Do the Fiduciary Duties of Pension Funds Hinder
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In recent years, pension funds and other institutional investors have begun to give more
attention to the environmental and social behaviour of the companies in which they
invest. A recent movement for socially responsible investment (SRI) seeks to exclude
companies that pollute or ignore human rights, for example, and to champion those that
behave ethically and responsibly. However, some confusion among investment decision-
makers persists about the extent to which their fiduciary duties to beneficiaries allow
policies that may sacrifice financial returns for environmental or other philanthropic
causes. This is compounded by the belief that they cannot secure the best returns in
respect of their fiduciary obligations with current socially responsible companies. With
reference to the main common law jurisdictions, this article critically examines whether
the fiduciary duties of pension fund investors hinder SRI. Contrary to some commonly
held beliefs, SRI can often sit comfortably with fiduciary duties to invest prudently.
However, legal reforms to improve the climate for SRI would help, as evident by some
recent initiatives in several jurisdictions.

Depuis quelques années, les caisses de retraite et les autres investisseurs institutionnels
sont plus sensibles au comportement environnemental et social des sociétés dans
lesquelles ils investissent. Un mouvement récent en faveur de l'investissement
socialement responsable (I’ISR) vise a exclure par exemple, des sociétés qui polluent
ou celles qui négligent les droits de I’homme et a privilégier plutot celles qui adoptent
un comportement éthique et responsable. Toutefois, il persiste une certaine confusion
parmi les décideurs en matiére de placement qui se demandent dans quelle mesure leurs
obligations fiduciaires leur permettent d’adopter des politiques qui sacrifieraient des
rendements financiers pour des causes environnementales ou d’autres causes
philanthropiques. Cette confusion est aggravée par la crainte de ne pouvoir obtenir les
meilleurs rendements, conformément a leurs obligations fiduciaires, dans le cadre de
placements dans les sociétés socialement responsables actuelles. En rapport avec les
principales juridictions de common law, [’auteur analyse cette question de savoir si les
obligations fiduciaires des investisseurs de caisses de retraite constituent une entrave da
I’ISR. Contrairement a certaines opinions généralement répandues, il est d’avis que
I’ISR cadre souvent bien avec les obligations fiduciaires d’investir de maniére prudente.

* Osgoode Hall Law School, York University, Toronto. I wish to acknowledge the
assistance of Linda Chiasson (Osgoode law student) in the research and editing of
this article.
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En revanche, des réformes juridiques visant I’amélioration de I’ambiance de I’ISR
seraient utiles, comme le prouvent certaines initiatives récentes ayant été mises en ceuvre
dans plusieurs juridictions.
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1. INTRODUCTION

Do the fiduciary obligations of pension funds currently hinder
socially responsible investment (SRI)? Trustees of pension funds
charged with the investment of funds on behalf of others are legally
obliged to act prudently and loyally in the best interests of their bene-
ficiaries. Some investors and lawyers believe that these obligations re-
strict pension funds from taking non-financial criteria into account.'
This is because, absent a specific mandate to invest ethically, they be-
lieve an investment intermediary must choose investments that maxi-
mize financial returns for beneficiaries. A fiduciary who breaches pru-
dent investment standards is liable to compensate beneficiaries for losses
attributable to this breach of duty.?

No authoritative or societal agreement exists on what constitutes
“socially responsible investment”. For the purposes of my analysis, I
treat SRI generally as an investment process that considers the social,
environmental and ethical consequences of investments, both positive
and negative. In recent years, a stronger demand for SRI has emerged
in Western financial markets. It has been attributed to various factors,
including investor awareness of the positive correlation between cor-
porate environmental and financial performance. There are also external
pressures from non-governmental groups fuelling public opinion
through the media, demanding that companies and their financiers act
more responsibly.?

Socially responsible investment may be achieved through several
methods. Primarily, ethical investors use positive and/or negative
screens.* A negative screen excludes companies involved in questiona-
ble activities (e.g., nuclear power or pesticides manufacture) while a

! J.D. Hutchinson & C.G. Cole, “Legal Standards Governing Investment of Pension
Assets for Social and Political Goals” (1980) 128(4) U. Pa. L. Rev. 1340; P. Ali &
K. Yano, Eco-Finance (The Hague: Kluwer, 2004) 128-40; J.H. Langbein & R.A.
Posner, “Social Investing and the Law of Trusts” (1980) 79 Mich. L. Rev. 72.

2 L. Ho, “Attributing Losses to a Breach of Fiduciary Duty” (1998) 12 Trust L. Int’1
66.

3 See P.C. Hunt (ed.), Values to Value: A Global Dialogue on Sustainable Finance
(Geneva: United Nations Environment Programme Finance Initiative, 2004); E.G.
Geltman & A.E. Skroback, “Environmental Activism and the Ethical Investor” (1997)
22(3) J. Corp. L. 465; J.J. Bouma, M.H.A. Jeucken & L. Klinkers (eds.), Sustainable
Banking: The Greening of Finance (Sheffield: Greenleaf Publishing, 2001).

4 R. Sparkes, The Ethical Investor (London: HarperCollins, 1995).
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positive screen selects firms engaged in desirable practices (e.g., renew-
able energy supply). “Best of sector” is another popular SRI method, by
which those companies that perform best in their industry sector are
selected for investment, as measured against specified socially respon-
sible indicators. An “index-based” method of SRI by contrast constructs
investment portfolios through established indices of environmentally
and socially responsible companies, such as the Dow Jones Sustainabil-
ity Group Index.> Some financiers address social and environmental
issues only when they are percieved as financially material to their client
portfolios. This is a less direct form of SRI investing, followed when it
promises a financial benefit (either through investment performance or
growing market demand) or avoids a financial risk to investors (either
large environmental fines or negative publicity). Finally, investors may
use corporate engagement and shareholder activism, in combination
with the above methods or as a separate strategy, to influence corporate
policies.®

The SRI sector is a small segment of capital markets. For example,
in Western Europe, this sector holds about three to four percent of both
wholesale and retail investment markets.” The United States, boasting
the largest SRI sector, held US$2.29 trillion in SRI assets (2005) or
“nearly one out of every ten dollars under professional management...”.®
A 2004 survey of Canadian SRI found the sector to be worth C$51.4
billion, amounting to 3.3 percent of the total investment market.” By
comparison, the Australian SRI sector held just 1.14 percent (2005) of
all assets under management.'® All such studies must be cautiously
compared due to different definitions and methodologies in each country
measuring SRI.

> See online: <www.sustainability-indexes.com>.

¢ E.g.,AK. Prevost & R.P. Rao, “Of What Value are Shareholder Proposals Sponsored
by Public Pension Funds?” (2000) 73(2) Journal of Business 177.

7 Avanzi SRI Research, Green, Social and Ethical Funds in Europe 2004 (Milan: SIRI
Group, 2004); European Social Investment Forum (EUROSIF), Socially Responsible
Investment among European Institutional Investors (Paris: EUROSIF, 2003).

8 Social Investment Forum (SIF), 2005 Report on Socially Responsible Investing
Trends in the United States: A 10-Year Review (SIF, January 2006) iv.

® Social Investment Organization (SIO), Canadian Social Investment Review 2004
(Toronto: SIO, 2005).

10" Corporate Monitor, Sustainable Responsible Investment in Australia — 2005 (Syd-

ney: Ethical Investment Association, 2005) 12.
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Various economic, institutional and legal factors hinder the expan-
sion of the SRI market beyond its relatively small niche. This article
posits that fiduciary obligations of investment managers number among
some of the legal barriers to SRI as a mainstream investment practice.
A recent study on capital markets undertaken for Canada’s National
Round Table on the Environment and the Economy concluded: “current
interpretations of the fiduciary duties of pension fund managers may
unnecessarily constrain their ability to address the full range of relevant
corporate responsibility considerations related to prospective invest-
ments”.!" Conversely, a United Nations Environment Programme
(UNEP) report (2005) concluded that investment managers’ fiduciary
duties should not necessarily preclude or overly hamper SRI.'?

From the assumption that we should encourage SRI to promote a
more sustainable economy, this article provides a doctrinal exegesis of
fiduciary investment duties while evaluating whether they hinder SRI.
The analytical focus is the fiduciary duties of pension funds in selected
common law jurisdictions, namely Australia, Canada, New Zealand, the
United Kingdom (UK) and the United States (US). It does not consider
investment standards governing other types of institutional investment
managers (e.g., insurance companies or mutual funds). Nor does it ex-
amine legal developments in other, non-common law jurisdictions.!?
Contrary to common perceptions on the subject, SRI does not always or
necessarily conflict with fiduciary duties of pension funds. Moreover,
fulfilling fiduciary obligations can actually require careful attention to
corporate social and environmental performance. The article concludes
by evaluating reforms to fiduciary duties and ancillary standards in
concert with promoting the growth of SRI.

' Stratos Inc., Corporate Disclosure and Capital Markets (Ottawa: National Round
Table on the Environment and the Economy, 2004) 12.

12 Freshfields Bruckhaus Deringer, A Legal Framework for the Integration of Environ-
mental, Social and Governance Issues into Institutional Investment (Geneva: UNEP
Finance Initiatives October 2005).

13 Some analysis of investors’ responsibilities in these jurisdictions is given in the
Freshfields Bruckhaus Deringer study, ibid.
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2. FIDUCIARY INVESTMENT STANDARDS

(a) The Fiduciary Relationship

Shorn of context-specific labels, a fiduciary relationship is gener-
ally a relationship of responsibility and dependency.!* Fiduciary rela-
tionships arise “when one party (the ‘fiduciary’) acts on behalf of another
party (the ‘beneficiary’) while exercising discretion with respect to crit-
ical resources belonging to the beneficiary”.! In this relationship, ben-
eficiaries — or dependant parties — rely upon the fiduciary to manage
some aspect of their personal or economic affairs over which the fidu-
ciary has control and responsibility.

Two features of this fiduciary relationship are notable. First, con-
siderable discretionary power is vested in the fiduciary. This discretion
is exercised within broad parameters of care and loyalty that bind the
fiduciary’s authority. Second, typically the beneficiary has been pre-
cluded from exercising any control over that area. These principal ele-
ments of the fiduciary relationship inform specific legal duties.

Consequential to the powers afforded them, fiduciaries must act in
the dependant’s interests, and not their own. As such, the fiduciary’s
foremost duty is one of loyalty to the beneficiary — to act in their sole or
best interests.'® As pension trustees are fiduciaries, this principle is
behind the prohibitions on engaging in conflict-of-interest transactions
adverse to the interests of pension plan members.!” In the management
of an investment portfolio, the fiduciary must also exercise due care,
diligence, and skill. These standards coalesce to form the twin key duties
of loyalty and prudence, the latter known as the “prudent person rule”
or “prudent investor rule”.'®

14 See generally R. Flannigan, “The Boundaries of Fiduciary Accountability” (2004)
N.Z.L. Rev. 215; J.C. Shepherd, “Towards a Unified Concept of Fiduciary Rela-
tionships” (1981) 97 Law Q. Rev. 51.

5 D.G. Smith, “The Critical Resource Theory of Fiduciary Duty” (2002) 55 Vand. L.
Rev. 1399 at 1483.

6. Hutchinson & Cole, supra, n. 1 at 1367; J. Langbein, “Questioning The Trust Law
Duty of Loyalty: Sole Interest or Best Interest?”” (2005) 114 Yale L.J. 929.

17~ A. Hudson, The Law on Investment Entities (London: Sweet and Maxwell, 2000) at
85-86.

18 See generally B. Longstreth, Modern Investment Management and the Prudent Man
Rule (New York: Oxford University Press, 1986).
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Fiduciary responsibilities can arise in various ways. In common
law jurisdictions, they occur in relationships that are presumptively
fiduciary such as trustee-beneficiary. The “trust” is a concept of English
law by which specific assets are constituted and managed by trustees for
the benefit of the beneficiary.!® The entity (e.g., an individual or a
corporation) that creates the trust is called the settlor.

The equitable notion of a fiduciary relationship arose because tra-
ditionally the beneficiary had no right recognized in common law. The
English courts of equity began to acknowledge the beneficiary’s interest
and imposed a responsibility upon the fiduciary to protect that interest.?
Trusts are widely used as a means of corporate financing, in both pension
plans and mutual funds.?! Sometimes the factual circumstances of a
relationship also engender fiduciary obligations, such as a relationship
between investment advisor and client.?

Basic Structure of a Trust Arrangement

| Settior | ----- » | Trustee/fiduciary | --- Manages trust assets
Transfer of assets Fiduciary relationship
--- Receives benefits

from trust assets

19" See D.J. Hayton, “The Irreducible Core Content of Trusteeship” in A.J. Oakley (ed.),
Trends in Contemporary Trust Law (Oxford: Clarendon Press 1996), 47; A. Hudson,
Principles of Equity and Trusts (London: Cavendish, 1999); Hudson, supra, n. 17
at 66-74; D. Hayton, “English Fiduciary Standards and Trust Law” (1999) 32 Vand.
J. Transnat’l L. 555; D. DeMott, “Beyond Metaphor: An Analysis of Fiduciary
Obligation” (1988) Duke L.J. 879.

20 In countries without a trust concept, contract law for example may be used to impose
prudent investor standards.

2t P. O’Hagan, “The Use of Trusts in Finance Structures” (2000) 8(2) Journal of
International Trust and Corporate Planning.

22 According to Clarke, the only difference between these two situations is the onus of
proof: “In traditional relationships a fiduciary relationship is assumed and the onus
is on the defendant to demonstrate otherwise. In fact-based fiduciary relationships,
which includes the relationships between [investment advisors] and their clients, the
onus is on the plaintiff client to establish that a fiduciary relationship existed”. G.A.
Clarke, Liability and Damages in Unsuitable Investment Advice Cases (Toronto:
Fasken Martineau DuMoulin LLP, 2005).
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The prudent investor rule, as shown later in this article, is particu-
larly significant for SRI. The rule evolved through case law, supple-
mented by statutory provisions that generally altered it to accommodate
the more contemporary practices of institutional investment and the
dynamics of modern capital markets.?* Such regulation sometimes im-
poses quantitative restrictions on the type and size of investment assets
in a portfolio.?

The prudent investor rule addresses the behaviour of fiduciaries
rather than results of investment decisions. The prudent investor rule
presumes that any investment is permissible without any prohibition, if
selected with care and prudence. Thus, fiduciaries are not judged by
historical financial performance, but by the reasonableness of their de-
cision-making process.

In particular, trustees or fiduciaries are expected to have adequate
skill with investing and to exercise due care in fulfilling their tasks (the
duty of competence). Often this results in the need for fiduciaries to seek
expert advice and to delegate various activities to those with requisite
skill.?> Another standard commonly connected to the prudent investor
rule is the principle of diversification. A fiduciary should avoid specu-
lative and unduly risky investments,?® and a diverse portfolio can mini-
mize investment risk.

(b) Evolution of Fiduciary Investor Standards

Fiduciary investor standards have evolved over time and now vary
slightly in each jurisdiction. There may even be varying standards in
different economic sectors within a single jurisdiction (e.g., between
pension plans and charitable trusts).

2 J.H. Langbein, “The Secret Life of the Trust: The Trust as an Instrument of Com-
merce” (1997) 107 Yale L.J. 165.

24 Organisation for Economic Cooperation and Development (OECD), Survey of In-
vestment Regulations of Pension Funds (Paris: OECD, 2001); E.P. Davis, Portfolio
Regulation of Life Insurance Companies and Pension Funds, Discussion Paper PI-
0101 (London: The Pensions Institute, City University, 2001).

% Hayton, supra, n. 19 at 562-63.

26 But see M.T. Johnson, “Speculating on the Efficacy of ‘Speculation’: An Analysis
of the Prudent Person’s Slipperiest Term of Art in Light of Modern Portfolio Theory”
(1996) 48 Stan. L. Rev. 419.
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The conception of trusts in the 18th century was a means of pro-
tecting family wealth over succeeding generations.?”” The prudent inves-
tor rule emphasized risk aversion and preserving capital rather than asset
growth and prohibiting delegation of investment decisions. In 1720, the
South Sea Company collapsed, in which trust assets were invested and
suffered great financial loss. As a result, British authorities legislated to
restrict trustees to a limited list of allowable investments.?® Fiduciary
obligation, it appears, was measured in the preservation of the benefi-
ciaries’ capital. In time, the list lengthened due to market forces, but the
notion that certain types of asset classes (e.g., equities) might be inher-
ently imprudent persisted for centuries afterwards. This approach was
followed in other common law jurisdictions, each enforcing prohibited
lists of their own.

Historically, fiduciaries were expected to evaluate risks and returns
of each individual investment rather than evaluating the overall perfor-
mance of a portfolio.?® In the US case of King v. Talbot,*® the prudent
investor rule was interpreted conservatively as prohibiting “speculative”
investing per se, emphasizing a duty to preserve the trust’s capital. The
suitability of investments had to be assessed strictly on a case-by-case
basis.3! As stated, it would thus be impermissible to offset that specific
risk with another investment in the context of the entire portfolio.

Some commentators have extrapolated that the traditional formu-
lation of the prudent investor standard effectively precluded any socially
responsible investments that posed unusual risk, as each would need to
be assessed and justified on their own terms.?

The traditional prudent investor prescriptions run contrary to max-
imizing performance of modern investment funds, where the cyclicality

27 On the roots of trusts, see Hudson, supra, n. 17.

28 On this episode, see J. Carswell, The South Sea Bubble (London: Cresset Press,
1960).

2 See generally A.W. Scott & W.F. Fletcher, The Law of Trusts (Boston: Little, Brown
and Co., 1988).

3040 N.Y. 76 (1869). See also the US case of Harvard College v. Amory, 26 Mass.
454 (1830) and the British case of Whiteley, Re (1886), 33 Ch. D. 347 (Eng. C.A.).

31 US law on the prudent investor rule changed little until the 1980s: see J.N. Gordon,
“The Puzzling Persistence of the Constrained Prudent Man Rule” (1987) 62N.Y.U.L.
Rev. 52.

32 Ali & Yano, supra, n. 1 at 131.
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of investments mandate diversification to spread risk. Consequently,
modern portfolio theory (MPT) has redefined the prudent investor rule.>
The MPT evaluates investments not in isolation, but rather by their
contribution on the performance objectives and risk profile of the entire
portfolio.’* By emphasizing the portfolio as a whole rather than the
individual components (the whole is greater than the sum of its parts),
diversification is at the heart of MPT. The theory suggests that a portfolio
can offer a higher rate of return with lower overall risk than suggested
by the mere sum of its parts, where investments are combined that do
not correlate or correlate negatively (i.e., their market prices do not
move in tandem) to each other. Thus, while an individual ethical in-
vestment in a new environmental technology business might seem in
isolation too risky, in combination with other investments it may con-
stitute a prudent investment for a fiduciary.*

The MPT has shaped a reformulation of the prudent investor rule
in several jurisdictions through statutory reform and judicial activism.
The traditional onus to seek the highest return on each individual in-
vestment has deferred to a duty to adopt an investment strategy that
incorporates sound risk and return objectives over the entire trust port-
folio. Concomitantly, legislation has freed trustees from the restrictions
of the laundry list of permissible investments. In the UK, the High Court
in Nestle v. National Westminster Bank held:

Modern trustees acting within their investment powers are entitled to be judged
by the standards of current portfolio theory, which emphasizes the risk level of
the entire portfolio rather than the risk attaching to each investment taken in
isolation.3¢

Both the UK’s Pensions Act 1995 and the Trustee Act 2000 reflect
such investment standards.?’

3 P.G. Haskell, “The Prudent Person Rule For Trustee Investment and Modern Port-
folio Theory” (1990) 69 N.C.L. Rev. 87.

3 F.J.Fabozi, F. Gupta & H.M. Markowitz, “The Legacy of Modern Portfolio Theory”
(2002) 11(3) Journal of Investing 7.

35 However, in theory the negation of risk arises because another investment (in the
diverse portfolio) offsets the environmentally focused company’s risks — where its
objectives by nature may run contrary to the purposes of the new environmental
technology — and thereby perhaps defeating the SRI purpose.

36 (1996), 10 T.L.I 111 at 115 (per Hoffman J.).

37 Pensions Act 1995, s. 36(2)(a) and (b), and Trustee Act 2000, s. 4(1), 3(a)-(b).
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A similar transformation of investment duties has emerged in the
US. The prudent investor rule appears in federal statutes (notably, the
Employee Retirement Income Security Act (ERISA) 1974), state statutes
implementing uniform laws or through state common law often with
reference to the American Law Institute’s (ALI) Third Restatement of
Trusts (Prudent Investor Rule). The ALI’s enunciation of the prudent
investor rule requires fiduciaries to:

* assess investments not in isolation but by reference to their con-
tribution to the whole investment portfolio;

* rather than merely seek to “maximize” the return of individual
assets, to implement a holistic investment strategy that is rational
and appropriate to the fund;

* create a diverse investment portfolio; and

* judge the prudence of an investment at the time the investment
was selected rather than by hindsight.*

For US non-government pension plans,® the ERISA takes a whole
portfolio approach to asset management.*° The US Department of Labor
specifically clarified that the statutory standard means that the “prudence
of a particular investment decision should not be judged without regard
to the role that the proposed investment or investment course of action
plays within the overall portfolio™.*!

An equivalent legal position exists in Canada.** The model Uniform
Trustee Investment Act 1997, which has shaped trustee legislation in
nearly all of the common law provinces, provides for the replacement
of the traditional formulation of the prudent investor rule with an MPT-
based standard. When investing trust funds, the Act requires a fiduciary

3 American Law Institute (ALI), Restatement (Third) of the Law Trusts: Prudent
Investor Rule (Washington DC: ALI, 1990) 8 (section 227). See further, E.C. Hal-
bach, “Trust Investment Law in the Third Restatement” (1992) Iowa L. Rev. 1151;
R.J. Aalberts & P.S. Poon, “The New Prudent Investor Rule and the Modern Portfolio
Theory: A New Direction for Fiduciaries” (1996) 34 Am. Bus. L.J. 39.

3 Although ERISA does not apply to government pension plans such as the Employees’
Retirement System, some states have legislated the prudent investor rule as their
fiduciary standard for their state pension fund trustees.

40 ERISA, s. 404 sets forth the general standards of fiduciary conduct.

41 29 US Code of Federal Regulations, s. 2550.404a-1(b).

4“2 See D.W.M. Waters, Law of Trusts in Canada (Toronto: Carswell, 2005).
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to have regard to the circumstances of the trust, including “the role that
each investment or course of action plays within the overall trust port-
folio”.** Canadian courts have unequivocally affirmed that pension funds
are subject to trust law precepts, as clarified by statute.** Prudential
investment standards from trust law are articulated in Canadian provin-
cial and federal legislation, albeit not entirely consistently.* Further, the
Federal Investment Rules of 1993 modernized the regulation of pension
fund investment by abandoning the previous legal list approach that
rigidly specified permissible classes of investments.*

New Zealand’s Trustee Act 1956 was amended in 1988 to introduce,
to some extent, more modern investment principles.*’ Private pension
plans are governed by the Superannuation Schemes Act 1989. New
Zealand has relatively few occupational pension funds because the tax-
ation benefits that have enabled such funds to flourish in other jurisdic-
tions are non-existent.*® Its Superannuation Schemes Act stipulates that
pension plan assets must be invested in accordance with the Trustee Act
1956.% Recent case law there confirms that courts are taking a different

4 Uniform Trustee Investment Act 1997, s. 01(3)(c). The Act was prepared by the
Uniform Law Conference of Canada for adoption by Canadian governments.

4 See, e.g., Bathgate v. National Hockey League Pension Society (1994), 16 O.R. (3d)
761, 1994 CarswellOnt 643, 1 C.C.P.B. 209, 69 O.A.C. 269, 2 C.C.EE.L. (2d) 94,
110 D.L.R. (4th) 609, 2 E.-T.R. (2d) 1 (Ont. C.A.) at 776 [O.R.]; leave to appeal
refused (1994), 4 E.T.R. (2d) 36, 4 C.C.P.B. 272 (note) (S.C.C.); Boe v. Alexander
(1987) 41 D.L.R. (4th) 520, 1987 CarswellBC 182, 15 B.C.L.R. (2d) 106,41 D.L.R.
(4th) 520, 28 E.T.R. 228 (B.C. C.A.) at 526-27 [D.L.R.]; leave to appeal refused
(1988), 43 D.L.R. (4th) vii, 87 N.R. 299 (note), 22 B.C.L.R. (2d) xxx, 28 E.T.R.
xxxvi (S.C.C.). See further T.G. Youdan, Equity, Fiduciaries and Trusts (Scarbor-
ough: Carswell, 1989).

4 See especially G. Yaron, “The Responsible Pension Trustee: Re-Interpreting the
Principles of Prudence and Loyalty in the Context of Socially Responsible Institu-
tional Investing” (2001) 20 E.T.P. J. 305.

4 These regulations were made under the Pension Benefits Standards Act 1985.

47 Incorporated into ss. 13B and 13E; for analysis, see A. Butler, “Modern Portfolio
Theory and Investment Powers of Trustees: The New Zealand Experience” (1995)
7 Bond Law Review 119.

4 L.Marriott & C. Fowler, From Social Policy to Economic Policy: Taxation Incentives
for Retirement Income Savings in New Zealand (1910-2005), Working Paper No.
18 (Wellington: School of Accounting and Commercial Law, Victoria University of
Wellington, 2005) 22.

49 Section 8(a).
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view of prudent investment standards.>® In Mulligan, Re,”' the New
Zealand High Court held that the trustee’s duty to act with due diligence
and prudence was flexible and should reflect changing economic con-
ditions and contemporary investment philosophies.

During the 1990s, all Australian jurisdictions followed New Zea-
land and abolished the old legal list of authorized trustee investments,
giving trustees plenary investment power.>? The trustee statutes contain
significant allusions to the precepts of MPT that inform the US Third
Restatement of Trusts (Prudent Investor Rule) 1992, including: the de-
sirability of diversifying trust investments, and the potential for capital
appreciation.>

However, both Australian and New Zealand trustee legislation ar-
guably contain provisions redolent of earlier concepts of prudential
investment. Ali and Yano, who have studied these jurisdictions closely,
are critical of the statutes’ retention of an arguably artificial distinction
between prudent and speculative investments, as well as duties to pre-
serve the capital and income of the trust, and to take account of the risk
of capital or income.>* Recent case law tends to confirm that Australian
courts still view trusts as governed by traditional norms of investment
management.>

For occupational pension plans, Australia’s Superannuation Indus-
try (Supervision) Act 1993 contains no such ambiguities and allows
trustees of pension funds to invest according to modern investment
practices. The Act provides that trustees of pension funds must:

... formulate and give effect to an investment strategy that has regard to the
whole of the circumstances of the [fund] including, but not limited to, the follow-

ing:

50 See E.P. Manns, Jr., “New Zealand Trustee Investing: Reflecting on Modern Port-
folio Theory and the Ancient Distinction of Principal and Income” (1998) 28(4)
V.UW.LR.611.

St11998] 1 N.Z.L.R. 481 (New Zealand H.C.).

2 E.g., New South Wales (Trustee Amendment (Discretionary Investments) Act 1997,
Queensland (Trustee (Investments) Amendment Act 1999; Victoria (Trustee and
Trustee Companies (Amendment) Act 1995).

3 E.g., Trustee Act 1925 (NSW), s. 14C(1); Trusts Act 1973 (QId), s. 24(1).

3 Ali & Yano, supra, n. 1 at 135-37.

% E.g., Doneley v. Doneley, [1998] Qd. R. 602; Wright v. Wright, [2002] WASC 30.
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(ii) the composition of the [fund’s] investments as a whole including the
extent to which the investments are diverse or involve the [fund] in
being exposed to risks from inadequate diversification.>

This statutory requirement for pension fund trustees to take a
whole-of-portfolio approach towards investment selection (MPT) has
effectively recast the prudent investor rule.

Fiduciaries also owe beneficiaries a duty of loyalty. It is a long-
standing and most fundamental duty, whose underlying purpose is to
advance the best interests of the beneficiaries. Traditionally, it has been
interpreted as requiring fiduciaries to act exclusively for the beneficiaries
as opposed to acting for their own or third-party interests. In the US, the
duty of “undivided loyalty>” has been defined as requiring a trustee “to
administer the trust solely in the interest of the beneficiary”.>® In Cana-
dian law, the duty has been expressed as “to act honestly, in good faith
and in the best interests of the members...”.> The “interests of the
beneficiaries” to whom the trustee must be loyal are the beneficial
interests as provided in the terms of the trust. Courts and legislatures
have developed prophylactic rules to ensure fiduciaries act loyally, such
as requirements to avoid conflict of interests, not to delegate responsi-
bilities (the “personal performance rule”) and to act impartially towards
the beneficiaries (the “even hand” rule).® In recent years the law appears
to have evolved in some jurisdictions to allow fiduciaries to consider
collateral interests of beneficiaries, such as their status as employees, or
third parties to be considered, but they must be subordinate to benefi-
ciaries’ interests.

The duty of loyalty has been interpreted as requiring the trustees
to demonstrate that the decision is motivated only by the financial in-
terests of the beneficiary. This particularly applies where the purpose of
the trust is to provide financial benefits to beneficiaries, such as a pension
plan providing future retirement income. Thus, even if a trustee very
carefully undertook an investment strategy, meeting the prudent investor

56 Section 52(2)(f)(ii).

57 Meinhard v. Salmon, 164 N.E. 545,62 A.L.R. 1,249 N.Y. 458 (U.S.N.Y. Ct. App.,
1928).

> American Law Institute, supra, n. 38, s. 5.

% Pension Benefits Standards Act (BC), s. 8(5)(b).

°  A.B. Laby, “Resolving Conflicts of Duty in Fiduciary Relationships™ (2004) 54 Am.
U.L. Rev. 75, 99-108.
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standard, this would not necessarily discharge the duty of loyalty if it
were of no benefit to beneficiaries. However, a “benefit” is not neces-
sarily confined to a financial benefit. If beneficiaries share a moral
objection to a particular form of investment, it could be construed as for
their benefit if the trust avoided that investment, possibly even at the
cost of a lower financial return.®' A charitable trust is an example where
beneficiaries’ interests might be defined in moral rather than strictly
financial terms.

In all jurisdictions, fiduciaries may be liable for investments that
breach duties of loyalty and prudence. “Imprudence” can range from
grossly negligent investment choices, to simple failure to exercise the
care and skill of a prudent person.®> Criminal sanctions can apply for
more serious and flagrant breaches of fiduciary duty. If an investment
was improperly divested by some breach of that duty, the trustee could
be liable for damages. It is calculated based on the loss of value of the
stock or asset, plus the value of the income that would have accrued if
the investment had been retained (offset by the investments and earnings
of the replacement assets).

Conversely, where the breach is the fiduciary’s failure to select
appropriate investments, perhaps due to improper ethical screening, it
is possible to demonstrate that had an investment been made, the trust’s
investment portfolio would have earned more. Financial returns can be
tracked historically, so it is very easy to show that if a different invest-
ment was selected, the fund would have performed differently. However,
it would be harder to show that the investments were imprudent, as the
fiduciary would have had to have the requisite knowledge to anticipate
some potential future negative impact on performance — this would be
difficult, as one is effectively evaluating the fiduciary on her ability to
foretell the future.®* The problem of acknowledging and measuring dam-
ages for a breach of an SRI-policy that produced only moral harm to
beneficiaries, without financial loss, is noted in the next section.

ot P. Palmer, et al., Socially Responsible Investment: A Guide for Pension Schemes
and Charities (London: Haven Publications, 2005) 97.

%2 Hudson, supra, n. 17 at 93-96.

% On the problems of proving loss and causation generally, see G. Watt & M. Stauch,
“Is there Liability for Imprudent Trustee Investment?” (1998) 62 Conveyancer 352.
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In conclusion, the fiduciary investor rules have been demonstrated
to be broadly applicable, flexible and resilient. This flexibility enables
accommodation of the wide variety of objectives and circumstances of
different investment plan fiduciaries and to adapt over time to changes
in the operation of financial markets. Whether this extends to accom-
modating SRI is examined next.

3. IMPLICATIONS OF FIDUCIARY INVESTOR
STANDARDS FOR SRI

(a) Accommodating Non-Financial Benefits

While some commentators observe that the duties of prudential
investment and loyalty constrain the scope for SRI,% their contemporary
formulation in North America and other jurisdictions may accommodate
various SRI policies. Before looking specifically at the pensions sector,
some general conclusions can be drawn from the preceding discussion
about the implications of fiduciary standards for trustees wishing to
invest ethically. The following arguments suggest that it is far from the
case that fiduciary responsibilities forbid or implicitly hinder SRI.
Rather, both the fiduciary responsibilities of investors and the definition
and methods of SRI are sufficiently flexible to allow SRI in some
situations. Fiduciary responsibilities may not generally allow financial
returns to be sacrificed, but there remains plenty of scope for SRI within
the fiduciary framework.

The first major observation is that fiduciaries have an overarching
responsibility to promote the best interests of their beneficiaries, and in
the context of modern financial markets this has usually meant to opti-
mize financial returns. Because financial returns is an easy yardstick to
measure, optimization of financial returns is perhaps a construct of the
courts as much as financial markets. Some courts or legislatures have
framed the duty as one of not merely acting in their “best” interests but
in their “sole interests”.®> A sole interest test makes it irrelevant to
consider whether the investments provide collateral benefits to others
(e.g., alocal community or the natural environment). However, the law

% Hutchinson & Cole, supra, n. 1, Langbein & Posner, supra, n. 1; Ali & Yano, supra,
n. 1 at 128-39.
% E.g., Australia’s Superannuation Industry (Supervision) Act 1993, s. 62.
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is evolving to sometimes favour a “best interest” test, which may there-