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Abstract 


The study aims to investigate and compare the risk-adjusted performance of ethical mutual funds 
 on the American and Scandinavian market. The study is based on the two contradictory theories 
 that  ethical  funds  either  underperform  conventional  funds  by  operating  in  a  constrained 
 investment  universe,  or  outperform  by  signaling  good  managerial  skills  and  mitigating  risk 
 through ethical screening.  


Ethical  investment  is  a  growing  segment  in  the  financial  industry  and  a  greater  focus  is  put  on 
 environmental, social and governance factors when making investment decisions. The concept of 
 ethical  investment  is  not  determined  by  a  uniform  definition,  but  is  dependent  on  the  specific 
 investor’s  ethical  views  and  filter  for  securities  selection.  Hence,  classification  of  ethical  mutual 
 funds has been identified through regional databases that provide list of funds labeled as ethical. 


A  total  of  164  ethical  funds  are  sampled  and  matched  with  a  conventional  reference  fund  to 
 analyze and compare performance.  


The findings have been conducted through regression analyses on monthly returns using several 
 multifactor  models  derived  from  the  Capital  Asset  Pricing  Model.  The  fund  performance  is 
 measured both on a portfolio level and on an individual fund level in order to test the robustness 
 of the results. Furthermore, the development of ethical performance trough time and during the 
 global financial crisis of 2007/2008 is examined. 


The  results  obtained  from  analyzing  the  difference  in  performance  of  ethical  and  conventional 
funds in the period of January 2005 to February 2016 are inconclusive. However, a majority of the 
results indicating that the market generally does not price ethical funds differently from the non-
ethical  investment  strategies.    The  results  from  the  Norwegian  market  are  an  exception,  were 
ethical funds significantly out-perform the conventional funds.  
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Chapter 1. Introduction 


An ethical investment fund is a fund where the choice of investment is influenced by one or more 
 social, environmental or ethical criterion. The ethical investor looks at the wider impact investing 
 has on society when seeking financial returns. The first modern signs of ethical investment dates 
 back to the 1960s where American anti-war groups questioned manufacturers of warfare products. 


Today, the demand for ethical investment is increasing in line with the enhanced public focus on 
 morally  questioned  topics  such  as  fossil  fuels,  nuclear  power,  conflict  zones  and  working 
 conditions  in  development  countries.  In  response  to  the  increasing  demand  of  ethical  products 
 financial  institutions  and  fund  managers  are  launching  more  specialized  products  with  ethical 
 profiles. As the market of ethical investments is expanding the conception of what is perceived as 
 ethical investments becomes unclear.  


A  prominent  issue  within  the  field  of  ethical  investing  is  therefore  how  to  delineate  the  ethical 
 investment universe. Ethics is a subjective matter, and what one person sees as ethical might be 
 viewed  differently  of  a  person  from  another  culture  or  geographical  area.  One  example  is  the 
 different  notion  investors  have  on  alcohol,  where  some  consider  alcohol  as  immoral  and  others 
 believe  it  is  not.  The  logic  behind  this  disagreement  is  clear  while  comparing  ethical  funds 
 originating from highly religious areas in the US with ethical funds from Italia and France, where 
 alcohol is more culturally accepted.  Within other areas, such as child labor, the investors usually 
 share the same opinion and exclude companies participating in this immoral behavior. Due to the 
 subjective interpretation of ethics, each investor individually decides upon which type of ethical 
 profile he wishes to invest in. The variety of ethical funds is immense and range from funds highly 
 specialized  in  certain  areas  i.e.  renewable  energy,  to  funds  only  excluding  tobacco  and 
 controversial weapons.  


There  have  been  numerous  attempts  in  the  preceding  academic  literature  to  verify  if  social 
screening comes at the cost of financial performance or if it will benefit from higher returns. An 
ethical  investment  strategy  limits  the  investor’s  investment  universe  by  restricting  the  fund 
portfolio holdings to corporations, which behave in a desirable matter consistent with the interest 
and  beliefs  of  the  investor.  According  to  Markowitz’s  (1952)  modern  portfolio  theory,  the 
investment universe of the investor will be narrowed down, which automatically compromises an 
adequate  diversification  of  the  portfolio.  Consequently,  the  risk-adjusted  performance  could  be 
penalized  compared  to  conventional  funds.  The  stock  picking  process  also  tends  to  be  more 



(7)comprehensive for the funds with ethical screens. Hence, also more expensive, which may affect 
 the  net  total  return.  In  regard  to  this,  a  common  perception  is  that  ethical  mutual  funds 
 underperform their conventional peers. 


However, a different view on ethical fund performance claims that a portfolio containing ethical 
 stocks  enhances  the  opportunities  of  superior  financial  performance.  It  is  assumed,  that  fund 
 managers  are  able  to  detect  value-relevant  non-public  information  during  the  screening  process. 


The  corporations  with  proficient  managers  are  identified  in  the  screening  process;  skilled 
 managers tend to make better decisions and their firms are considered to be more stable, which is 
 translated  into  higher  financial  performance.  This  is  consistent  with  the  Stakeholder  Theory 
 presented by R. E. Freeman (1984), stating that value is created for shareholders by integrating the 
 interests  of  all  stakeholders.  The  Stakeholder  Theory  argues  that  being  ethical  and  socially 
 responsible will result in increased financial performance.  


The purpose of this study is to investigate if imposing ethical constraints in the security selection 
 process  will  come  at  the  cost  of  inferior  portfolio  performance.  A  review  of  previous  literature 
 within the field finds that although extensively research has been done, the conclusions have been 
 inconsistent.  The  majority  of  empirical  studies  conducted  so  far  have  not  been  able  to  find  a 
 significant performance gap between ethical and conventional mutual funds. 



 1.1. Problem Statement 


To assess the conflicting views of the effect of ethical constrains in the portfolio selection process, 
 the following research question is addressed: 


● Do the performance of ethical and conventional funds differ to a significant extent? 


To adequately answer the research question, it is required to identify and examine the following 
 sub question: 


● What is an ethical investment? 


The question above will be answered by performing a matched pair analysis on historical returns 
of  ethical  and  conventional  funds  in  the  United  States  and  Scandinavia.  This  thesis  extend  the 
previous research done by Mallin and Briston, (Mallin et al. 1995) where the multifactor models of 



(8)Carhart  and  Cortez  will  be  used  in  addition  to  the  more  traditional  risk  adjusted  measure  of 
 Jensen’s alpha. 



1.2. Contribution to previous research 


The motivations behind the study are many; the first one is the high amount of newly established 
 ethical funds, which previously have not been tested. By performing an updated test where more 
 funds  are  included  in  the  sample  we  want  to  check  if  previous  assumptions  have  changed. 


Findings  from  previous  literature  have  been  very  inconsistent  to  whether  a  performance  gap 
 between ethical and conventional funds exists. Another motivation for undertaking this analysis is 
 that previous empirical evidence is dominated by results from the United States, United Kingdom 
 and Australia, where the market is further developed and more data is available (Wagner, 2001). 


Therefore, these results could be sample specific and not applicable to the Scandinavian market. 


Previous multi-country studies have included the performance of Scandinavian funds as a part of 
 a broader sample, but several of these studies have evaluate the performance of ethical funds only 
 in  relation  to  market  indices  and  do  not  perform  any  comparisons  between  ethical  and 
 conventional funds (Schröder 2004, Miglietta 2005, Cortez et al. 2009, 2012). 



1.3. Delimitations 


This  thesis  is  limited  to  investigate  the  performance  of  ethical  equity  funds  in  the  geographical 
 areas of the United States and Scandinavia. Hence, the result of this thesis may not be applicable to 
 other geographical areas and security classes. Basic financial principles are not described in detail. 


Therefore, it is expected that the reader possess the basic knowledge within financial theory. The 
 performance analysis is based on monthly historical observation with a minimum requirement of 
 30 observations. Implying that funds established later than September 2013 is excluded from the 
 sample.    A  pragmatic  definition  of  ethical  investments  has  been  selected  for  this  thesis,  i.e.  all 
 equity funds that proclaim to obtain some sort of ESG integration have been qualified as an ethical 
 fund.  


No  distinction  is  made  between  the  different  ways  of  conducting  ethical  constraints  to  the 
portfolio. This might lead to inclusion of funds with a weak ethical profile, potentially creating a 
bias towards similar characteristics of ethical and conventional funds. To conduct the matched pair 
analysis each ethical fund is matched with a conventional fund on the basis of four criteria: age, 
investment universe, country of origin, and Morningstar category. Due to limited variety of funds 
in  some  of  the  Morningstar  categories  a  few  of  the  funds  have  not  been  able  to  match  on 



(9)Morningstar  Category.  In  those  cases,  the  most  closely  related  category  has  been  selected.  This 
 limitation  is  most  apparent  in  the  Danish  market,  where  the  total  population  of  funds  is  small, 
 which made it difficult to locate conventional matches that resembled the ethical fund on all four 
 criteria.  The  reader  should  also  keep  in  mind  that  the  performance  of  an  ethical  fund  can  be 
 influenced  by  the  stock  picking  skill  of  the  fund  manager,  indicating  that  the  performance  of 
 ethical funds potentially is affected by the managers’ abilities. However, using a large data set of 
 funds from different geographical areas should even out this effect and eliminates this bias.  



1.4. Structure and Chapter content 


This  study  is  divided  into  three  main  sections.  The  first  part  outlines  the  scope  and  definitions 
 applied  in  the  study.  Previous  literature  and  empirical  models  are  investigated,  relevant  theory 
 presented and two hypotheses are formulated. In order to position this study within the context of 
 the  broader  universe  of  ethical  investment,  the  study  also  includes  a  section  on  the  ethical 
 landscape  in  Scandinavia  and  the  US.  The  first  part  should  be  considered  as  a  theoretical 
 framework that creates the foundation for the rest of the study.  


The second part of the study aims to explain the data collection process in detail and the reason 
 behind  the  factors  included  in  the  empirical  models.  Historical  data  of  164  ethical  and  164 
 conventional funds are collected.  


The third part of the study presents the empirical results from the conducted analysis. The relative 
 performance of ethical mutual funds in comparison to conventional funds is presented. The fund 
 performance  is  measured  on  both  portfolio  level  and  individual  fund  level  in  order  to  test  the 
 robustness  of  the  results. Furthermore,  the  long-term  fund  performance  is  investigated  to  see  if  the 
 performance of ethical investments has undergone changes trough time, in addition the performance during 
 the global financial crisis in 2007/2008 is explored.  


Finally, a conclusion is drawn and recommendations for further research are presented.  


The  structure  is  visually  presented  in  figure  1.1  below,  and  shows  the  relationship  between  the 
different parts of the study.  



(10)Figure 1.1: Map of the research structure 


The  subsequent  section  gives  a  detailed  description  of  the  content  and  purpose  of  each  chapter 
 included in the study.  


Chapter 1: First chapter give an introduction to the study, where the topic and research question 
 are  presented.    Furthermore,  the  chapter  covers  delimitations  and  contribution  to  previous 
 research within the field. 


Chapter 2: Previous literature within the research area of ethical investments is investigated. The 
 chapter presents empirical findings on ethical mutual fund performance and the most frequently 
 used methodology for similar studies are presented.   


  


Chapter 3: The concept of ethical investing is explored and key terms within the field are defined. 


Different types of ethical constraints are investigated, as well as different strategies within ethical 
investing. Furthermore, key statistics and the historical progress within the particular geographical 
areas are discussed.  



(11)Chapter 4: A theoretical framework behind the idea of Ethical Investing is discussed. Furthermore, 
 different  opinions  on  the  actual  impact  of  Ethical  Investing  on  financial  performance  will  be 
 presented. 


Chapters  5:  The  most  common  portfolio  performance  measurements  are  discussed  and  the 
 selection of the most relevant measures.   


Chapter  6: The data collection process for this study is explained. Historical data for ethical and 
 conventional fund is included, as well as benchmark indices, risk free rate and regression factors.  


Chapter 7: The results obtain by the different performance measures are evaluated and analyzed.   


Chapter  8: The  final  conclusion  of  the  study  is  provided  together  with  suggestions  for  further 
 research.  



1.5. Research Design 


The philosophical framework a researcher uses influences the procedure of research. Philosophical 
 assumptions are linked to a specific method by the plan of action that is called “research design”. 


(Creswell 2014, Crotty 2014) “The function of a research design is to ensure that evidence obtained enable 
 us to answer the initial question as unambiguously as possible”   (Vaus  2001). The  research  design  can 
 therefore  be  seen  as  a  helpful  framework  to  collect  the  right  information  required  in  order  to 
 answering the research question. The method used and how to interpret the result are determined 
 by the overall objective of the research. In this study, a descriptive approach has been taken, since 
 the  overall  objective  is  to  find  out  if  there  is  a  difference  between  the  return  of  ethical  and 
 conventional funds. This particular study seeks to explain, “what is going on” (descriptive) rather 
 than  “why  it  is  going  on”  (explanatory).  The  construction  of  the  research  design  is  helpful  to 
 minimize the chance of drawing incorrect causal inferences from the data collected. 


The research design used in this study is based on the framework of (Saunders et al. 2015) and is 
visually presented in Figure 2 below and described in detail in the sections to follow. 



(12)The figure 1.2: The research onion


Source: Mark Saunders, Philip Lewis and Adrian Thornhill (2011) 


1.6.1: Research Philosophy 


The study takes a positivistic epistemological approach in the process of answering the research 
 question. Positivism implies that the information considered has derived from sensory experience 
 and the research is not influenced by the researchers own values.  Only observable phenomena’s 
 can provide credible data or facts, and a great focus is put on causality and law like generalizations 
 (Saunders et al. 2015). 


1.6.2: Research Approaches 


The  research  can  either  have  a  deductive  or  an  inductive  research  approach.  The  deductive 
approach  is  dominant  in  the  natural  sciences,  where  laws  present  the  fundamental  explanation 
and allow the anticipation of phenomena, predict their occurrence and therefore permit them to be 
controlled  (Collis  and  Hussey  2003).  The  deductive  approach  is  used  in  this  study,  where  the 
hypothesis is based on existing theory, and the design of the research strategy is applied to test this 
hypothesis.    “Deduction  begins  with  an  expected  pattern  that  is  tested  against  observations,  whereas 
induction begins with observations and seeks to find a pattern within them”  (Babbie 2012)  



(13)1.6.3: Research Strategy 


The  research  strategy  employed  in  this  study  have  been  a  confirmatory  data  analysis  where  we 
 seek  to  answer  our  problem  statement  trough  a  statistical  hypothesis  test  where  grounded 
 financial models are adopted.  


1.6.4: Choices 


Since  the  study  has  a  positivistic  research  philosophy  and  previous  frameworks  from  literature 
 will  be  used  in  answering  the  hypothesis  it  was  natural  to  choose  a  mono  method  quantitative 
 research method to answer our research question. Mono method quantitative implies that a single 
 quantitative  data  collection  technique  have  been  used  in  combination  with  a  quantitative  data 
 analysis procedure.  


1.6.5: Time horizon 


The  time  horizon  adopted  for  this  study  is  longitudinal.  The  main  strength  with  choosing  a 
 longitudinal research is the capacity to study change and development over time. Due to the need 
 to  capture  and  measures  the  variables  over  a  longer  time  horizon  a  set  of  panel  data  where  we 
 observe a sample of multiple objects over the time frame of 2005 until 2016 have seen to be the best 
 fit (Saunders et al. 2015). 


1.6.6: Data collection and data analysis 


The  data  collection  consists  of  a  large  and  highly  structured  sample  of  quantitative  data;  this 
process is described in detail in Chapter 6. 
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Chapter 2. Literature Review 



2.1. Empirical evidence on SRI fund performance 


As the topic of ethical investment has gained popularity and interest among investors, the body of 
 literature has increased rapidly. The literature review will address the most influential and notable 
 studies conducted in the field of ethical and socially responsible fund performance. The purpose 
 behind the literature review is to identify previous trends and applied methodology.   


The literature is presented in chronological order according to time of publication, which stretches 
 from the famous research of Moskowitz published in 1972 to the recent publication of Revelli & 


Viviani in 2015.  As the field of ethical investment has evolved quite substantially over the last 20 
 years, more emphasis is put on more recent publications.   



2.1.1. Moskowitz (1972) 


The  study  is  the  first  contribution  in  the  body  of  literature  to  investigate  the  performance  of 
 companies  incorporating  social  awareness.  The  study  was  a  breakthrough  towards  the 
 identification  of  ethical  and  socially  responsible  investments.  By  identified  14  socially  conscious 
 companies in the American market, the study concludes that superior return have not been proven 
 significantly  as  a  factor  of  social  awareness.  Moskowitz  states,  “There  is  at  this  point  no  real 
 evidence  that  capital  markets  will  be  materially  affected  by  social  performance”.  Though,  he 
 strongly suggests that a positive connection between social corporate performance and corporate 
 financial  performance  might  exist.  By  this  pioneering  study,  Moskowitz  gained  awareness  and 
 inspiration towards further studies in the field of ethical and social investments. 



2.1.2. Hamilton et al. (1993)  


The  study  conducted  by  Hamilton  et  al.  in  1993  was  one  of  the  pioneer  studies  to  examine  the 
 investment performance of socially responsible mutual funds in the US. The study examined the 
 performance of 32 socially responsible mutual funds, which was divided up into two subgroups. 


The first one contained 17 mutual funds that were established in 1985 or earlier. The second group 
consisted  of  15  funds  that  were  established  after  1985.  A  conventional  mutual  fund  benchmark 
was constructed in order to examine the relative performance of socially responsible mutual funds 
and conventional mutual funds. The conventional funds were also divided up into two subgroups 
according  to  fund  age;  the  same  periods  as  for  the  ethical  funds  were  used.  A  sample  of  170 



(15)randomly chosen conventional mutual funds was chosen from the first group of mutual funds as a 
 benchmark  for  the  SRI  mutual  funds  for  the  same  period.  Furthermore,  another  sample  of  150 
 randomly  chosen  conventional  mutual  funds  served  as  a  benchmark  for  the  socially  responsible 
 mutual  funds  established  in  1986  or  later.  The  performance  of  the  mutual  funds  was  measured 
 with  the  Jensen’s  alpha  model,  the  portfolio’s  monthly  mean  excess  return  relative  to  the  NYSE 
 Composite index.  


There  was  not  any  statistically  proven  difference  mean  excess  return  between  the  conventional 
 funds  and  the  results  from  this  study,  which  indicates  that  the  market  does  not  price  social 
 responsibility.  Thus,  the  investors  should  not  expect  any  financial  effect  of  being  socially 
 responsible.   



2.1.3. Mallin et al. (1995) 


(Mallin  et  al.  1995)  used  the  framework  set  by  (Hamilton  et  al.  1993)  to  further  develop  the 
 performance methodology of SRI funds by including the “matched pair approach”. The Mallin et 
 al. matched pair approach entails that an ethical fund is matched with a non-ethical mutual fund 
 or set of mutual funds according to the funds size and age. The performance measured by Jensen’s 
 alpha, Sharpe- and Treynor ratio are then analyzed and compared. The taught behind the matched 
 pair approach was to eliminate the effect age and size might have on financial performance. 


The  study  was  conducted  within  the  time  period  of  1986  to  1993  and  was  performed  on  29  UK 
 based  ethical  funds.  The  sample  of  ethical  funds  was  selected  based  on  negative  and  positive 
 screening  criteria.  Monthly  observations  on  the  ethical  and  non-ethical  mutual  funds  were 
 collected  in  addition  to  the  market-  and  risk  free  interest-rate  proxies  in  form  of  the  Financial 
 Times All Share Actuaries and three-month Treasury bill. The Mallin et al. study separates itself 
 from Hamilton et al. (1993) by comparing each pair of funds instead of constructing portfolios.  


The empirical results showed that both the ethical and non-ethical funds tend to underperform the 
market. Furthermore, all the three measures, Jensen, Sharpe and Treynor, indicate that the ethical 
mutual funds tend to perform better than the non-ethical funds. However, the evidence of ethical 
funds outperformance is weak and statistically insignificant.     
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2.1.4. Gregory et al. (1997) 


The  study  of  Gregory  further  explores  Mallin’s  matched  pair  approach  by  also  including 


“investment  area”  and  “fund  types”,  to  Mallin’s  matching  criteria  “size”  and  “inception  date”.  


The  extra  characteristics  are  included  to  obtain  a  better  match  between  the  ethical  and 
 conventional funds. A sample of 18 funds was picked from the EIRIS database of ethical funds and 
 was regressed against the FTASA Index in order to calculate an adjusted Jensens alpha.  The fund 
 returns are investigated over the timeframe of 1986 to 1994. The Jensen’s alpha is the measure of 
 performance,  however,  the  authors  are  critical  to  the  use  of  Jensen’s  alpha,  arguing  that  the 
 performance measure will give a biased estimate of the funds’ performance.  Grinblatt and Titman 
 (1994) noted in their study that size effects is one of the main reasons for making false conclusions 
 about performance. This issued is solved by using an extended version of CAPM, which takes the 
 return  on  low-capitalization  stocks  minus  the  return  on  high  capitalization  stocks  into  account. 


The  study  shows  significant  results  that  ethical  mutual  funds  have  a  greater  exposure  than 
 conventional  mutual  funds  to  the  “small  firms  effect”.  After  adjusted  for  this  effect  through  the 
 extended form of CAPM there is no significant evidence that ethical mutual funds over or under 
 perform.  Furthermore,  the  study  examines  the  mutual  fund  performance  through  two  cross-
 sectional regressions. The cross-sectional analyses show that  “small firms effect” partly explains 
 mutual  fund  performance  and  that  “fund  size”  is  not  correlated  with  financial  performance  of 
 mutual  funds.  This  analysis  also  indicates  that  conventional  mutual  funds  perform  better  than 
 ethical mutual funds. However, these results could not be significantly proven.  



2.1.5. Statman (2000) 


Statman’s  contribution  to  the  exploration  of  responsible  investing  consists  of  a  matched  pair 
analysis  between  31  socially  conscious  funds  against  62  conventional  funds  in  the  period  of 
September 1998 to May 1990. To compare the results, Jensen’s alpha was used as the measure of 
performance.  Further,  he  compared  the  Domini  Social  Index,  an  index  of  socially  responsible 
stocks,  against  the  S&P  500.  Statman’s  result  showed  that  the  Domini  Social  Index  overall 
performed as well as the S&P 500. The raw returns were actually marginally higher, but the risk-
adjusted  returns  were  slightly  under  the  returns  of  S&P  500.  However,  these  findings  were  not 
significantly proven.  
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2.1.6. Schröder (2004) 


The study analyzes the performance of Socially responsible investment funds and SRI indices in 
 the  US,  Germany  and  Switzerland  compared  to  their  benchmarks.  The  paper  examines  the 
 performance  of  46  funds  and  10  SRI  indices.  The  performance  of  the  SRI  funds  and  indices  are 
 measured  using  several  regression  approaches  to  measure  Jensen’s  alpha.  The  first  approach 
 includes two benchmark indices, a blue chip index and a small cap index. The second one  adds 
 market timing activities of the fund management to the first approach and the last one expands the 
 first approach by adding instrumental variables for conditional performance estimation. The study 
 further aims to investigate the quality of the fund management by comparing the performance of 
 actively managed SRI funds to SRI indices. The findings indicate that there are not any statistically 
 significant differences in performance of SRI investments and conventional funds.   



2.1.7. Bauer et al. (2005) 


The  study  examines  the  performance  and  investment  style  of  103  ethical  mutual  funds  with 
 domicile  in  either  US,  UK  or  Germany.  The  sample  of  ethical  mutual  funds  is  examined  in  the 
 period 1990 to 2001 and compared to a matched sample of conventional mutual funds. The authors 
 study performance by using a multi-factor model developed by Carhart. The result indicates that 
 there are no significant differences in risk-adjusted returns between ethical and conventional funds 
 after adjusting for investment style. Furthermore, the study addresses the issue of the progress of 
 relative  performance  through  time.  The  sample  period  is  divided  up  into  three  non-overlapping 
 sub-samples  in  order  to  estimate  if  the  performance  is  changing  when  the  ethical  mutual  fund 
 industry mature. The result indicates that ethical mutual funds went through a learning phase in 
 the  beginning  of  the  period,  with  underperformance  relative  to  their  conventional  counterparts, 
 before they performed on similar levels as conventional mutual funds. 


  



2.1.8. Kreander et al. (2005) 


The  study  builds  upon  the  matched  pair  approach  developed  by    Mallin  et  al.  (1995)  where  the 
performance  of  60  ethical  mutual  funds  with  domicile  in  four  European  countries.  The  study  is 
made over the period January 1995 to December 2001. This study differs from similar studies, since 
the authors consider market timing in their regression. Market timing is the practice of switching 
mutual fund asset classes in an attempt to benefit from the changes in their market forecast.The 
result  shows  no  significant  difference  in  performance  between  ethical  and  conventional  mutual 



(18)funds.  Furthermore,  the  findings  suggest  that  neither  the  managers  of  the  conventional  nor  the 
 ethical funds have the ability of market timing. 



2.1.9. Bauer et al. (2006)  


The study examines the performance and investment style of 25 Australian based ethical mutual 
 funds.  Carhart’s  multifactor  model  is  used  to  measure  the  difference  in  risk-adjusted  returns 
 between  ethical  and  conventional  funds  in  the  period  of  1992–2003.  The  authors  observe  a 
 difference in performance of ethical funds over the period. The domestic ethical funds significantly 
 under-performed  the  conventional  funds  in  1992-1996,  while  the  ethical  and  conventional  funds 
 delivered  similar  returns  in  1996-2003.  The  explanation  behind  this  phenomenon  appears  to  be 
 that the ethical funds underwent a learning phase in the beginning of the period. The final result 
 shows that there is no evidence of significant differences in risk-adjusted returns over the whole 
 period between the conventional and ethical mutual funds.   



2.1.10. Bauer et al. (2007)  


A study of the performance and risk sensitivities of Canadian ethical mutual funds compared to 
 their conventional peers. The Canadian market is investigated to assure that previous studies are 
 not being sample specific. The authors use the Carhart 4-factor model to evaluate ethical mutual 
 fund performance.  The results of the study supports previous findings in the literature, implying 
 that the return of ethical funds not significantly differ from the performance of conventional peers.   



2.1.11. Renneboog et al. (2008a)  


The authors perform a critical review of previous literature on SRI over the past decade. The study 
 investigates  in  particular  the  following  four  topics,  the  definition  of  SRI,  corporate  social 
 responsibility,  performance  of  mutual  funds  and  money-flows  of  SRI  funds.    The  results  of  the 
 study  conclude  that  the  money-flows  and  volatility  is  lower  for  SRI  funds  than  in  conventional 
 funds  and  that  the  SRI  investor  are  slightly  less  affected  by  management  fees  and  risk  when  it 
 comes to investment decisions.  



2.1.12. Renneboog et al. (2008b)  


The  authors  investigate  performance  of  SRI  funds  using  a  dataset  that  consists  of  nearly  all  SRI 
 mutual funds across the globe over the period January 1991 to December 2003. The Carhart four-
 factor model and CAPM are used to measure performance of 440 live and dead SRI mutual funds. 


The benchmark sample of conventional equity funds consists of 16036 live and dead equity mutual 



(19)funds.  Additionally, a smart money effect were evaluated i.e. the skills of the investor to be able to 
 select SRI funds, which generate superior returns in subsequent periods. Lastly, the impact of SRI 
 screens on fund returns and risk loadings are examined. This is accomplished through analyses of 
 how screening intensity and screening criteria affect the risk-adjusted returns and risk exposure of 
 SRI funds.  


The  results  show  that  SRI  funds  in  the  US,  the  UK  and  in  several  European  and  Asia-Pacific 
 countries underperform -2.2 % to -6.5 % relative to their domestic benchmarks. However, the risk-
 adjusted returns of SRI funds are not statically different from the returns of conventional funds. 


Exceptions  are  the  results  from  France,  Ireland,  Sweden  and  Japan  where  there  are  statistically 
 proven that the SRI funds underperform relative to conventional funds. A consistent result of the 
 smart money effect is not identified. Ethical investors tend to be unable to select the funds that will 
 outperform. However, there seem to be some kind of ability to detect the ethical funds, which will 
 underperform.  The  screening  intensity  and  screening  criteria  are  shown  to  have  a  significant 
 influence on the risk-adjusted returns. It is shown that funds with one additional screen, if all else 
 equal, are correlated with a 1 % lower four factor adjusted return per year.    



2.1.14. Leite & Cortez (2014) 


The  authors  analyze  the  performance  and  investment  strategies  of  international  SRI  funds  in 
comparison  with  conventional  funds  through  a  matched  pair  approach.  Multi-factor  models  are 
used to evaluate the performance during the period of January 2000 to December 2008. The funds 
included  in  the  study  are  from  eight  European  markets,  which  are  investing  in  global  and 
European  equities.  Initially,  the  authors  assume  that  international  diversification  could  improve 
performance since it extends the restricted investment universe of SRI funds. The authors conclude 
that there are not any statically proven differences in performance of international SRI funds and 
their conventional peers. Therefore, it seems that SRI funds do not exploit the hypothetical benefits 
from international diversification. Furthermore, the result show that conventional benchmarks are 
superior  to  SRI  benchmarks  when  examine  performance.  Also,  the  study  presents  statically 
significant differences in the investment styles of SRI funds. The SRI “best-in-class” funds are less 
exposed to small caps and momentum strategies and more exposed to local stocks when compared 
to  SRI  funds  that  use  simple  negative  and/or  positive  screens.  The  “best-in-class”  approach  is  a 
screening  strategy  where  the  leading  companies  on  environmental  or  CSR  matters  within  each 
sector are selected.  
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2.1.15. Borgers et al. (2015) 


The  authors  measure  funds  exposure  to  socially  sensitive  stocks  by  examining  the  holdings  of 
 equity mutual funds in the US over the period 2004 – 2012. The results of the study show that a 
 greater  “sin”  stock  exposure  results  in  a  positive  and  statically  significant  financial  payoff. 


However,  this  result  is  non-significant  when  the  definitions  of  socially  sensitive  investments  are 
 extended.  The  study  concludes  that  fund  managers  do  not  choose  to  increase  the  proportion  of 
 controversial stocks, even though there are tendencies of a higher performance among these kinds 
 of stocks. The probable reason is practical and social constrains.  



2.1.16. Revelli & Viviani (2015) 


Revelli,  Viviani  (2015) conducted  a  meta-analysis  of  85  studies  and  190  experiments  obtained  in 
 the period of 1972 – 2012 in order to test the link between socially responsible investing (SRI) and 
 financial performance. The aim of the analysis was to determine if including ethical interests and 
 CSR  in  portfolio  management  would  improve  economic  performance  compared  to  a  focus  on 
 conventional  investment  strategies.    The  analysis  finds  that  there  is  no  significant  relationship 
 between  SRI  and  performance.  This  result  is  challenging  the  theory  of  SRI,  since  it  might  be 
 inefficient.  Furthermore,  the  authors  identify  that  the  level  of  performance  found  in  the  studies 
 depends  on  the  methodology  chosen  by  the  researchers  or  the  ability  of  SRI  fund  managers  to 
 generate performance.  



2.2. Summary of Literature Review  


Since the 1970s, relatively large amounts of literature have been documented on the performance 
 of ethical investments. We have chosen to further examine 15 of the most cited studies published 
 between 1972-2015. The summary is dived in two parts. The first part presents the relative ethical 
 fund performance and the second part summarizes the general applied methodology.  



2.2.1. Findings on Ethical fund performance 


Ethical  investment  has  received  great  amount  of  attention  by  researchers  and  the  link  between 
financial  performance  and  ethical  practice  is  thoroughly  investigated.    Historical  returns  from 
ethical  funds  are  commonly  compared  to  a  non-ethical  fund  or  benchmark  indices.  Overall, 
findings  have  been  inconclusive,  but  is  leaning  towards  that  ethical  funds,  on  average,  are 
performing similar to regular funds.  



(21)Performance  results  alternates  between  underperforming,  over  performing  or  similar 
 performance. The figure below shows the percentage allocation for each of the tree groups. 


  


Figure 2.1. Allocation of relative performance  


The  figure  shows  that  64  %  of  the  previous  studies  conducted  have  not  been  able  to  detect  a 
 differentiated performance of ethical funds to non-ethical funds or benchmark indices. 22% report 
 that the ethical funds are performing better and 14% report that the ethical funds are performing 
 worse.  The  findings  are  inconclusive,  indicating  that  the  market  generally  does  not  price  ethical 
 funds differently from the non-ethical investment strategies.  The findings are further investigated 
 by looking at the statistical validity of the reported performance. The statistical validity tells us to 
 what extent the conclusion drawn from the performance testing can be accurate or reliable.  The 
 figure below shows the percentage allocation of studies getting a significant test result.  


    Figure 2.2: Statistical validity  
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(22)By examining the statistical validity we see that 94% of the previous studies conducted have not 
 been able to obtain significant results. Insignificant results imply that the null hypothesis stating 
 that  ethical  funds  do  not  differentiate  from  non-ethical  funds  or  benchmark  indices  cannot  be 
 rejected. The insignificant result indicates that no accurate conclusions can be drawn and support 
 that ethical screening does not have any effect on financial performance.  



2.2.2. Applied methodology 


Several methods have been applied when assessing the relationship between financial returns and 
 ethical  investing.  One  of  the  key  challenges  within  the  research  field  has  been  that  scholars 
 potentially use different definitions of what ethical investment should comprehend.  The sample of 
 data examined could therefore differ considerable in character between each study, affecting the 
 observed  result.  Although  the  literature  has  been  inconsistent  in  the  definition  of  ethical 
 investments some general trends have been drawn from the methodology. 


There  are  two  main  methods  applied  when  assessing  the  performance.  The  first  and  most 
 commonly used method is the “matched pair approach”, which matches the ethical fund with a 
 conventional  fund,  based  on  one  or  more  control  factors,  such  as  size,  and  inception  date  of  the 
 mutual fund. The method was first used by Mallin et al. (1995) and later developed by applying 
 more  matching  criteria  by  Gregory  et  al  (1997).  The  thought  behind  adding  more  criteria  is  to 
 provide a better match between the ethical and conventional funds. Nevertheless, this method is a 
 subject of the researcher’s subjective assessment. The second method compares the ethical funds to 
 a  benchmark  based  on  conventional  funds,  as  in  Bauer  et  al  (2007),  where  8  ethical  funds  are 
 compared  to  benchmarks  constructed  from  267  conventional  funds.    When  the  replication 
 portfolios of conventional funds or indices are constructed the performance is evaluated through a 
 regression analysis where the return are measured based on the philosophy of the Capital Asset 
 Pricing Model (CAPM). The first literature devoted to ethical fund performance commonly used 
 one-dimensional measurements, which in later year have been inferior of multifactor models, such 
 as Fama-French and Carhart.   


The overviews of academic literature point out that most studies have been undertaken on the US 
 or UK market where there historically have been more data available (Wagner, 2001).  


The table below summarize the research methodologies from the studies examined in the literature 
review.  Three  of  the  studies;  Moskowitz  1972,  Renneboog  et  al  2007  and  Revelli  2015,  are  not 



(23)included  in  the  table  below  since  they  do  not  compare  ethical  fund  performance  with  a 
conventional  mutual  fund  or  indices.  Nevertheless,  these  have  been  included  in  the  literature 
review, since they contain important information in regards to identification of ethical investment 
history, ethical screening and ethical investor behaviour.  



(24)Table  2.1:  Referance:  Wagner,  M.,  2001,  A  review  of  empirical  studies  concerning  the  relationship  between  environmental  and 
 economic performance: What does the evidence tell us?, Center for Sustainability Management e.V., 1-52. 


Study Publication Country Period No.of 


Funds Performance 


Measures Market Indices Referense group of 
 non-ethical funds
 Hamilton, Joe &


Statman  1993 US 1982-1990 32 CAPM Value-weighted 


NYSE Index No comparison with 
 conventional funds
 Mallin, 


Saadouni & 


Briston 


1995 UK 1986-1993 29 CAPM, Treynor, 


Sharpe FT All Share Index 29 funds, matched by 
 fund size and age
 Gregory, 


Matatko & 


Luther


1997 UK 1986-1994 18 A two-factor 


model with two 
 indices


FT All Shares Index 
 and Hoare Govett 
 Small Cap index


18 funds, matched by 
 fund size, age, 


investing area and fund 
 type.


Statman  2000 US 1990-1998 31 CAPM S&P 500 62 non-SRI funds, 


matched by fund size.


Schroder  2004 Germany, 


Switzerland, 
 US


1990-2002 46 A two-factor 
 model with two 
 indices Timing: 


Treynor and 
 Mazuy (1966) 
 Conditional: 


Ferson and 
 Schadt (1996) 
 (Strong) Style 
 Analysis


The ethical funds are 
 testet agains 10 
 different SRI Indices


No comparison with 
 conventional funds


Bauer, Koedijk 


& Otten  2005 Germany, 


UK, US 1990-2011 103 CAPM, Carhart MSCI World Index or 
 DJ Sustainability 
 Global Index (for 
 international funds); 


FT All Share Index or 
 EIRIS ethical balance 
 (for UK domestic 
 funds) S&P 500 or 
 DSI 400 (for US 
 domestic funds)


Total 4384 non ethical 
 funds. US 3874, UK 
 396, Germany 114


Kreander, Gray, 


Power & Sinclair 2005 Belgium, 
 Germany, 
 Netherlands, 
 Scandinavia, 
 Switzerland,
 UK


1996-1998 40 CAPM MSCI World Index 40  funds, matched by 
 fund size, age, country, 
 and investment 
 universe.


Bauer, Otten & 


Rad 2006 Australia 1992-2003 25 CAPM Worldscope value-


weighted Equity 
 Index


281


Bauer,Derwall & 


Otten 2007 Canada 1994-202 8 CAPM, Carhart Worldscope value-


weighted Equity 
 Index


267


Renneboog, 


Horst & Zhang 2008 19 countries 
 around the 
 world


1991-2003 440 CAPM, Carhart Worldscope value-
 weighted Equity 
 Index


Total 13,340  funds. US: 


12624, UK: 716.


Leite & Cortez 2014 Europe 2001-2012 40 CAPM, Carhart MSCI Europe Total 


Return 120
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Chapter 3. Ethical Investing



3.1. Definition and terms 


Ethical  investment  is  not  determent  by  a  uniform  definition,  but  is  dependent  on  the  specific 
 investor’s ethical views and filter for securities selection. Through an ethical screening process the 
 investors choose to eliminate certain industries entirely, or over-allocate to industries that meet the 
 individual’s ethical standards. Ethical investing therefore implies that the investor have the power 
 to allocate capital towards companies in line with his/her personal beliefs, whether they are based 
 on environmental, religious or political precepts. 


Since  the  definition  of  ethical  investment  is  broad  the  body  of  literature  often  use  terms  like 
 Socially Responsible Investment  and Responsible  Investment  interchangeably  with Ethical  Investment. 


To clarify the key terms within the universe of ethical investments the first section will define and 
 relate the most typical used terminology within the topic. The second section will then clarify the 
 foundation of specific screening criteria used to classify ethical funds and different type of ethical 
 funds will be presented. The chapter will also give an introduction to the historical development of 
 ethical investment.  



3.1.1. Social responsible investment 


Socially  Responsible  Investing,  denoted  as  SRI,  is  an  investment  approach  that  considers 
 environmental,  social  and  corporate  governance  (ESG)  factors  in  portfolio  selection  and 
 management.    The  Global  Sustainable  Investment  Association  describes  six  measures  on  how  to 
 implement  ESG  factors.  These  strategies  have  shown  to  become  an  emerging  global  standard  in 
 the classification of SRI. The six strategies were first published in 2012 in the Global Sustainable 
 Investment Review. These are: 


1. Negative/exclusionary screening:  The  exclusion  from  certain  sectors,  companies  or  practices 
 based on specific ESG criteria.  


2. Positive/best  in-class  screening:  Investment  in  sectors,  companies  or  projects  selected  for 
 positive ESG performance relative to industry peers. 


3. Norms-based  screening:  screening  of  investment  against  minimum  standards  of  business 
 practice based on international norms. 


4.  Integration of ESG factors: the systematic and explicit inclusion by investment managers of 
environmental, social and governance factors into traditional financial analysis.  



(26)5.  Sustainability  themed  investing:  investment  in  themes  or  asset  specifically  related  to 
 sustainability. 


6. Impact/community investing: targeted investment typically made in private markets, aimed 
 at  solving  social  or  environmental  problems,  and  including  community  investing,  where 
 capital is specifically directed to traditionally underserved individuals or communities, and 
 financing is provided to businesses with a clear social or environmental purpose (Voorhes, 
 Hodque Farzana 2015). 


These strategies are the main guidelines to follow when perusing a socially responsible investment 
 strategy.  Though  the  definition  has  gather  consensus  among  investor  pursuing  a  SRI  strategy,  it 
 still is open for interpretation. For example, the lack of conviction in how ESG integration should 
 be practiced, and what kind of screening criteria’s that should be used. The definition is therefore 
 open for subjective interpretation.  


SRI also needs to be distinguished from the practice of examining socially and politically charged 
 factors that might impact on financial soundness, such as labor relation practices and compliance 
 with environmental regulations. As long as the information is used to allocate financial gain and 
 not  the  appropriateness  of  the  investment  for  nonfinancial  reasons,  this  is  not  SRI.  It’s  only  SRI 
 when the social factors are considered independently from their financial impact (Knoll 2002). 



3.1.2. Ethical Investment 


The discussion of whether or not Ethical investment and SRI is the same, or should be interpreted 
 differently  from  each  other,  is  a  returning  topic  in  the  growing  body  of  ethical  literature.  Some 
 scholars  do  not  see  the  need  of  a  general  definition  (Dorfleitner,  Utz  2012),  stating  that 
 sustainability  means  something  different  for  every  individual  investor,  and  that  a  sustainable 
 investment sufficiently summarizes every desirable non-financial impact an investment may have. 


On the other hand there were scholars, e.g. (Cowton 1999) viewing the discussion on how to refer 
 to the different terms as a “matter of taste”. The existence of a non-standardized term and concept 
 can otherwise be inevitable in certain disciplines, and indeed, may be a sign of research progress 
 and dynamism (Van Vaerenbergh 2007, Sparkes 2001a). Sparkes also stated that ethical investing is 
 an older phrase, which is slowly being replaced by SRI (Sparkes 2001).  


Although there seems to be some fuzziness and inconsistent in the academic literature, the overall 
definition of ethical investment and SRI are consistent in that it means the “integration of certain 



(27)non-financial  concerns,  such  as  ethical,  social  or  environmental,  into  the  investment  process” 


(Sandberg  et  al.  2008).  In  the  article  “The  Origins  and  Meanings  of  Names  Describing  Investment 
 Practices that Integrate a Consideration of ESG issues in the Academic Literature” (Eccles, Viviers 2011), 
 190  academic  papers  with  the  topic  of  ESG  integration  are  reviewed.  The  article  concludes  that 
 there  should  be  a  distinction  between  the  two  terms  social  responsible  investment  and  ethical 
 investment.  Contradictory  to  this  viewpoint  is  the  article  “Socially  responsible  investments: 


Institutional aspects, performance, and investor behavior”  (Renneborg  et  al.  2008)  suggesting  that  the 
 two terms should be used synonymously. This viewpoint is also supported in the article of Bodo B. 


Schlegelmilch  (Bodo  B.  Schlegelmilch  1997),  were  the  two  terms  are  used  interchangeably  with 
 each other.  


Those  who  are  of  the  opinion  that  the  two  terms  SRI  and  ethical  investment  should  be  used 
 separately define ethical investment to be a branch within SRI, where the ethical funds are based 
 solely  on  religious  reasoning,  and  companies  involved  in  activities  opposing  their  beliefs  are 
 excluded. Socially responsible funds are one the other hand defined as funds who give priority to 
 the most advanced companies in term of environmental, social and governance risk mitigation.  


In  the  absence  of  definitional  and  terminological  clarity  in  the  literature  of  ESG  integrating 
 investments, the authors of this thesis have decided that SRI and Ethical investment will be used 
 interchangeable and will be based on the definition provided from Global Sustainable Investment 
 Reviews  six  strategies.    It  is  also  important  to  bear  in  mind  that  the  terms  “ethical”  and 


“sustainable” are not protected terms. This means that every financial institution is free to call an 
 investment  ethical  or  sustainable  and  interpret  these  terms,  as  they  wish.  Furthermore,  many 
 funds  apply  several  screens  and  can  fall  within  both  categories,  which  is  another  motivation 
 behind using the terms interchangeable with each other. 



3.1.3. ESG factors 


The practice of ESG integration is the systematic and explicit inclusion by investment managers of 
environmental,  social  and  governance  criteria  when  assessing  new  investments.  Social, 
environmental and governance issues are by many investors seen as a potential source of risk or 
opportunity. By integrating ESG factors in the financial analysis, the investors believe they are able 
to  stay  ethical  and  competitive.  ESG  is  therefore  seen  as  a  generic  term  used  by  investor  to 
evaluate corporate behavior and to determine the future financial performance of companies.  



(28)Environmental 


The  Global  Sustainable  Investment  Association  has  divided  the  Environmental  factor  in  three 
 subcategories: Climate/Clean Tech, Pollution/Toxics and Environment/Other. The environmental 
 factor looks at companies’ energy use, waste, pollution, and animal welfare and implementation of 
 measures  to  prevent  climate  change.  Other  issues  of  consideration  are  food,  water,  energy  and 
 land security, where a company’s ownership of contaminated land, possible oil spill, disposal of 
 hazardous waste and its management of toxic emission are evaluated.  


Social 


The Global Sustainable Investment Association have divided social factor into four subcategories; 


Community  development,  Diversity  &EEO,  Human  rights  and  Labor  relations.  These  criteria 
 make sure the company’s relations are maintained in a responsible way; are criteria for safe and 
 healthy working conditions followed, are the supplier operating within the same ethical guidelines 
 as the company, is the company participating in voluntary work and donating some of its profit.  


Governance 


The Global Sustainable Investment Association has divided the governance criteria in to the two 
 subcategories  Board  Issues  and  Executive  pay.  The  Governance  criteria  examine  the  use  of 
 accurate  and  transparent  accounting  methods,  and  conduct  internal  controls  of  executive  pay. 


Finally,  no  illegal  behavior  or  use  of  political  contributions  to  obtain  favorable  treatment  is 
 accepted.  



3.2. Map of the ethical investment universe 


When  mapping  the  field  of  ethical  investment  it  becomes  evident  that  the  three  pillars  of  social 
development:  Environment,  Social  and  Governance  “ESG”  creates  the  foundation  in  how  the 
variety  of  ethical  funds  and  strategies  are  interrelated.  As  the  industry  of  ethical  investment  is 
becoming increasingly popular the customer demand is becoming more specific and the variety of 
ethical  funds  is  rising.  To  cover  all  sectors  in  the  ethical  investment  space  and  a  visual  map  is 
created  and  presented  below.  The  map  shows  the  link  between  the  different  types  of  funds  and 
strategies and will be described in detail in the sections to follow. 



(29)Figure 3.1: Map of Ethical Investments 



3.2.1. ESG- cross sectorial  


This category implements multiple ESG measures to the ethical funds and is normally established 
 through  a  positive  or  negative  screening  strategy.  This  strategy  offers  the  portfolio  manager 
 flexibility in the way he assembles the portfolio to meet different customer’s needs.  The ESG cross-
 sectorial category is by far the largest of all categories in the landscape of ethical investment. The 
 category shows a steady increase in the establishment of new funds. The breaking down between 


“positive screening” and “negative screening” was predominant in the share of positive screening, 
but since 2012 a more balanced occurrence between the approaches have been observed (KPMG 
Luxembourg 2015). It is important to note that the two approaches are not mutually exclusive. A 
fund  can  use  both  negative  and  positive  screening  to  select  its  investment.  Ethical  screening  is 
overall a mechanism employed to place corporations into ethical funds based on a predefined set 
of non-financial criteria.  The criteria used should be consistent with the investor social and ethical 
standard.  The  screening  will  inform  the  investor  of  firms,  which  are  involved  in  activities  of 
concern or are have a positive social impact Bauer et al. (2005). The negative approach screen for 
activities  of  ethical  concern,  whereas  the  positive  approach  look  for  valuable  social  influence 
performed by the corporation. The intensity of the screening criteria used will vary between funds 
reflecting the investor’s values, norms and ideologies.  



(30)Negative screening 


Negative  screening  excludes  companies  involved  in  activities  of  environmental,  social  or  ethical 
 concern. Negative screens are both absolute and passive in that they do not examine nuances or 
 variations  in  different  corporation’s  performance.  Hence,  corporations  that  are  not  fulfilling  the 
 screen are automatically dropped from the portfolio regardless of other qualities it might possess 
 (Schepers, Prakash Sethi 2003).  


Exclusion  of  companies  from  the  investment  universe  is  often  based  on  product  exclusion  or 
 conduct exclusion.  Product exclusion implies exclusion of companies producing products such as 
 landmines,  nuclear  weapons,  tobacco,  etc.    Conduct  based  screens  exclude  companies  violating 
 human  rights,  causing  environmental  damage,  involvement  in  gross  corruption  or  serious 
 violations of individual rights in situations of war or conflict.  


Some  ethical  investor  takes  the  screening  process  to  a  new  level  by  preforming  a Second-order 
 screening process. This imply that the investor also excludes companies involved in business with 
 the  initial  unethical  behaving  companies  –  e.g.  a  fabric  producer  that  sells  fabric  to  a  clothing 
 company  that  is  violating  labor  rights,  should  also  be  excluded.  Second  order  screening  is  not 
 widely applied, due to the risk of easily abandoning larger parts of the whole investment universe. 


Generally, the relationship between the unethical company, and the second-order company should 
 be very strong, for the latter to be excluded. 


Although, exclusion screening is generally effective, the method is criticized for being too limited 
 when  it  comes  to  more  complex  sustainability  issues.  The  approach  is  criticized  for  not  to  fully 
 reflect the investor values.  The critics consider negative exclusion as an unsustainable approach, 
 since  it  will  not  generate  any  change  in  the  company’s  behavior  in  a  long-term  perspective. 


Investors with this point of view are therefore more attracted to the positive inclusion screening 
 strategy,  were  the  investors  have  the  opportunity  to  influence  and  develop  the  company’s 
 operations to become more ethical.   


Another  difficulty  with  the  negative  screening  approach  is  the  lack  of  consensus  around  the 
definition of ethical investment and social responsibility. Without an appropriate standard, many 
of  the  screening  criteria  are  fairly  subjective  (Hollingworth  1998).  Different  cultures  may  have 
different concerns on what they regard as unethical. In some countries alcohol is seen as immoral, 
while other countries don’t have these objections.  



(31)The following table is a summary of the most widely used exclusion screens for ethical funds.  


Table  3.1:  Data  are  complied  from  Social  Investment  Forum  (2003,  p  42),  The  Natural  Capital  Institute 
 (www.responsibleinvesting.org) and criterias and is based and the article “Socially responsible investments: Institutional aspects, 
 performance, and investor behavior” (Renneboog et al. 2008). 


Positive screening 


Positive  screening  is  the  second  approach  within  the  ESG-  cross  sectional  category  were 
 corporations involved in desirable activities are explicitly included in the portfolio.  Examples of 
 positive  screens  are:  progressive  hiring  policies,  development  of  environmentally  friendly 
 technologies or involvement with community development.  


Positive screening is considered to be a proactive approach of ethical screening, and is employed 
 by a growing number of investors. Rather than excluding companies with objectionable products, 
 the  investor  methodically  supports  companies  that  set  positive  examples  of  environmental 


Screen Definition


• Tobacco Avoid manufacturers of tobacco products


• Alcohol Avoid firms that produce, market, or otherwise promote the consumption of alcoholic beverages


• Gambling Avoid casinos and suppliers of gambling equipment


• Defense/weapons Avoid firms producing weapons for domestic or foreign militaries, or firearms for personal use


• Pornography/adult entertainment Avoid publishers of pornographic magazines; production studios that produce offensive video and audio tapes; 


companies that are major sponsors of graphic sex and violence on television


• Nuclear power Avoid manufacturers of nuclear reactors or related equipment and companies that operate nuclear power plants


• Labor relations and workplace conditions Avoid firms exploiting their workforce and sweatshops


• Environment Avoid firms producing toxic products, and contributing to global warming


• Corporate governance Avoid firms with antitrust violations, consumer fraud, and marketing scandals


• Human rights Avoid firms which are complicit in human rights violations


 •Irresponsible foreign operations Avoid firms with investments in government-controlled or private firms located in oppressive regimes such as 
 Burma or China, or firms which mistreat the indigenous peoples of developing countries


• Abortion/birth control


Avoid providers of abortion; manufacturers of abortion drugs and birth control products; insurance companies 
 that pay for elective abortions (where not mandated by law); companies that provide financial support to 
 Planned Parenthood


• Animal testing Avoid firms with animal testing and firms producing hunting/trapping equipment or using animals in end product


• Biotechnology Avoid firms involved in the promotion or development of genetic engineering for agricultural applications


• Non-married Avoid insurance companies 


that give coverage to non-married couples Avoid insurance companies that give coverage to non-married couples


• Healthcare/pharmaceuticals Avoid healthcare industries (used by funds targeting the ‘‘Christian Scientist” religious group)


• Interest-based financial institutions Avoid financial institutions that derive a significant portion of their income from interest earnings (on loans or 
 fixed income securities). (Used by funds managed according to Islamic principles)


• Pork producers Avoid companies that derive a significant portion of their income from the manufacturing or marketing of pork 
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