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Introduction

Social investing is the pursuit of environmental, so-
cial, and governance (ESG) goals through investment 
decisions.  Public pension funds have been active 
in this arena since the 1970s, when many divested 
from apartheid South Africa.  They have also aimed 
to achieve domestic goals, such as promoting union 
workers, economic development, and homeowner-
ship.1  In the mid-2000s, the focus shifted to prevent-
ing terrorism and gun violence.  This effort included 
“terror-free” investing in response to the Darfur 
genocide and to weapons proliferation in Iran.  And, 
after mass shootings in Aurora, CO, and Newtown, 
CT, some public funds shed their holdings in gun 
manufacturers.  Most recently, states have renewed 
the call to divest from Iran and have increasingly 
targeted fossil fuels to combat climate change.2

This brief provides an update of social investing 
developments and assesses whether, in this chang-
ing environment, public funds should engage in this 
practice.  This assessment addresses two questions: 
1) can ESG-screened portfolios meet the same return/
risk objectives as non-screened portfolios; and 2) are 
public plans the right vehicle for advancing ESG goals? 

The discussion proceeds as follows.  The first 
section explores trends in social investing and the 
U.S. Department of Labor’s guidance on this activity.  
The second section examines recent state divestment 
efforts.  The third section analyzes the economics of 
social investing.  The fourth section outlines the eco-
nomic, political, and legal complications.  The final 
section concludes that although social investing may 
be worthwhile for private investors, lower returns 
and fiduciary concerns make public pension funds 
unsuited for advancing ESG goals. 
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Source: The Forum for Sustainable and Responsible 
Investments (2014).

Trends in Social Investing 
One of the main forms of social investing is screen-
ing (either excluding “bad” companies or including 
“good” companies).3  Assets subject to screening 
have increased significantly in the last 20 years, with 
a near doubling between 2012 and 2014 (see Figure 
1).  ESG-managed assets represented over 16 percent 
of total assets under professional management in the 
United States in 2014.  The financial industry has also 
noticed the growing importance of ESG factors to 
investors.4  In 2016, Morningstar and Sustainalytics 
launched the industry’s first environmental sustain-
ability rating for mutual funds.  Additionally, index 
provider MSCI has developed ESG ratings for equity 
and fixed-income issuers.  And many prominent fund 
providers, such as Vanguard and TIAA, offer ESG-
screened funds.    

The bulk of social investing assets are in public 
pension funds (see Figure 2), and screening in these 
funds is pervasive.  In 2014, their screened assets 
amounted to $2.7 trillion, more than half of their total 
assets.5

Figure 1. ESG-Screened Assets in the United 
States, 1995-2014, Trillions of Dollars 

Interestingly, almost none of the screened money 
is held by private defined benefit plans.  The likely 
reason is that these plans are generally covered by the 
Employee Retirement Income Security Act of 1974 
(ERISA), and the U.S. Department of Labor (DOL) 

has stringently interpreted ERISA’s duties of loyalty 
and prudence.6  In 1980, a key DOL official published 
an influential article warning that the exclusion of in-
vestment options would be very hard to defend under 
ERISA’s prudence and loyalty tests.7  Thus, ERISA 
fiduciary law has effectively constrained social invest-
ing in the private sector.8

Since 1980, the DOL has clarified its position on 
social investing several times in Interpretive Bulletins 
(see Box, on the next page).  Until recently, its guid-
ance clearly stated that plan trustees or other invest-
ing fiduciaries may not accept higher risk or lower 
returns in order to promote social, environmental, 
or other public policy causes.9  In 2015, the agency 
clarified that ESG factors may have a direct impact on 
the economic value of a plan’s investment.  As such, 
these factors should be integrated into quantitative 
models of risk and return calculations, alongside 
financial indicators such as liquidity, capital structure, 
or leverage.   

It is important to clarify the relationship between 
DOL’s recent ESG Bulletin and public pension plans.  
First, DOL rules do not apply to state and local gov-
ernment plans because these plans are not covered by 
ERISA.  Second, while the Bulletin supports integrat-
ing ESG factors into any financial assessment of an 
investment, it says nothing about using ESG factors 
for screening.  Nevertheless, the Bulletin may have an 
indirect impact on public plan behavior by legitimiz-
ing the role of ESG factors in investment decisions. 
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Figure 2. ESG-Screened Assets by Investor Type, 
2014
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Box. Evolution of DOL Guidance 
on ESG Investing, 1994-2015

Since the mid-1990s, the DOL has issued three 
Interpretive Bulletins on a fiduciary’s ability to con-
sider ESG factors under ERISA.

The 1994 Bulletin aimed to “correct the popular 
misconception” that ESG factors were incompatible 
with ERISA fiduciary requirements.  The Bulletin 
reiterated that plan fiduciaries may not accept lower 
expected returns or greater risks in order to pro-
mote non-economic benefits; however, ESG goals 
can be considered as tie-breakers if investment al-
ternatives present equal expected risks and returns. 

In 2008, the DOL replaced the 1994 Bulletin 
with new guidance that the use of non-economic 
factors in selecting investments should be rare.  
Fiduciaries considering these non-economic factors 
must demonstrate their compliance with ERISA. 

The 2015 Bulletin withdrew the language from 
the 2008 Bulletin, reinstating the 1994 Bulletin 
position.  The DOL believed that the 2008 Bulletin 
unduly discouraged fiduciaries from considering 
ESG factors.  The 2015 Bulletin then went further 
to clarify that ESG factors may directly affect the 
economic returns of an investment and may be 
incorporated when assessing an investment. 

Sources: U.S. Department of Labor (1994, 2008, and 2015).

Recent Divestment Proposals

Recent political pressure for public pension divest-
ments has centered on Iran and fossil fuels. 

Iran Nuclear Deal

The Joint Comprehensive Plan of Action (JCPOA), 
commonly known as the Iran Nuclear Deal, removed 
economic sanctions on Iran when its nuclear pro-
gram passed the International Atomic Energy Agency 
inspections in January 2016.  Although the JCPOA 
discourages state and local governments from mea-
sures that are inconsistent with U.S. foreign policy, 
Iran screening by public pension plans is prevalent 
(see Figure 3).10  In some cases, states retain sanc-
tions that were imposed on Iran because it is on the 
State Department’s list of countries that sponsor 
terrorism.  The JCPOA does not remove Iran from 
the list and thus allows these state laws to remain.  In 

other cases, legislatures that opposed the Iran Nuclear 
Deal have proposed new legislation to screen compa-
nies doing business with Iran.  Currently, 32 states 
plus the District of Columbia have either divestiture 
or contracting statutes, or both.

Figure 3. States with Iran-screening Requirements, 
Before and After Iran Nuclear Deal 

Sources: National Conference of State Legislatures (2016); 
Garcia and Garvey (2013); and Watson Institute for Interna-
tional and Public Affairs (2016).

Pre JCPOA – existing
Pre JCPOA – expired or repealed
Post JCPOA – enacted or pending
Post JCPOA – failed

Interestingly, in some instances, politics and 
economics have conflicted.  For example, Mississippi 
initially passed a version of the Iran Divestment Act, 
which would have prohibited the state from doing 
business with firms that have certain financial invest-
ments in Iran.  However, after discovering that the 
divestment bill would adversely affect Toyota Tsusho 
– which owns a manufacturing plant in Mississippi 
– the state Senate killed the bill.11  The bill was then 
amended so that Toyota Tsusho would not be impacted. 

Fossil Fuels

Another movement that has gained strong momen-
tum is divestment from fossil fuels.  This push has 
largely been driven by student activism over invest-
ments held by university endowments.  Most notably, 
in 2014, a group of Harvard students sued the univer-
sity for its investments in fossil-fuel companies.  The 
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movement then spilled over into the public pension 
fund arena.  Currently, four states plus the District of 
Columbia have some form of pending or enacted fos-
sil fuel divestment legislation.12

Most of the fossil fuel legislation covers a very 
limited scope.  For example, California only requires 
its public pension funds to divest from thermal coal.  
Similarly, the Washington, DC retirement fund is only 
divesting from “direct holdings,” so its investments in 
private equity firms that focus on the oil and energy 
sector are not affected. 

Regardless, divestments from Iran and fossil fuels 
involve a substantial amount of public pension fund 
assets.  Thus, it is useful to consider the likely impact 
of such activity on target companies and on the pen-
sion funds themselves.

Economics of Social Investing 
The academic literature suggests that ESG screen-
ing is likely to have very little impact on the target 
company and that the impact on the pension fund 
depends on the scale of the screening.

Impact on Target Company 

According to standard finance theory, the price of any 
stock equals the present discounted value of expected 
future cash flows.  Thus, the stock of a particular 
firm has many close substitutes, which makes the 
demand curve for a particular stock, in economists’ 
terms, almost perfectly elastic.13  That is, even a big 
change in demand for a firm’s stock will lead to only a 
small change in its price because investors in similar 

companies will view it as a profitable opportunity and 
move in to buy the shares.14

Indeed, in practice, investors are standing by to 
exploit these lower prices for higher returns.  For ex-
ample, the Barrier Fund (formerly known as the “Vice 
Fund”) was established in 2002 and specializes in only 
four sectors – alcohol, tobacco, defense, and gambling 
– and stands ready to buy the stocks screened out of 
standard portfolios.  Empirical studies have found that 
these vice industries provide relatively high returns, 
with results staying consistent across countries.15

Impact on Pension Funds

In addition to social investing’s impact on targeted 
companies, it is also important to understand how it 
affects pension funds.  Modern portfolio theory states 
that investors should diversify their asset holdings 
over a variety of securities so that their returns do 
not move in lockstep.  The question is how many 
securities are needed for a diversified portfolio?  The 
answer is that an investor needs only 20-30 stocks for 
a portfolio that reflects the whole market.16  The small 
number of required stocks suggests that eliminating, 
say, tobacco, which accounts for about 1 percent of the 
S&P 500’s market capitalization, should leave enough 
securities to get very close to the full market index.  As 
the number excluded increases, though, it would be-
come increasingly difficult to duplicate the market.17 

The following analysis looks at how divestment 
laws affect rates of return on public pension assets.  It 
uses a fixed-effects regression to compare returns in 
states with and without divestment laws, controlling 
for plan characteristics and asset allocation.  The re-
sults in Figure 4 show that the average annual returns 

Figure 4. Impact of Divestment Laws and Other Factors on Annual Average Geometric Returns of 
State-Administered Plans, in Basis Points, 2001-2015

Notes: Controls were included for each individual state trend, as well as state and year fixed effects.  Solid bars are statisti-
cally significant at least at the 5-percent level.  
Source: Authors’ calculations from Public Plans Database (2001-2015).
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of plans in states with divestment requirements are 
estimated to be 40 basis points lower than plans in 
states without such requirements.18

Another way to measure the impact of screen-
ing is to compare the returns of screened funds to 
unrestricted funds.  The Forum for Sustainable and 
Responsible Investments provides investment returns 
for over 200 ESG-screened mutual funds from institu-
tional member firms.  Table 1 matches a selection of 
these ESG funds with comparable Vanguard mu-
tual funds for five asset classes.  In most cases, the 
Vanguard funds outperform their ESG counterparts, 
often by a considerable margin.  Part of the reason is 
that the fees in the ESG funds are roughly 100 basis 
points higher than their Vanguard counterparts, 
which may reflect the additional resources required to 
perform the screening. 

Complexities of Social Investing  

The question of whether ESG issues should play a 
role in public fund investing goes beyond returns.  
Social investing introduces a host of economic, 
political, and legal complications.  Important issues 
include whether state legislators and fund managers 
can act in the best interests of pension beneficiaries, 
the difficulty in even determining what those inter-
ests are, and potential constitutional conflicts between 
state and federal laws.

Table 1. Average Net Returns of ESG Mutual Funds and Comparable Vanguard Mutual Funds, 2016

Note: Data as of August 31, 2016.  Comparable funds are both from the same asset class and have the same benchmark 
index.  Funds with less than 10 years of returns history are excluded.  Returns are net of fees. 
Sources: Authors’ calculations from The Forum for Sustainable and Responsible Investments (2016); Bloomberg’s ESG Data 
Service (2016); and Vanguard Mutual Funds (2016). 

Equity (large) ESG      8.4%     12.1%     6.9% $30.0 S&P 500 Comp Total 

 Vanguard 12.5 14.7 7.5 255.7  

Equity (mid) ESG 5.8 13.5 7.0 4.6 Russell Midcap Value 

 Vanguard 5.7 13.1 7.7 9.0  

Equity (intl) ESG 9.5 7.8 4.9 0.4 MSCI ACWI

 Vanguard 7.4 9.8 4.4 4.4  

Bond (long) ESG 14.1 6.7 8.3 0.1 Barclays US Long-A 

 Vanguard 18.2 8.7 8.2 15.8  

Bond (short) ESG 3.2 2.1 3.3 4.1 Barclays US 1-5 

 Vanguard 3.6 2.4 3.5 57.3  

Asset class Type 1-yr 5-yr 10-yr Assets (billions) Benchmark index

Decision Makers Are Not Stakeholders 

Social investing in public plans highlights a classic 
principal-agent problem in economics.  The princi-
pals in this case are tomorrow’s pension beneficiaries 
and/or taxpayers: the people with skin in the game.  
The agents are the fund boards or state legislatures 
that make investment decisions on behalf of the prin-
cipals.  In theory, agents are supposed to act solely in 
the interests of the principals.  In reality, especially 
in public plans, conflicts of interest may arise if state 
legislatures make investing decisions for political rea-
sons.  If social investing produces losses, tomorrow’s 
taxpayers will have to ante up or future retirees will 
receive lower benefits.  The welfare of these future 
actors is not well represented in the decision-making 
process. 

Difficulty of Pricing Preferences

Even if decision makers always acted in the best inter-
ests of beneficiaries, it is still very difficult to deter-
mine how different beneficiaries value ESG factors.19  
For example, one beneficiary may accept lower re-
turns for fossil-free but not firearms-free investments, 
while a second one may accept lower returns for 
terror-free but not fossil-free investments, and a third 
may not accept lower returns at all.  Given different 
preferences, it would be difficult for public pension 
funds to fully incorporate the value of ESG factors of 
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all beneficiaries.  Additionally, these preferences may 
change over time as social values and political views 
shift.20

Potential Constitutional Conflicts 

Recent state-level divestment legislation against 
Sudan and Iran has prompted debate over the con-
stitutionality of state and local economic sanctions.21  
While some experts claim that states can enact such 
laws, others argue that these efforts conflict with 
federal trade and foreign policy objectives.  In several 
instances, federal courts have ruled that state legisla-
tion on social investment was unconstitutional on 
grounds that it overlapped with federal foreign policy 
or commerce (see Table 2).  The implementation 
of the Iran Nuclear Deal (the JCPOA) in 2016 has 
revived the debate.  Paragraph 25 of the JCPOA states 
that “If a law at the state or local level in the United 
States is preventing the implementation of the sanc-
tions lifting as specified in this JCPOA, the United 
States will take appropriate steps, taking into account 
all available authorities, with a view to achieving such 
implementation.”  As previously discussed, however, 

Table 2. Federal Court Rulings on State-level 
Divestments, 2000-2012 

1 Stephen Crosby was Secretary of Admin. & Finance of MA.
2 John Garamendi was Insurance Commissioner of CA. 
3 Alexi Giannoulias was State Treasurer of IL.
4 Amanth Prasad was Secretary of Transportation of FL. 
Source: Garcia and Garvey (2013).

Court case Year                Ruling

Crosby v.  
National Foreign 
Trade Council1

2000 Federal law preempted Mas-
sachusetts law limiting trans-
actions with firms involved 
in Burma. 

American  
Insurance Assoc. 
v. Garamendi2 

2003 Federal policy preempted 
California law on disclosures 
of Holocaust-era insurance 
policies sold in Europe.

National Foreign 
Trade Council v.  
Giannoulias3 

2007 Illinois’s Sudan sanctions 
found to be unconstitutional. 

Odebrecht 
Constr., Inc. v. 
Prasad4 

2012 Federal law preempted Flor-
ida law barring government 
contracts for firms operating 
in Cuba.

since many Iran or terror-free divestment laws are 
linked to the Federal State Sponsors of Terrorism 
list, which the JCPOA does not change, it is unclear 
whether these state-level divestments are unconstitu-
tional.

Conclusion 

While social investing raises complex issues, public 
pension funds are not suited for this activity.  The 
effectiveness of social investing is limited, and it 
distracts plan sponsors from the primary purpose 
of pension funds – providing retirement security for 
their employees.  Additionally, such activity involves a 
principal-agent problem since decision makers do not 
bear the risk of potential losses; rather, any losses will 
accrue to future beneficiaries and/or taxpayers.  Even 
if a principal-agent problem did not exist, it would 
still be difficult to price how each beneficiary values 
each specific ESG goal.  Finally, state and local divest-
ment legislation may interfere with federal trade, 
commerce, or foreign policy goals. 

In contrast with public pension funds, social 
investing should not be discouraged for private inves-
tors.  With the growing prevalence of ESG-screened 
products, private investors have an avenue to direct 
investments away from activities they wish to discour-
age.  Public pension funds, however, should remain 
focused on providing retirement security for public 
employees. 
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Endnotes

1  Two books were instrumental in broadening the 
social investing debate – Rifkin and Barber (1978) and 
Litvak (1981).

2  State divestment legislation since 2012 has also 
targeted firearms manufacturers, companies that 
boycott Israel, companies that produce songs using 
lyrics considered racist or obscene, predatory lending 
companies, and Turkish investment vehicles. 

3  Other forms of social investing include shareholder 
advocacy and community investing.  Munnell and 
Sundén (2001) provide a discussion on how public 
pension funds have used different forms of social 
investing.

4  The growth in demand for ESG-screened assets 
has been attributed to the creation and growth of ESG 
indices, which make social investing easily accessible, 
as well as to the emerging millennial investor and 
shareholder campaigns, among other factors. 

5  The $2.7 trillion figure is from The Forum for 
Sustainable and Responsible Investments (2014).  The 
Federal Reserve’s “Flow of Funds” data report total 
assets for state and local pension plans of $5.0 trillion 
in 2014.

6  ERISA requires a fiduciary to act “solely in the 
interests of the [plan] participants and beneficiaries…
for the exclusive purpose” of providing benefits to 
them.  A fiduciary must also act “with the care, skill, 
prudence, and diligence” of the traditional “prudent 
man.”  See Langbein, Stabile, and Wolk (2006).

7  Lanoff (1980).

8  Some companies with defined contribution plans 
offer their employees one or more mutual fund op-
tions that pursue social investing criteria.  Such an 
option does not raise any fiduciary concerns because 
the decision is left entirely to the participant.

9  U.S. Department of Labor (1988, 1994, 2008). 

10  Under the JCPOA, the U.N. Security Council’s 
permanent members and Germany are now permit-
ted to engage in trade with Iran in previously prohib-
ited energy, shipbuilding, auto, and financial services 
sectors.  The United States, however, retains its uni-
lateral human rights and terrorism-related sanctions.

11  Toyota Tsusho purchases Iranian crude oil 
through a special exclusion under the U.S. National 
Defense Authorization Act.

12  Hawaii and Connecticut considered fossil fuel 
divestment, but the legislation did not pass. 

13  For an in-depth discussion, see Munnell and Sun-
dén (2005) and Munnell (2007).

14  The caveat is, of course, that potential buyers 
must not think the sale reflects a negative assessment 
of the firm’s financial condition or business pros-
pects.  If potential purchasers believe that the seller is 
disposing of the stock because he knows something 
adverse that they do not, they will revise down their 
assessment of the stock’s value, and the transaction 
will reduce the price of the stock. 

15  See Fabozzi, Ma, and Oliphant (2008), Hong and 
Kacperczyk (2009), and Statman and Glushkov (2009).  

16  See Brealey and Myers (1988).  Campbell et al. 
(2001) conclude that the number of stocks needed to 
achieve a given level of diversification has increased 
over time and may be as high as 50.  Statman (2004) 
suggests the number could be even higher.  A greater 
number of stocks required to achieve diversification 
implies a greater level of difficulty in replicating the 
market when screening occurs.  

17  Rudd (1981) and Grossman and Sharpe (1986) 
argue that the investor will not be able to exactly 
duplicate the market portfolio, because the screened 
portfolio will have relatively greater covariance in re-
turns.  Rudd also argues that social investing will in-
troduce size and other biases into the portfolio, which 
will lead to deterioration in long-run performance.  
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18  Brown, Pollet, and Weisbenner (2015) examined 
the investment behavior and performance of 27 
state pension plans that manage their own equity 
portfolios.  Interestingly, the authors found that both 
overweighting the equity of firms headquartered 
within the state and the presence of political influence 
on stock selection yielded excess returns for pen-
sion funds.  Their sample, however, represented 12 
percent of the total state plans or 50 percent of total 
public pension assets. 

19  Social investing can be viewed as a form of value-
driven investing – which is dependent on personal 
preferences – rather than returns-driven investing.  
Some stakeholders may be willing to risk lower 
returns because they believe the incorporation of ESG 
components increases the value in intangible ways 
that may not be reflected in price growth alone.  

20  For example the California Public Employees Re-
tirement System (CalPERS) divested from the tobacco 
industry at the end of 2000.  However, as part of a 
broader review of its fiduciary obligations, CalPERS 
is currently considering reinvesting in tobacco after 
a report (Wilshire Associates 2015) estimated that it 
took losses for the majority of its divestments.  Ad-
ditionally, CalPERS continues to develop loss thresh-
old policies that would trigger an automatic review of 
divested assets when losses exceed a certain level.

21  Garcia and Garvey (2013) explain that state and 
local economic sanctions raise three constitutional 
issues: 1) whether they violate the Foreign Commerce 
Clause and, if so, whether protections exist under the 
market participant exception to the Clause; 2) whether 
they interfere with the federal government’s exclusive 
power to conduct foreign affairs; and 3) whether they 
are preempted by federal law.
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APPENDIX



Appendix Table. Impact of Divestment Laws and 
Other Factors on Annual Average Geometric Re-
turns of State-Administered Plans, 2001-2015

Notes: Controls were included for each individual state 
trend as well as state and year fixed effects.  Statistically 
significant at 5-percent (**), or 1-percent level (***).  Robust 
standard errors in parentheses.
Source: Authors’ calculations from Public Plans Database 
(2001-2015).

Passed divestment law -0.385**

                              (0.167) 

Plan characteristics

   Log of net assets 0.175***

                              (0.0446)

   Percentage of ARC paid -0.0253

       (0.0780)

Asset allocation

   Percentage in equities -0.0149***

                              (0.00471)

   Percentage in fixed income 0.0404***

                              (0.00556)

   Percentage in real estate -0.000491

                              (0.0157)

   Percentage in alternatives -0.00470

                              (0.00774)

Constant                      -1569.1***

                              (37.38)

Observations                           1,551  

Adjusted R-squared            0.869 

Variable Coefficient
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