ‘Sustainable Bank of the Year’ for the Financial Times Sustainable
Banking Awards 2006."!

The practice of CSR by high street banks in the UK has been much influenced by the

moral suasion used by government to address CSR issues and gain the compliance of

? A brief description of these voluntary codes of conduct is as follows (Carroll and Buchholtz, 2006:

324, HSBC 2003: 11-12):

e Caux Principles (Issued in 1994). Recommendations which promote ethical and responsible
corporate behaviour, especially addressing the social impact of company operations on the local
community.

e Global Reporting Initiative (Revised in 2000). An international voluntary reporting standard
promoting the reporting of the economic, environmental and social dimension of an
organisation’s activities, products and services.

e Global Sullivan Principles (Proposed in 1999). Standards which address social, economic and
political justice issues such as human rights, equal opportunities in employment, ethics and
environmental practices for endorsement by multinational companies and their business partners.

o Principles for Global Corporate Responsibility: Benchmarks (Revised in 1998). Include 60

principles and benchmarks that could be used as a model framework to assess corporate social
performance.

e UN Global Compact (Issued in 1999). Advances nine principles in three key fields, namely
labour standards, human rights and environmental responsibility.

¢ OECD Guidelines for Multinational Enterprises. Encourage responsible business conduct in the
field of sustainability.

10 Repc:rt_igg its CSR policies has been one way of promoting how the bank meets its social
respoqmblht':tes. The HSBC CSR Report (2003: 3) highlights the bank’s CSR approach since its early
days, including publication of its first environmental policy in 1997, publication of its first statement

of Business Principles and Values in 1998, and publication of its CSR Report in 2001 entitled HSBC
in the Community: Sharing our Success 2000.

" http:/news.ft.comy/
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retail banks with government schemes (Decker, 2004: 722). The government for
instance instituted a universal banking programme whereby it required “banks to
either set up basic bank accounts as part of their existing product range or
participate in the Post Office’s “universal bank”” (Decker, 2004: 722).
Government’s expectations for banks to “meet their social obligations™ as well as

“discharge financial exclusion obligations” were also incorporated into the Banking

Code — which is reported to have largely influenced the behaviour and strategies of
banks to demonstrate appropriate CSR policies (Decker, 2004: 721-722).

EIRIS (2003a) reported on the following non-financial performance of thirteen
leading UK high street banks: their holding of third world debt, publication of ethical
lending policies, operations in countries under oppressive regimes, publication of
policies addressing financial and social exclusion, environmental policy, equal
employment policy, and community involvement commitment. It was observed that
banks like Barclays, Lloyds TSB, Northern Rock, Royal Bank of Scotland and the
Co-operative Bank were the best performers in terms of their SEE screening, with
the Co-operative bank being judged as the best overall performer (EIRIS, 2003b).
The Co-operative Bank, in particular, is considered one of the main UK high street
banks with a clear commitment to social responsibility. The bank developed its
ethical policy out of a survey conducted in 1991 wherein it found that 84% of its
30,000 sampled customers wanted the bank to have an explicit ethical policy (Kitson
and Campbell, 1996: 68). This support from its customers, according to the bank, had
increased to 97% in 2001.'* The bank considered such strong support of ethics as a

“mandate to pursue” and it is today well-known for the institutionalisation of its
ethical policies (Kitson and Campbell, 1996: 68).

According to Becker (2004: 725), some high street banks in the UK are addressing
the challenges presented by CSR by collaborating with other banks, social
organisations, and other financial institutions embracing a socio-economic mission
ike Community Development Financial Institutions (CDFIs) and credit unions. In
this way they participate in addressing problems like financial exclusion and assist in

community regeneration. Retail banks like Lloyds TSB have further been seen to

'2 www.co-operativebank.co.uk
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support charity works in the fields of social and community needs and encourage
education and training programmes through its various UK foundations.”” The
NatWest Group — one of the world’s largest and best capitalised banking groups
involved in retail and corporate banking — is another mainstream financial institution
which is reported to have made considerable effort in fulfilling its philanthropic

responsibilities through its corporate community investment strategy (Hughes and

Robinson, 2001: 164-169).

2.6 Growing Prevalence of Socially-Oriented Financial Institutions

Besides the promotion of CSR by mainstream financial providers, it is observed that
since the 1990s there has been an elevation in the provision of financial services to a
prominent social role such that banks and non-bank financial institutions (NBFIs)
have been re-engineering their products, processes and services in order to increase
their social impact (Mayo and Guene, 2001: 1). These suppliers of financial services
are said to “fake a positive interest in the social outcomes and effects of their
activities” whilst being driven by financial returns (Mayo and Guene, 2001: 1). In
some cases, ethics is another key motivating factor of these financial institutions.
This trend could be recognised under the labels of ‘social banking’, ‘socially
responsible investment’, ‘ethical banking’, ‘micro-financing’, ‘community

reinvestment’, and ‘cooperative banking’ (Mayo and Guene, 2001).

To this end, a diverse range of financial institutions have emerged which, above all,
seek to service the local economy and the community. Some of these experiences
have developed in Third World countries, like the micro-credit movement, which
have been in turn employed 1n industrialised countries to serve their respective local
needs (Rocard, 2001: vii). Micro-credit institutions act as ‘social banks’, taking
Initiatives to support the disadvantaged, the poor and small and medium businesses

which are otherwise excluded from financial assistance. In the UK, the emphasis on

the social goals of financial institutions has led to the development of a number of

“mutual” financial institutions — like credit unions, savings and loans funds, retail

Y See www.lloydstsbfoundations.org.uk/reports_funded.htm! for a list of reports on areas like

homelessness, training, young people, disabled people which the Lloyds TSB Foundations have
funded over the recent years.
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cooperatives, friendly societies, provident and building societies (Decker, 2004:
721). According to the Government Policy Action Team 14 of 1999, the scope for
developing credit unions in the UK was looked into as a government strategy to
combat financial exclusion among communities in disadvantaged areas (Decker,
2004: 717). Mutual financial institutions are said to play an equally, if not more,

important role in the retail financial market in countries such as Australia, Germany

and the USA (Decker, 2004: 723).

Community Development Financial Institutions (CDFIs) are another type of financial

institution with a social mission.!* Generally defined as “private sector” “locally

b B 1 4

controlled” “market driven” “specialised financial institutions

" ¢

with community
development as their primary mission”, they are perceived as “a vital tool for
boosting enterprise and wealth creation” (Dewees, 2004; Coalition of CDFIs (a),
Social Investment Task Force, 2003: 12). Their key role is to serve in the social,
economic and physical renewal of under-invested communities — by creating jobs,
economically empowering individuals, building local businesses, and developing
entrepreneurial capacity. Importantly, they seek to help people out of poverty by
encouraging self-sufficiency through enterprising instead of depending on grants
Social Investment Task Force, 2005: 10). CDFIs have spread largely in Europe and

the USA and are expanding worldwide. "

Schuster (2001: 160-161) further observed that the commitment of financial

institutions (in particular banks) towards social objectives has been in the form of

'4 CDFIs have a variety of structures and development lending goals. Six basic types of CDFIs have
been noted in the literature: (i) community development banks, (ii) community development credit
unions, (iii) community development loan funds, (iv) community development venture capital funds,

(v) micro-enterprise development loan funds, and (vi) community development corporation-based
lenders and investors (Coalition of CDFTs (a)).

'> The CDFI industry registered a dramatic boost in the USA in the 1990s and based on its success, the

CDFI sector in the UK was modelled in the years 2000s (UK Social Investment Forum, 1998-2003).
The number of CDFIs in the USA is reported to be over 700, operating in every state and serving both

urban and rural communities (Coalition of CDFIs (b)). The US Government agency — the CDFI Fund
—~ has awarded more than US$ 700 million of funding to CDFIs since its inception in 1994 (Coalition
of CDFIs (b)). In the UK, the community development finance sector is said to have a capital base of
£400 mullion as at April 2005 and has financed over 9,000 businesses in under-invested communities,
thus creating 10,000 jobs and sustained an additional 85,000 jobs (Social Investment Task Force,
2(_)05). It is reported that there are about 55 CDFIs which form part of the Community Development
Finance Association (cdfa) in the UK (Community Development Finance Association, 2003-2005).
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“corporate citizenship”. As an act of good corporate citizenship, many banks have set

up socially-oriented foundations under which they fulfil their social obligations.

Some financial institutions have taken one step further by specifically promoting
social and ethical issues, over and above embracing professional ethics. They have
labelled themselves as “socially responsible” or “ethical” financial institutions. Their
activities would combine commercial (economic) functions as well as SEE strategies.
The socially responsible investment (SRI) movement has largely emerged in the
Anglo-American societies and since the 1990s it has been attracting increasing
attention from investors in other parts of the world. Financial institutions, mainly
those located in the West, have accordingly responded to this demand for ethical
financial services. Chapter 3 examines in further detail developments in the SRI

industry.

2.7 Conclusion

On the basis of discussions in this chapter, the concept of CSR can be said to be
associated with the following characteristics: (1) 1t is not Iimited to the concept of
philanthropy, (ii) it is concerned with the economic, legal, social, environmental,
ethical and philanthropic aspects of organisational behaviour, (i1) 1t 1s rooted in
ethics, (iii) it can be perceived as a balance between ethics and profits (iv) 1t takes
account of a multiple stakeholder approach (Worthington et. al., 2003: 10), and (v) 1t
is of a voluntary nature but being increasingly adopted as an explicit approach in the
form of an integral business strategy (especially in the European model and
particularly in the UK). As a business practice, CSR is impacting on the operations
of all types of businesses, including financial services providers. Studies examining
the practice of CSR in the financial sector are relatively few as this is a new
development evolving since the 1990s. However, the UK model has attracted

considerable attention, especially with the developments in the SRI industry — the

focus of the next chapter.
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CHAPTER 3

The Secular Humanistic Perspective:
CSR and Socially Responsible Financial
Institutions

3.0 Introduction

There 1s a growing number of investors who are interested in the decisions of how
their resources are channelled and accordingly question financial institutions about
those to ‘whom’ they direct funds to, ‘what’ kind of activities they finance, and
‘how’ the financial resources impact on society and the natural environment (Asaria,
2002). These investors do not limit their concemns to the security or profitability of
their investments. They ensure that the funds invested are utilised in an ethical or
socially responsible way by investment funds and banks. The idea of including
social, ethical and environmental (SEE) values — and recently corporate governance
1ssues (see Baue, 2005b and 2005¢) — within financial and economic decisions has
sparked a new momentum towards socially responsible finance (SRF) in the West.
The debate on SRF has also brought into question the 1ssue of CSR 1n the arena of

finance — a debate which affects both the management structure of financial

Institutions and deals with their impacts on society.

This chapter examines the SRF movement which is guided by secular humanistic
values. It provides an overview of the SRF market, detailing its general evolution and
manifestation in mainly the USA and the UK, and discussing the underlying
objectives of socially responsible financial institutions (SRFIs) and their screening

criteria. It is noticed that the literature has raised some criticisms against the ethical

and social performance of SRFIs. These are in turn expounded in this chapter.

3.1 Defining Socially Responsible Finance

The SRF movement was initially known as ‘ethical investment’ in the UK on
account of its underlying ethical values (Lewis and Webley, 1994: 171; Sparkes,

2002: 23). The mainstreaming of SRF however contributed in its redefinition to
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‘socially responsible investment’ (SRI) — a term commonly used in the USA
(Sparkes, 2002: 23).! SRI is equally known in the literature as social investment,
socially-aware investment, mission-based investment, cause-based investment, green
or sustainable investment, or at times faith-based investment (Social Investment
Forum, 2003: 3; Hawken, 2004: 7). SRI has also been defined as the choice of
“investments that reflect the values of the investor” or investments that express the
social conscience of the investor. This has in turn led to its reference as conscience
investing (www.eiris.org.uk; Schlegelmilch, 1997: 52; Entine, 1996; Atta, 2000: 9;
Grandison, 2003).

Put simply, the investment philosophy of SRI is to integrate ethical values and
societal concerns in investment selection decisions and the management of
investment portfolios, besides the strict criterion of financial performance (Sparkes,
2002: 22: Cowton, 1994: 215). Non-financial qualitative issues like the nature of the
company’s activities, the location of the business, and the way it conducts 1its
business affairs thus become important in the choice of investments (Cowton, 1994:
215). These values are generally referred to as SEE issues — social, ethical and
environmental. More recently, issues of corporate governance have been included
within the concept of SRI and the abbreviation used is ESG — environmental, social
and governance (Baue, 2005b and 2005¢).° Although these values originated from a
religious (Christian) background, associated with the Quakers, they do not promote
an “overtly religious message” and are instead reported to be largely socially
determined (Wilson, 2005). The values are said to be derived from the sources of
secular ethics which are intuition, the exercise of conscience, social norms, human

wisdom, human legislation, valuable consequences, traditions, or past history of
societies (Ahmad and Sadeq, 2001: 3; Amjad, 2000).> The bases of such values are

' According to Sparkes (2002: 23), the association of ethics with personal values within the Anglo-
Saxon tradition led to the label ‘ethical investment’ being most commonly used in the UK, rather than
the term SRI which was utilised in the USA. In the light of the increase in institutional investors
within SRI and the general negative connotation attributed to the word ‘ethical’ when used to describe

a profit maximising activity of the financial services industry, the label SRI is now preferred. In this
research, the terms ethical investment and SRI are considered synonymous.

2 : - . : :
In this .research, we also use the abbreviation GSEE to combine corporate governance, social, ethical
and environmental issues.

’ B_eekun_(lg?97; 9_-19) further expands on six major ethical systems which serve as general guides to
ethical thinking: (i) self-interest (relativism) or an individual’s own criterion of what is ethical or not;
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inevitably subject to changes in opinions over time, space and societies and are
believed to be of a transitory nature (Wilson, 2002). Hence, this explains the addition
of new issues of current relevance like corporate governance within SRI 1n the recent
years. At times, some investors labelled as “value-seeking” may altogether reject the

moral underpinning of SRI and instead seek investments in SRI portfolios simply

because unethical behaviour causes harm to the financial performance of investments

(Baue, 2005a).

Overall, the consideration of non-financial qualitative issues within investment
decisions implies that SRI investors seek a balance between financial return,
financial risk and the source of the investment return. Through SRI, investors attempt
to choose “investments that make a difference” thus conveying the ideas of a
socially responsible goal, a sustainable development objective, a concern for human
welfare, social justice, economic development, peace and a healthy environment, as
well as promotion of a fairer financial world (Domini, 2001; Brill et. al., 1999). Yet,
the concern for financial return is said to clearly distinguish SRI from chantable
giving, for SRFIs are not viewed as charitable organisations (Sparkes, 2002: 22;

Cowe, 2003). The premise of financial gain is considered an important goal of SRI.

3.2 Evolution of the SRF Movement and Its Driving Factors

The development of the SRF movement is reported to have its roots in the Christian
religion. Concerned with religious values, the Methodist Church of North America
deliberately avoided the “sin industries” — like gambling and alcohol companies —
when it decided to invest in the stock market in the 1920s (UK Social Investment
Forum, 2003). Its relative success encouraged others to follow suit. The Quakers

thereafter pooled investments which avoided weapons manufacture.® Thus, public

(ii) calculation of costs and benefits (utilitarianism) or the consequences of one’s behaviour (an action
is stated to be ethical if it brings the greatest benefits for the largest number of people); (iit) duty
(universalism) or the intention to be dutiful towards other people; (iv) individual rights (entitlement)
or the value of liberty and rights of individuals to freedom, dignity and choice; (v) fairness and equity
(distributive justice) or the value of justice which endorses equitable distribution of wealth, benefits

and burdens; (vi) scripture (eternal law) which corresponds to laws revealed through scripture and the
state of nature.

* Coombe Financial Services, http://www.coombe.co.uk/investment/ethic_invest.htm
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demand for ethically screened investments started initially in the USA. Several

geopolitical factors, henceforth, motivated the demand for SRI.

Following discontent with the environmental and social effects of the Vietnam War,
the Pax World Fund was established in the USA in 1971.° Opposition to apartheid in
South Africa also fuelled the ethical movement in both the USA and the UK in the

1980s. Shareholder activism proved successful in leading a large number of firms to
divest from South Africa and ultimately contributed in the passing of the Apartheid
Act 1986. In the 1990s, the SRI movement gained further attention with increased
public’s consciousness about anti-globalisation issues, sustainable development
issues and the demand for corporate governance on the part of government,
corporations and investment institutions (Schlegelmilch, 1997: 49; Eurosif, 2003: 6).
Environmental sustainability is, in fact, perceived as a likely catalyst of the SRI
movement in the year 2000s as more investors and companies recognise the
“enormous opportunity that exists to prosper by providing the products, services and
technologies that are needed to create a sustainable society” (Henningsen, Not
dated). The upsurge in ethical issues like terrorist financing, bribery and fraud in the
year 2000s is also noted to have driven the demand for SRI (Schlegelmilch, 1997:
49; Wilson, 1997: 1326).

In the UK, the growth of the SRI sector has been largely propelled by political, legal
and regulatory changes since the 1990s. Political interest like that from the then
Pensions Minister John Denham contributed to the promulgation of regulations
which gave a boost to the ethical movement (Sparkes, 2002: 9). The July 2000
amendment of the UK Pension Act 1995 is asserted to have led investments by UK
pension funds using SRI criteria to leap from a nil value in 1997 to £80 billion in
2001 (Sparkes, 2002: 348).° Similarly, the February 2001 amendment of the Charity
Trustee Act 2000, requiring charity trustees to ensure that investments are “suitable”™

financially and ethically, resulted in a boost in SRI assets held by charities from £8

: Coombe Financial Services, http://www.coombe.co.uk/investment/ethic_invest.htm

| The UK Pensions Disclosure Regulation requires trustees of occupational pension funds to disclose
in their “Statement of Investment Principles” (SIPs) the extent to which SEE considerations are taken
into account in their investment strategies (Higgs, Not Dated). This encouraged an increasing number
of pension funds to formally consider SEE policies in their investment strategies and/or delegate SRI
to the investment houses that manage their funds (UK Social Investment Forum, 2003).

35



Chapter 3: The Secular Humanistic Perspective
CSR and Socially Responsible Financial Institutions

billion in 1997 to £25 billion in 2001 (Sparkes, 2002: 348). Regulatory 1ssues have
additionally gained importance following the many instances of financial scandals
and unethical business conduct involving well-known international firms. The
frequency of mass media reports on cases of frauds, insider trading and the
manipulations of books in the last decades has seemingly placed issues like
shareholder and management responsibilities, corporate governance, and corporate
social reporting onto the political agenda. There is now increasing pressure on

companies to be transparent about their SEE impacts (EIRIS, 2003b).

3.3 The Screening Criteria: Endorsing Humanistic Values

SRF, by its nature, is selective in its composition of investment portfolios. SRI
investors or providers adopt a screening technique to select their investments. These
non-financial qualitative screening criteria, as stated earlier, are classified under SEE
or ESG issues and range from international to domestic concerns. Accordingly, SRI
funds and investors screen companies on a positive or negative basis — choosing
companies whose activities include socially laudable practices that will entail making
a positive contribution to society and avoiding companies engaged in socially
negative behaviour that will cause harm to society. In practice, SRI funds tend to
include/exclude one or several of the positive/negative company attributes.’
Investors, on their part, tend to invest in those SRI funds which meet their social and

ethical preferences.

Some of these negative and positive criteria endorsed by investors are listed in Table

3.1. In general, the issues centre on the environment, human rights, animal welfare,

and corporate governance.

7 Fungs whif:h employ positive screening in their investment decision analyses are referred to as “dark
green or_“hght green’’ ﬁlPdS (Pridham, 2001). While the former are viewed as the most ethical or the
greenest investments available in the market, the latter’s policies will not include strict evaluative

criteria in choosin.g their investments. The light green funds evolved in the mid-1990s while the dark
green funds prevailed mostly in the 1980s (Pridham, 2001).
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Table 3.1 Positive and Negative Screening Criteria Underlying SRI

Positive Criteria Negative Criteria

e Exhibition of proactive HRM and high o Poor emplo + conditions
employee welfare standards oor ecmployment Co

e Good equal opportunities record e Contravening labour and human rights

e Environmental improvements, pollution e Environmental destruction, Logging, Mining,
control, waste management poor pollution control

e Conservation of natural resources e Poor health and safety records

® Recycling, Renewable energy o Mistreating of animals; Animal testing

¢ Investment in public transport, educationand | Exnloitation of Third World countries
training, telecommunications, IT P

 Charitable giving and support to the e Armaments trade and financing of the
community armament industry

* Production and supply of basic necessities e Pornography
* Good relations with customers and suppliers ¢ Nuclear power

¢ Involved in reducing the debt problem of Less _
Developed Countries e Tobacco, Alcohol, Gambling, Drugs

* Financing of third world projects o Offensive or false advertising

* Advancement of science and technology e Lending to oppressive regimes

* Investing in employment generation projects e Fraud, insider trading, manipulation of books

o Fighting social and financial exclusion e Bribery and corruption

Note: The Screening Criteria are drawn from various sources

Some investors attempt to balance a diverse set of positive and negative 1ssues that
companies are involved in to select the best ethical performers. This is usually
termed as “best of sector investing” and includes companies which make the greatest
effort in addressing SEE issues. This approach 1s expected to encourage least ethical

companies to improve their activities. It 1s thus described as “invest[ing] in the best,

encourag[ing] the rest” or investing in “the better companies and encouraging them

to do even better” (McCallin, 2001; Cowe, 2003).

While choosing companies that make a positive contribution to society, some
investors select companies that represent industries of the future. This practice is
called “thematic investing” and includes companies that play an important role in
sustainable and environmentally safe development, that are involved in renewable
energy, waste management, public transport, and encourage emerging industries.
Some others prefer funds which direct finance to communities that would, otherwise,

not deserve traditional financial services — a practice which is termed “community
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investing”.® The target groups are mainly low-income individuals and small
businesses that encounter difficulties in accessing credit. In the USA, four types of
institutions have emerged that focus on the economic development of low- and
moderate-income communities: community development banks, community
development credit unions, community development loan funds and community

development venture capital funds (Baue, 2003b).

A further approach often used by SRI investors to encourage the adoption of CSR
processes is to utilise their rights as shareholders to advocate for socially responsible
changes in corporate policies, without engaging in screening. This approach 1s called

“engagement”, “shareholder advocacy” or “shareholder activism ”? 1t has become

a key trend in SRI since the mid-1990s. Its use is believed to generate investor

pressure as well as direct media attention — which in turn add more pressure — on
corporate executives to improve their behaviour (Shareholder Action Network,
2002).10 If discussions through engagement with companies fail to improve their
ethical performance, often shareholders embark on a stage of “confrontation™ where
they seek to “embarrass” companies by deploying negative publicity for their

unethical behaviour (Smith, Not dated).

In sum, it is useful to highlight the classification of the various layers of screening

which underlie SRI. Three categories have been delineated by Eurosif (2003: 10):

e Core SRI which includes positive screening (including best of sector) and

extensive exclusions (negative screening).

8 Some authors argue against the inclusion of community investment within the definition of SRI.
Sparkes (2002: 25) argued that community development investing “is based on a banking model
rather than on equity finance” whereby “investors voluntarily accept lower returns than they could
otherwise achieve on these loans to promote social objectives”, Financial return is, on the other hand,
a key distinguishing factor of SRI.

% UK Social Investment Forum, www.uksif.org/Z/Z/Zsri/mkts/index.shtml#meth

' The Shareholder Action Network (2002) highlights several occasions when coercion from
shareholders has succeeded in bringing about a turn-around in social and environmental policies and
in increasing corporate social responsibility. Abbey (2004) also cites a range of examples where
shareholder pressure and a drop in share value caused by negative publicity has spurred change in
corporate policies in Canada and around the world. One commonly cited and successful instance of
social activism 1n investment policies is the end of apartheid in South Africa through corporate
divestment.
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o Simple exclusions (negative screening) which resemble a risk management

strategy undertaken as a protection against bad reputation.

o Engagement practices as a means to influence the behaviour of corporations.

It is observed that, over the years, the screening criteria has progressed from
shunning negative issues to including more positive issues and making increasing use

of engagement practices between SRI funds and companies. The greater
collaboration between investors and companies in the 1990s is suggestive of the

growing move of SRI into the mainstream financial market as simple exclusions and

engagement are accepted and adopted by the larger financial community (Eurosif,
2003: 11). The head of global SRI at Mercer Investment Consulting noted that
mainstream institutional investors already believe that ESG issues can impact on

investment performance (quoted in Baue, 2005b). Mainstream investors are not
necessarily interested in moral issues per se; however, they are increasingly seen to
assess their investments based on SRI criteria. This shows a gradual shift of SRI into

the mainstream market.!!

A review of the SRI movement, including developments in the screening criteria, 1s

described in terms of the chronology that follows.

1920s In 1928, the first socially responsible mutual fund which screened
against alcohol and tobacco was established in the USA. It was

named the Pioneer Fund (Sparkes, 2002: 48).

'' A recent study by Strandberg Consulting (2005) (cited in Baue, 2005f), based on the interview of 42
SRI leaders, predicted that within the next decade there is likely to be a gradual shift of SRI from a
moral philosophy to SRI as an instrument for mainstream investors who are concerned that the
immoral behaviour of companies will impact negatively on the financial performance of their
investments. The study also forecasted that SRI will move from a niche market into the mainstream
market as more firms realise that the holding of value-based products implies that other products are
non value-based, hence motivating them to ensure that their entire portfolio of investments is socially
responsible. Another aspect confirming the mainstreaming of the SRI movement is the increase in the
number of players within the industry. These include:

e Specialist research organisations which have been set up to research on the SEE activities of
companies, the practice of SRI funds, and help in the setting up of SRI funds. Some examples are
EIRIS (UK), IMUG (A German environmental consultancy), Caring (Sweden), Ethibel (Belgium),
ARESE (France) (EIRIS, 2000: 2).

o Rating agencies which rate the ethical credibility of SRI funds. Some examples are the Ethical
Investors Group (www.ethicalinvestors.co.uk) and Core Ratings (www.coreratings.com).

e Compilers of SRI indices to track the performance of SRI funds. Some examples are Domini 400
Social Index (USA, 1990), Nature Equity Index (Austria, 1997), FTSE4Good Indexes (UK, 2001).

39



Chapter 3: The Secular Humanistic Perspective
CSR and Socially Responsible Financial Institutions

1960s In 1967, there occurred the first example of Shareholder Advocacy in

the USA when the social justice group “FIGHT” bought shares in
Eastman Kodak to campaign for better living conditions and job

opportunities for black employees (Sparkes, 2002: 48).

1970s Two major events took place: boycott against South Africa and
discontent with the environmental and social effects of the Vietnam
War. They led to the establishment of the first ‘modern’ SRI mutual
fund in the USA, the Pax World Fund, in 1971.

There was iIncreasing consumer activism against corporate
irresponsible behaviour. Social proxy resolution was, for instance,
filed against General Motors at its 1970 annual general meeting for

its poor safety record (Sparkes, 2002: 50).

Assertion for CSR grew with the establishments of a number of
organisations supporting the cause e.g. Council for Economic
Priorities (CEP, 1969), Interfaith Center on Corporate Responsibility
(ICCR, 1973), Investor Responsibility Research Center (IRRC, 1971)

(Sparkes, 2002: 51).

The first ethical bank was set up in the Netherlands, the Triodos
Bank, in 1974.

1980s The first research organisation on SRI, the Ethical Investment
Research Service (EIRIS), was set up in 1983 in the UK with the

support of Church groups and Quakers.

The first ethical unit trust fund (mutual fund) was established in the
UK, the Friends Provident Stewardship Fund, in 1984.

There were rising concerns about the environment which were
motivated by disasters like Chemobyl. The first ‘green fund’ was
launched in the UK, the Jupiter Ecology Fund (originally called
Merlin Ecology Fund), in 1988.

1990s More geopolitical 1ssues were on the rise: ethical consumerism
seeking justice and fairness in trade (fair trade movement); anti-
genetically modified foods; anti-globalisation movement.

Screening criteria were gradually shifting from the avoidance of
negative activities towards targeting positive activities and
investment 1n ‘best of sector’ and ‘industries of the future’.

2000s The SRI movement registered a boost thanks to regulatory support
from Governments m European countries. In July 2000 the 1995
Penstons Act was amended, requiring SRI disclosure in the UK. The
Netherlands, Belgium, Switzerland, Sweden, Germany, and France
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followed suit with similar legislation (UK Social Investment Forum,
2003).

SRI movement expands to other continents. Australian government
passed the Financial Services Reform Act 2003 which required
investment firms to disclose labour standards and SEE considerations
in their product disclosure statements (Baue, 2003a).

Prevalence of social indices to track SRI fund performance evolved.
Examples include FTSE4GOOD, Dow Jones Sustainability Index,

Domini 400 Social Index.

There is increasing use made of shareholder advocacy as a form of
SRI critena.

3.4 Growth and Expansion of SRFIs: Some Facts

Essentially, SRI is about equity investments, with the SRI financial products ranging

from investments in unit and investment trusts to personal pensions, endowment

policies, ethical current and savings accounts, and ethical mortgages.'> These
financial products are dispensed by retail and institutional investment funds." With a
view to meeting the diverse financial needs of ethical investors, SRI providers have
also come to include high street banks, building societies, mutual societies,
investment groups, insurance companies, pension funds, foundations, co-operatives,

community development funds, venture capital funds and several speciality ethical

funds — with the group taken to equate to the generic term SRFIs 1n this research.'®

Motivated by healthy investor demand, competitive financial performance and

coupled with regulatory support, a number of SRFIs have come to be currently

established in Western environments where they benefit from favourable conditions.
The biggest market for SRI i1s the USA, with US$ 2,164 billion worth of assets
invested under SRI in 2003, representing 87% of the world SRI market (Social

2 wrww.uksif org.uk

13 Retail investors include private individuals who seek investments in ethical investment trusts and
personal pension funds. Institutional investors constitute the bulk of the market, comprising banks,
corporations, insurance companies, churches and charities, pension funds, as well as other social
investors interested in community development.

' SRFI is the generic term used in this research to refer to financial institutions adopting a socially
responsible approach in their financial activities. It is noted that SRI funds especially are also known
as ethical funds, sustainable funds, socially responsible funds, environmental technology funds, green
funds, ethically screened funds (Kreander, 2001; The Ethical Investors, www.ethicalinvestors.co.uk).
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Investment Forum, 2003: ii and 33). The asscts under SRI in the USA arc said to
represent about 11.3% of the country’s total assets under management (worth USS
19.2 trillion) (Social Investment Forum, 2003: 1). In other words, more than “one out
of every nine dollars” invested in the USA is dirccted towards SRI (Social
Investment Forum, 2003: i). The Social Investment Forum Report (2003: 1) further
asscrts that growth of SRI assets in the USA has been faster than growth of asscts

under purely commercial professional management: the former grew by 240%
between 1995 and 2003 compared to 174% for the latter. With regard to retail SRI,

the Social Investment Forum Report (2003: 7) states that there are about 200 socially

screened mutual funds in the US with assets totalling around USS$ 151 billion.

Over the 1990s, SRI funds have expanded from their original US base to include
Europe as the second world's largest market for SRI. Europe is reported to constitute
10% of the total SRI market, with USS 260 billion worth of SRI investment, both
retail and institutional (Social Investment Forum, 2003: 33). The size of the
institutional SRI market ranges from €34 billion (including core SRI i.c. positive
screening and extensive exclusions) to €336 billion (including core SRI, simple
exclusions and engagement practices) (Eurosif, 2003: 10-11). Under the core market
approach, the UK ranks first with 69% of the European market share, followed by
the Netherlands, Switzerland and Germany. Within the enlarged view of SRI which
includes engagement practices, the Eurosif Report (2003: 11) suggests that SRI is
becoming a mainstream financial practice mainly in the Netherlands and the UK,

with the former corresponding to 54% and the latter 44% of the total institutional
SRI market. Table 3.2 provides an overview of the institutional SRI market in

Lurope.

Table 3.2 Institutional SRI Market in Europe (In Euros)

Core SR | Core b.lll and Core .‘.ERI. Simple Exclusions and
Simple Exclusions Engagement Practices

R
€34 Billion
-
R

Source: Adapted from Eurosif (2003: 10-11)
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The UK is a leading SRI market in Europe. It is said to have registered almost a ten-
fold increase of more than £200 billion in SRI assets over the period 1997 to 2001
(Sparkes, 2002: 348). This incrcase was mainly the result of a growing number of
charities, pension funds and insurance companics subscribing to SEE policies in their
investment strategics. The total value of investments grew from £22.7 billion in 1997
to £224.5 billion in 2001 as shown in Table 3.3 (Sparkes, 2002: 348).

Table 3.3 SRI Assets in the UK (£ Billion)

1 w997 1 1999 | 2001 | 2003 | 2004 | 2005
SRIUnitTrusts | 22 | 31 | 38 | 43% | S5 | 61
Churches | 125 | w0 | 130 ¢ 0l 1
Chanties | 80 | 100 | 250 | | |
 PensionFunds | 00 | 250 | so0 ( | |
InsuranceCompanies | 00 __ | 00 | 1030 | o |
ToraL | 227 | s22 | 248 | | 1

* EIRIS reports an estimated figure of £4.3 billion being invested in retail SR funds as at December
2003 (Alam, 2004).

** The Ethical Consumerism Report 2005 of the Co-operative Bank (Vickery et. al, 2008: 6)
reported a growth of 3145 in cthical investment 1o £5.5 billion in 2004,

*e¢ EIRIS News Release (12 July 2006)

Primary Source: Sparkes (2002: 348)

Table 3.3 also shows the position of retail SRI investment in the UK. It occupics
only a small percentage of the total market, The latest figures released by EIRIS
(2006) state that there arc about 75 cthical funds in the UK, with the number of
cthical policy holders reaching almost half a million and with £6.1 billion being
invested cthically in 2005."° One of the leading UK cthical funds is the Friends
Provident Stewardship Fund having more than £1.9 billion assets under
management.'® This increase in cthical investment is largely explained by an
increascd availability of cthical investment products, better comparative performance
of these investments, and a better informed public about the impacts of their
spending and investments (Vickery et. al., 2005: 6; EIRIS, 20006). Sull, the £6.1
billion worth of asscts invested under SRI for 2005 represents less than 1% of the

" 1t is noted that, including cthical investment, cthical banking and credit union deposits, moncy
invested ethically in the UK is reported by the Co-operative Bank to have passed the £10 billion mark,
reaching £10,626 million in 2004 (Vickery 2. al.,, 2005 6). This comparcs with 1999 when total
cthical finance in the UK amounted to only around £5,178 million (Vickery ¢t. al., 2008: 4). Relative

to the demand for other cthical products like fair-trade, organics, green home, and cthical fashion, it
was further noted that the demand for ethical finance ranked the highest amongst consumers in the UK

between the period 1999 and 2004 (see Graph depicted in Vickery er. al., 2005: 4).
'* www.friendsprovident.com/sri
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total mainstream retail investment market in the UK with its total number of 1,972

retail funds and asscts valuing at £979 billion."’

Overall, the SRI industry, as at 2003, is reported to be encompassing a worldwide
industry worth around US$ 2.5 trillion, incorporating 760 retail funds and a larger
and more complex SRI institutional market (Social Investment Forum, 2003: 33;
Hamid, 2003)."* Figure 3.1 provides a general overview of the dispersion of the SRI
market worldwide. Table 3.4 in tum summariscs the global trends in the SRI market

in three main continents — North America, Europe and Asia - and indicates the

screening criteria in practice as well as the regulatory support in place.,

Figure J.1s5 Global Distribution ofthe SRI Market
Total Market Slze USS 2.8 trillion

Ausinlia
furope  yUsS 143 billion
US$ 260 billon (1%) Restof Asia
(10%) USS 2.5 billion
Canada
'St 32 2 billion
Q%)

USS 2.164 billion
(87%)

Source: Based on data provided by Social Investment Forum (2003: 33)

" www.uksif.org

' As mentioned by Schepers and Sethi (2003: 12), the data regarding the number of retail funds in
opcration is difTicult to confirm because of definitional ambiguitics related to SRI. However, Hawken
(2004: 10) reports the number of identified publicly available funds (including mutual funds selling to
individual and institutional investors, open-ended investment companics and unit investment trusts) to
total to 602 worldwide. A breakdown of the number of funds in cach region is as follows: Africa (3).
Australia and New Zealand (45), Canada (40), Europe (367), Japan (12), South America (2), Asia
excluding Japan (8), USA (109) and Middle East (16).
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Table 3.4 The SRI Industry: A Global Picture

Screening | Relative SRI Market
- Approaches Regulatory Environment Size (USS)

In the carly years of SR, Increased regulatory attention | USA: Total SRI amounts
religious values were a being given to SRI. Disclosure | to $2.16 trillion (Dec.
determuning factor in and transparency requirements | 2002), with 200 retail

negatively screening promoted by the Securities and | mutual funds. US SRI
tobacco, alcohol and Exchange Commission inthe | market is the largest,
gambling companies, US. representing 87% of the

Today’s concerns world’s SRI market,

incorporate a whole range of
GSEE issues.

Canada: Total SRI
amounts to $38.2 billion
(Jun. 2002), representing
about 2% of the world's

SR] market. 53 retail
mutual funds prevail.

SRI inclusion and exclusion
screens are the key methods
of sclecting investment
portfolios in the USA. These
arc followed by sharcholder
advocacy and community
investing. _
Most popular screens are the

North America

Europe is leading the SR] Europe: Total SRI

environment and labour, SRI | industry by encouraging its amounts to $260 billion
is increasingly perceived as | mainstreaming through (including retail funds,
the application of not only supportive regulation. Within | pension funds, and
single exclusionary screens, | Europe, the UK government sharcholder advocacy),
There is common use of led the way through its with 280 retail and

institutional

funds (as at 2001). Europe
is the sccond largest SR
market, representing 10%
of the world's SRI market,

legislation in 2000 to change
the 1995 Pension Act so that
SEE considerations are taken
into account in investment
decisions. Other European
countrics like the Netherlands,
Belgium, France and Germany
thercafier followed suit
(Eurosif, 2003: 9; Social
Investment Forum, 2003: 31).
Disclosure requirements
prevail in Australia on social
and environmental issues in
investment decisions.

sharcholder advocacy.

Australla: SRI amounts to
$14.3 billion (Aug. 2003,
with $2.2 billion in
managed SRI funds). A
total number of 74 funds
prevail, SRI is Australia

A common screen is the
environment. Community
investing is active at local
level. A growing number of
funds is being established in
Australia, Japan, and Hong

No rcal SRI policy exists in the

Kong which provide rest of Asia, although there is | represents about 1% of the
opportunitics for SR increasing attention being wotld’s SRI market.
pensions. given to SRI by multinational

Rest of Asla: Total SRI is
about $2.5 billion (Dec.
2002).
Source: Adapted from Social Investment Forum (2003 33)

fund managers.

3.5 SRFIs and Corporate Soclal Responsibilities: Some Criticisms

The above data provide a broad overview of the spread of SRFIs worldwide and

reveal the value of SRI asscts and their screening criteria. However, it was noticed

43



Chapter 3: The Secular Humanistic Perspective
CSR and Socially Responsible Financial Institutions

Improved capital growth
Less risk of fines
Improved capital and income performance

Advantage over competitors

More secure covenant

S A D N o

Essentially moral

10. Improved income performance

11. Good for the business in the short run

From the above, it is observed that the primary reason elicited by the ethical fund

management institutions was that ethical investments are important for the business
in the long run, whilst the association of ethical investments with morality was

ranked in the ninth position by the financial institutions.

Thus, on the one hand it 1s seen that an increasing belief in the business case for SRI
is contributing positively to the mainstreaming of CSR and SRI (Baue, 2005b; 2006).
On the other hand, it can be counter-argued that the search for the business case of
SRI reflects a loss in the moral grounding underlying SRI (Baue, 2005a). The
premise of this argument may be based on the assertion that “you do not do right
because it is right, but because it pays” (Baue, 2005a). This calls the following into

question: is there erosion in the ethical values underlying the practice of SRI?

The genuineness in the ethical behaviour of SRI funds has also been put to question
on several other counts. One of the contentions relates to the packaging of ethical
portfolios which often serves as a marketing strategy to differentiate SRI products
from those of other purely commercial funds or other competing SRI funds. In such
cases, SRI is viewed as a “source of competitive advantage or a condition to be
competitive” (Valor, 2005: 199) and may be pursued only if 1t 1s rewarded by the
market. It could thus be argued that in similar circumstances, the adoption of ethical
standards would be prompted by a long-sighted strategy to gain competitive
advantage (or financial return) rather than be motivated by genuine concemns for SEE

1ssues. This has been labelled as a “marketing trick” to attract customers or a mere

public relations exercise and it may in turn be paradoxically classified as
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representing unethical behaviour on the part of SRI funds (Lewis and Webley, 1994:
172; Valor, 2005: 200; Frankental, 2001; Wilson, 1997: 1325).

Another criticism pertains to the exploitative potential of SRI funds — in the sense
that they pay back lower returns, involve higher investment risks and charge higher
management fees relative to other commercial funds. It has been highlighted that
inferior financial performance could be an outcome of the increased monitoring costs
involved and/or the restricted potential for portfolio diversification (Luther et. al,
1992: 57; Wilson, 1997: 1325). Increased risks of SRI could further be a
consequence of the general tendency of SRI funds to hold a greater percentage of
shares in small and medium enterprises whose performance can be more volatile than
larger companies (Investment Management Association, 2003).2! SRI funds may
moreover impose higher management fees and suffer from limited research
capabilities as a result of their small operation size. These are argued as representing
possible justifications for a lower overall financial performance — justifications that
could be perceived as the costs of one’s choice of ethics or social responsibility over

financial performance.

A further contradiction about the SRI movement compares the process and the
corporate social performance (CSP) of SRI. It is noted that the literature on SRI often
explicitly markets the “ethicality” of SRI funds as “investment to make a difference”
(Domini, 2001; Brill et. al., 1999) — implying that the purpose for SRI funds to
employ SEE criteria in their investment ventures is in order to make a positive
impact on society. However, a survey of the literature revealed that there is no

academic study per se that evaluates the social performance of the SRI industry

based on social responsibility criteria. This has been confirmed by Schepers and
Sethi (2003: 25) who highlighted that a large part of the promotional effort of the
SRI industry attempts to justify the financial performance of the funds rather than

focus on their social performance, which “in the final analysis is the raison d'étre of
these funds".

21 According to Luther et. al. (1992: 61, 69), the ethical investment industry in the UK is clearly
skewed towards small market capitalization. This could be based on the following advantages that
smaller companies offer: (i) they are less probable to choose potentially objectionable activities in

their investments; and (11) they are easily monitored by ethical fund managers in view of their narrow
range of products and by virtue of their small size.
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Nonetheless, attempts have been made at gauging the corporate social responsiveness
of SRI funds towards CSR issues. A few online information websites rate SRI funds
based on the degree of their ethical performance. For instance, the Ethical Investors
Group rate SRI funds vis-a-vis areas of concern classified in such categories as
humanist, animal welfare and environment.”* In addition, there exist ethical indices

like FTSE4Good, the Dow Jones Sustainability Index (DJSI) and the Domim 400
Social Index (DSI) which rank major international companies according to their
environmental and social performance (Hopkins, 2004: 9). The Business in the
Community — a movement with a core membership of 650 companies across the UK
— has also established since 2002 a corporate responsibility index defined as “a
business management tool which has been developed to support companies in

improving their impact on society and the environment. By participating in the Index
companies are able to assess the extent to which their corporate responsibility
strategy is translated into responsible practice throughout the organisation, in
managing four key areas — Community, Environment, Marketplace and Workplace™
(Business in the Community, 2004). While these indices serve as consumer guides in
assessing the corporate social responsiveness of SRI funds towards SEE issues,
measurement of the impact of SRI funds on the larger society is believed to be

lacking.

Then again, concerns have been raised by Mayo and Doane (2002: 7) about the
ethical credentials of some of the companies which comprise the ethical indices. As
an example, the authors reflect on the case of Shell which ranked among the “best of
the class” companies on account of its adoption of CSR management techniques.
This led to its eligibility in being categorised among the SRI company list and its
quotation under the SRI indices such as FTSE4Good. Yet, according to Mayo and
Doane’s (2002: 7) arguments, Shell was not sufficiently ethical in the first instance to
be classified within the FTSE4Good index as it was unaccountable of its financial

and social costs of carbon emissions. They state “even the ‘best of the class’ of the

oil companies ought to be excluded from SRI categories concerned with the

environment, if their core activities continue to support a primary market failure”.

22 www.ethicalinvestors.co.uk.
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Thus, SRI companies may be ranked within ethical indices — chosen on the basis of

being “best in the class” — yet could still be considered poor performers on the ethical

front.

Shortcomings in the form of lack of transparency and credibility, high complexity
and significant gaps in meeting disclosure and other standards by SRI funds have
also been found by other studies like the Australian survey (2004) which questioned
over 400 current and prospective social investors on their views of the practice of
SRI funds (Baue, 2005d). It was reported that over half of the respondents
highlighted such inadequacies on the part of SRI funds. Another study by Hawken
(2004) raised similar criticisms regarding the SRI industry, some of which are

summarised below:

e The American companies included in the investment portfolio of the SRI
mutual funds the author examined were virtually no different to the
companies included in the portfolio of conventional mutual funds. Hawken
(2004: 17) highlighted that 19 of the 30 large cap companies included 1n the
top equity holdings of the SRI mutual funds were also part of the Dow Jones
Industrial Average.

e The screening methodologies of most of the SRI funds were quite broad,

allowing for most of the publicly held corporations to be included within the
SRI portfolio. Hawken (2004: 18) noted that over 90 percent of Fortune 500

companies were included in SRI portfolios.

e Literature on the SRI funds did not reveal how the screening criteria

promoted by the fund were actually applied in terms of investment selection

(Hawken, 2004: 19). Hawken (2004: 21) highlighted a lack of transparency

and accountability on the screening criteria and portfolio selection.”’

e The principles adhered to by companies included in the portfolio holdings
were often conflicting with the objectives of the SRI funds (Hawken, 2004:

20).
2 It is noted that, following such criticisms about lack of transparency, the European Social
Investment Forum (Eurosif) prepared a transparency guidelines to which a number of SRI funds in

Europe subscribed and disseminated detailed information about their SRI approach, process, screening
criteria, engagement approach and voting policy (www.eurosif.org/transparency-guidelines-retail).
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e The environmental screens used by portfolio managers were loose and not

etfective 1n impacting positively on the environment (Hawken, 2004: 23).
3.6 Conclusion

The SRI literature has mainly discussed the evolving CSR issues underlying SRI, the
SRI criteria, the different SRI approaches, the providers and investors in the SRI
market, and the financial performance of SRI funds. Attempts at assessing the
responsiveness of SRI funds towards CSR issues have also been made. Little
empirical evidence, however, is available on the evaluation of SRFIs based on the

management and fulfilment of their social responsibilities. This is an important tool
of assessment of SRFIs since an ethical and social approach is presumably the

principal philosophy which guides the actions of SRFIs. Already the literature has
highlighted some crnticisms raised against the ethical credentials and social
performance of SRFIs. By seeking to examine the CSP of SRFIs, this study therefore
hopes to shed light on the best practices of some of these financial institutions. Such
a task 1s undertaken by studying the practices of a sample number of SRFIs located
in the UK. The lessons learnt from this study are expected to be useful in improving
the contribution of another socially responsible paradigm - the Islamic finance
industry — in meeting the needs of its stakeholders. In the first instance, a literature

review on the developments in the Islamic finance industry is provided in the next

chapter.
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CHAPTER 4

The Islamic Perspective:
CSR and Islamic Financial Institutions

4.0 Introduction

Based on its core ethical values, Islamic finance is promoted as a socially responsible

paradigm rooted on religious tenets. It has been compared in the literature with the
parallel theme of socially responsible investment (SRI), examined in the last chapter
(e.g. Wilson 2002, 2004; Asaria, 2002). Similar to SRI, social, ethical, economic,
environmental and governance issues also underlie the screening criteria of Islamic

financing. Likewise, the four-part CSR definition of Carroll (1979) in terms of the
economic, legal, ethical and philanthropic responsibilities is relevant to the Islamic
finance paradigm. An additional element, however, guides the <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>