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Responsible investment goes by many names—it is variously referred to as so-
y responsible investing, ethical investing, sustainable investing, triple-bottom-
vesting, green investing, best-of-class investing, or most simply as responsi-
vesting. It has evolved over the years from the concerns of religious organi-
tions; environmental, labor, and human rights activists; community groups; and
areholders in the corporations themselves.
nderlying these varied names and approaches is a common theme; long-term
ue creation. Practitioners of RI seek to generate both financial and societal value;

mulate change toward sustamab1hty within corporations; to steer investmenis
rd the productive and socially beneficial use of capital; and to initiat debate
he proper role of corporations in.society. Value creation in this
only to economic value, but to the wider impact of companies on society and
natural environment, both today and in the future (World Economic Forum
}. The RI community implicitly recognizes and acknowledges that investment
an activity impacts society and influences business’s behavior and actions. In
dition, ESG information helps investors better manage risk and make better
ormed investment decisions (Lydenberg 2007).

- Among the key characteristics of Rl are the following;

® Responsible investment encourages a long-term perspective in investing. It
does so because (1) environmental, social, governance, and ethical issues
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cannot always be captured by the market, which tends to be short-ta
in its perspective; (2) RI seeks to establish trust between stakeholders :
ployees, communities, customers, suppliers) and corporations, a trust f
results from ongoing dialogue and persists over time; and (3) RT encoura
corporate managers themselves to adopt a perspective that encompas;
corporate social responsibility goals with long-term financial benefits.
* Responsible investment has a broad definition of materiality, which it ¢
ceives as relevant to all stakeholders (not just stockowners) and as stri
a balance between that relevance (what matters to whom) and signific
{(how much it matters). This means that RI takes into account in its deci;
making issues that have both shori-term and long-term implication;
investors, other stakeholders, and society in general (AccountAbility 200
s Responsible investment adopts a stakeholder perspective. At the core
the conception and practice of Rl is the belief that all stakeholders in
corporation matter and that a productive and profitable company will in
in its full range of stakeholders, receive a return from all its stakehol

& Total
B Community Investing
3 Screening and Shareholder

. . & Shareholder Advocacy
and consequently be able to provide a long-term return to its investors (P B Screening
et al. 2002}
The objective of this chapter is to provide insights into the activity of respon: 1500 2000 2500 3000

ble investment and to highlight some of its key challenges. The first section pres $ Billion
the history of responsible investment from its roots in the eighteenth centu
2009. The second section maps the different tools and strategies used by respo
investors. The third section focuses on the major players including asset own
providers of support services, and related organizations. Lastly, the fourth secti

examines four major challenges the Rl field is currently facing.

250

HISTORY OF RESPONSIBLE INVESTMENT

The concept and practice of responsible investment have evolved over the year
in what can be classified as five primary periods. Each phase of this evolution
characterized by its own particular practices and concerns. Each new phasé
tends to incorporate previous forms that persist and coexist with the new ones
Although precise figures are difficult to come by, there has been a signifi
growth of assets under Rl management and the number of RT funds over the yee
a growth that, it is not an overstatement to say, has been explosive since the Jab
1990s. In the United States, RI assets under management were at $2.71 trillion
2007, representing 11 percent of the $25.1 trillion in total assets under fignagem:
(U.S. SIF 2008). RI assets have increased by 324 percent since 1995, a faster gix
than the broader universe of all investment assets under professional managen
In Europe between 2002 and 2007, the number of RI funds increased by 150 pes
to 447 in 2007 (Lipper FERI 2008). Eurosif has placed the value of the RI matke
€2.665 trillion as of December 31, 2007, anincrease by 102 percent between 2005 ait
2007 (Eurosif 2008). According to Eurosif’s figures, RI accounts for 17.6 perce
total European funds under management. Exhibits 21.1 and 21.2 depict the gr
in RI funds in the United States between 1995 and 2007. Exhibit 21.3 show
growth in RI funds in Europe during the period 2002-2007, while Exhibit Z
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xhibit 21.2 Responsible Investment Assets and Funds in the United States, 1995-2007
urce: LS. Social Investment Forum, 2008 report.
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flines the growth in number of European RI funds and their total assets from
84 to 2007.

2007 (EU-13)

arliest stage of responsible investment, before it was known as responsible
stment, dates back to the eighteenth century (Domini 2001). For several hun-
_ d years religious institutions—such as the Society of Friends (Quakers) and the
2008 (EU-9) ' ethodists—were precursors to the modern form of RI in that they believed that

- : investing was not a neutral activity, but implied values. They shunned “sinful”
mpanies whose products conflicted with their basic beliefs. These so-called sin
ks were for the most part those of companies involved in alcohol, tobacco, gam-
g, and, in certain cases, weapons, One of the emblematic and first RI mutual
ds of this first phase was the Pioneer Fund, launched in the United States in 1928.

2002 (EU-8)

hase 2: Development

The second phase dates from approximately 1970 and runs through the late 1980s.
t marks the beginnings of Rl in the contemporary sense of the term and is typified
the United States by the Pax World Fund, launched in 1971, and in Europe by
Exhibit 21.3 Broad and Core Responsible Investment in Europe, 2002-2007 e Friends Provident Stewardship Unit Trust in 1984.
Source: SIRI Group, 2007 : In the United States, this incarnation of RI originated in part in the political
: d protest movements of the day. The Vietnam War and apartheid in South Africa
ere two issues that in particular drove the Rl movement of that time. Other citizen
iovements such as civil rights, women’s liberation, and the environment raised
ssues of crucial concern to the RT movement and became a part of its lobbying
f corporations on issues seen as unethical (Louche and Lydenberg 2006). At that
tlme, Ralph Nader and Saul Alinsky, two U.S. consumer and community activists,
tarted to use the shareholder right to appear at corporate annual meetings and
file shareholder resolutions to raise social and environmental issues directly
th corporate management. Nader’s General Motors campaign leading to the
submission of two socially based resolutions on the annual meeting proxy ballot
emains an historical moment. These tactics were soon adopted by the Rlmovement
nd became an important second tool for the responsible investor.
In the 1980s, RI also took root in Europe. The Friends Provident Stewardship
nit Trust was among the first ethical investment funds in the United Kingdom
and a precursor to many similar funds. A number of eco-banks such as Triodos
Jank in the Netherlands were also founded during that time.
Simultaneously, a number of RI support organizations were created, such as
the Interfaith Center on Corporate Responsibility (ICCR) in 1971, the first two
ocial Investment Forums in the United States (1980} and the United Kingdom
1983), as well as the first professional R rating agencies, s
[ Number of Funds  —e—Total et Assets | : nalytics (United Stat 88) and EIRIS (United Kingdom,
‘During this second period, RT developed in a political climate of social protest
and was transformed from a faith-based activity (using ethical principles in the
construction of investment portfolios) into an activity promoting a public aware-
ness of the social responsibility of corporations and of investing (the self-conscious

€ Billion

€ Billion

1984 1989 1994 1999 2001 2003 2004 2005 200

Exhibit 214 Responsible Investment Assets and Funds in Europe
Source: SIR1 Group, 2007,
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phenomenon of RI) (Sparkes 2001). This was the period in which RI was fir - their performance relative to their peers, rather than in absolute terms. By

to lobby corporations to adopt responsible and ethical practices. ssing best practices, the approach promotes societal and financial values and at
‘same time encourages competition among corporations to achieve social and

Phase 3: Transition | ironmental goals.

During the early 1990s, RI began a gradual transition to a less confron
approach with a strong growth in environmental concerns. The Brundtlan:

which highlighted and defined the concept of sustainability, was published s the first decade of the twenty-first century drew to a close, RI stood at a cross-
The Kyoto Protocol on climate change was ratified in 1997. For RT, Thig yads. Iis increasing acceptance by institutional investors was marked by such
the emergence of so-called green funds, especially in Europe, less conce nts as the launch of the Principles for Responsible Investment (PRI) in 2006,
avoidance and stressing identification of specific positive sectors or activitie sequently, the PRI grew into a coalition of more than 400 of the largest insti-
to the environment, such as renewable energy and clean technologies. tional investors and asset managers worldwide, representing some $15 trillion
During this period the number of social rating agencies grew significay 1der management (Hobbs 2008). In many senses RI appeared to be poised to
first RT index, the Domini 400 Social Index, was launched (1990); and co come a mainstream investment practice applied across various asset classes. A
social responsibility (CSR) consultancy organizations such as SustainAbﬂfcy imber of the members of the PR, including the French national pension fund
to thrive. These developments were typical of the new, more systematic a nds de Réserve pour les Retraites) and the California Public Employees Retire-
lytical aspects of this third phase with its emerging emphasis on sustainabilit ent System (CalPERS), were extending the concepts of Rl to asset classes beyond
cooperation. : tblic equities.
At the same time, however, daily investment practices within the mainstream
. : ‘ ere apparently increasingly short-term in their time horizon and risky in their
Phase 4: Expansion oproach, as could be seen by the dramatic growth of hedge funds and large
The beginning of the twenty-first century heralded a turning point for RI ivate equity firms and the increasing use of exotic financial instruments such as
its approach and its growth. This fourth period is characterized by the profe llateralized debt obligations and credit default swaps.
alization of the field and a growing worldwide interest in its practice. R be These five phases of the development of RI are summarized in Exhibit 21.5.
find acceptance in the mainstream investment community, leaving behind i e challenges faced by RI and its advocates as the financial world entered into a
activist image and becoming a more commercially viable endeavor (De]ean isis of confidence in 2008, of a scope not seen since the Great Depression of the
and Leca 2004; Louche 2004). This evolution was closely linked to the gro 30s, are discussed in more detail in the last section of this chapter.
portance of corporate social responsibility and the increasing accessibility:

reports issued by corporations. The Global Reporting Initiative, launched in __ . . ]
played a crucial role in this growing acceptance of CSR reporting by corporat ReSPOHSIble Investment and Financial Performance w

and the increasing thoroughness and sophistication of these reports. Throughout the various phases of its development, the question of whether respon-
In the early 2000s, institutional investors started to become broadly inv sible investment imposes costs on financial returns has been the object of ongoing
in RL! This growing interest on the part of institutional investors was p debate and extensive academic study. Advocates of socially responsible invest-
stimulated by governments in Europe at both the continental and nationa g (SRI) have argued that social and environmental screens can help investors
In several European countries, legislation and regulations required pension avoid risks unrecognized by traditional stock analysts, help identify high-quality
to publicly state the degree (if any) to which they took into account social, en corporate management, and highlight companies that are attuned to emerging
mental, and governance considerations in their investment decisions. In the U sues—all of which should help boost performance (Camejo 2002). Critics have
Kingdom, RI pensions disclosure regulation was enacted in 2000, followed sho argued that, according to modern theories of portfolio management, any restriction
thereafter by many other European countries. In addition, in 2001 the MNo; on a universe of potential investments will increase undiversified risks and reduce
Petroleum Fund adopted several Rl policies, initiating a movement among ma isk-adjusted returns. Some have asserted that assets managed under such screens
European pension funds toward the incorporation of RI practices. The inte are insufficient to move stock pnces Others argue that social and environmen-
institutional investors in Rl explains the substantial growth of the assets un tal performance affects a company’s overall reputation and that companies with
management in Europe during the first decade of the twenty-first century. stronger reputations can command higher price-to-earnings ratios in the stock
With the increasing involvement of institutional investors, a best-in-class : markets and borrow at lower rates in the bond markets.2
proach to stock selection found growing acceptance. This approach stresses ; Although this debate is likely to continue, considerable research indicates that, /
diversification (no elimination of industries entirely), positive rankings (onl; in general, social and environmental screening as recently practiced does not hurt
best companies in each industry are included), and quantitative measurem a fund’s financial performance. For example, a review of 31 socially screened
(all companies are scored on sustainability indicators). Companies are evalt mutual funds from 1990 to 1998 found that on average they outperformed their

hase 5: Mainstreaming
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screened peers, but not by a statistically significant margin (Statman 2000).
ilarly, a 2001 academic review of 80 studies on the links between CSR and
ancial performance found that 58 percent of the studies observed a positive
olationship to performance, 24 percent found no relationship, 19 percent found
rnixed relationship, and only 5 percent found a negative relationship (Margolis
and Walsh 2001).

As responsible investment finds application in asset classes beyond pub-
traded stocks—such as fixed income, microlending, real estate, and private
uity—this debate as well as an ongoing stream of studies examining RI's financial
plications in practice will almost certainly continue (Lydenberg 2005).

2006 and Beyond
Mainstreaming
investment
Mainstreaming
investors
Integration

Mainstream

Responsible

'OOLS AND STRATEGIES USED
Y RESPONSIBLE INVESTORS

sponsible investors vary in their motives and approaches to the discipline, al-
ugh their underlying concerns may be the same. Four basic elements determine
fie final form that RI takes for these investors: 1} the de ee of commltment (2) the

investment;
best-cof-class
triple-bottom-line
investing
Professionalization

investing;

2000-2006 Expansion
investors

Best in class

Institutionat
North America; Europe; Asia; South Africa; Australia and New

environmentalism
Zealand; Middle East

Retail investors

Green funds: Socially  Sustainable
responsible
investment

1990s Transition
Sustainability /

1 their stock selection, responsible investors may apply standards or screens either
o the totality or to only part of their portfolio. Most stand-alone RI mutual funds
1 the United States, such as those run by Calvert, Domini, and Pax World, apply
set of Rl screens to all the stocks in their equity funds. By contrast, in the early
000s, several large Buropean pension funds, such as the Dutch funds ABP and
GGM, allocated a limited portion of their equities to sustainability funds with
vironmental screens to test the effects of applying RI practices.

A second, alternative approach consists not in screening, but in applying a
esponsible engagement overlay to a part or all of one’s assets. For example, this
pproach was promoted in the early 2000s by F&C Investments in the United
Kingdom under the brand name reo and involved dialogue and engagement with
le managers of the corporations in which investments were made. This approach
oes not require forgoing investment opportunities due to screening, while still
llowing for dialogue and discussion with management on sustainability issues.

investment
shareholder
activists
Shareholder activismm  Inclusion
Europe (mainky

United States;

the United
Kingdom)

1970s-1980s
Development
Socially responsible
Political grounds
Individual

Before 1970s Roots
Ethical investment
Moral and ethical
grounds
Faith-based
institutions
Avoldance
United States

Geographical spread  Essentially the

Four strategies forimplementation of RIscreening coexist within the RI commumity.
T_hey can be used independently or, as often happens, in combination.

1. Avoidance. This approach seeks to avoid investing in companies engaged
in businesses or practices regarded as unacceptable or generally harmful
to society. It can be based on the exclusion of certain sectors or of certain
activities.

Exhibit 21.5 The Five Phases of Responsible Investment

Designation
Dominant logic
Dominant actor(s)
Dominant practice(s)
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. Inclusion. This approach seeks to invest in companies engaged in bu' Withil:l this range of screeni_ng .te.chniques, the specific exclusions applied are
areas or practices that are exceptionally beneficial to society, part ually tailored to.the values of individual and institutional investors and can vary

those encouraging a sustainable environment and economic devely nsider‘:ib]y _ N '
among the historically underserved. . The inclusion strategy has led to the developm-ept of a set of positive screening

. Relative selection. This approach aims at selecting sector leaders on ey ools. Tools tha't have been dgv‘eloped f(?r these positive screens seek out companies
mental, social, and governance (ESG) criteria. It invests across all indus sectors particularly beneficial to society:
and sectors, selecting the best-performing companies in each, :

. Engagement. This approach seeks either to supplement standard settin
contact with companies or to avoid screening altogether and concents
instead on engaging with companies to voice shareholders’ conce
ESG and ethical issues. '

“» Screens identifying companies promoting environmental sustainability
through the development of energy efficiency, renewable and alternative
energy technologies, pollution control and prevention, public transporta-
tion, and similar initiatives,

* Screens identifying companies promoting economic development and
health among the historically underserved, such as mobile telephones, mi-
crofinance and microinsurance, vaccines, clean water, and related initiatives.

According to surveys conducted in 2008, as much as 70 percent of the Amer
and Furopean RI industry may employ some kind of avoidance strategy, m
it the dominant Rl strategy (Hurosif 2008; U.S. SIF 2008), while inclusion stra o
are employed by less than 10 percent of the European Rl industry (Eurosif 20 ' .
The avoidance strategy has been criticized as limited in impact and scope 2 The relative-selection strategy has led to the development of a best-in-class
conveying a negative message that fails to encourage companies to improv: creening tool. Best-in-class generally employs a substantial number of ESG criteria
CSR commitments (Cowton 1999). The first decade of the twenty-first centiiry score and rank companies. It then selects the best-performing (for example, top
seen an increasing emphasis on the inclusion and relative-selection appro 10 percent) companies in each industry and excludes the rest. The number of
particularly among institutional investors. ' SG criteria used varies greatly. For example, SAM Group, a longtime proponent
f best-of-class screening, uses some 130 criteria, while Asset 4 has developed a
ethodology that employs approximately 250 key performance indicators that it
ses to rate and rank 2,300 companies worldwide.
For each of these four general strategies, a variety of specific tactics have ¢ Exhibit 21.6 provides examples of ESG criteria that are widely used in the
developed within the RI community since the 1970s. world and often serve as the basis for best-in-class screening. In constructing

The avoidance strategy has led to the development of a set of negaf:l e scores for ratings, a weighting system is often applied to the different criteria in
exclusionary screening tools. A number of standards or screening tools have t ach sector to reflect the varying degree of importance of ESG issues for different
developed that serve to exclude companies or sectors from the investment uni dustries. For example, environmental issues may be given a substantial weight
based on criteria relating to their products, services, policies, or actlons : the chemical sector while human resource issues may be overweighted in the
screening tools include the following: computer software industry.

Tools

» Screens on products viewed as harmful by faith-based organizations
others concerned with ethical issues. These products include tobacca,
hol, and gambling. In addition, a substantial Islamic finance practic Exhibit 21.6 Examples of Environmental, Social, and Governance Issues
grown up in recent years that applies standards based on the teachings
the Koran. Among these is one on usury, which in effect excludes mi

Environmental {E) Social (S) Governance (G)

companies in the financial sector. Emi?sions N * Stakeholder relations e Board structure
Screens on companies involved in products viewed as more generall§ jat Environmental policies » Working conditions » Independent directors
ful to society or the environment, such as land mines, nuclear weap Elr:;:ronmen:al , . g‘?spe‘{tt for human rights e }Hdipelkljenf

nuclear power, ozone-depleting chemicals, pesticides, infant formula,__ _ Toﬁ:%;?;i;gs ems : V\!lc‘:relfglia)f:e health and . Siap :r];ioi of chaiemman
animal testing. » Genetic engineering safety and CEO

Screens on companies doing business in countries generally regarded as ¢ o Pollution o HIV/ATDS o Remuneration
travening international human rights standards, such as Sudan and Burm o Water e Product safety e Shateholder rights
Screens based on international treaties and standards signed by governments s Energy efficiency o Treatment of customers o Accounting quality
but applicable in general to companies. These screens can relate to weap: . o Hazardous and solid e Labor relations o Audit quality

of mass destruction or antipersonnel weapons, human rights, labor practlce waste ¢ Board skills

environmental degradation, and similar issues.
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Asset Owners

The asset owners category refers to retail and institutional investors investing their
funds according to RI principles.

etail Investors

efail Rl investors are individuals wishing to invest in corporations that have pos-
tive social and environmental records and to avoid those with more questionable
ecords. They usually invest in RI mutual funds (unit trusts) or, if they are par-
cularly wealthy, through separate accounts managed by private banks or trust
ffices. They are typically driven by a desire to use their investments as part of a
ommitment to lives that improve the world.

The retail market for RI products is notably strong in the United States and
apan. In the United States, retail investors, along with religious organizations,
ere historically one of the driving forces of the Rl movement as it evolved during
e 1970s and 1980s (Louche and Lydenberg 2006).

According to the U.S. Social Investment Forum, as of 2007 in the United States
ere were 260 RI mutual funds with $202 billion in assets. These funds primarily
erve retail RI investors and retirement savings plans (defined contribution pen-
ion plans) for individuals. In Europe, the number of RI retail funds in 2008 was
_ 437, representing €49 billion in assets.

. : . Retail investors may participate in the RI market individually or through re-
fixhibit 217 Map of Approaches to Responsible Investment : rement savings plans osgfgred b)? institutional investors, For examgie, TTAA~(gZREF,
e retirement plan for many college and university professors in the United States,
- ffers its Social Choice Account, which as of year-end 2008 had assets of approxi-

Coalitions have the advantages of pooled resources and coordinated actio ately $6.5 billion.?
approaching companies, increasing the chances for a successful engagem: In Japan, social investing began in the mid-1990s with the launch of a number
particular, they raise the level of seriousness of dialogue by assuring corpor: f retail funds with environmental and sustainability themes (ASrIA 2003; Sakuma
of a breadth of concern for specific issues. ‘and Louche 2008; Solomon, Solomon, and Suto 2004). As of 2007, there were some
The approaches to RT outlined in this section are summarized in Exhibit 2 4 RT funds in Japan with combined assets of approximately ¥58 billion, or approx-
imately US$3 billion (Sakuma and Louche 2008). Institutional investors currently
play a relatively minor role in the Japanese RI market.

MAJOR PLAYERS IN THE RESPONSIBLE _ .
INVESTING FIELD _ Iustitutional Investors

. Since the late 1990s, institutional investors, particularly in Europe, have become
As RI has evolved, the number and variety of players in the field has increa a major factor in the responsible investment movement (Albareda and Balaguer
Since the late 1990s Rl investors have come to encompass individuals, smallin 009). In the 1970s and 1980s in the United States, a substantial number of state and
tutions, and, increasingly, large government and private pension funds. A growi unicipal pension funds participated in the South Africa divestment movement
number of specialized RI research firms and rating agencies, as well as to protest the apartheid legal system there. At its peak, many of the major pension
green teams within mainstream money management firms, have also enicrg funds in the United States, including those of the states of California, New York,
These in-house teams and outside rescarch firms play a crucial role in suppor New Jersey, Massachusetts, and Wisconsin, with hundreds of billions of dollars
the engagement between the financial community and corporate management in assets, had policies limiting investments in companies doing business in that
social and environmental issues and are important intermediaries between ¢o country (Massie 1997). With the dismantling of apartheid in 1994, these American
panies and fund managers as they have gained legitimacy in their assessments pension funds pulled back from RI activities.
companies (Louche, Gond, and Ventresca 2005). _ With the growth of interest in sustainability in Europe starting in the mid-
The major players in the RI community today can be divided into three ba 1990s, and the simultaneous privatization of many industries previously in state
categories: asset owners, providers of support services to the RI field, and 1'613- hands, governments and institutional investors became increasingly interested
organizations. in responsible investment. Governments, including the European Union, began



Financial Services RESPONSIBLE INVESTING 409

upport Services

-
ke

is second category consists of actors that provide support services to the RL It
onsists of money managers, financial consultants, research providers, and those
offering engagement services.

Money Managers and Financial Consultants

As the market for RI has grown, the financial community has also responded.
Having treated RI with suspicion as it emerged in the 1970s and 1980s, many, if
, not most, large financial institutions now offer RI services.

2000 2001 2004 2005 2008 Pending A number of mainstream money managers and financial institutions in the
United Kingdom have committed to applying responsible investment principles
to all of their assets. These include:

-
N WO ~NDOO

Exhibit 21.8 The Adoption of Disclosure Regulations for Pension Funds

promoting the concept of corporate social responsibility, and various national ° Fé‘{fﬁ Tnvestments. F&C describc?s its commihr}ent to responsible ]'nvestmenf
local pension funds began adopting aspects of RL. One early move in th as ﬁm.d‘amental to our global investment pbﬂosophy across all our fu1.1ds.
moting of Rl among institutional investors came in the late 1990s and early: 200 In addlt%on to managing some £3.4 billion in fund_s with RI screens, it en-
when the governments of the United Kingdom, Germany, and Sweden, amg gages with corporate management on beha}sf of all its own funds, as well as
others, adopted policies requiring pension funds to state whether they took ; providing an engagement service to othe_rs. .
and environmental considerations into account in their investment practic Hermes Asset Management. Owned by its largest client, the BT Pension
Exhibit21.8). At the EU level, discussions around increased transparency by in Scheme, Hermes describes itself as ”complete'ly comtted to responsible
tional investors on their Rl practices were underway as of early 2009 (Eurosif 2009 : investment 'arlld tlf}e long-term approach that it entails.” Hermes manages
As a result of these RI disclosure requirements, a number of ]arge Eui :.some £27 billion 1.1’1 fUIldS for a variety of clients, including BT, with an
pension plans have increasingly adopted specific RI practices. The Norwe interest in responsible investment.” .
national pension fund has established specific screens on weapons, human '_ Co-operative Bank. A part of the Co-operative Group, a large UK consumer
bribery, and the environment.* The Swedish national pension plans have var cooperative organization, the bank had £18 billion in unit trust assets under
policies, including several with weapons and human rights screens.” The Fr management as of September 2008 and analyzes “social, ethical, environ-

Fonds de Réserve pour les Retraites (Retirement Reserve Fund) is plannin mental and other company management issues (e.g., ‘fat cat’ pay) across all
Fapply sustainability criteria across all asset classes.® . the funds we manage.
One of the most significant developments in the institutional investor fi

however, has been the creation of the Principles for Responsible Investment RI money managers serve a variety of clients with a variety of social and en-
under the aegis of the United Nations GLQb“aLQcL@Egct Latnched in 2006, th vironmental considerations. One fast- t-growing segment of the RI market is Islamic
had been endorsed by appromnateiy 150 pension funds and other large insti mV‘?E'ELE Investors in Islamic countries have become Increasingly interested in
tional investors as of early 2009, including major pension funds from through developing and applying approaches based on the teachings of the Koran. As
the world. interpreted by most Sharia committees {local committees of clerics charged with
By signing the PRI, they agree to implement six basic prac’aces i applying the Koran's prmc:lples to daily life), the Islamic approach resembles tra-
investing: ditional Christian Rl screening in that, for example, it avoids companies producmg
alcohol However, its interpretation of the Koran’s condemnation of usury can re-
. Incorporate ESG issues into their investment analysis and decision ; quiire the screening out of financial services companies. According to a report by
. Incorporate ESG issues into their ownership policies and practices. the Oliver Wyman consulting firm, Islamic finance will reach $1.6 trillion in as-
. Seek ESG disclosure. sets by 2012, and as of year-end 2007 had $660 billion under management (Zaywa

. Promote the PRI principles within the financial industry. Finance 2009).
. Work cooperatively to implement the PRI principles. As interest in RI has grown, financial consultants—who serve as gatekeepers
. Report on progress in implementing the PRI principles. for institutional investors, advising them on management practices and helping
: them implement their financial objectives-—are increasingly recognizing responsi-
The PRI is particularly significant because it provides a forum to institution: ble investment as a legitimate disciplﬁne ‘and a.dvising in‘teres.ted cliernts on how
investors for consensus building on best practices, collaborative action, engag best to enter the field. Among the major financial consulting firms with RI teams

ment, and the promotion of academic work in the field. . n place as of 2009 were Mercer and Cambridge Associates.
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RI Associations and Think Tanks
With the growth of RI, a number of associations facilitating networking, meetings,
and the promotion of best practices have evolved. These initiatives bring together
rofessional practitioners, researchers, and academics.

The most widespread model for these associations is the social investment forum
r SIF. As of 2009, the European Social Investment Forum {Eurosif) served as an
mbrella for seven European national SIFs—Belgium, France, Germany, Italy, the
etherlands, Sweden, and the United Kingdom—and was affiliated with four
ther SIFs in Asia, Australia, Canada, and the United States.!*
In addition to the Principles for Responsible Investment, other coalitions of in-
estors organized around particular issues, such as the Carbon Disclosure Project
nd the Investors Network on Climate Risk, are also increasingly emerging and
attracting widespread participation. In addition, organizations such as the En-
anced Analytics Initiative have been formed to influence money managers and
fund owners to factor into their investment practices those negative and positive
externalities relating to ESG that companies have created.

An increasing number of RI academic research initiatives are also underway,
cluding the Moskowitz Research Program at the Center for Responsible Busi-
ess at the University of California, Berkeley, the Sustainable Investment Research

Research Providers
To serve the growing need for data to implement RI strategies and tactm
ber of RI research organizations have sprung up. These organizations p;
background data on the social and environmental records of publicly tradeg
panies, rating and ranking their performance. The information they proy
used primarily by institutional investors for investment decisions or shar
engagement.

In 2007, the French consultancy Observatoire sur la Responsabilité Soq
des Entreprises (ORSE), in an update of a study originally published in 2001
veyed the methodologies and services of 30 Rl research and rating organiz
(ORSE 2007). Among the major firms are EIRIS (United Kingdom), GES
ment Services (Scandinavia), Jantzi-Sustainalytics (Canada and the Nethetl
PIRC (United Kingdom), RiskMetrics Group (including KLD Research & Anal:
United States), SIRIS {Australia), and Vigeo (France).

1

Engagement Services :
Engagement with corporations to encourage positive change has been an impo
feature of RI since its inception. During the 1970s, engagement was in many se
the primary focus of Rl in the United States. Since 2000 it has become increas
an important part of the sustainable investment movement. Among organi;
with a strong focus on engagement as of 2009

'Corporate Engagemen{ a }omt initiative of Maastricht Umver51ty and RSM Eras-
us University in the Netherlands; and the Initiative for Responsible Investment
at the Harvard University Kennedy School.

e F&C Investments, which has an engagement protocol called Responsib]
Engagement Overlay (reo) that it applies to all its assets plus an add;
£63 billion of funds managed by other investment institutions."

¢ Principles for Responsible Investment Engagement Clearinghouse
provides its institutional investors with a platform for sharing info
tion on engagement activities and encourages collaborative engage
efforts.!?

= GES Investment Services Engagement Forum, which facilitates collaborat
actions among Northern European institutional investors, with a pa
focus on encouraging companies to meet international norms on
environmental, and governance issues.'?

National Governments and Stock Exchanges

Iso enhancing the growth of SRI around the world have been initiatives by gov-
rnments and national stock exchanges to promote corporate social responsibility,
long with the creation of socially responsible stock indexes by private parties.

To overcome one important barrier to the implementation of SRIin the equities
arket—the lack of data on the corporate social responsibility records of publicly
traded companies—a number of national governments have taken steps, some-
mes in conjunction with their national stock exchanges, to encourage and even
andate increased CSR disclosure (Investments 2008). Among countries engaged
in these efforts are the following:

¢ The government of France in 2001 mandated disclosure in financial reports
of some 40 key CSR data points by publicly traded companies.

* The government of Malaysia has required publicly traded companies to
disclose CSR data in their annual reports since 2007 and imposed CSR re-
quirements for companies listed on its national stock exchange.

¢ InSouth Africa, the JSE Limited (formerly the Johannesburg Stock Exchange)
has published its SR Index since 2004, listing companies with the best CSR
records.

* The government of Sweden has mandated that companies with state owner-
ship report on their CSR records by 2009, following the guidelines developed
by the Global Reporting Initiative.

In addition, proxy voting advisory services, such as RiskMetrics Group
Glass Lewis in North America and PIRC in the United Kingdom, provi
mendations on how to vote on the numerous shareholder resolutions file
year on corporate governance, social, and environmental issues.

Related Initiatives

The last category of actors covers all other organizations and initiatives tha
involved and active in the field of responsible investment. It consists of :{r:
organizations, think tanks, national stock exchanges, and national governmen
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* The government of Denmark mandated in late 2008 that the 1,100 [ar . » Thedominant single-dimensional assessment of companies only on financial
companies in that country begin disclosing CSR data or report on wh ' dlmensmns needs to move ’foward 1 'ult1d1men51onal models that include

do not do so (Cooper 2009), ESG issues.

: e The communications gap between companies and investors with regard to
In addition, a number of RI research firms around the world have create ESG issues and their relation to materiality needs to be overcome.

dexes of their own, listing companies they believe fit various criteria for respor ¢ The inherent short-termism of today’s financial markets that undercuts the

investors. ORSE (2007) lists 12 groups of such indexes, including those maint: / ' l&g?erm orientation of RI fideds to be addressed | (Guyatt 2006; Juravle and

by KLD Research & Analytics; SAM Group and Dow Jones; and EIRIS and Lewis 2008).

These indexes serve as the basis for a number of financial products.

MAJOR CHALLENGES OF RI TODAY “an RI Be Applied across All Asset Classes?

: Discussions about Rl in academic literature and the general press often focus on its
eory and practice in relationship to publicly traded corporations. Increasingly RI
ractices are also applied to other asset classes—most notably cash, fixed income,
and real estate, but also private equity and hedge funds.

Despite the growth in interest in RI over the past 30 years, RI remains ;
market within the traditional financial community and a number of i unpo
questions confront the field as it continues to evolve. Four of the major challen

¢ The Institute for Responsible Investment (2007) has noted that although the
underlying principles of RI remain the same for each asset class, the specific
social and environmental issues that they are most naturally suited to ad-
dress vary from one asset class to another. For example: Cash investments
in banks, credit unions, and revolving loan funds are naturally suited for
local community economic development, particularly serving the histori-
Can RI Become Mainstream? ' cally underserved. Microfinance is currently a prominent example of Rl's
integration into the asset class of cash.
Fixed-income investments in the bonds issued by national and local
governments are particularly well suited for the creation of large-scale
public goods such as affordable housing, transportation infrastructure, and
education. In the United States, Community Capital Management and RBC
Global Asset Management’s Capital Access Strategies are examples of the
use of this asset clas$ to support affordable housing and environmental
infrastructure projects.
Real estate investments are naturally suited to promote environmentally
2007). _ sustainable communities emphasizing proximity to public transportation,
Morey managers such as Generation Investment Management, where fo : walkability, and energy-efficient properties. The UN Environmental Pro-
TU.S. Vice President Al Gore is a pariner, view the practice of sustainable investme : gram’s Financial Initiative Real Fstate Property Working Group, for example,

as a source of competitive advantage. In addition, regulatory pressures, colla is currently promoting best practices in sustainable real estate development
rative initiatives such as the Principles for Responsible Investment, and the tre among institutional investors.

toward shareholder engagement are bringing Rl into the mainstream.
However, a number of hurdles remain before RT will be fully accepted A major question for RI is whether it can develop a theory that applies RI to
all asset classes.

1. Can RI become mainstream?

2. Can Rl be applied across all asset classes?

3. Can RI develop tools to measure sustainability risks and rewards?

4. Can RI address the issues raised by the financial crises of 2008-2009?

The increasingly global reach of the Rl industry has led some authors to co
that RI is becoming mainstream {Friedman and Miles 2001; Sparkes and Co
2004; World Economic Forum 2005; Zadek, Merme, and Samans 2005). Investmi
managers, brokers, and fund managers are increasingly interested in RI or
cific RI issues such as the environment (Ambachtsheer 2005; PLEON 2005; T:
Nelson Sofres 2003). A 2007 survey showed that there is a common belief am
investors that Rl is expected to grow by 25 percent per annum over the ne
yeats and become mainstream by 2015 at the latest (Robeco and Booz & Cont

|« Models quantifying ESG data in stock valuation need to be developed

2005 World Business QOuncil for Sustainabie‘Deve.lopmlept Young Manage Can RI Devel op Tools to Measure Sustainability
Team and the UN Environmental Program Financial Initiative survey fo Risks and Rewards?

that young financial analysts felt unequipped to incorporate ESG issues : :

mainstream company analysis {Jaworski 2007; WBCSD and UNEP Fln' Contemporary investment practice is dominated by the measurement of risk and
Initiative 2005). reward in relation to price-based benchmarks. Risk (usually defined as volatility
Cross-fertilization between mainstream financial analysts and ESG Spe' or beta) and rewards (usually defined as excess risk-adjusted returns or alpha) do
ists needs to be encouraged. o not account for the social and environmental risks and rewards of investments.
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Pioneering work has been done by RI research firms such as Trucostin - See F&Cweb siteat http://www.fande.com /new finstitutional / Default.aspx?ID=80961
tifying environmental risk—in Trucost’s case, quantifying the carbon footp (accessed April 9‘, 2009). ‘ .
companies and the implied financial risk.1% The Rl research firm Innovest (ac 9. See the PRIweb site at http:/ /www.unpri.org/ workstreams/#1 (accessed April 9, 2009).
by RiskMetrics Group in 2009) has produced “intangible value assessment: See the GES web site at http://www.ges-invest.com/pages/7ID=70 (accessed April 9,
capture the social and environmental capital created by firms.16 2009,

In 2005, Freshfields Bruckhaus Derlnger a prominent international l V. See the BuroSIF web site at htip://www.eurosif.org/about_eurosif/sifs / other sif_s_
concluded that investment managers’ fiduciary duties should not necessarily: around the world (accessed April 9, 2009).
clude or overly hamper RI (Freshfields Bruckhaus Deringer 2005). Accordir 5. See Trucost's web site at www.trucost.com (accessed April 9, 2009),
this report ESG information should be taken into account whenever it is re
to the investment strategy. Where the link between ESG factors and financial
formance is recognized, the integration of ESG is not only penmsmble bu
advisable.

How best to report on the full range of social and environmental 1 rig}
rewards of investmentis is a question the Rl community needs to address.

See RiskMetrics web site at http:/ /www.riskmetrics.com/sustainability (accessed April

_ iccountAbility. 2006. The materiality report: Aligning strategy, performance and reporting.
Can RI Address Issues Raised by the Financial London: AccountAbility.
Crises of 2008-2009? o Albareda, L., and E M. R. Balaguer. 2009. The challenges of socially responsible investment
_ . among institutional investors: Exploring the links between corporate pension funds and
The worldwide financial crises of 2008-2009 have raised questions about th corporate governance, Busitess & Sociefy Review 114:31-57.
dom of many of the practices of contemporary investing driven by the applic; Ambachtsheer, J. 2005, SRI: What do investment managers think? Mercer Investment Con-
of modern portfolio theory (MPT), Whether RI can construct a theoretical  suiting. www.mercer.com.
work that justifies its approach as an alternative to certain aspects of MPT rema SrIA. 2003. SR in Asia. www.astia.org, .
amejo, . 2002. The SRI advantage: Why socially responsible investing has outperformed finan-
. cially. Gabriealla Island, British Columbia: New Society Publishers.
“ooper, B. 2009. Danish reporting rules. Ethical Corporation, March: 26-29.
-owton, C. J. 1999. Playing by the rules: Ethical criteria at an ethical investment fund.
. Business Ethics: A Evropean Review 8:60-69.
NOTES _ éjean, F, J-P. Gond, and B. Leca. 2004. Measuring the unmeasured: An institutional en-
* trepreneur’s strategy in an emerging industry. Human Relations 57:741-764.
1. From the 1970s through 1994 many pension funds and other institutional in omini, A. L. 2001. Socially responsible investing: Making a difference in making money. Chicago:
particularly in the United States, had adopted South African divestment policies; Dearborn Trade.
general they withdrew from the RI field with the dismantling of apartheid in 199 uropean Sustainable Investment Forum (Eurosif). 2008. Ewropean SRI study. www.

. For those interested in an extensive annotated bibliography of academic studies o eurosif.org /publications/sri_studies.

topic, see the web site maintained by the Center for Responsible Business, sristudie - 13009}-1 W}E‘;\’W-em'(;%h(;-;r%- bl hitp:/ / " Py
. . . o , orum for the Future, . Sustainability pays, http:/ /www.cis.co,uk/socacc2002

- See TIAA-CREE's web site at http:// tiaa-cref.org/ (accessed April 8, 2009 - SusPays.pdf: Co-operative Insurance Sgciit; in astfociaﬁon with Forum for the Futfre.

! reshfields Bruckhaus Deringer. 2005. A legal framework for the integration of en-
{accessed April 8, 2009). vironmental, social and governance issues into institutional investment: UNEP FL

. See http:/ /www.ipe.com/news/Swedish_buffer_funds_exclude_cluster bomb. hitp:/ /www.unepfiorg/fileadmin/documents /freshfields legal resp_20051123.pd{
investment 29115.php (accessed April 8, 2009), tiedman, A. L., and 5. Miles. 2001, Socially responsible investment and corporate social

. See FRR's web site at http:/ /www.fondsdereserve.fr/ (accessed April 8, 2009). and environmental reporting in the UK: An explorative study. British Accounting Review

, ) _ ) . 33:523-548,
7. See PRI's web site at hittp:// unpri-org/ {accessed April 8, 2009). ond, }. P, and E. Boxenbaum. 2004. Importing “socially responsible investment” in France

. See F&('s web site at http://www.fandc.com/new /aboutus/Default.aspx?id=82 and Quebec: Work of contextualizalion across varieties of capitalism. Paper presented at
{accessed April 8, 2009). the EGOS, Ljubljana.

. See Hermes Investment’s web site at hitp:/ /www.hermes.co.uk/ abt_our_phlloso ' uyatt, D. |, 2006. Mdentifying and overcoming behavioural impediments fo long-term responsible
.aspx (accessed April 8, 2009). investments—a focus on UK institutional investors. Unpublished PhD dissertation, Univer-

. See Cooperative Bank's web site at hitp://www.co-operativeinvestments.co:l sity of Bath.

servlet/Satellite/ 1204616032483 CFS web / Page/ Investments-Unit TrustsAndISAs | Hobbs, M. 2008. UN PRI enlists 400 firms. Financial Standard 28 (July). hitp://www
(accessed April 8, 2009). - Ainancialstandard.com.au/news/view /23618/.

likely that RIwill be able to Teplace oF modify in a meamngful way the mves“
practices that led to these crises (Lydenberg and Sinclair 2009).

4, See Norges Bank Investment Management’s web site at http:/ /www.norges-bank
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NTRODUCTION

Although microfinance as a practice is probably very old, the term itself is very
ecent. It started to be used in the 1960s and 1970s when organizations such as
\CCION International, Opportunity International, and Grameen Bank started to
ant small loans (less than US$100}) to microenirepreneurs, mostly women. These
oans were backed by a group guarantee, thus overcoming the lack of collateral
vhich was the main reason why commercial banks neglected the low-income
egments of the population.

Since then, microfinance has experienced considerable growth., In 2006,
Muhammad Yunus and the Grameen Bank were awarded the Nobel Peace Prize
for their efforts to create economic and social development from below.” In award-
¢ the prize, the Nobel committee wrote, “From modest beginnings three decades
go, Yunus has, first and foremost through Grameen Bank, developed microcre-
dit into an ever more important instrument in the struggle against poverty.”! At
resent, microfinance is a standard tool in development and poverty reduction
policies. It is estimated that in 2007 the volume of outstanding microcredits in the
orid stood at about US$25 billion, with about 125 t¢ 150 million beneficiaries
(Financial Times 2008, 1).>

The social goal pursued by the microcredit lending agencies gave them an
ura of respectability that they have maintained over the decades However,

ees). Other questlonable aspects such as the high interest rates charged by the
microcredits, have been maintained, and microfinancial institutions (MFIs) have
placed increasing emphasis on their operations” economic sustainability, which
has led some to think that they were not being true to their social function and
ethical mission.

“This chapter forms part of the activities of the “la Caixa” Chair of Corporate Social Respon-
sibility and Corporate Governance, IESE Business School.
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This chapter offers an overview of microfinance and a detailed discussj
the ethical problems associated with it. There is a very extensive literatire
microlending,® but the literature that is specifically concerned with its ethica
mension is very limited (Hudon 2006, 2007, 2009; Vakulabharanam and Mo
2007; Vanroose 2007). The following sections discuss the concept and scope '
crofinance and the features of the microcredits, after which the chapter
issues with a more substantial ethical content: microfinance’s social respons
ity, the debate over the MFIs’ financial sustainability versus their social fune
and the ethical issues raised by setting interest rates and the MFIs’ right to earn g
profit. The chapter closes with some conclusions.

MICROFINANCE

The shortest definition of microfinance, and perhaps the most comprehensi
the Browsmn of financial services to poor, low-income pe ple who, in norma

of income (which makes it difficult to repay the loan) or, assets (which keeps
from prov1dmg any surety); their lack of a financi ecord; or other reas
which altogether mean that the p able for a traditie
financial institution, Microfinancial services started with the mlcrocrealts, but

| “also include payment methods (cards, transfers, emigrant remittances), savi
| instruments (current and savings accounts and other assets), insurance, pen:
| funds, financial leasing, and so on. This extension is based on the realiza
that microentrepreneurs’ needs go much further than credit and may also incl
training, creation of social networks, education, health, access to land owners
and information.

Microfinancial services are provided by a broad range of organization_s
cluding commercial banks, nonbank financial companies, public and develop
banks, and credit unions, both nonprofit and for-profit. The institutional landsc
is completed with (1) the providers of funds, which may be the clients themsel
(through deposits) or other financial institutions, such as unit trusts, private eq
uity, and public or private donors; (2) pariner financial institutions that rén
services o foundations or NGOs; and (3) supranational organizations that cr
microlending networks, such as ACCION International, Women’s World Banki
(WWB), Kreditanstalt fiir Wiederaufbau (KfW), and the Small Enterprise Educa
and Promotion (SEEP} Network,

The goal of microfinance is to ameliorate poverty and underdevelopn
is based on two basic assumptions: (1) The lack of access to financial services
a major (although not the only) cause ef bon
for the development of entrepreneurial pm]ects that will prov1de borroxw
a stable incoime, assels, and the knowle ge and skills that will enable them to
themselves from poverty, thereby extending the impact to the local communi
(through the creation of jobs and income, the generation of new ideas) and
country as a whole. This assumption implicitly holds another within it: The
a considerable supply of entrepreneurial ability, even among people withouta

financial resources or specific training.
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MICROCREDITS

sed on the practices of the Grameen Bank, microcredits are usually identified as
iaving the following 12 features (Armenddriz de Aghion and Morduch, 2005):

1. They are for small amounts.

2. The beneficiaries are poor or very poor families and, within them, partic-
ularly women.

3. Their goal is to help the beneficiaries put an end to a state of poverty
by generating self-employment activities or entrepreneurial projects and,
sometimes, enabling construction or purchase of a dwelling; but the mi-
crocredits do not cover day-to-day expenses.

4. They are not backed by physical collateral or a contract whose performance
can be enforced by law but are founded instead on trust.

5. In order to obtain the credit, the beneficiary must belong to a group (group
lendmg) considerable importance Is given fo the creation of social capital
among the participanis.

6. The guarantee is collective, with joint responsibility by the entire group.

7. The miicrocredit program develops a distinctive credit selection and man-
agement methodology and a personalized system for relations between
the MFI's staff and its clients; it is the bank that goes to the client and not
the client who goes to the bank.

8. Interest and capital are paid in regular installments at frequent periods
(every week or fortnight) and in public,

9. The credits are granted in a continuous sequence. The quantity offered in
each new credit increases and is conditional upon prior repayment of the
previous loans by all of the group’s members.

10. The lending program is complemented with compulsory or voluntary sav-

ings programs,

11. The interest rates stipulated do not seek to provide an attractive return

for investors but to guarantee the program’s sustainability. However, the

sustainability goal is subordinated to providing a service to the poor.

12. The loans are usually granted through nonprofit organizations or institu-

tions owned by the users themselves (cooperatives), although participation

is also open to for-profit institutions.

However, microlending can take many and varied forms, such that, in practice,

here is no unanimous—or even majority—agreement on each of these individual
eatures. Let us examine each of these features more closely.

1. Amount. A microcredit is the act of lending a small amount, less than
what is usually lent in commercial banking. Its amount depends on the
borrowers’ ability to use it effectively and, above all, on their ability to pay
interest and return the capital in various installments.

2. Beneficiaries. Microcredits usuaily target people who are close to the poverty
threshold (they live on slightly more than two dollars a day), “poor” people
(who live on less than two dollars a day), and “destitute” people (who
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live on less than one dollar a day). The ethical problems arising fr
microloans’ goals and beneficiaries are discussed later in this chap
. Women. Preferential lendmg to women is based on three assum
than men; (2) the > money th
ce1ve W;ITTe a greater r effect on the famﬂy 8 we]l bemg parhcu i

empowerment and improving their status and ¢ opport
icrocradit prograims target primarily wortic
the Grameen Bank, for example [Financial Times 2008]) 4
. Microenterprises. The microcredit’s purpose is not to solve occasiona
lems caused by lack of income but fo start a self- -employment pro
or create or expand a microenterprise. Borrowers may buy a biisingss
farmland, operate a'small indiistrial or craft business, engage in reta
sireet-selling, farming, and so on. The intention is that borrowers be ;
generate future income that will enable them to pay interest and retuain
Joan. This purpose of the microcredit is based on two assumptions: {
poor people have entrepreneurial abilities that they cannot put to ;
use due to lack of financial resources, so that providing these reso
will enable them to change their lives; and (2) that self-help is muc
effective than public or private aid targeting the low-income popula i0
. Other uses. Rather than restricting the microcredit to an income-gener
function, other authors suggest that the borrower be allowed to. de
how the funds are used, which may also include covering extraordi
expenses (a wedding, a funeral, or a disease), a temporary fall in incor
bad harvest), the purchase of a trousseau or educational expenses, an
on (Nourse 2001).> However, if the microcredit is used for consumpti
may be harder for borrowers to repay it, and its economic nnpact m
more limited.
. Group guarantee. Microcredits are usually not granted against a ph
guarantee but on the basi trust. Accordmgly, credit applicants
groups that perform a variety of functions: share information, nego
together, monitor other borrowers’ compliance, and even share in:
members” liability, undertaking to pay their debt if the borrower defa

The most distinctive feature of microlending, at least in its early sta
is this group lability. Because the borrowers have no assets, individ

uaran by that of the group, whose formation is, fa

tated by the fact that the members already know each other. Thesg
bers ]om the group voluntarily and usually live in the same place
group’s meetings with the MFI's representative are held in public, a
these meetings, each member makes her payment in the presence of
the others. The fact that it is a group enables members to monitor.
other’s compliance and bring pressure to bear on defaulters, appealin:
incentives such as reputation loss, shame, or reprisals.

However, many authors criticize joint liability. For example, it rai
free-rider problems (Stiglitz and Weiss 1981); the fact that liability i
cepted jointly may attract potential borrowers with a higher risk (adve
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selection} and encourage higher-risk behaviors (moral hazard), And it may
also have a domino effect, when nonpayment by one member of the group
induces the others to also defauit if the liability they would incur is too
burdensome (Schreiner 2003). Therefore, if social pressure is to effectively
counteract these perverse incentives, it must be very strong, perhaps un-
justly so.

. Individual guarantee. In spite of the success achieved with the group credit,®

many MFIs do not work with groups, and some of those that do are reduc-
ing the percentage of their portfolio made up of group loans (including
Grameen Bank). This may be for efficiency reasons: Many of the advan-
tages previously discussed (sharing information, peer pressure to abide
by. the contract, and mutual help) are the result of the group treatment
of credit, without any need for joint liability. It may be appropriate in the
program’s early stages, but when the group and the MFI have obtained
the necessary information on each member and the member in question
has already acquired some real guarantees and a greater confidence in her
project, the individual guarantee may offer more advantages (Drugov and
Macchiavello 2008).”

. Repayment. When the loan is granted, regular installments are specified

for paying interest and returning the capital (the installment amount is
constant during the loan period). The first installment is usually a few
days (often one week) after the loan is granted, and the instaliments are
also spaced closely together (weekly or fortnightly} during the loan’s term
{usually 6 to 12 months). Using this procedure, the amount of each install-
ment is low, which facilitates regular payment and reduces monitoring
costs.

. Bank-client relationship. The public nature of the transactions and the unique

relationship between clients and the MFL also play a major role, which starts
with the formation of the group, the discussion of the microcredit’s terms,
and the provision of the money. It is not the client who goes to t
the bank that goes to the client. Mectings are isually held af the borrowers’

vﬂlage G tSWH, often In a “public place, such as the market square. The
MFI's employee comes weekly or fortnightly, meets with each group of
borrowers (attendance is compulsory) to discuss any problems that have
arisen, and reviews the credit’s status. At this meeting, each member of
the group pays her installment in the presence of the other members; if a
member cannot pay, she must say so at this time because the meeting is
usually not concluded until the employee has received all the payments,
either from the borrower or from the other members of the group. Under
this system, the defaulter is under very strong pressure from the group,
which explains, at least in part, the high repayment rates obtained with
these loans.

. Credif scaling. The incentive to repay the loan within the stipulated period is

not just based on the social costs {reputation and shame) but also on the fact
that honoring the loan’s terms by all of the group’s members is a necessary
condition for entitlement by any one of them to future loans. These loans
usually follow a progressive scale: The first loan is small, which makes it
easy to return and reduces the group’s monitoring costs. When this loan

[ N
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has been fully repaid, clients may have access to other loans fo - Each M defines and implemenits its mission to a greater or lesser extent and
amounts. This is in the interest of each member, because they ¢z presses it in a series of voluntary policies: in the case of the MFIs, the provision of
ask for larger sums; in the interest of the group, because their mg ancial services (generic social function) to people who until now were excluded
costs are now lower; and in the interest of the MFI, because its ¢é: om the system (specific function arising from the nature of their activity and the
reduced by economies of scale. It is common for the first two or thre environment they operate in). This is then implemented using different models.
to a client to provide very little return, because the administrative o ome of them minimally fulfill their social function while trying to maximize
very high compared with the quantity lent (Roodman and Qures proﬁts, others give more we1M1al results, although they also fry o cover

. Savings. The MFIs usually encourage their clients to save volunt, eir costs; and, lastly, others emphasize helping the most needy, even if this entails
else they impose a compulsory savmgs ‘amount that is incladed i th curring losses, which are covered by donations. We can therefore say that all MFIs
crocredit installments. By this meafis, the borrowér shows her willi fulfill, at least in principle, the generic social function of financial institutions, but
to abide by thé térms of the loan; it provides an additional guarang the degree to which they assume their specific responsibilities varies in each case,
the credit and complements the repayment installments; it provid, depending on how they have voluntarily defined their external mission.
additional source of income for the family; and it helps develop h
austerity, good administration, and thinking about the future. C .
sory saving also provides an incentive for punctual performance of Social Results
obligations, because noncompliance of the compulsory saving condi
may entail loss of the quantity saved and exclusion from future: cr
However, the savings increase the cost of the credit to the borrow
provides a surplus to the MIT, due to the differential between thé
rate paid on the loan and the interest received on the savings.

. Interest rates. The microcredits’ interest rates are usually high, ofte
100 percent per annum. This raises efficiency and, above all, eqmty
lems, which are discussed later in this chapter.

t is not easy to measure the social results of microfinance, because these organ-
izations usually pursue different goals that cannot be measured by applying uni-
form criteria for society as a. whole (economic development, poverty reduction,
women's empowerment), for their clients (improve the microentrepreneurs’ stan-
dard of living), or for the lending institution (its sustainability). Which goal is used,
or which goals are combined, is always a more or less arbitrary decision, and the
measurement of these variables is also subject to discrepancies.

The empirical studies of the measurement of social results do not show any
agreement on the results achieved, not even on one of these variables, and the
THE SOCIAL RESPONSIBILITY OF MICROFINAN( methods used in most of these studies are subject to serious criticism. Even so,
the best empirical studies support the microcredit programs’ effectiveness in re-
ducing poverty and empowering women.® Dunford (2006) concludes his review
of several of these studies by saying that “in sum, the evidence seems suffi-
cient to say that [microfinance]-—particularly when provided to relatively poorer
women—increases income and savings, improves nutrition and health, and em-
powers women” (12), and that “many microfinance programs are reaching large
numbers of very poor while fully covering their costs” (13). In regard to the effects
The Social Function of Microfinance : on the direct beneficiaries (microentrepreneurs and their families), there are many,
more or less anecdotal cases of very positive results, although it is not possible to
generalize very far from these conclusions.

It would seem, therefore, that an ethical appraisal of microfinance would give
a positive finding, at least in regard to its social function and results. But good
intentions or positive social results are not sufficient in themselves. Like any hu-
man organization, the MFI must also observe ethical criteria in its decisions, which
include fairness in granting the microloans, avoiding dependence and overbor-
rowing, and managing with prudence.

Is microfinance ethical? The most common answer is yes: Microfinancial
tions’ moral legitimacy is given by the goal they pursue. But what goal pro
moral justification for MFIs? To help determine this, it is helpful to conside
how they perform their social responsibility and (2) what are the social:n
achieved.

In principle, the social function of any organization is justified by its intern;
external mission (Pérez Lopez 1993). The former is defined by its contributio
satisfying those needs that drive its members to pool their effort in a co
task: how it rewards the labor and capital provided, and how it sustainabl
efficiently offers satisfaction, knowledge, and skills to employees, while

a profit in the case of a business enterprise. The external mission is defin
‘the needs of clients, suppliers, local community, and other groups that it tr
satisfy, mcludmg its actions’ mmeholders This external o

provision of brokerage services that facilitate the low of savings toward 1nves_ SUSTAINABILITY AND THE FIGHT
(Argandoﬁa 1995; Merton and Bodie 1995). Each MFI will adapt this generic.: AGAINST POVERTY

function to its nature (commercial bank, hedge fund, insurance company,
on) and to the environment in which it operates (for example, whether it The debate on the ethics of microfinance has focused recently on the compatibility
developed or emerging country). : etween its economic {cost coverage) and social dimensions {outreach). In this
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section, two issues are discussed: (1) whether the MFIs can and/or shoy Microfinance and Profit
financially sustainable,” and (2} whether they can and/or should try to
profit like the commercial banks—that is, whether for-profit organizations _
take part in microfinancing.

Microfinance has an economic dimension, and, as such, if is reasonabie
it be required to show efficiency in its management, which will manifestin
erage of its costs and production of a surplus. However, microfinance ig 3l
instrument for social policies, and on the one hand, some (the so-called we
argue that it should subordinate its strategies and policies to its social fun:
providing the best possible service at a price that can be afforded by the
possible number of people, particularly the poorer people, even if this me.
it will always be dependent on donations and subsidies. On the other harid
institutionalists, while acknowledging the social function (outreach), add t
nancial self-sufficiency is a necessary condition for the MFI's survival and
expansion of its activity to more potential clients, as its social function re
without having to resort to a continuous injection of donations. Institutio
also hold that both goals should be compatible with each other, at least:
medium term. _

The debate between these positions has given rise to what Morduch
calls the microfinance schism. This debate can be analysed on two levels
development and principles.

The debate on principles has focused on criticizing those people who seek to earn a

rofit by doing business with a couniry’s poorest people. However, I feel that this
view is mistaken. If someone intends to supply goods and services to those who
ave nothing (such as severely disabled people or children in a state of complete

no possessions. However, if they can give something, it is reasonable to ask them
r a little (such as asking people who go to charity-run community canteens to
elp clean up afterward), not to obtain a personal profit at their cost but to help
them appreciate what they receive, to reduce costs (so that more people can benefit
from the service), and to restore their human dignity. Such an argument would be
ven. more justified if beneficiaries are provided with resources that enable them
y improve their situation, as is the case with MFIs. Therefore, it seems re onable
or an MFI to  require. something in exchange from the microcredit’s
CludJng return of the capital and payment of interest. To say that these institutions
arn profits at the cost of the poor, and not by helping the poor, is to ignore the
ery nature of business activity, portraying it as predatory.

. However, this response does not give a final answer to the question of the
ompatibility of sustainability and outreach. As Morduch explains, “Much of the
nthusiasm [about microfinance] rests on an enticing ‘win-win’ proposition: mi-
crofinance institutions that follow the principles of good banking will also be those
at alleviate the most poverty” (2000, 617). Obviously, this is true for some organi-
The Development of Microfinance ations, but it is not necessarily true for all of them. Many MFIs have not achieved
win-win solution nor is it likely that they ever will,!? either because that is not
their chosen strategy or because they are prevented from doing so by such fac-
tors as the regulatory framework, government attitudes, competition from other

ancial institutions, and the impossibility of gaining access to cheap sources of
13

From the historic viewpoint, the discussion is a consequence of the organiza
evolution. They started off as subsidized institutions in which the product w.
the clients were not the conventional clients served by commercial banking
the risk was very high, so that cheap funds provided by subsidies were req
to cover start-up expenses. At that time, few people thought that MFIs would
be self-sufficient.

Over time the MFIs learned to manage their businesses. They unproved
procedures, increased their scale, and reduced their costs. Sustainability w
longer a utopia, and, for some of them, it became a necessity because the grow
their businesses forced them to look for broader sources of finance, ! while thi
tinuity of donations was no longer assured since it was affected by the appea
of other needs requiring the help of agencies and private donors. According t
writer, “The challenge is not to find a willing lender and endow it with suffi
loanable funds but, rather, to find a production function (a technology) that mak THE ETHICAL PROBLEMS ASSOCIATED 4
possible to produce quality financial services at reasonable costs for the mico/¢ WITH INTEREST RATES
and in a profitable manner for the MFO [microfinance organization]” (Gonz
Vega 1998, 7). At the same time, commercial banking had also entered the micro
dit business, and some nonprofit MFIs have now become for-profit organization

In order to be sustainable, microfinance requires a mix of yield and risk
gives it appeal. This may be feasible for some organizations but not for
them. Hence the danger that some may relinquish their social function for the 1. Are these high rates justified?
of sustainability—for example, by charging very high interest to increase 2. What should be the interest rate stipulated for each operation?
profitability, or cutting back on their portfolio of very poor borrowers to red 3. If, as seems logical, a high interest rate discourages the poorest clients, does
their risk (Conning 1999). _ this effect give rise to a moral duty for the MFI?

In any case, a growing number of organizations are trying to make their social
function compatible with operational sustainability. This can also mean a rap-
prochement to the traditional banking model, either as a result of a deliberate
ecision by the MFPIs themselves or because they are forced to do so by the envi-
nment in which they operate. It is not known what effects this may have in the
ng run on the extent, depth, and nature of the microcredits.

o
large part of the debate between institutionalists and welfarists is concerned with
the interest rates charged by the MFIs, which are often very high.* This matter
taises three economic and ethical issues:

estitution), it is not reasonable to obtain anything from them because they have ¢

LS.
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Why Are the Interest Rates So High? o ‘unfair, but the MIT should remember that this extraordinary profit is not the
The following arguments are usually given to justify the hioh intered yutcome of its greater efficiency, but because of the MFI's market power. Then,
(Ggo d(ivizrg]lf ‘g on %o 4): V8§ Justify &1 mnterest orporate social responsibility policies should address the best use that could
made of this profit, which might include reducing the interest rate for afl or
me clients and allocating the extraordinary earnings to social activities.'”

The alternatives available to microcredit clients also charge very high
est rates. For example, informal lenders and pawnshops may charg
20 percent per day (Lewis 2008, 57). xclusion of the Most Needy
The profitability of microenterprises in developmg ‘countries is pro
very high, particularly in the informal economy.’
The real interest rate is high because it includes a risk premium. The [e
takes into account the likelihood of a loan not being repaid and incre:
interest rate charged on all loans to cover the expected loss. And alth
the microcredit repayment rate is usually very high (close to 97 perce
 many cases), as a group, the borrowers continue to be high risk, particy
because of their vulnerability to external factors, such as poor ha
epidemics, and recessions. :
The MFIs need capital, which they obtain from private investors, and
cost of capital is high because the MFIs’ risk is also high, because it mcI
their clients” risk premium.
The interest rates must cover operational and transaction costs, whi
usually very high: The clients often live at a considerable distance
towns, they are visited frequently, and the meetings are lengthy. In addi
the administration costs (study and decision making, monitoring, enf
ment, and accounting costs) are not less than those of a traditional fina;
institution, but because the amount of the loans is very small they ‘are
likely to cover the organization’s overhead. (It is just as expensive to proc
a microcredit for $50 as it is to process a loan for $10,000.) : CONCLUSION

icrofinance has undergone considerable growth in recent years and, in general,
as enjoyed a very favorable public opinion—which is well deserved, at least in
many cases. This chapter has discussed its economic-financial, social, and ethical
eatures—and all of them must be taken into account when judging this reality,
which is, at one and the same time, an instrument integrated in development
solicies, a business opportunity, and a service provided for needy people.

¢ Microfinance rests on certain basic assumptions, such as the role of capital
The Fair Interest Rate : nd the importance of access to financial services for economic development; the

f:the interest rate is high, it is likely that some potential clients, mainly those
th less income, will be excluded from the microcredit system. What are the
I's moral obligations in this case? This is a problem of distributive justice, which
ddresses the distribution of costs and profits between people in a community
(Pieper 1966). There are a number of possible solutions. A lower interest rate could
¢ specified for lower-income borrowers, financed by higher interest rates for those
who have more resources (a cross-subsidy), by public or private subsidies from
utside organizations,'® or by waiving part of the institution’s profits (provided
hat this does not endanger its sustainability). As I said earlier, the MFI's external
mission should be to establish the needs of the people it seeks to satisfy, and this
etermination will define its social responsibility on this point.

In any case, the issue of distributive justice goes beyond microfinance’s social
responsibility in that it also has a political element. The microfinance sector of
the economy absorbs indeed a not insignificant volume of subsidies; it generates
mpetition between organizations with very different profiles; it receives different
treatments from the authorities; and, in short, it gives rise to vested interests, which
ften come into conflict, particularly when it must answer the question asked here.

The conclusion to be drawn from all this is that the high interest rates of
may be }usm.ﬁgd_by the lenders’ cost structure and the borrowers’ risk. Ho
the fact still remains that the interest rates are very high—and other costs m
added that are borne by the borrowers, such as the monitoring costs by memn
of their group (including the time spent in meetings) and compulsory savin

: xistence of a large supply of entrepreneurial ability among people without any

-, The issue of what interest rate should be charged in a specific operation ¢ inancial resources or prior training; the importance of social networks as guaran-
| sponds to commuiative justice (Pieper 1966).'° In a competitive market, iri 3y ors of the borrowers’ conduct; the need for economic efficiency (sustainability) as
the prospective borrower has access to several credit providers with similar’te 1 condition. for the MFls’ survival and growth; and the possibility and effective-

the resulting interest rate will tend to be equal to the minimum amount ne ess of a development strategy devised by private institutions, without requiring
to cover the provider’s costs, and, as a result, there will be no ethical probl any direct public involvement (but with the appropriate legal, regulatory, and in-
at all. However, in the microcredit market, competition is usually limited,50 titutional framework). If any of these assumptions is rejected or challenged, the
resulting interest rate will depend on the two parties’ relative bargaining po ppraisal made of microfinance might be different.
Because the clients usually have little power, the interest rate imposed will be Microfinance is important for the institutions that offer it, as well as for its
(Hudon 2006). lients, the local communities, and society in general. It is based on an ethically
In this case, fair price theory does not recommend what should be the orrect motivation, and its actions are morally good. Consequently, if it is ap-
interest rate. It cannot be said on the basis of fair price theory that the high lied with prudence, honesty, and reasonableness, it deserves a positive ethical

S
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appraisal. It also seems to be morally good when judged by its personal' . In f?lct, “scattered research suggests that only half or less of loan proceeds are used in
and economic effects, although there are reasons for being unsatisfied . business purposes. The I’;‘emamder supports a XVllde range O_f hO_“S“"-h‘)}d cash man-
results, either because they have unwanted indirect effects or because the : agex'nent needs.” From “What Is Microfinance” in www.microfinancegateway.org/
section/faq percent23Q2, no. 5.
insufficient in some of their dimensions. In addition, success or failure de Eompirical studi the factors that determine hish credit + retes includ
that are outside an MFI's control, including protection o mpirical studies on ihe factors that determine high credit repayment rates include
Sgeﬁtj; fzg?;lslate incentives, infrastructures and basic sergl(is, absence i? Ahlin and Townsend {2007), Cassar et al. (ZOQV), Hermes et al. (2005), Karlan (2007),
Sharma and Zeller (1997), Wenner (1995), Wydick (1999), and Zeller (1998).
tion, adequate regulation of MFIs, and a public policy that fosters it or, & ) e ‘ S
does not interfere with microfinance. ' . Asa generﬁ% rule, the COHU?K?I‘CIEIJ brfmks that engage in m|1c.rolendmg prefer individual
Microfinance organizations are nof a panacea in the ﬁght against pover liability, while the nonprofit institutions prefer group liability. See Cull et al. (2008).
microcredit will not render other development policies unnecessary. MFls . For recent reviews of these studies, see Armendériz de Aghion and Morduch (2005),
1ot to learn and room to improve—and, in fact, they are leamjng and chang : Goldb‘larg (200,5)’ Morduch et al. (2003), and Watson and Dunford (20.06). Khandker
in the technical-financial area (sustainability) and in the ethical area (outreac (5%005) is aParucularly careful paper, based on three large-scale programs in Bangladesh;
0t . . - his conclusions are clearly positive.
Morduch observes, “There appears to be ample room.. .. fora diversity of prog o ‘ .
with competing methods and financial arrangements” (2000, 626), and an ex . Here, su.stamabihty ref;rs o t‘he economic aspect, the coverage of operating expenses
variety of MFIs, each one of which will leverage its comparative advantag - and capital costs, not the environmental aspect .
explained by Hudon (2008, 41): . In 2007, the 892 MFIs that provided information to Microfinance Information eXchange
{MIX) obtained 72 percent of their funds from deposits or commercial debt and only 2.5
: percent from subsidies (Stephens 2008, 29). The inability to gain access fo sustainable
For-profit institutions have timportant financial know-how and are able to mobilize im sources of funds accounts for the high percentlage of MFIs jchat do not man‘age to grow
tant sums. The state-owned institutions understand the local markets and benefit fro (73 percent of t.hem never get beyond 2:500 clients, according to “Economies of Scale”
strong reputation among the poor. Their social knowledge could become essential to -+ mwww.microfinanceinfo.com/economies-of-scale).
plement the financial knowledge of the for-profit institutions. Cooperatives have the de 1. This is the case of Banco Compartamos, Mexico’s largest MFI, which was created in
penetration in the market for small deposits. NGOs can play a key role by helping to crea 1990 as a nonprofit institution. Over the following years, it received $4.3 billion from
experiments with new frameworks to develop the microfinance schemes, They also pro international development agencies and private donors. In 2000, when it had 60,000
training and management capacity building in order lo stabilize and sustain the growt clients, it became a commercial bank; by 2006, it already had 616,000 clients, and it
this field. decided to go public in 2007. This operation aroused the interest of investors: 30 percent
of its equity was placed for $450 biflion, which gave an annual compound rate of return
. of 100 percent (Rosenberg 2007). Some institutions, such as ACCION International, saw
This ultimately implies that there is no point in opposing sustainabili a model in this operation that other MFIs should follow, but there was also strong
outreach, and even less in defending a fundamentalist attitude about what: criticism from those who interpreted it as a betrayal to the spirit of microlending,
crofinance program is and should be (Vanroose 2007). In any case, eve as Compartamos charged interest to its borrowers at an annual rate of 120 percent,
should be responsible for its decisions on the balance between sustainabi - compared with 31 percent charged by similar institutions {(Lewis 2008; Yunus 2007).
outreach, since it will have to consider its mission and goals, its limiting 12. Among the optimists, see Gonzéalez Vega et al. (1997) and Hulme and Mosley (1996).
the intentions of its fund providers (owners, donors, financial markets) and . Among those who think that it is not possible to achieve both goals, at least as a general
its competitors’ strategies, and the constraints of the legal and institutional . rule, is Morduch (2000}.
ronments in which it operates. . The empirical studies on the effect of a greater sustainability on outreach are not con-
clusive; for recent summaries, see Goldberg (2005) and Weiss and Montgomery (2004).
_ Hulme and Mosley (1996} and Copestake et al. (2005) show that the poorest people are
NOTES : - the least benefited by microcredit, but Khandker (2005) and EDA Rural Systems (2004)
come to the opposite conclusion.

- See nobelprize.org/nobelp rizes/peace/laureates/2006/press html. . Cull et al. {2008) calculate that the median interest rate charged by nonprofit, nongovern-

. The differences in the figures between the various sources are substantial. Sfe _ ment MFls is 25 percent per annum, while the interest rate charged by commercial banks
(2008) reports information on almost 900 microfinancial institutions in 2007, with 36 . on ordinary loan operations is 13 percent.

employees and more than 40,000 branches throughout the world, more thar

. 15. “For a microentrepreneur, the cost of a microcredit loan represents a small proportion of
borrowers, and almost $32 billion in credits. P ’ P prop

total business costs. Studies conducted in India, Kenya, and the Philippines found that

. See summaries in Armendariz de Aghion and Morduch (2005), Ghatak and G the average annual return on investments by microbusinesses ranged from 117 percent
(1999), Morduch (1999), and Sengupta and Aubuchon (2008), among many oth to 847 percent.” (From “International Year of Microcredit,” United Nations, 2005; quoted

. Khandker (2005) and Smith (2002) provide empirical evidence to support the effi in “What Is Microfinance,” www.mcenterprises.org/studycenter /microfinance.} How-
of microcredits targeting women; for evidence against this, see Goetz and Gupta ever, Dehejia et al. (2005) and Karlan and Zinman (2006} deny that the demand for
See also Brau and Woller (2004) for a summary of papers on this subject. microcredits is insensitive to the interest rate, at least for low-income clients,
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16. This problem is a variant on the old fair price problem (Messner 1965). Comix oodwm—Groen, R. P. 2004, Making sense of microcredit interest rates. Donor Brief

justice is the justice that regulates the relationship between two people: in th1 6 {January).
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. Ben (2006) is stricter when he discusses sharing the benefits of globalization. F
is not enough that the poor borrower does not come out worse off, in absolute feimy
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the borrower, and increasingly so the poorer the borrower is and the greater th'
market power is (cf. Hudon 2006).

. Sustainability-driven MEls are unwilling to accept government aid, Whicﬁ i
constraints on their characteristic flexibility, innovativeness, and independence!
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