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ecent performance of the

Domini Social Index (DSI) and

the Citizens Trust Index has

built a credible case for socially

responsible investing (SRI). Both of these SRI
indexes have outperformed the broader S&P
500 market index since their inception in the
early 1990s. Their Morningstar 5-star rankings
have helped fuel the growth of SRI assets.
According to the Social Investment Forum
and the Conference Board, assets in socially
screened portfolios grew by $529 billion to
approximately $1.2 trillion between 1995 and
1997, and as of 1997 account for just under
10% of all U.S. professionally managed invest-
ments (see “Social Investing Grows” [1999]).
Proponents of socially responsible invest-

ing may be inclined to point to the perfor-
mance of the Domini and Citizens indexes as
proof that superior corporate social perfor-
mance leads to strong relative share price
appreciation. While one might prefer to
believe that “good” companies are ultimately
rewarded with premium valuations in the mar-
ketplace, research on the impact of social fac-
tors remains inconclusive. Rather, more
tangible financial characteristics, specifically
related to sector weightings and style bias,
appear to be driving the indexes’ relative out-
performance. This is consistent with DiBar-
tolomeo’s assertion that the “relative
outperformance of the DSI [is] consistent
with factor and industry ‘bets’ . . . [as] there
is no evidence of a ‘social’ factor” [1996, p. 3].

Indeed, many of the top holdings of the
DSI and Citizens indexes are the same large-
capitalization growth stocks that have domi-
nated the performance of the S&P 500.
According to statistics recently published by
Sanford Bernstein, a leading Wall Street bro-
kerage firm, the largest 20 stocks outper-
formed the average S&P 500 stock by 27
percentage points in 1998 and by 15.5% on
average in each of the past three years, which
is by far the greatest skewing of the last 30
years; the 20 biggest growth stocks also pro-
duced their best-ever annual relative perfor-
mance (see Goldstein et al. [1999, p. 7]).

In addition, both the Domini and Cit-
izens indexes (particularly the latter) are over-
weighted in the technology sector, one of the
key drivers of the current bull market. The
performance of this sector has been so strong

. that, as of January 1999, technology stocks

were trading at their highest price/earnings
ratios on record. Moreover, due in large part
to its relative: strength, this sector now repre-
sents the largest constituency group within
the S&P 500, representing over 25% of the
index’s total capitalization.

The relative outperformance of the lead-
ing SRI indexes in a growth-oriented market
is consistent with previous research. Accord-
ing to DiBartolomeo, “the DSI is more
‘growth’ oriented than the S&P 500,” and
“the slightly higher return volatility of the
DSI as compared to the S&P 500 is consistent
with the growth orientation” [1996, p. 3].
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The growth bias of the SRI indexes is not surprising,
given that some sectors that typically fall in the value style
camp are considered more controversial in terms of pass-
ing standard social screens. Specifically, many of the cycli-
cal areas that are considered value investor staples—such
as chemicals and energy—are resource-extractive, and
may present problems to socially responsible investors
from an environmental perspective. Electric utilities, many
of which have nuclear exposure, represent another exam-
ple of potential concern.

Proponents of SRI are therefore faced with an
interesting and challenging question: What will happen
in a market environment that is less favorable to growth
stock investing? Both the DSI and Citizens Trust
indexes have betas in excess of 1.0, which, again from
a pure financial standpoint, implies outperformance in
a strong market. Conversely, however, these betas also
imply subpar performance under more challenging
market conditions.

A fair amount of skepticism has already appeared in
the media about the sustainability of SRI performance.
According to a recent Bloomberg newswire piece, “recent
results may have less to do with the rewards of ethical cor-
porate management than they do [with] the kinds of
stocks that have recently been hot.” An analyst at Morn-
ingstar, quoted in the same piece, says:

Other reasons the socially conscious funds may be
doing well is that “moral” stocks tend to be large
capitalization companies, which have been winners.
In addition, socially responsible companies typically
fall in the growth stock category, which has also
done well (Antilla [1999, p. 1]).

Furthermore, according to an article in the New
York Times:

Not everyone is convinced. A. Michael Lipper,
chairman of Lipper, Inc., thinks social investments
have just been lucky. “The Domini index has
done well because it’s underweighted in basic
industries and energy, sectors with lower social
standing” and, recently, lower returns, he said.
“And it emphasizes technology and services,” sec-
tors that have led the bull market, he added

(Legomsky [1999, p. 1]).

Is it correct to assume SRI is amenable only to
growth stock investing? Despite the perception that value
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investing inherently assumes exposure to sectors with
“lower” social standing, can a credible case be made for
a more conservative, value-oriented form of socially
responsible investing? Bottom-line, does SRI transcend
market cycles and style preferences? These are critical
quesi:ions that need to be addressed; otherwise, the recent
performance of SRI funds may ultimately be considered
an historical anomaly.

As Kurtz asserts, SRI “could be asymmetrical by
style,” yet “no studies have been made of the impact of
screening on value” [1997, p. 39]. My purpose, therefore,
is to help fill a void of information concerning value
investing and SRI. The results of the analysis show it is
premature to dismiss value as a viable style for socially
responsible investors.

VALUE INVESTING DEFINED

Although Warren Buffett claims “value and growth
are joined at the hip,” and, ideally, all investors ultimately
want to purchase the shares of a given company at a price
lower than their estimated worth, we defer to Maginn and
Tuttle to make the distinction between value and growth
stock investing:

Although growth and value can be defined in var-

ious ways, growth generally refers to a portfolio
emphasizing securities with higher-than-average
historic growth in earnings per share. Ancillary
characteristics often include higher than average
price/earnings (P/E) ratios and low dividend yields.

Value portfolios are usually characterized as having
lower-than-average price/book ratos. Low P/E '.
ratios and high yields are other characteristics [1983, '
pp. 9-12-9-13].

Value investing pertains not just to cyclical com-
panies—many of which, as noted above, may present
issues from an environmental perspective. This is an
important point, as it addresses the perception that value
has an inherent bias toward “sin” stocks. Rather, in a
broader sense, value encompasses unpopular stocks—not
just stocks in industries that are considered mature and
with modest growth prospects, but also turnaround
opportunities (e.g., stocks of companies experiencing
problems that are expected to recover, including “fallen
angel” growth stocks) or, more generally, stocks whose
assets are undervalued by the market. In' essence, value
mahnagers tend to buy stocks that are undervalued compared
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to the overall market (see Riepe et al. [1998, p. 2]).

As value investors, we concentrate primarily on
two metrics in terms of finding attractive stocks: relative
dividend yield, and relative market capitalization-to-rev-
enues. We focus on relative valuation as it allows us to
gauge a particular security’s attractiveness not only in
relation,to its own history, but also to the overall market.
Absolute valuation measures, in our perspective, can be
faulty indicators of value and may present a challenge in
terms of adequate portfolio diversification (see Spare
[1992, p. 22]).

Furthermore, using dividends and revenues allows
one to pay less attention to reported earnings. According
to Spare:

Although a low price-to-earnings ratio is prob-
ably the most common method employed by
value managers, the followers of such a strategy
face a fundamental problem: Either they must
exclude very large groups of stocks with cyclical
earnings patterns from consideration (i.e., com-
panies with abnormally depressed earnings can
trade at astronomical price~to-earnings ratios),
or they must override their own criterion of
using reported earnings by normalizing earnings
[1992, p. 23].

Earnings can also be more a function of accounting
convention than-actual economics. More specifically,
earnings can differ significantly from cash flow, and it is
cash flow, not earnings, that ultimately determines the
value of a financial asset. Similar difficulties arise when
looking at book value, particularly given the pervasiveness
of restructuring charges over recent years.

Dividends, on the other hand, are generally paid out
of free cash flow—and hence constitute the foundation of
the well-known dividend discount model for security
valuation. Furthermore, as Spare states:

Dividend policy at most large corporations is taken
very seriously by management and the Board of
Directors, and changes in the dividend are not
made without considerable review of the longer-
term fundamentals of the company and the indus-~
try within which it must operate [1992, p. 15].

Similarly, like dividends, revenues are more stable
than reported earnings and are also less subject to account-
ing manipulation. The bottom line, in our opinion, is that
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dividends and revenues afford investors better insight into
companies’ underlying earning power—and, in turn,
their intrinsic value.

STUDY RESULTS

For the purpose of our analysis, we test the perfor-
mance of value stocks—as defined by relative dividend
yield and relative market capitalization-to-revenues—
within the Domini 400. We use the Domini index as our
universe given its longevity as an SRI benchmark and its
data accessibility. In determining the feasibility of a socially
responsible value style, we analyze the performance of
value subsets of the Domini index against popular value
benchmarks. Obviously, given the strong performance of
the Domini index and the S&P 500 since the former’s
inception in 1990, it would not be fair to measure the SRI
value subsets relative to the two indexes—given that
value, as a style in general, has underperformed over the
time period. Rather, we look at performance relative to
standard value indexes, to determine whether a significant
cost were borne if one chose to invest in a socially screened
value style for the period.

‘We consider two strategies: 1) a rebalance strategy,
and 2) a buy-and-hold strategy.

Rebalance Strategy

*  Using the Compustat database, at the end of each
calendar quarter starting with the third quarter of
1990 (the Domini index’s inception date), the DSI
is ranked by relative yield and relative market capi-
talization-to-revenues.

. Stocks with relative yields 1.25 times or greater than
the S&P 500, and/or with a relative market capital-
ization~to-revenues of at least one standard deviation
below their five-year average, are identified.

*  These stocks become the portfolio whose perfor-
mance is measured for that quarter.

. The process is repeated for 39 successive quarters (4Q
1990-1Q 2000), rebalancing the portfolio quarterly.

*  Results are measured on a market capitalization-
weighted basis.

*  The test assumes no transaction costs and no income
from cash.

Buy-and-Hold Strategy

Using the Compustat database, starting with the
third quarter of 1990, the DSI is ranked by relative
yield and relative market capitalization-to-revenues.
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. Stocks with relative yields 1.25 times or greater than ExgIiBiT 1
the S&P 500, and/or with a relative market capital- SRI Value Test Methodology
ization~to-revenues of at least one stand4rd deviation
below their five-year average, are identified.

¢ These stocks become the original portfolio on which to
measure performance for the remaining 39 quarters. COMPUSTAT DATABASE (11,000 + COMPANIES)

. Stocks are eliminated from the original portfolio
only if and when they are removed from the DSI;
no replacements are added.

*  Results are measured on a market capitalization-
weighted basis, again assuming no transaction costs
and no income from cash.

DSI 400 SOCIALLY RESPONSIBLE/
ENVIRONMENTALLY AWARE SCREEN

RELATIVE DIVIDEND YIELD > 1.25 x S&P 500
OR RELATIVE MARKET CAP TO REVENUES
< ONE STD. FROM FIVE-YEAR AVERAGE

The value benchmarks are the Russell 1000 Value,
the S&P Barra Value, and the Wilshire Large Cap Value.

Exhibit 1 conceptualizes the methodology. SRIPORTFOLIO
EXHIBIT 2
Performance Comparison for SRI Value Index, Russell 100 Value,
S&P Barra Value, and Wilshire Value (%)
SR Value SRI Value Russell S&P Wilshire Index
Rebalance  Buy-and-Hold Value Barra Value  Average
1990* -5.62 -7.41 -6.96 -6.32 -6.30 -6.53
1991 24.68 29.48 24.60 22.56 25.64 24.27
1992 21.36 13.29 13.79 10.52 14.39 12.90
1993 14.87 17.30 18.14 18.62 13.45 16.74
1994 -0.06 -4.51 -1.99 -0.64 -4.34 -2.33
1995 36.52 39.73 38.37 37.00 4347 39.61
1996 17.55 16.75 21.64 21.99 19.09 20.91
1997 43.92 36.86 35.18 29.99 31.37 32.18 !
1998 20.69 23.37 15.62 14.68 11.25 13.85
1999 5.66 2.28 7.36 12.72 -7.10 4.33
2000 -0.85 0.48 0.48 0.23 -1.38 -0.22
Cumulative Return 1-Year (6/90-6/91) 8.80 5.45 5.34 5.82 5.01 5.39
Annualized Returns 8.80 5.45 5.34 5.82 5.01 5.39
Standard Deviation . 29.45 27.24 23.65 22.27 23.04 22.99
Cumulative Return 3-Years (6/90-6/93) 57.00 48.15 48.91 42.51 49.99 47.14
Annualized Returns 16.34 13.99 14.19 12.53 14.47 13.74
Standard Deviation 16.21 15.37 13.30 12.49 13.34 13.05
Cumulative Return 5-Years (6/90-6/95) 96.70 79.50 82.26 78.26 75.78 78.76
Annualized Returns 14.55 12.41 12.76 12.26 11.94 12.32
Standard Deviation 13.65 13.48 11.71 11.00 12.28 11.67
Cumulative Return Since Inception (6/90-3/99) 379.73 330.63 333.48 320.96 234.36 296.27
Annualized Returns 17.45 16.15 16.23 15.88 13.18 15.10

Standard Deviation 14.56 15.36 13.09 12.96 13.52 13.19

Source: Compustat.
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EXHIBIT 3

Risk-Adjusted Returns

SRI Rebalance SRI Bluy&HoId Ru\?slell‘looo S&P Barra

T-Bills
Annual

T-Bills

Quarterly

SRI Rebalance SRl Buy&Hold Russell 1000 S&P Barra  Wilshire Large

~T-Bills

End of: Value
3Q1990 -15.64%
4Q1990 11.88%
1Q1991 17.22%
2Q1991 -1.66%
3Q1991 3.23%
4Q1991 4.77%
1Q1992 1.15%
2Q1992 3.62%
3Q1992 7.62%
4Q1992 7.59%
1Q1993 8.86%
2Q1993 0.99%
3Q1993 1.99%
4Q1993 2.45%
1Q1994 -4.02%
2Q1994 0.64%
3Q1994 3.14%
4Q1994 0.31%
1Q1995 11.29%
2Q1995 7.81%
3Q1995 7.80%
4Q1995 5.55%
1Q1996 3.21%
2Q1996 5.31%
3Q1996 2.38%
4Q1996 5.64%
1Q1997 3.07%
2Q1997 16.10%
3Q1997 8.95%
4Q1997 10.39%
1Q1998 13.98%
2Q1998 -3.58%
3Q1998 -8.04%
4Q1998 19.42%
1Q1999 -0.52%
2Q1999 13.32%
3Q1999 -10.97%
4Q1999 5.28%
1Q2000 -0.65%

Quarterly Average Return 4.36%
Standard Deviation 7.28%

Yearly Average Return  17.42%
Standard Deviation 14.56%
Sharpe Ratio 0.87

7.13%
6.52%
5.76%
5.55%
511%
3.86%
4.15%
3.66%
2.73%
3.14%
2.94%
3.09%
2.97%
3.07%
3.56%
4.25%
4.80%
5.71%
5.89%
5.61%
5.40%
519%
5.18%
5.19%
5.15%
5.17%
5.32%
5.24%
5.09%
5.34%
5.12%
5.10%
4.34%
4.43%
4.47%
4.76%
4.83%

5.29%

5.88%

4.77%

1.78%
1.63%
1.44%
1.39%
1.28%
0.97%
1.04%
0.92%
0.68%
0.79%
0.74%
0.77%
0.74%
0.77%
0.89%
1.06%
1.20%
1.43%
1.47%
1.40%
1.35%
1.30%
1.30%
1.30%
1.29%
1.29%
1.33%
1.31%
1.27%
1.33%
1.28%
1.27%
1.08%
1.11%
1.12%
1.19%
1.21%
1.32%
1.47%

1.10%

-15.75%

6.52%

11.66%

-1.29%
4.02%
3.56%
0.08%
3.26%
1.39%
5.05%
8.94%
2.16%
4.20%

-1.04%

-4.38%

-0.44%
1.35%

-3.01%
8.04%
7.56%
7.39%
5.34%
4.37%
0.42%
1.62%
8.69%
1.23%

13.43%
8.69%
3.14%

10.38%

-0.82%

-12.67%

15.49%
0.32%

10.08%
-11.00%

4.12%
-0.99%

2.85%

11.39%

Source: Compustat.



EXHIBIT 4

SRI Value Performance Summary—Risk/Reward Structure

20%

 the Sharpe ratio is 0.87 versus an average
of 0.80.

The nominal performance for the

buy-and-hold strategy is also superior,

with an annualized average return of
16.15% compared to the value bench-
mark average of 15.10%. The volatlity is
once again also higher than the other
. . strategies. In this case, however, the
returns are not high enough to compen-
sate for the additional volatility; on a
risk~adjusted basis, the performance of
the buy-and-hold strategy is below-aver-
age, with a Sharpe ratio of 0.76 versus
0.80 for the indexes.

SRl Value
18% - (Rebalance)
SRI Value
Russell 10.00 Value

2 16% u @ (Buy & Hold)
5 9% AS&P Barra Value
E Xindex Average ,

14% 4

X
Wilshire Large-Cap
12% Value
10% :
10% 1% 12% 13% 14% 15% 16% 17% 18%

Risk (Variability) Standard Deviation

19% Bear in mind, though, that perfor-

mance is very much a function of the
time period measured, and results could

EXHIBIT 5

SRI Value Performance Summary— -
Sharpe Ratio Since Inception (3Q1990)

have differed (in either direction) over dif-
ferent holding periods for this strategy.
Our analysis considers only a strategy orig-
inating at the time of the DSI’s inception.

" Diversification and
Sector Weightings

0.80

0.70 -

Risk-Adjusted Return

0.60

Interesting observations can also be
made concerning portfolio diversifica-
tion. First, both strategies result in a fairly
sizable number of stocks. The rebalance
strategy involves an average number of
177 stocks over the entire period (even
though this strategy assumes no transac-

tion costs, portfolio turnover was rather

0.50

T
Wiishire
Large-Cap Value

T T T T
SRl Rebalance SRl Buy & Hold  Russell 1000 S&P Barra
Value Value Value Value

ndex low—averaging 28.46%; see Exhibit 6).
? The buy-and-hold strategy has an avérage

Performance

The results for both strategies are tabulated in
Exhibits 2 and 3 and graphed in Exhibits 4 and 5. The
results for the rebalance strategy are very encouraging. The
average annualized return is 17.45% for this strategy,
which exceeds the average of 15.10% for the three value
benchmarks. The performance is also superior on a risk-
adjusted basis. Although the average yearly standard devi-
ation is slightly higher than the benchmarks, the higher
returns more than compensate for the additional risk, as
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of 120 stocks over the holding period.
Only 20 of the original 130 buy-and-
hold stocks were eliminated over the testing period
because of their removal from the Domini index.

It bears mentioning that the average number of
stocks for both strategies might have been higher if it were
not for the effect of certain stocks that have merged or
been acquired since the DSI’s inception date, and for
which data are therefore no longer available in the Com-
pustat database. For instance, although the average num-
ber of stocks in the rebalance strategy is 177 over the entire
39-quarter period, the average number for the last 19
quarters (Q4 1995-Q1 2000) is 232. In the very last
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EXHIBIT 6 quarter analyzed, Q1 2000, there
were 302 stocks in the portfolio.

Yearly Turnover Rate—Rebalance -
- Diversification is also appar-

Total Cap Total Cap Ave. Cap Ave. Total Ave. Total Cap. ent in terms of sector weightings
Sell Buy Sell Buy Sell&Buy Cap. Turnover Rate s . .
1991 45 40 5378946  90,067.54 7237850 30345203  23.85% (Exhibits 7-9). Interestingly, in both
1992 53 20 95,880.50 39,585.13 67,732.82  316,067.15  21.43% strategies, the three most dominant
1993 28 48 59,508.47 26940976  164,459.11 409,04518  40.21% N T
1994 26 60 67,309.33 20137259 13434096 57495717  2337% sectors on a market capitalization-
1995 28 70 166,199.06  218,712.34  192,455.70 706,924.47  27.22% weighted basis are, in rank order,
1996 44 51 152,034.68  240,436.78 19623573  858,939.02  22.85% . .
1997 46 52 229,031.77 54519896  387,115.37  1,174,950.88  32.95% communication services, consumer
1998 23 97 354,628.28 1,083234.89 71893158  1,901,00554  37.82% cyclicals, and financials. It was thus
1999 81 102 579,67453  735170.21  657,422.37 248796665  2642% . ) L
possible to create a diversified value
Average 42 60 195339.56  380,454.24  287,896.90  970,367.66  28.46% portfolio with minimal exposure to
Source: Compustat. heavy industrial cyclical companies.

In the rebalance strategy, basic mate-
rials and capital goods companies
EXHIBIT 7 constitute an average weight of only
6.44%; in the buy-and-hold strategy,

Rebalancing Strategy—Sector Weightings A
the average weight is 8.60%.

Utilities  Basic Materials Stock Characteristics
e T captal Goods and Volatility
R o

Transportation
2.2%,
Technology
52%
Health Care

5% Communication The average characteristics of

S the stocks in both strategies confirm
a consistent value orientation. As

Exhibit 9 shows, the stocks have
average valuation levels below that
'Energy of the S&P (except for a higher-
3.4% Consumer Staples Consymer Cyolioals than-average dividend yield, which
15.4% ‘ is a typical characteristic of value

stocks). Compared to the S&P, the
price-to-earnings differential for
both strategies is not as great as that
of the other valuation metrics; one
EXHIBIT 8 ' possible explanation is the distort-
Buy-and-Hold Strategy—Sector Weightings ' ing effect of depressed earnings lev-
els for many value stocks (e.g., an

abnormally low denominator arti-

' ) ficially inflates the P-E ratio). Fur-

Transportation  Utlliies  Basic Materials Capital Goods thermore, our analysis uses reported

9% earnings, not operating earnings;

_ £ the former are often subject to non-

Health Care ' g:r’ci';‘:gicaﬁm recurring charges (thus, again, arti-
24.6% ficially inflating P-E ratios).
Notably, the average market capi-

talization is lower in both cases than

Ehorgy N onsumer Cycioals the S&P. SOQ. Our only possible
0.7%  Consumer Staples 17.6% explanation is that, over the test
8.0% : period, the S&P 500 became

Financials

5%

Technology
3.3%

Financials
24.3%
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EXHIBIT 9 _
SRI/S&P 500 Characteristics Comparison

Rebalance Buy & Hold S&P 500

Average # Stocks 177 120 500
Median Cap* 2.10B 2.07B 7.7B
P/E 19.76 18.13 22.36
Yield 2.99 3.07 2.37
Dividend Payout 51.35 51.89 49.42
Price/Book 3.28 2.93 4.56
ROE 16.71 15.99 19.59
Beta 0.97 1.03 1.00
Price/CF 11.64 9.89 15.61

“As of 3/31/00.
Average characteristics for study period.

increasingly dominated on a proportional basis by the
largest-capitalization issues—many of which do not qual-
ify as value stocks. :

In an attempt to explain both strategies” higher volatil-
ity relative to the indexes, we examine quarters where per-
formance deviated noticeably from that of the benchmarks:
6 out of the 39 quarters studied (3Q 1990, 1Q 1991, 2Q
1997, 3Q 1998, 4Q 1998, and 3Q 1999), which are two
standard deviations from the average. Not surprisingly,
major contributors to and detractors from performance
came from higher-weighted sectors, namely, telecom-
munications, finance, and consumer cyclicals.

The telecommunications sector, in particular, seems
to have had a disproportionate amount of influence dur-
ing these periods. It is only speculative to say this may have
been the possible effect of deregulation and consolidation
in both the telecommunications and financial services
sectors. Volatility in the financial services sector may be
attributed to massive credit problems in the industry in the
early 1990s, followed by a dramatic resurgence in prof-
itability levels.

CONCLUSION

This report provides some initial evidence that
socially responsible investing is style-neutral. Specifically, it
appears SRI can provide competitive returns to both
growth and value style managers relative to their respec-
tive benchmarks. At the very least, a passive value style SRI
approach does not seem to incur a significant cost.

It merits reiterating that both the strategies in our
analysis are strictly mechanical and quantitative in nature.
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Risk-adjusted returns might be improved by qualitative
fundamental analysis and hence more stringent stock selec-
tion, as well as by active sector weightings.

The performance of our value-oriented screened
accounts over time has been in line with our overall
composite. This is consistent with Kurtz’s finding that
“momney managers who have handled both screened and
unscreened accounts for many years report that, over
time, the performance of these accounts does not differ
materially” Kurtz cites substantiating research that “finds
no difference in returns between screened and unscreened
mutual funds” [1997, pp. 37-38].

Finally, it appears entirely possible to create a con-
sistently diversified subset of value stocks from the Domini
index. Obviously, socially responsible investors are not
necessarily limited to the SRI indexes, as there may be
many other potentially attractive value stocks outside this
universe that qualify as “socially responsible,” depending
on a particular client’s screening parameters.
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