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1. Introduction

The Social Investment Organization is pleased to present its views on corporate social responsibility and socially responsible investment to the Committee on Public Finance of the Quebec National Assembly. We commend the Committee for its foresight in holding hearings on a matter of such important public policy. We hope this brief helps the Committee in formulating recommendations for government policy.

Our interest in this topic comes from our background as Canada’s national trade association for the socially responsible investment (SRI) industry. The SIO has more than 400 members across Canada, including staff and managers of leading socially responsible investment funds, asset managers, financial institutions and investment advisors. Our members manage funds on behalf of more than 200,000 investors. Among our members and others, there is approximately $50 billion in assets in Canada managed according to social and environmental guidelines.

While our members approach SRI from many differing perspectives, they all share a commitment to corporate transparency, social responsibility and environmental sustainability. It is with these values in mind that we present this brief.

SRI & Quebec

With its long history of support for indigenous financial institutions, Quebec has a special role to play in the development of corporate social responsibility and SRI. Throughout its history, Quebec has supported locally-controlled financial institutions supporting the social values of the Quebec people. Movement Desjardins has created a strong network of democratically-governed, local financial institutions. Solidarity Fund and, more recently, Fondaction, channel tax assisted savings into the economic development of Quebec. Vehicles such as the Societes locales d’investissements dans de developpement de l’emploi (SOLIDEs) as well as local development centres, regional investment funds and community loan funds are innovative vehicles for creating local capital. And Caisse de depot et placement du Quebec (CDP) has become the largest stock market investor in Canada and one of the largest in the world.

With this historic connection to locally-controlled finance, we believe that the Quebec government can play a leadership role in the development of SRI policies to encourage responsible and sustainable capital. With a historic understanding of the social role that capital plays in society, the government of Quebec could put in place policies that will help to create a more responsible, more sustainable and more profitable future for all jurisdictions in the world.

2.Definition
________________________________________________________________

The Social Investment Organization (SIO) defines socially responsible investment (SRI) as the process of selecting or managing investments according to social or environmental criteria. Individuals or institutions can do socially responsible investment. SRI can include shareholder advocacy and corporate engagement initiatives;  investment for community-based development and screening based on social and environmental criteria. 

Specifically, SRI in Canada includes the following: 

· Socially responsible investment of institutional assets

· Socially-screened mutual funds

· Labour-sponsored venture capital that is guided by social considerations

· Screening of stock portfolios or other private holdings 

· Socially responsible shareholder advocacy and corporate engagement initiatives 

· Community investment initiatives 

SIO believes that socially responsible investment includes three components: 

1. Shareholder Advocacy and Corporate Engagement. This is the process of using shareholder influence to help to bring about corporate social and environmental change. This can include proxy voting (establishing policies for voting shares on social and environmental issues), corporate engagement (communicating with management on particular issues), shareholder resolutions (filing or supporting shareholder proposals on social and environmental issues) and divestment (selling of shares).

2. Community Investment. This is the investment of money into community development or microenterprise initiatives that contribute to the growth and well-being of particular communities. The idea is to reverse the drain of capital and income that debilitate low-income communities. 

3. Screening involves selecting companies in a portfolio based on social and  environmental criteria. Typically socially responsible investors invest in companies based on their positive contributions to society or the environment.   Social investors know there are no perfect companies.  The screening process attempts to identify companies that are well-managed, that produce socially useful products and treat their employees, suppliers, customers and the environment in which they operate well.  Screening decisions can involve some trade offs that are informed by careful research and evaluation.   

The members of the Social Investment Organization believe that social investment represents a powerful catalyst for positive social change as well as a useful tool to identify and manage investments in a prudent financial fashion. Our members believe investment can be used to encourage companies and economic activity that respects human dignity, equitable local and international development and social, economic and environmental sustainability.

Size and Scale of SRI in Canada

The Social Investment Organization undertakes a bi-annual survey of the financial industry to determine the size and scale of socially responsible investment in Canada. The last survey was conducted in 2000. The next survey will be released in November 2002. Here are the key findings of the last survey. The full report is available at the 2000 Canadian Social Investment Review (www.socialinvestment.ca).

Assets of socially responsible investments in Canada on June 30, 2000 were $49.9 billion. This was comprised of: 

· $10.35 billion in retail investment funds. This includes $5.77 billion in assets of socially screened mutual funds and $4.58 billion in labour-sponsored venture capital that is guided by social considerations. 

· $11.3 billion in assets (not including screened mutual funds) managed by investment management firms with regard to social or environmental screens. This includes pooled funds, segregated accounts and private stock portfolios subject to social and environmental screens. Total assets held by these     companies (including accounts in screened mutual funds) are $14.3 billion. Most of this money is managed on behalf of institutional clients, including pension funds, endowments, foundations, religious organizations and public institutions, such as hospitals and universities. 

· $27.2 billion in assets of institutional investors managing their funds primarily or wholly in-house with regard to social or environmental screens. 

· $1 billion in shareholder advocacy initiatives on social and environmental issues. This was comprised mostly of the 22 million shares voted in favour of the shareholder proposal on May 3, 2000 concerning Talisman Energy's activities in Sudan.

· $85 million in investments by locally-based community investment organizations, such as microloan funds. 

At $49.9 billion, socially responsible investment assets represent 3.2 per cent of the retail mutual fund market and the institutional investment market. This estimate is based on total mutual fund assets of $420.8 billion managed by members of the Investment Funds Institute of Canada (IFIC) and $1,132.7 billion managed by investment managers listed in the annual Benefits Canada survey (November, 2000) for total assets of $1,553.5 billion (June 30, 2000).

According to the 2001 Social Investment Forum Trends Report, US social investment assets currently stand at $2.3 trillion, or approximately 12 per cent of funds under management. This shows that social investment in the US has greater market penetration than in Canada.

However, by world standards, the Canadian social investment market is quite sizeable. For example, the Ethical Investment Research Service (EIRIS) estimates that, in 2000, the value of holdings in British SRI mutual funds stood at £3.3 billion (currently C$8.1 billion). The value of Canadian SRI mutual funds and labour funds exceeded this amount by more than $2 billion.

As such, SIO estimates that Canada has the second-largest retail market for socially responsible investment in the world.

3. The Current Crisis of Confidence in Equity Markets

In the last few months, much attention has been focused on the shaken confidence of the world's capital markets resulting from the corporate abuses of Enron, WorldCom and other companies. As socially responsible investors, we believe this crisis of confidence involves more than just accounting and auditing abuses. We believe that these examples of corporate malfeasance are indicative of a larger underlying problem in which corporate management emphasizes short-term profit and short-term capital appreciation at the expense of stakeholders, including investors. These stakeholders can include communities, employees, suppliers, customers and the natural environment in which companies operate.

By ignoring the needs of a host of corporate stakeholders, some companies not only put themselves under undue social and environmental risk, but they also undermine their share price over time. Our view of corporate governance is that  social and environmental risk is a significant, yet largely unrecognized, factor in determining share value.

Environmental problems, human rights controversies, product liability issues, employee concerns and other reputational issues all hold the potential to create share price discounts over the short-term and into the future. Likewise, companies that implement sustainability policies, codes of conduct, employee benefits programs and other corporate citizenship practices are more likely to identify market and production opportunities in the future.

The solutions to this problem come from many arenas. Consumers need to be more vigilant in selecting products produced by responsible companies. Institutional investors need to vote their shares on responsibility policies that will improve corporate performance. And more investors need to support SRI to build clout in the market.

But there are public policies that can be adopted by governments, securities commissions and stock exchanges that will help to bring about a culture of social and environmental transparency. By requiring companies to become more transparent on social and environmental issues, government can improve corporate social performance in two key ways:

1) 
Increased transparency will provide investors and capital markets with information about social and environmental problems before they become public disasters. This will encourage investors to work with management to rectify these problems, or to divest from companies with intransigent  attitudes. In either case, investors will have a higher level of risk protection  and management will be encouraged to solve the problems.

2) 
By requiring management to publicly divulge social and environmental risks, and audit committees to publicly acknowledge these risks, social and environmental reporting encourages the establishment of continuous risk-management systems to address sources of risk previously ignored by management at many corporations. The very process of identifying and reporting social and environmental risk will set in process systems to address those risks and to minimize them.

Investor Interest in Social and Environmental Reporting
Corporate reporting on social and environmental issues holds the potential to reduce risk and enhance long-term shareholder return. Social and environmental disclosure is increasingly viewed as an element of good corporate governance.

This view is not restricted to socially responsible investors. In a national survey of investors conducted by the American Institute of Certified Public Accountants in 2000, 79 per cent of those polled believed that "corporate responsibility" information (such as privacy policies, overseas labour and environmental standards) is necessary. Analysts, institutional investors and retail investors want this information, which is now considered off-balance sheet data. Investors want these types of disclosures to establish a true and accurate picture of the corporation. While less quantifiable, these social and environmental variables capture dimensions of corporate performance and culture not included in conventional financial analysis or even some of the most advanced concepts of corporate governance now under consideration.

In Canada, there are numerous examples of companies that have experienced a “social risk discount” as a result of problems with employees, communities, customers or the environment. Talisman Energy, a Calgary-based oil and gas company, has suffered through nearly three years of discounted share prices as a result of its investment in Sudan. At one point, analysts estimated this discount to be as high as 25 per cent. Cambior Inc. has suffered a share price discount resulting from its cyanide spill in 1995 in Guyana. Currently, Manhattan Minerals Corp. of Vancouver is struggling to shore up its share price after a vote of local people in Peru overwhelmingly rejected a mine development proposal. The stock fell from an all-time high of $2.15 to less than $1.00 in the days after the vote.

	Stock Markets Unkind to Environmental Disasters: the Cambior Case

Cambior issued an environmental policy in 1992. The company was already actively developing an environmental management system when in 1995 they had a spill from their tailings pond at their gold mine in Omai, Guyana. The stock markets reacted to this spill by knocking off almost a third of the value of their stock, which recovered briefly in 1996. That's the same as reducing the market capitalization of the company by about $200 million. The media reacted by giving many weeks of very negative publicity. A hit like that certainly gets a lot of the board's attention, but it also got the attention of their bankers, insurers, and of course, their shareholders… The reaction of the media and financial markets highlighted the close relation between environmental performance and the ability to raise capital to invest in new mines. Cambior realized that they should tell people about their environmental management system.

From: Should you publicize your EMS and ISO 14000 certification? (January 1999) Philip E. J. Green, President, Greenbridge Management Inc. (http://www.greenbridge.com/free/rgbnlsyp.htm)


We believe that mandatory social and environmental (S/E) reporting in a forward-looking manner, tied to progressive risk management, can avoid this kind of stock price volatility. S/E reporting provides a more complete picture of the corporation, discouraging investors from jumping into companies with development proposals containing unidentified social and environmental risks. Likewise, companies with thorough S/E risk management systems will provide a higher degree of assurance to investors, encouraging them to stay with these companies through the long-term. In this way, S/E reporting will not only reward responsible corporations, it will help to stabilize the capital markets.

4. The Role of Pension Funds
________________________________________________________________
In recent years, pension funds have become more aware of their social and environmental responsibilities. The California Public Employees Retirement System (CalPERS) now evaluates its developing country portfolio according to social and environmental screens. CalPERS has also changed its proxy voting policies to support social and environmental shareholder proposals unless they pose significant harm to the  company. Other US pension funds taking an activist position include the State of Connecticut pension plan and the New York City Pension Plan.

In Canada, the Ontario Municipal Employees Retirement System (OMERS) has recently adopted Socially Responsible, Environmental and Ethical (SREE) proxy voting guidelines. OMERS also reports how it votes on SREE and all other shareholder proposals. The OPSEU Pension Trust, serving members represented by the Ontario Public Service Employees Union, also has socially responsible proxy voting guidelines.

This activity has occurred at the same time that regulatory amendments are changing the pension industry in the UK and Europe. In July 2000, a new amendment to the UK Pensions Act requires trustees of occupational pension plans to disclose their policy on socially responsible investment in their Statement of Investment Principles (SIP). Before this amendment, pension fund trustees were under no obligation to inform their members of their ethical stance.

The effect of the new regulation has been to encourage the financial industry to adopt SRI products and services to serve what is expected to be a growing demand by pension funds. To date, Yet, in spite of tremendous media attention, the regulation has not resulted in a significant change in practice by UK pension funds. According to a recent study of UK pension funds by Just Pensions (a research group founded by Traidcraft Exchange and War on Want), “most of the examples of good practice come from a handful of these pension funds.” (http://www.justpensions.org/ukpf2002-exec.shtml)

Still, pension SRI disclosure is quickly becoming the standard for public policy around the world. Along with the UK, similar disclosure regulations are in place in 

Australia, France and Germany. It is expected that this policy will soon become quite commonplace among countries of the Organization for Economic Development and Co-operation (OECD). As the SRI disclosure regulation spreads around the world, we expect growing numbers of pension funds to adopt SRI policies as SRI increasingly becomes the industry standard.

In Canada, a bill by former Bloc Quebecois MP Stephan Tremblay would have amended federal pension legislation to require federally-chartered pension plans to disclose their social investment policies. After an initial response by former Finance Minister Paul Martin that seemed to endorse the concept, later correspondence (between Mr. Tremblay and John McCallum, former Financial Institutions Secretary) indicated the government’s official opposition to the concept.

Canada risks falling behind its OECD partners on this important policy initiative. Strong action by the government of Quebec could help to establish disclosure rules for major Quebec-chartered pension funds as well as establishing a precedent for the practice in other jurisdictions in Canada.

5. Encouraging Community Investment
________________________________________________________________

Quebec has a strong history of community investment through its caisses populaires, local loan funds and regional development funds and institutions. Still, even in Quebec, there are impediments to the development of a strong community investment sector.

SIO defines community investment as the investment of individual or institutional assets that in some way help to develop local communities through the alleviation of poverty, the evolution of community institutions or ventures meeting community needs, or the development of new co-operative businesses. The idea is to channel a small proportion of the capital now invested in national or international capital markets into local loan funds or community development financial institutions (CDFIs) that will encourage local self-sufficiency.

Using these principles, SIO has arrived at the following categories of community investment in Canada: 

· Micro-enterprise lending. Community-based organizations providing capital for micro-entrepreneurs unable to obtain capital from conventional financial institutions. The borrowers usually show some element of hardship or low-income characteristics. Loans are usually less than $25,000 with typical

     loans in the $2,000 to $5,000 range. 

· Community development venture capital. High-risk loans or equity placements in locally-based businesses meeting community or social needs. This sometimes includes non-profit development organizations but can also include venture capital companies. The focus here is on businesses with an

     emphasis on community-building that meets local needs. 

· Non-profit lending. Lending to non-profit organizations pursuing a social mission that are unable to obtain capital from conventional financial institutions. This is usually done by non-profit lenders.

· Co-operative development. Funds making loans or equity placements in new co-operatives. 

· Lending for social or affordable housing. Risk mortgages or construction loans for housing targeted to low-income markets. (Conventional co-op or social housing mortgages backed by CMHC guarantees are not included because of the business nature of the lending.)

· Economically-targeted investments (ETIs). These are community development investments made by pension funds or other institutions. 

· Other forms of locally-based investment targeted to meeting the needs of particular communities or groups. 

Using this definition, SIO found a total of $85 million in community investment assets in 2000. The relatively small size of the community investment sector is the result of many factors; most notably, the lack of institutional support for the community investment sector from the banking industry, the lack of tax-assisted incentives for individual investors and barriers put in place against small lending institutions by the provincial securities rules.

In the US, the Social Investment Forum has a program to encourage its members to invest one percent of all SRI assets into community investments. This would put more than $10 billion into communities in need over the next five years.

In Canada, if a similar benchmark was set, this would raise $500 million in capital, a huge increase from the current level of activity.

While Quebec already has a generous support program for the community investment sector, there are initiatives it could take in the tax and securities area that could significantly bolster community investment in the province.

6. Recommendations 
________________________________________________________________

SIO makes the following recommendations to the Public Finance Committee of the Quebec National Assembly:

1. The Public Finance Committee should recommend that Quebec securities regulations be changed to require publicly-listed companies in the province to adopt corporate codes of conduct and to incorporate social and environmental principles into these corporate codes. The Corporate Accountability and Listing Standards Committee of the New York Stock Exchange has recently recognized the need to formalize standards for Corporate Codes of Conduct and Ethics. Such codes should also recognize the importance of social and environmental issues. The Quebec Securities Commission could be tasked with developing such standards in conjunction with harmonization policies to be established by the Canadian Securities Administrators.  In addition, reporting by companies on their adherence to their codes of conduct should be based on a globally recognized standard.  We recommend the guidelines being developed by the Global Reporting Initiative (GRI).* While additional consultation is required to develop a full set of standards, the GRI guidelines are a good starting point.

2. The Public Finance Committee should recommend that Quebec securities regulations be changed to require issues of a social and environmental nature to be disclosed as material risks. Regulations should require publicly-listed companies to disclose social and environmental risks of a material nature in their regular Management Discussion & Analysis (MD&A) filings. These regulations should be developed in harmonization with regulations to be developed by the Canadian Securities Administrators. 

3. The Public Finance Committee should recommend that Quebec securities regulations be changed to require audit committees of publicly-listed companies to review their social and environmental reporting, ensuring that risk management strategies are in place to address risks of a material nature. These regulations should be developed in harmonization with regulations to be developed by the Canadian Securities Administrators.

Recommendations 2 and 3 have are based on similar requirements in other jurisdictions. As a model, we recommend the rules already in place for LSE-listed companies as a result of reforms put in place by the Turnbull Committee. The document Internal Control: Guidance for Directors on the Combined Code (published by the UK Institute for Chartered Accountants) states that companies need to consider and report on significant risks including those related to "health, safety and environmental, reputation and business probity issues." Under current Turnbull Committee practices, Boards are tasked with ensuring that management has developed appropriate, sensible, internal controls for identifying and mitigating attendant risks. As well, the 2002 King Report on Corporate Governance in South Africa now mandates directors of companies listed on the Johannesburg Stock Exchange to undertake regular Social and Ethical Accounting, Auditing and Reporting (SEAAR) exercises as well as safety, health and environment (SHE) disclosures.
3. The Public Finance Committee should recommend that the Québec Pension Plan Act and the Supplemental Pension Plans Act be amended to require pension plan administrators to prepare an annual report setting out the "social, ethical and environmental factors" that have been considered in the selection and management of the pension fund's investments, and the exercise of the fund's voting rights. These amendments would not require pension administrators to adopt responsibility policies; simply to disclose whether such policies are in place and to describe them. The amendments would be modeled after requirements adopted in the UK that went into force in July 2000.

4. The Quebec Public Finance Committee should recommend that the federal Department of Finance change RRSP rules to permit investments in community loan funds to be RRSP-eligible. Currently, Finance Canada stipulates that investments in community loan funds are not RRSP eligible unless they are supported by an investment guarantee. Since most community loan funds are not guaranteed, this imposes an unfair  barrier against the development of these funds. This is supported by evidence from a survey by the Access Riverdale Loan Fund in Toronto, which has shown that investors would be much more likely to invest in a fund if it was RRSP-eligible. The lack of RRSP-eligibility is a major obstacle to the capitalization and large-scale development of these funds.

5. The Quebec Public Finance Committee should recommend that Quebec securities regulations should be altered to enable non-profit organizations to issue community investment shares to the public. One of the barriers faced by community loan funds lies in the investment restrictions imposed by prospectus rules for issuing securities. These rules, drafted to protect unsuspecting investors from unscrupulous brokers, are unnecessarily restrictive in the context of community loan funds. The province of Nova Scotia recognizes this and has developed a rule governing offering documents issued by community development corporations. This rules streamlines the process and enables community economic development organizations to issue investment shares without incurring heavy legal costs related to the development of a prospectus. The Quebec Securities Commission should develop a similar streamlined process to facilitate the development of community investment vehicles in Quebec.

7. Conclusion

________________________________________________________________

Traditional financial analysis looks at companies without regard to social or environmental impacts.

The result of this skewed perspective has been untold harm to our social welfare and degradation to our environment. In addition, pension funds and other investment institutions have accepted the status quo, neglecting their social and environmental responsibilities as well as the capital needs of local communities.

The members of the Social Investment Organization believe that this traditional relationship between capital and the economy is coming to an end.

Governments and public policy makers can help to change this situation by putting in place some far-reaching but simple policies to encourage companies and capital markets to respond to social and environmental realities. The recommendations in this report would not place an onerous burden on companies. Neither would they entail new expenditures by government. But they would encourage a greater degree of social and environmental responsibility as well as more stable, transparent capital markets into the future. 
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Copies of this report are available at www.socialinvestment.ca.

* The GRI is an international, UN-sponsored effort to create a common framework for reporting of the economic, environmental and social impact of multi-nationals, governments and NGOs.
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