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Thought for the Week (302): 

The Issues With Socially Responsible Investing 
 

Synopsis 

 The idea behind socially responsible investing (SRI) is to seek profitable investments that also 
meet personal standards. 

 Stanford University, along with a dozen other educational institutions, recently made the decision 
to remove all coal stocks from their portfolios after succumbing to pressure from student protests. 

 The Investment Committee strongly believes that SRI can actually increase risk in a portfolio, and 
the issues involved with such strategies make it nearly impossible to implement effectively. 
 

Stanford University No Longer Buys Coal 

Stanford University’s trustees made the decision back in early May to no longer invest in coal mining 
companies, joining roughly a dozen other colleges that have made similar decisions in response to 
student protests. Their decision cited concerns around the potential impact that coal plants place on the 
environment, particularly greenhouse gases. 

A student group petitioned for the change last year that resulted in a review by the university's Advisory 
Panel on “Investment Responsibility and Licensing”. The new policy also requires Stanford to redefine its 
proxy voting rules to back resolutions that direct companies to adopt sustainability principles, reduce 
greenhouse gas emissions, and increase the energy efficiency of their operations. 

The university’s decision is a classic example of Socially Responsible Investing (SRI), where an investor 
will not consider owning the stock of a company that is in conflict with a personal belief. Another example 
is the refusal by many investors to own “sin” stocks, which include companies involved in the production 
and/or sale of tobacco, alcohol, or firearms. 

Socially responsible investing is a concept that has grown quite dramatically over the last two decades, 
and several funds exist that offer investors an opportunity to invest in only equities deemed to be ethically 
sound.  

 

Socially Responsible Investing Has Issues 

Although it is perfectly understandable for an investor to want to avoid owning stocks that conflict with 
personal beliefs, the Investment Committee recommends that investors leave emotion out of the 
investment process and avoid any implementation of SRI.  

The principle goal of investing is to achieve a desired rate of return using as little risk as possible. When 
investors utilize SRI strategies, they too often do more harm than good to their portfolios for several key 
reasons: 

1. Diversification: The Golden Rule of investing is to maintain diversification at all times, and any 
attempt to break this rule should be avoided at all costs. Confining stock selection to only those 
that meet emotional guidelines can leave a portfolio exposed to unanticipated risks. 
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2. Higher Expected Returns: Due to several fund mandates to avoid sin stocks, these equities are 
often cheaper on a valuation basis than other stocks that get crowded by the large fund managers 
that cannot own sin stocks. Therefore, sin stocks are often a better value simply because fewer 
institutional owners can keep them in their portfolios. 

3. Effectiveness: Owning a stock of a company has little to no effect on its revenue generation, 
earnings, dividend safety, and/or compensation for management. A stock is nothing more than a 
claim on a percentage of the earnings for a company. 

4. Implementation Is Nearly Impossible: Stanford no longer owns coal stocks but they likely still 
own stocks of companies that pay coal plants for power. Furthermore, they almost certainly own 
stocks from companies that make products using coal based power. Simply put, Stanford cannot 
possibly remove all coal exposure from their portfolio. 

Let’s revisit the tobacco industry to further highlight the flaws in SRI. The chart below shows the 
performance of tobacco stocks compared to the S&P 500 over the last decade: 

 

Tobacco companies sell a highly addictive product that has been linked to thousands of deaths each 
year. The pain and suffering that this industry has caused the world cannot possibly be quantified, and 
it’s tough to find many people out there who would come out and defend the practices of Big Tobacco. 

However, despite the efforts of the government, health insurance companies, and media campaigns 
designed to help people quit, tobacco stocks (blue line) have delivered almost 5x the total return of the 
S&P 500 over the last ten years.  

The strong performance in the face of so many major headwinds lies in the robust fundamentals of the 
sector. Tobacco has far surpassed the broader market for three key reasons:  

1. Recession-Proof: Tobacco stocks are considered to be “recession-proof”, meaning that 
consumers buy cigarettes whether the economy is good or bad, so their earnings are far less 
cyclical than other consumer discretionary sectors.  

2. Rational Competitors: The competitive dynamics of the industry are attractive because the major 
players don’t start price wars and margins are high.  

3. Cash Cows: Tobacco companies are “cash cows”, meaning that they generate tons of cash each 
year, which then get paid out in the form of very attractive dividends.  
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Simply put, investors have little to no influence over the performance of tobacco or any other companies 
that may conflict with personal beliefs, and therefore, SRI only creates unnecessary hurdles. The SRI 
funds that refuse to own tobacco stocks have done nothing more than limit their overall rate of return.  

NOTE: The irony behind Stanford University’s decision is that if they really wanted to impact change in 
the coal industry, then they should have bought even more stock to the point where they can get in the 
boardroom of these companies and make their voices heard even louder. Large shareholders carry a lot 
of weight compared to those who own no shares at all. 

 

An Alternative Strategy 

The Investment Committee is making no attempt to convince investors to disregard or ignore personal 
beliefs. In fact, our goal is quite the opposite so we are suggesting a far more effective way to support a 
cause. 

The first step is to avoid SRI strategies and instead keep strict focus on picking investments that can 
deliver attractive risk-adjusted returns and keep you diversified. Even if the thought of profiting from a 
business that you dislike makes you uneasy, the diversification benefit alone is a reason to at least 
consider these stocks. 

Then, if a gain is realized on an investment that conflicts with a belief, simply take those proceeds and 
donate them to a charity that you support. Not only will you be making a far more powerful impact, you 
will also likely qualify for a tax deduction.  

The bottom line is that Stanford University’s endowment fund has made their job of delivering an 
attractive risk-adjusted return more difficult because socially responsible investing does nothing more 
than place unnecessary handcuffs on the investment process.  

Furthermore, their decision to remove coal stocks will have no effect whatsoever on the future of the coal 
industry in our country. Per our advice above, they would have created a far greater impact by donating 
any proceeds to Greenpeace, or a similar cause for cleaner air. 

 

 


