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the inevitable cost and potential harm to affected beneficiaries. The conllict
between disinvestment legislation and laws prescribing the obligations and
duties of trustees is likewise analyzed elsewhere. Nor will this chapter
review the validity of disinvestment statutes, ordinances and activities un-
der the state constitutions.

The broad question under consideration here is the constitutionality of
disinvestment laws, ingeneral,4under the Constitution of the United States.

II. CONCLUSION

Disinvestment laws are of such doubtful constitutionality that legal coun-
sel should presently advise against their passage and, where enacted, cau-
tion against their enforcement.

Such conclusion is not predicated upon professional theory or law review
commentary, although neither can be excised from the thinking on the
subject. The unconstitutionality argument is real. It has been raised. And as
long as it remains unresolved, disinvestment activities are better consigned
to the proverbial back burner.

Here is a compendium (with comments) on the uncertain status of the
constitutionality of disinvestment laws;

l. The unconstitutionality arguments have been publicly advanced—and
well publicized.

a. Undoubtedly the me .t scholarly statement is that of Prof. Gordon

B. Baldwin of the University of Wisconsin Law School, based on his

analysis of the Wisconsin disinvestment statute.5This is incorporated in a

student note in the Wisconsin Law Review.6

b. The most comprehensive study is that of Larry M. Eig, which was
prepared for the Congressional Research Service (CRS) of the Library of

Congress.7 This is predicated upon the District of Columbia Act and is

included in the 1984 Congressional hearings on resolutions to “reject"

that act.K

‘Likewise not under consideration are possible constitutional disabilities based on the
differences between the various disinvestment statutes. The Connecticut, Massachusetts and
Nebraska statutes, for example, deal with stale pension funds, the Maryland statute is con-
cerned with bank deposits and the Michigan statute with university endowments. See, Schot-
land, p. *18

m'Wis. Stat. 536.29(1) (1975).

"Note. Constitutionality of the No Discrimination Clause Regulating University of Wiscon-
sin Investments, 1978 Wis. L. Rev. 1059, authored by Kevin Wade Guynn.

*Analysis of Whether the District of Columbia Soulh Africa Investment Act (D.C. Act5-76)
Violates the Commerce Clause of the Constitution and the Exclusive Federal Power to Conduct
Foreign Relations. Congressional Research Service. The Library of Congress, Jan. 31, 1984.
Prepared by Larry M. Eig, Legislative Attorney, American Law Division.

"South Africa Divestment. Hearings and Markups before the Subcommittee on Fiscal
Affairs and Health of the Committee on the District of Columbia, House of Representatives,
98th Cong., 2d Scss. on H. Con. Res. 216 and H. Res. 372. Scr. No. 98-14, Jan. 31 and Feb.
7, 1984, pp. 72-107. These resolutions were, "To reject the District of Columbia Act 5-76 to
Prohibit the Investment of D.C. Funds in Financial Institutions and Companies Making Loans
to or Doing Business with the Republic of South Africa or Namibia."
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c. Certainly the most publicized is the article by John H. Chettle on
"The Law and Policy of Divestment of South African Slock.M r.
Chettle is the Director. North and South America, of the Soulh Africa
Foundation.

None of these three studies is conclusive. As aptly pointed out in a
memorandum by the Washington Council of Lawyers on the District of
Columbia Act" ... the CRS Memorandum neveractually concludes that the
Soulh African Investment Act is unconstitutional— it only states that such
argument could be made."10(W hethera CRS memorandum could or should
resound more conclusively is another type of question; this one did not.)

The Chettle statement is over’y brief. It does present the majorarguments
and does list the major p ccedents, but it wants of adequate analysis. And
the memorandum ol the distinguished Professor Baldwin ha> three infirmi-
ties; (a) its public presentation has been filtered through the law review
editing process on its way to publication; (b) its arguments could be distin-
guished as being solely applicable to the Wisconsin statute and the Wiscon-
sin facts; and (c) it was written back in 1977. prior to some important
Supreme Court decisions which some think controlling and at least essential
to analyzing the issue. These are discussed below under the heading. "Par-
ticipant or Regulator."1l

2. Opinions of attorneys general and other government counsel arc
short supply. Letters requesting their views— officially or unofficially—
were sent by this author to all fifty of the state attorneys general on January
11. 1985, but no responses of any significance were received.12

On the public record are the following—either noncommital, inconclu-
sive or sketchy, but recognizing and acknowledging constitutional

in

problems".

a. Now being widely circulated isa U.S. Department of Justice letter
of January 4, 1984,13 containing (and sustaining) this sentence: "The
question you pose is a novel one for which no direct precedent seems to
be available." While the letter states and restates the point that the

‘M5 Law and Policy in Int’l Bus. 4-15(1983). Pages 515 to 525 are devoted to "Constitutional
Issues.”

"The Washington Council of Lawyers Memorandum, also referred to as the memorandum
from the Lawyers Committee on Civil Rights, was submitted "in concert" with the prestigious
Washington law linn of Arnold and Porter. Supra, Note 8. at 239-42.

"See infra, pp. 80-84 and accompanying notes.

"From Wisconsin came the 1978 Department of Justice opinion letter directed to the
president of (he University of Wisconsin system, supra n. 14: and from lowa came the 1984
governor’s veto message, hfra n. 89. Nebraska reported that it had done some research hut
"have not at this time issued any formal opinion of the subject.” One attorney general said that
il was against the policy of his oflicc to respond to such inquiries. The other half-dozen
responses said that the question had not arisen.

wLetter from U.S. Department of Justice. Oflicc of Legal Counsel, Office of the Deputy
Assistant Attorney General, signed Robert B. Shanks, to Ms. Kathleen Teague, Executive
Director, American Legislative Exchange Council, 418 C Street. N.E.. Washington. D.C.
20002, January 4. 1984.
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Department is not authorised to provide legal opinions or legal advice
save to the president and heads of executive departments, it does provide
(in its own phrase) "a few general observations." And such observations
suggest a number of constitutional "arguments."

b. Two opinions were rendered by the Wisconsin attorney general in
1977 and 1978, but these are likewise inconclusive and of little value as
precedent. And they have a cloudy history.14 While they sustain the
constitutionality of the Wisconsin disinvestment law. they rest largely on
the proposition that “the statute will not place an unlawful burden on
interstate commerce since the percentage of total dollars in interstate
commerce that is controlled by the Board of Regents is so small."15

c. The best reasoned governmental (orquasi-govemmental) statement
is the one submitted as the position of the District of Columbia at the
January 1984 Congressional Hearings on the District's disinvestment
act.16 This was the memorandum of the Washington Council of Law-
yers. 17 And while it is a thoughtful summary, it must be classified a brief
(four-page) adversary document, responding to the Congressional Re-
search Service analysis.18 It is not and is not meant to be an opinion
sustaining constitutionality.

d. The "opinion™ of Michigan’s attorney general is in a document of
advocacy (a brief) in current litigation. See point 3.

3. The matter is before the courts, and a precedent on point is expected.
Cross motions for summary judgment on the constitutionality issues sur-
rounding disinvestment have been submitted to the Michigan Circuit
Courtl9 and it is v.ise for legal counsel to await their resolution.

As explained in the University of Michigan brief:

"By enacting 1982 PA 312. the Michigan Legislature, amended the
[StateJ Civil Rights A ct.. .to prohibit public educational institutions
from making or maintaining after April 1. 1984. equity or stock invest-
ments in organizations operating in the Republic of South Afri-
ca. . .[or| in the Union of Soviet Socialist Repubics.... The Regents
seek a declaratory judgment that Act 512 violates both the Michigan
and United States Constitutions.”20

1JThc Wisconsin attorney general construed the statute twice. The lirst time was in an
informal opinion submitted to the secretary of the Board of Regents 0ll May 19. 1977. The
attorney general was subsequently requested to “reconsider his opinion in light of the constitu-
'ional questions raised by Professor Baldwin's memorandum." The second construction was in
the formal opinion submitted to the President of the University of Wisconsin System on
January 31. 1978. 67 Wis. Op. Att’y Ocn. (1978) Supra, note 6. at 1061-62.

,51d. at 1062.

"’Supra, note 8.

17Supm, note 10.

™Supra, note 7.

‘T he Regents of the University of Michigan v The State of Michigan. In the Circuit Court
for the County of Ingham, Michigan. File No. 83-50309-C2.

:nBrief of the Regents of the University of Michigan, pp. 1-2. (Footnotes omitted.)
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There is also current litigation in Oregon*1but the court decided in il
ruling on December-!, 1984, that it "did not find it necessary to reach.. .the
constitutional issue." However, the court pointed out that such issue was
“preserved for the record.. .(and) it can be urged on the Appellate Court
and they |sic] may find it dispositive."22 As of this writing findings of fact
and conclusions of law were still awaited.

Resolution of the constitutional uncertainties is a laudable goal— for
everyone included on all sides of the disinvestment question. It cannot be
done via any opinion of an attorney general—no matter how well reasoned
and how divorced from the inevitable charges that it is "political." And there
is no point in the preparation of fifty such opinions, plus the opinions of
municipal counsel The wheel needs not reinvention.

There is also ample reason for the nation as a whole to await the outcome
in one or a few jurisdictions. In the oft-quoted words of Justice Brandeis:

“1l is one of the happy incidents of the federal system that a single
courageous State may, if its citizens choose, serve as a laboratory; and
try novel social and economic experiments without risk to the rest of
the country.”23

Admittedly, this approach gives small solace to those who see in disin-
vestment a means to combat human rights violations in South Africa, the
Soviet Union, lran, Zimbabwe, etc. How long will it take (for example) for
the Michigan trial court to reach a decision? How long it will take for the
completion of the inevitable appeals!

But the disinvestment supporters Wy, tld seem to have no alternative.
Laws on disinvestment are probably unconstitutional and are at the very
least of questionable constitutionality.

I11. THE CONSTITUTIONAL ARRAY

Involved here is the tension between the Tenth Amendment Ol one hand
and the Commerce Clause and the conduct of foreign relations Ol the other.
Involved here is the Supremacy Clause and the doctrine of federal
preemption.

On its face, a divestment statute is constitutional since it involves "fiscal
management of state funds, a function which is not specifically delegated to
the federal government by the United States Constitution."21This conforms
to the dictate of the Tenth Amendment: “The powers not delegated to the

N'Associated Students of the University of Oregon elal. v. Oregon Investment Council ctal.
In the Circuit Court of the State of Oregon for the County of Lane. Case No. 78-7502.

"Ruling of the Hon. George J. Woodrich, Tuesday. December 4. 1984. Transcript of
proceedings by the Official Court Reporter, p. 5.

«’Dissenting in New State Ice Co. v. Licbhmann, 285 U.S. 262, 311(1932). Justice Holmes
expressed similar views, referring to "social experiments ... in the insulated chambers
afforded by the several states. Dissenting in Truax V. Corrigan. 257 U.S. 312. 344.

,,Suprj, note 6, at 1060.
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United States by the Constitution, nor prohibited by it to the States, are
reserved to the States respectively, or it the people.”

But this power is not unlimited. State discretion and state conduct,
pursuant to the Supremacy Clause.25 is unconstitutional when it conflicts
with the Commerce Clause. It is Congress which has been given the power
"To regulate Commerce with foreign Nations, and a long the several
States, and with the Indian Tribes."26

Disinvestment laws may also run afoul of the Privileges and Immunities
Clause: “The Citizens of each State shall be entitled to all Privileges and
Immunities of Citizen., in he several States.”27

Nor may the state interfere with the federal foreign relations power. All
agree that there are inherent limitations upon the power of states in matters
of foreign affairs that go beyond the Commerce Clause.

IV. PARTICIPANT OR REGULATOR

W hether the enactment of a disinvestment law is an exercise of state
sovereignty protected by the Tenth -Amendment is not easy to answer. But
whatever the ultimate conclusion, the threshold determinant is whether the
state is acting as a participant (in a propriety. \ capacity) or as a regulator
(in a governmental capacity).28

The black letter law is that state and local governments are not restrained
by the Commerce Clause when they engage in commercial transactions as
market participants rather than as regulators. Regardless of the burden on
interstate commerce (so the theory runs) the market participant is immune
from the Comniv. ce Clause. Indeed, the Commerce Clause is not even
implicated. The participant is investing its own market funds; it is spending
its own money. This is not the business of the federal government.

This is all very new law. It sounds strange to cars (and years) attuned to
Gibbons v. Ogden29 and its myriad progeny, interpreting the Commerce
Clause broadly and expansively. The new cases give credence and credibil-
ity to the Tenth Amendment; they give new recognition to dual federalism.
But do they cover the issue at hand? Are disinvestment laws proprietary,
representing only the acts of participants? Is there immunity from interstate

e'Art. vi. cl. 2. “This Constitution, and the Laws ofthe United Stales which shall be made in
Pursuance thereof; and all Treaties made, or which shall be made, under the Authority of the
United States, shall be the supreme Law of the Land; and the Judges in every State shall be
bound thereby, any Thing in the Constitution or Laws of any State to the Contrary
notwithstanding."

2(Art. 1. 118 cl. 3.

27Art. 1V, 112

2See Wells and Hellcrstcin, the Governmental-Proprietary Distinction in Constitutional
Law, 66 Va. L. Rev. 1073 (1980). “The small body of case law under the commerce clause
consistently holds that a state's action in its proprietary capacity gives rise to no constitutional
objection.” At p. 1122.

2,22 U.S. (9 Wheat.) | (1824) See especially 22 U.S. at 34.
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commerce strictures? Does immunity from the reach of interstate commerce
apply equally to foreign commerce? Will immunity from the Commerce
Clause extend to immunity under the Privileges and Immunities Clause?
And even if the participant-regulator distinction is made and disinvestment
laws are held to be in the participant-proprietary category for the Commerce
Clause, may such laws still conflict with the federal government’s suprem-
acy in foreign relations?30
There are no cases directly on point. On this all will agree. Likewise, all
will agree as to the five cases to be parsed in arguing the applicability of
precedent and judicial thought on this aspect of the constitutionality issue.
The cases are: (1) Hughes v. Alexandria Scrap Corp., 1976;31 (2) National
League of Cities v. Useiy, 1976;32 (3) Reeves. Inc. v. Stake. 1980;33 (4)
White v. Massachusetts Council of Const. Employers, 1983;34 and (5)
United Building and Construction Trades Council of Camden County and
Vicinity v. Mayor and Council of the City of Camden, 19S4.17
The seminal case is Hughes v. Alexandria Scrap Corp.3b Its facts, hold-
ing and essential language are well-stated in the Congressional Research
Service report:37
“There the Supreme Court upheld a Maryland statute that clearly
favored in-state businesses in the payment of State bounties to scrap
processors for each vehicle abandoned in Maryland that they de-
stroyed. There appeared to be no question that favoring State Busi-
nesses in the expenditure of State funds for the bounties had the effect
of reducing the flow of abandoned car hulks in interstate commerce to
out-of-state businesses, who could not pay as high a price for the hulks
because of difficulties in obtaining Maryland bounties. Nevertheless,
the Court held that the Comnrrce Clause did not apply. According to
the Court, Maryland did not interfere] with the national functioning of
the interstate market cither through prohibition or burdensome regula-
tion. 426 U.S. at 806. Rather it. Jentered into the market itself as a
purchaser, in effect, of a potential article of interstate commerce. Id. at
806, 808. The court concluded that |[njothing in the purposes animat-
ing the Commerce Clause prohibits a State ... from participating in
the market and exercising the right to favor its own citizens over
others. Id at 810.”38

"See F. Frankfurter, The Commerce Clause Under Marshall. Taney and Waite, al 40
(1964— first published 1937).

"7 426 U.S. 794 (1976).

” 426 U.S. 833 (1976).

" 447 U.S. 429 (1980).

” 460 U.S. 204 (1983).

35 U.S , 104 S. Ct. *020 (1984).
7426 U.S. 794 (1976).
wW/Supra, n. 7.

JiISupra, n. 7 at 19-20. It is also reprinted in the House of Representatives hearings, supra,
note 8. at 92-93.
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National League of Cities v. Useryy> dealt with amendments to the
federal Fair Labor Standards Act extending wage and hour provisions to
almost all employees of States and their political subdivisions. Striking
down these amendments, the Court held that Congress may not. pursuant to
the Commerce Clause, "directly displace the State’s freedom to structure
integral operations in areas of traditional governmental functions."40

In Reeves v. Stake,41 the Supreme Court (in a 5-4 vote) upheld Soulh
Dakota’s refusal to sell cement produced by a state-operated plant to non-
South Dakotans. Such preferential treatment of its own citizens was sus-
tained on the ground that the state was acting in a proprietary capacity. Here
was the crucial language:

“[T]hc Commerce Clause responds principally to state taxes and
regulatory measures impeding free private trade in the marketplace.
There is no indication of a constitutional plan to limit the ability of the
states themselves to operate freely in the free market.”42
These cases are followed in White v. Massachusetts Council ofConstruc-

tion Employers.4- There the Court considered the validity of an executive
order of the Mayor of Boston requiring that at least 50 percentofalljobs on
construction projects (funded in whole or in part by city funds) be filled by
bona fide city residents. The executive order was held to be “immune from
scrutiny under the Commerce Clause because Boston was acting as a market
participant rather than as a market regulator."44

United Bldg. & Const, v. Mayor & Council of Camden45 dealt with a
municipal ordinance which required that at least 40 percent of the employ-
ees of contractors and subcontractors working on city construction projects
be Camden residents. On the basis of the White4l’ case, the Commerce
Clause challenge to the Camden ordinance »as abandoned, but not so the
contention that the ordinance was a violation of the Privileges and Immuni-
ties Clause.47 Remanding the case for necessary findings of fact, the Court
came to this conclusion:

“In sum, Camden may, without fear of violating the Commerce
Clause, pressure private employers engaged in public works projects
funded in whole or in part by the city to hire city residents. But that
same exercise of power to bias the employment decisions of private
contractors and subcontractors against out-of-state residents may be

2426 U.S. 83.1 (1976).
W426 U.S. at 852.
447 U.S. 429 (1980).
iZ441 U.S. at 437.
"460 U.S. 204 (1983).

iQuoted in United Bldg. & Const, v. Mayor & Council of Camden, U.S 104 S.
Ct. at 1025.
> uU.s 104 S. Ct. 1020 (1984).

#’Supra, n. 43, 460 U.S. 204 (1983).
4,U.S. Constitution, Art. 1V, (12.
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called to account under the Privileges and Immunities Clause.”’48
The Court’s reasoning was as follows:

"Our decision in White turned on a distinction between the city
acting as a market participant and the city acting as a market regulator.
The question whether employees of contractors and subcontractors on
public works projects were or were not, in some sense, working for the
city was crucial to that analysis. The question had to be answered in
order to chart the boundaries of the distinction. But the distinction
between market participant and market regulator relied upon in White
to dispose of the Commerce Clause challenge is not dispositive in this
context. The two Clauses have different aims and set different stan-
dards for state conduct.

“The Commerce Clause acts as an implied restraint upon state regu-
latory powers. Such powers must give way before the superior author-
ity of Congress to legislate on (or leave unregulated) matters involving
interstate commerce. When the State acts solely as a market partici-
pant, no conflict between state regulation and federal regulatory au-

thority can arise.... The Privileges and Immunities Clause, on the
other hand, imposes a direct restraint on state action in the interests of
interstate harmony.... Thisconcern with comity cuts across the mar-

ket regulator-market participant distinction that is crucial under the
Commerce Clause. Itisdiscrimination against out-of-state residents on
matters of fundamental concern which triggers the Clause, not regula-
tion affecting interstate commerce. Thus, the fact that Camden is
merely setting conditions on its expenditures for goods and services in
the marketplace docs not preclude the possibility that those conditions
violate the Privileges and Immunities Clause....

“The fact that Camden isexpending its own funds or funds itadmin-
isters in accordance with the terms of a grant is certainly a fac'.nr—
perhaps the crucial factor—to be considered in evaluating whetlicr the
state’s discrimination violates the Privileges and Immunities Clause.
But it does not remove the Camden ordinance completely from the
purview of the Clause.”49
The Privileges and Imnn nitics argument played no part in the Memoran-

dum of the Washington Counc of Lawyers50 or the brief of the State of
Michigan.51 Reason: United B > & Const, is of later vintage. But it was
upon the first four cases that bom the memorandum and brief largely based
their position: that the Commerce Clause simply does not apply because
disinvestment statutes are proprietary rather than regulatory. Certainly,

JS— U.S 104 S. CI. at 1029.

» uU.S 104 S. Ct. al 1028-1029.
"Supra, note 10.

"Surpa. note 19.
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such argument can be made based on an expansive reading of these cases.
Certainly, the dicta are attractive if not the facts. But...

All four cases simply stand for the proposition that a state can protect its
own citizens— i.e. can discriminate in favor of its own citizens— in matters
proprietary rather than regulatory in interstate commerce. And they hold it
is proprietary when the state is in the process of spending its own money.

Of course, a state can spend its own money. But nowhere is there a
judicial statement that a state has an unlimited right to spend as it pleases.
United Bldg. and Const./2 for example, has now invoked the Privileges
and Immunities Clause. Further, even if the four cases deny limits in
interstate commerce, they are certainly not holdings applicable to foreign
commerce. On the contrary. Reeves52 makes a point of that distinction in
what will undoubtedly become an oft-quoted footnote:

"W e have no occasion to explore the limits imposed on state propri-
etary actions by the “foreign commerce"” clause.... We note, howev-
er, that Commerce Clause scrutiny may well be more vigorous when a
restraint on foreign commerce is alleged."51
And even assuming that the broad scope of these cases would provide

immunity from the constitutional mandate on foreign commerce, disinvest-
ment laws would still interfere with the conduct of foreign affairs. Mow
could they not? They represent official statements of disapproval of the
internal policies of foreign sovereign nations. Their very purpose is to affect
American foreign policy; their passage is specifically geared to pressure the
State Department to do something about apartheid or Soviet human rights
violations.

V. INTERSTATE COMMERCE

Assuming (and a valid assumption it is) that the participant-rcgulintor
distinction docs not provide immunity from the Commerce Clat’<e here,
inquiry must first be directed to the “negative” aspects of the Clausi. the so-
called “dormant commerce clause.” Here is the rule: the absence of Con-
gressional action on a matter docs not free the individual states to regulate as
they will.55

The best statement on this point is made in one of the two key cases on the
Commerce Clause objection, A & P Tea Co. v. Cottrell/*'

“Wc begin our analysis by again emphasizing that *[t]he very purpose of
the Commerce Clause was to create an area of free trade among the several

uU.s 104 S. Ct. 1020 (1984).
S3A41 U.S. 429 (1980).
M447 U.S. at 438. n. 9.
555ce forexample, Raymond Motor Transportation, Inc. v. Rice, 434 U.S. 429,440(1978)
and City of Philadelphia v. New Jersey, 437 U.S. 617, 623 (1978).
<424 U.S. 366 (1976).
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States.”... And at least since Co. Icy v. Board of Wardens. 12 How. 299
(1852), i' has been clear that “the Commerce Clause was not merely an
authoriz .(ion to Congress to enact laws for the protection and encourage-
ment of commerce among the States, but by its own force created an area of
trade free from interference by the States (TThe Commerce Clause even
without implementing legislation by Congress is a limitation upon the
power of the States." ”57

However, this docs not mean that the States may never legislate upon an
aspect of commerce that is within the Congressional regulatory power. A &
P Tea Co. Cottrell also contains this language:

“Itis no less tnte, of course, that under our constitutional scheme the
States retain broad power to legislate protection for their citizens in
matters of local concern such as public health,.. .and that not every
exercise of local power is invalid merely because it affects in some way
the How of commerce between the States.... Rather, in areas where
activities of legitimate local concern overlap with the national interests
expressed by the Commerce Clause— where local and national powers
are concurrent—the Court in the absence of congressional guidance is
called upon the make delicate adjustment of the conflicting state and
federal claims,.. .therel attempting the necessary accommodation
between local needs and the overriding requirement of freedom for the
national commerce.”58 (Citations omitted.)

But how—and when—does the Court make that “delicate adjustment" or
“necessary accommodation,” or. in other words, apply a balancing test.
This was not clearly set forth in A& P Tea Co. v. Cottrell. In its application,
however, the Court struck down a Mississippi regulation that required
reciprocity in the sale of milk and milk pro «;cts produced in other states.
The mandatory character of the regulation was held to be violative of the
Commerce Clause.

The case which provides the guidelines is Pike v. Bruce Church, Inc.*"
Here also, on the basis of the Commerce Clause, a state directive was
declared unconstitutional. At issue was an order prohibiting an Arizona
company from shipping its cantaloupes outside the state unless packed as
directed by the official charged with enforcing the Arizona Fruit and Vege-
table Standardization Act.

Pike v. Bruce Church, Inc. teaches that there are two threshold criteria
before a court can assess the burden which the state law might impose upon
interstate commerce: ) the state promulgation must credibly advance a
legitimate local public interest; and 2) the state promulgation may not
discriminate against interstate commerce. Only then can the courts consider

” 424 U.S. at 370-371.

5424 U.S. at 371. See Congressional Research Service analysis, supra, note 7 at 9-10,
supra, note 8 at 82-83.

7397 U.S. 137 (191).
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whether the promulgation is a tolerable burden on interstate commerce or
whether the state’s interest can be promoted as well with lesser impact on
interstate activities.w In other words, only then can the balancing test be
used.

The actual words of Pike v. Bruce Church, Inc. bear repetition: “Where
the statute regulates evenhandedly to effectuate a legitimate local public
interest, and its effects on interstate commerce are only incidental, it will be
upheld unless the burden imposed on such commerce is clearly excessive in
relation to the putative local benefits. ... If a legitimate local purpose is
found, then the question becomes one of degree. And the extent of the
burden that will be tolerated will ofcourse depend on the nature of (he local
interest involved, and on whether it could be promoted as well with a lesser
impact on interstate actvities. Occasionally the Court has candidly under-
taken a balancing approach in resolving these issues. ... but more frequent-
ly it has spoken in terms of “direct" and “indirect" effects and burdens."1
(Citations omitted.)

Based on these rules/tests/criteria, the disinvestment statutes run afoul of
the Commerce Clause. Ofcourse, human rights can be deemed a legitimate
concern ofcommerce But are discriminatory practices in South Africa, the
Soviet Union, Iran, etc., a matter of "local public interest”?62

Nor could it be concluded that the state disinvestment laws have only an
incidental effect on interstate commerce. Too much money is at stake;
investment fortfolios of state pension funds, universities, etc., arc not
inconsequential.

Yes, there arc cases which can be parsed to extract enough factual
snippets and sufficient dicta to formulate legal argument. But there is no
holding which sustains any state action remotely resembling disinvestment.
And the weight of authority and judicial analogy is on the side of
unconstitutionality.

VI. FOREIGN COMMERCE

W hat has been said relative to interstate commerce can be said even more
forcefully in regard to foreign commerce. This was not always so (or may
not have been always so)— at least up to 1979, and at least by way of dicta.

For example, the words of Chief Justice Taney: “The power to regulate
commerce among the several States is granted to Congress in the same

"This analysis is used in the University of Michigan brief, supra, note 20. at 37. See also
McCurroll. "Socially Responsible Investment of Public Pension Funds: The South Africa Issue
and State Law," 10 N.Y.U. Rev. of Law and Social Change 407. 425 (1980-81).

"'397 U.S. at 142,

MSec Huron Cement Co. v. Detroit, 362 U.S. 440, 443 (1960) and Southern Pacific Co. >.
Arizona, 325 U.S. 761 (1945) cited with approval in Pike v. Bruce Church, Inc., 397 U.S. at
142. See also City of Philadelphia v. New Jersey, 437 U.S. 617, 623 (1978).
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clause, and by the same words, as the power to regulate commerce with
foreign nations, and is coextensive with it.”63 And here is Justice Field fifty
years later: “The power to regulate commerce among the several States was
granted to Congress in terms as absolute as is the power to regulate com-
merce with foreign nations."64

But the important holding is Bob-lo Excursion Co. v. Michigan,65 “cited
as principal authority for the view that states are not absolutely precluded
from enacting regulations which affect foreign commerce."66 Yet this was
an unusual case which thirty years later the Supreme Court in Japan Line,
LtJ. v. Countv of Los Angeles67 could limit to its peculiar facts.68

Defendant in Bob-Lo was a Michigan corporation which transported
passengers from Detroit to itsamusement park on a nearby Canadian island.
Having refused passage to a black woman, defendant was prosecuted and
convicted under the Michigan Civil Rights Act. On appeal, defendant took
the position that the Michigan enactment constituted state regulation of
foreign commerce in violation of the Commerce Clause.6" While agreeing
that “appellant’s transportation of its patrons is foreign commerce”70 the
Supreme Court nonetheless upheld the state statute and affirmed the
conviction.

There are four significant differences between the application of the
Michigan Civil Rights Act in Bob-Lo and the application of disinvestment
laws affecting South Africa, ct n/.:71

1) “(TJhe appellant conducted ’foreign commerce’ in name only. The
sole business Oll the island was the amusement park, and il catered solely to
American patrons. ... the island was ‘economically and socially ... an
amusement adjunct of the city of Detroit. ”’7:

2) Michigan’s Civil Rights Act was in conformity with both federal
legislation and Canadian enactments.

3) The Michigan statute affected Michigan residents almost exclusively.

4) Since Canadian law was harmonious with the Michigan enactment,
"Relations with foreign nations" would not be "adversely affected by apply-
ing Michigan’s statute to these facts.”73

"'License Cases, 5 How. (40 U.S.) 04, 578 (1847).

APittsburgh & Southern Coal Co. v. Bates. 156 U.S. 577. 587 (1895).

'"333 U.S. 28 (1948).

'm"Lansing, "The Divestment of Unitcil States Companir n Soulh Africa and Apartheid."” 6
Neb. L. Rev. 304,316 (1981), citing Recent Decisions, 6 Tex. Int. L. F. 134, n. 84 at 140-41
(1970).

"7441 U.S. 434 (1979).

"“441 U.S. at 456.

"°333 U.S. at 34.

701bid.

71Scc also analysis in Lansing, supra, note 66, at 316-17.

7:441 U.S. at 456 and 333 U.S. at 35.

73333 U.S. at 40.
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But South Africa, etal. arc (1) notadjuncts of American states or cities;
(2) disir estment laws arc not in conformity with the laws of the nations
where disinvestment is being sought; (3) state and city disinvestment laws
and ordinances do not only affect their own citizens— they affect foreign
citizens; and (4) since the human rights objectives of American states and
cities are so different from those of South Africa, the Soviet Union. Iran,
etc.. our national relations with those nations would necessarily be affected
by disinvestment laws.

This is why the 1979 Court in Japan Line, Lhl. took such pains to argue
that “appellee’s reliance" on Bob-Lo is “misplaced” and to conclude that
Bob-Lo “is consistent with both the analysis and the result" of the latter
case.7"

The controversy in Japan Line, Ltd. involved an ad valorem tax that
California had imposed on the shipping containers ofa foreign corporation.
The State argued that the tax was constitutional since it met the four-fold
requirements of Complete Auto Transit, Inc. v. Brady.15 (1) the Containers
had a “substantial nexus" with California because some of them are present
in that state at all times; (2) the tax was “fairly apportioned"” since it was
levied only on the containers’ "average presence" in California; (3) the tax
did not “discriminate” since it fell "cvenhandcdly" on all personal property
in the State; and (4) it was “fairly related to the services provided by"
California.7”’

The Court ag.ecd: “We may assume that, if the containers at issue here
were instrumentalities of purely interstate commerce. Complete Auto would
apply and be satisfied, and our Commerce Clause inquiry would be at an
end.”’77 However, ‘jwjhen construing Congress’ power to ‘regulate Com-
merce with foreign Nations,” a more extensive constitutional inquiry is
required."7S Again: “Foreign commerce is preeminently a matter of national
concent. ... Although the Constitution ... grants Congress power to
regulate commerce ‘with foreign Nations’ and ‘among the several Slates’ in
parallel phrases, there is evidence that the Founders intended the scope of
the foreign commerce power to be the grealcr.”7,

‘rhen. applying the “additional tests that a tax on foreign commerce must
satisf; . xothe Court struck down the California statute. The Court conclud-
ed that die tax had resulted in “multiple taxation of the instrumentalities of
foreign commerce” and prevented the “Nation from speaking with one
voice’ in regulating foreign trade."81

7j441 U.S. at 456.

7430 U.S. 274 (1977).

7’441 U.S. at 445.

,7Ibid. (Emphasis supplied.)

741 U.S. at 446.

MA41U.S. at 448 (cited cases and footnotes omitted).
w441 U.S. at 451.

“'441 U.S. at 451-52.
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That foreign commerce requires “a more extensive constitutional inqui-
ry" is (as noted earlier)82 reaffirmed in the important participant-reguiator
case of Reeves v. Stake: "W e have no occasion to explore the limits imposed
on state proprietary actions by the foreign commerce Clause. ... We note,
however, that Commerce Clause scrutiny may well be more rigorous when
a restraint on foreign commerce is alleged."83

It could be and has been argued that Japan Line, Ltd. “is jnopposile
because it involved a state taxation scheme which is clearly regulatory, not
proprietary, in nature."81Some court in the future, ruling on the constitu-
tionality of disinvestment laws might distinguish Japan Line. Ltd. and so
conclude. But it is certainly not clear! On the contrary, it is extremely
doubtful.

In support of the proprietary nature of disinvestment laws is the conten-
tion that such statutes are facially valid since they do not deal directly with
foreign commerce. The State is only determining the criteria for the securi-
ties which it purchases with its own funds, In doing so. it is not intruding
upon the federal government in the area or breaching federal statutes or
treaties, or influencing trade with any foreign country.

There is, however, a narrow reading of the word “regulate,” and the
Supreme Court has never had it so. It was more that 150 years ago that Court
decided Brown v. Maryland,85 holding that a state license fee on importers
was an unconstitutional regulation of foreign commerce. The lesson of that
case and its progeny is aptly summed up in the Congressional Research
Service Report in this language: “The Supreme Court also has made clear
that the power to regulate foreign commerce includes not only the control of
the terms and conditions of passage of items of commerce (e.g., capital,
securities, financial obligations, services, and goods) between the United
States and foreign countries, but also the control or the terms and conditions
of the domestic markets for foreign items of commerce that Congress has
allowed into this country.”H

Disinvestment laws inevitably work to the detriment of American linns
having investments in the proscribed countries; and disinvestment laws
inevitably work to the detriment of commerce with those countries. It is not
stretching analysis to conclude that such laws are regulating commerce; and
il docs not require an expansive reading of Brown v. Maryland (or the
myriad other cases on the subject) to reach the conclusion that such laws are
unconstitutional.

State and municipal disinvestment enactments can also prevent “this
Nation from ‘speaking with one voice’ in regulating foreign trade."87 At

s:Supra, p. 84.

“’447 U.S. 429, 438 n. 9 (1980).

'WSupra, note 10: supra, note 8 at 241. (Emphasis supplied.)

S12 Wheat. (25 U.S.) 419 (1827).

“ Supra, note 7 at 15; see supra, note 8 at 88.

“Papan Line, Ltd. v. County of Los Angeles, 441 U.S. 434, 452 (1979).
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least live states and more than a dozen cities have such laws:'Z* the vast
majority do not. lowa’s governor vetoed such legislation in May. 1984.s”

In addition there exists a conflict or possible conflict with federal legisla-
tion restricting trade with these proscribed nations. And to the extent that
such conflict may exist, il involves federal preemption pursuant to the
Supremacy Clause as well as the Commerce Clause. This is discussed
beginning at page 30 under Fortign Relations.

Military exports to South Africa, for example, have been prohibited by
the federal government since 1964. in compliance with a voluntary arms
embargo established by the United Nations. Such ban was made mandatory'
in 1977 and in 1978 the U.S. Department of Commerce prohibited all
exports to that country “that the exporter knows or has reason to know are
destined for use by the South African military or police."”0

Such restrictions, according to a commentary in the American Journal of
Intcmation Law. “are not simply a response by the U.S. Government to an
international mandate. They also serve the recognized foreign policy pur-
pose of firmly disassociating the United States from the apartheid policies of
the South African regime. ... At the same time, however, the fact that the
U.S. Government has not gone so far as to adopt more expensive trade
restrictions is recognition of the importance of U.S. commercial interests in
South Africa."”1

An America where the federal government has one set of laws on trade
exports and its states and cities have a variety of other laws on the subject is
not "speaking with one voice” in regulating foreign commerce,

VIl. FOREIGN RELATIONS

Even if some court at some time might impose the participant-regulalor
role as a ban to unconstitutionally in the foreign commerce context, disin-
vestment enactments would still have to pass the hurdle of federal govern-
ment supremacy in the conduct of foreign relations.

Here is some of the Supreme Court language on this point: "That the
supremacy of the national power in the general field of foreign affairs ... is
made clear by the Constitution, was pointed out by the authors of The

"™Supra, notes .1 anil 4.

" Message of lowa Governor Terry Li, Uranstad to the Secretary of State, May 19, 19S4,
disapproving disinvestment provisions in House Tile 2521. The veto was not based on constitu-
tional considerations but rather the Governor’s position that disinvestment would be counter-
productive. "Instead of the negative approach reflected in House File 2521,1 1relieve we would
benefit blacks in South Africa far more with a positive effort to achieve racial equality. This
can best be accomplished, not by divesting our ability to exercise influence, but by capitalizing
on it.” (At p. 4.)

L2uMehlman, Milch and Tountanoff. "United States Restrictions on Exports to South Afri-
ca." 73 Am. J. Int’l. L. 581 (1979).

" “Ibid.
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Federalist in 1787. and has since been given continuous recognition t / this
Court.”™2

Also oft-quoted is this statement of Justice Frankfurter: "Although there
is in the Constitution no specific grant to Congress of power to enact
legislation for the effective regulation of foreign affairs, there can be no
doubt of the existence of this power in the law-making organ of the Nation.

The States that joined together to form a single Nation and to create,

through the Constitution, a Federal Government to conduct the affairs of
that Nation must be held to have granted that Government the powers
indispensable to its functioning effectively in the company of soveriegn
nations.”93

The oft-cited opinion of Hines v. Davidowitz% involved a conflict be-
tween a state alien registration law and a federal statute covering the same
subject. The oft-cited opinion of UnitedStutcs v. Pink'% involved a conllict
between a New York judicial decree refusing to honor a Soviet claim to
assets of a nationalized Russian company and an Executive Agreement
which had recognized the right of the Soviet Union to nationalized property.

But while these and similar cases have been cited as authority for the
unconstitutionality of disinvestment laws, they are readily distinguishable.
As (he Congressional Research Service report correctly points out, “because
of the conflicts between explicit federal and State authorities in these cases,
the results in them perhaps may be explained as much by the Supremacy
Clause as by any inherent inability of the States to act in any manner
affecting foreign affairs.”90

But what of the situation where— as can be argued in the disinvestment
controversy—there is no conflicting exercise of federal power. The answer
turns on interpretations of the 1968 decision in Zsclwrni}’v. Miller,97 which
has emerged as the single most important case on the constitutionality issue.

As Professor Louis Henkin has pointed out, the Supreme Court had long
found limitations on state regulation or taxation of foreign commerce im-
plied in the Commerce Clause. “The Court never asked whether such state
actions might run afoul also of some larger principle limiting the States in
matters that relate to foreign affairs.”98 ”[I]t was never suggested that [state
actions] might run afoul of an implicit constitutional limitation barring state
impingement on the federal domain of foreign relations even when the

““Hines v. Davidowitz, 312 U.S. 52, 62 (1941). (Footnote references omitted.)

"’Perez v. Brownell, 356 U.S. 44, 56 (1958). While this case was later ovemded by
Afroyim v. Rusk. 387 U.S. 253(1967), neither the dissent in Perez nor the overruling majority
in Afroyim questioned the validity of the Frankfurter formulation.

"““Supra, note 92.

w+"315 U.S. 203 (1942).

“’Supra, note 7 at 28; sec supra, note 8 at 101.

M 389 U.S. 429 (1968).

9liL. Henkin. Foreign Affairs and the Constitution (1972), at 238. (Empbhasis supplied.)
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federal government had not acted."99 However, Professor Henkin explains,
this was before 1968 and the Zschernig case. He continued: "Such a larger
principle— liow large is yet to be determined— has now become part ol' the
Constitution." W

In Zscliernig, the Supreme Court was interpreting a so-called “Iron Cur-
tain Act." The Court invalidated an Oregon statute which provided for
escheat in cases where a non-resident alien heir or legatee claimed property
in Oregon unless such beneficiary could (1)establish that his "ountry would
permit United States citizens to receive monies from an estate in his country
on a reciprocal basis and (2) that his country would permit him to receive
proceeds "without confiscation." Admittedly, there was an absence of any
“relevant exercise of federal power" and "no basis for deriving any prohibi-
tion by ‘interpretation’ of the silence of Congress and the President. The
Court tells us that the Constitution itself excludes such state intrusions even
when the federal branches have not acted."101

On its face, Zscliernig covers disinvestment enactments. Certainly it
provides precedent for arguing and sustaining unconstitutionality. And this
is further supported by Justice Douglas’ language: “As one reads the Oregon
decisions, it seems that foreign policy attitudes, the freezing or thawing of
the cold war, and the like are the real desiderata. Yet they of course are
matters for the Federal Government, not for local probate court.” 102

The statute was found to represent the “kind of state involvement in
foreign affairs and international relations” which involve “matters which the
Constitution entnists solely to the Federal Government.Again: "The
statute as construed seems to make unavoidable judicial criticism of nations
established on a more authoritarian basis than our own."104 Finally: "The
Oregon law does, indeed, illustrate the dangers which are involved if each
State ... is permitted to establish its own foreign policy."105

Certainly disinvestment laws manifest “criticism of nations established
on a more authoritarian basis than our own." Certainly, they are expressions
of foreign policy. Examine, for example, some of the language of the
Connecticut enactment, “Sec. 3-13g. Investments in corporations doing
business in Iran. The state treasurer shall review the major investment
policies of the state for purposes ofensuring that state funds arc not invested
in any corporation engaged in any form of business in .ran which could be
considered to be contrary to the foreign policy or national interests of the

"lbid.

n""lbid.

""Id. at 239.

"2387 U.S. at 437-38.
U.S. al 436.

,m387 U.S. at 440.

IW387 U.S. at 441.

92



United States, particularly in respect to the release of all American hostages
held in Iran."106

But does Zschernig go so far as to hold that statutes critical of the policies
of a foreign nation arc unconstitutional per se? Is the per se argument
strengthened in light of a finding of unconstitutionality despite the Justice
Department briefas amicus curiae slating that it “does t. Jt ... contend that
the application of the Oregon escheat statute in the circumstances of this
case unduly interferes with the United States’ conduct of foreign
affairs”? 107

Answers will not be found in restudying opinion108 which at this writing
is more than sixteen years old, nor by second-guessing the case commen-
taries.lIW The Zschernig analysis does not end with Zschernig.

Ofcourse there are numerous decisions which have applied the Zschernig
rationale, particularly in New York. But, whether the facts of such cases are
dispositive of the constitutionality of disinvestment laws is questionable. In
one case, the New York Court of Appeals held unconstitutional the applica-
tion of an anti-discriminative ordinance which would have barred the New
York Times from publishing advertisements for employment in South Afri-
ca. 110 While none of these advertisements referred to race or racial discrimi-
nation. the New York City Commission on Human Rights concluded that
because South Africa mandated apartheid that the advertisements were
automatically violative of the ordinance.

Another New York case saw an attempt by a state agency to apply its state
civil rights laws to the South African Airways (owned by the Republic of
South Africa) and to the South African consulate in respect to its visa
granting practices. The Supreme Court in New York County issued a writ of
prohibition, asserting that "|floreign policy is a federal concern, notamena-
ble to state action.”11l

The most important post-Zscliernig case, however, was the 1977 New
Jersey Supreme Court decision112 upholding the state's “Buy American”
Act. In sustaining a law requiring use in government purchase contracts of
materials produced in the United States, reliance was placed on the propri-

IKConn. ch. 32. H3-13g, P.A. 80-431, S. 3. 4 (1980).

,07387 U.S. at 460.

"*“QOpinion of (he Court by Juslice Douglas, concurring opinion of Justice Stewart, joined by
Justice Brennan, concurring opinion by Justice Hanlan and dissenting opinion bv Justice
While.

"wSce, forexample. Note, the Supreme Court. 1967Tcrm. wnich contended that Zschernig
might eventually result in the application of a balancing test as in the Commerce Clause cases.
82 Harv. L. Rev. 244, 245 (1968).

""New York Times Co. v. City of New York Commission on Human Rights, 41 N.Y.2d
345, N.E. 393 N.E.S.2d 312 (1977).

11'South African Airways v. New York State Division of Human Rights, 64 Misc.2d 707,
711 (Sup. Ct., N.Y. Cty., 1970).

1,JK.S.B. Tech. Sales v. No. Jersey Dist. WaterSupply. 75 N.J. 272,381 A.2d774 (1977),
appeal dismissed, 435 U.S. 982 (1978).
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etary distinction made in Hughes v. Alexandria Scrap Corp.115"Under the
principle of Alexandria Scrap, the state agency’s limitations with respect to
purchases of materials and equipment for that plant, to be owned and
operated as a government institution, do not offend the Commerce Clause.
The New Jersey Buy American provisions are not measures regulating
private business.” 114 And the New Jersey Court also concluded, "(tjhat this
case involves foreign commerce, and not interstate commerce, does not
disturb our analysis."115

On the other hand, the decision contained these dicta: “The Buy Ameri-
can provisions apply without any discrimination based on the ideology of
the seller’s county. Nor is there any evidence to suggest that the political
climate in a potential foreign bidder's nation has eve' motivated the inclu-
sion of the Buy American condition in an invitation for bids or that its
inclusion is predicated on an assessment of the internal policies of any
foreign country. If refined inquiries into foreign ideologies entered the
decision to apply or not to apply the condition, there would, of course, be
little difficulty in finding a constitutional infirmity of the type condemned in
Zschernig." 116

And where is the disinvestment statute not based on the ideology of the
country affected? Where is the disinvestment statute that docs not involve
the internal policies of the foreign sovereignty in which disinvestment is
sought? Do such dicta negate the reliance on Alexandria Scrap and the
holding that statutes involving foreign relations can still sometimes be
sustained as proprietary?

VIll. FINAL WORD

The answer to the question whether disinvestment laws arc constitutional
is that there is no one certain answer. Perhaps there are too many answers to
permit certainty. The Tenth Amendment makes such laws facially constitu-
tional unless they are held to be in conflict with the interstate commerce
provision of the Commerce Clause, the foreign commerce provision of the
Commerce Clause, or the federal government’s supremacy in foreign
relations.

The participant-rcgulator (or proprietary-governmental) distinction, if
held valid in this context, may make disinvestment statutes immune from
the interstate commerce proscription. But the ultimate issue is whether this
distinction will be extended to foreign commerce. O f course there is argu-
ment that can be made, and it is being made in litigation now before the
courts— contending both for and against constitutionality.

"w426 U.S. 794 (1976). See text, p. 81. accomp.inyini’ noics 31 to 40.
,u75 N.J. at 300, 381 A.2d at 788.

ii575 N.J. at 299, 381 A.2d at 788.

"'1S N.J. at 291-92, 381 A.2d at 783-84.

94



DIVESTMENT IS NOT THE ANSWER*

by

WILLIAM G. MILLIKEN
Former Governor of Michigan

The United States is under increasing domestic political pressure to help
effectuate changes in the internal policies of other nations. South Africa
comes immediately to mind and the strategy of divestment of securities in
corporations doing business there is the proffered tool

Current U.S. policy towards South Africa is the widely misunderstood
"constructive engagement.” President Reagan defined that policy in con-
gratulating Bishop Tutu on receiving the 1984 Nobel Peace Prize, saying;
“The United States has heard the appeal forjustice voiced by South Africans
who suffer under apartheid rule. We continue to urge the South African
government to engage in a meaningful dialogue with all its citizens aimed at
accomplishing a peaceful transition away from apartheid.”

Despite this, the United States is now seen as adopting a position of
neutrality regarding South African whites and blacks. However, U.S. poli-
cy officially rejects as morally wrong apartheid and its consequences— the
attempts to denationalize the black majority and relegate blacks to citizen-
ship in tribal “homelands,” and the repiession of individuals and organiza-
tions through such practices as detention and banking. Nevertheless, there
is the growing feeling among those seeking change that the United States is
more interested in retaining the good will of the South African government
than it is in using its political and economic influence against apartheid.

In my visit to South Africa earlier this year, 1learned that present U.S.
policy, with its perceived emphasis on accommodation and its seeming
willingness to embrace any government, however repressive, which de-
clares itself opposed lo communism, is playing into the hands of a regime
that has no intention of abandoning its apartheid policies. Indeed, the harsh
security laws— ostensibly to control communism—have served their real
purpose, which is to control and destroy any kind of opposition to apartheid.

W hat can the United States do to help effect change? We should, at the
very least, leave no doubt whatever that we are unalterably opposed to
apartheid. That signal should come through clearly and be constantly
sounded. There must be no misunderstanding of the U.S. position on this
point. There is now.

‘Governor Milliken has written more fully on South Africa in two Op-Ed articles in the
Detroit Free Press, April 19 and 20, 1984.

95



More can be done. The Rockefeller Foundation-linanced Study Commis-
sion on U.S. Policy toward Southern Africa has recommended promoting
political power-sharing by exerting influence on the Soulh African govern-
ment by diplomatic moves; barring export of certain U.S. goods, technol-
ogy (particularly oil-drilling technology) and services; broadening the arms
and nuclear embargos; withholding diplomatic recognition and economic
aid from the independent homelands, and supporting organizations inside
South Africa working for peaceful change such as multiracial labor unions,
educational programs, public-intercst, self-help and other organizations.

Some of these objectives were contained in bills passed by Congress
recently. Others will be considered during 1985. What is significant is that
there is a growing interest in South Africa and a recognition tf tthe United
States has a moral obligation to exert what pressure il can to bring about
reform.

Divestment is continuously being urged with divestment advocates
claiming increasing momentum. Eleven cities and five states have passed
some form of divestment law. Some 20 states are expected to consider such
laws in the next year.

I did not talk with a single individual in South Africa—white or black—
who supports this approach. The fact is, most U.S. companies are operating
in an enlightened, responsible way. Since 1977, with the announcement of
the Sullivan principles (a code of business conduct relating to desegregating
facilities, equal pay forequal work, equalization of benefits for all races and
a number of other goals), more than 120 companies have become signator-
ies. Were commercial tics cut and U.S. companies to pull out, the United
States would lose part of what leverage it has to exert pressure on the South
African government for change and with the loss of jobs the first to suffer
would be blacks, not whites.

Although | oppose an outright ban on all South African investment, an
action 1took in my last year as governor of Michigan may appear inconsis-
tent with this position. At that time | signed a bill into law requiring
Michigan public colleges and universities to divest themselves of any hold-
ings in companies doing business in South Africa. It was a difficult deci-
sion. At the time | was fully aware of the arguments on both sides but
believed there was symbolic importance to the act and that a statement
needed to be made through our public institutions. 1still do. A total pullout
of U.S. investments would serve no one's purpose. The action itself had
little impact. It did, however, send a signal—and | think American public
officials must constantly signal their abhorrence of apartheid.

It is in America’s own interests to give such signals. It is in America’s
own interests to signal its adherence to principles ofjustice and to a higher
moral order whether dealing with South Africa or the U.S.S.R., Poland or
Iran. Divestment will leave the U.S. with less, not more, influence and with
less ability to assist in the struggle forjustice. Just by meeting the goals of
the Sullivan principles, U.S. companies are in the forefront of change.
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Late in 1983, and again this year, the representatives of the signatory
companies met in New York to work out a strategy to improve the quality of
employees’ lives in such areas as education, housing, health facilities,
recreation and transportation. Even as he increasingly relies on the skills
and services of black labor, the Afrikaner has relentlessly continued to deny
opportunity to blacks. To the extent U.S. companies achieve equal pay for
equal work, advance blacks into management positions, end all segregation
on (hejob and seek to improve conditions behond the workplace, they will
give the Afrikaner reason to worry that what he has created cannot last
forever.

Divestment is not the answer, although the U.S. should do more because
hopes for genuine reform of the South African government are fading
among blacks and others. Desmond Tutu said: "Our ,voplc are rapidly
despairing of a peaceful resolution in South Africa. Those of us who still
speak of ‘peace* and ‘reconciliation’ belong to a rapidly diminishing minor-
ity.” The central issue of Soulh African life, that of political rights for the
more than 21 million blacks, is simply not on the government's agenda.

There is not much time left.

And as Alan Palon reminds us in his "Cry, the Beloved Country”: “ ‘I
have one great fear in my heart,” a black minister says, ‘That one day when
they (the whites) turn to loving, they will find we arc turned to hating.”"
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STATEMENT OF DEREK BOK ON
INVESTMENT POLICY™*

by

PRESIDENT DEREK BOK
Harvard University

On May 9, 1984, the Advisory Committee on Shareholder Responsibility
(ACSR) submitted a report on the subject of Harvard’s investments in
American corporations doing business in South Africa. The Harvard Corpo-
ration's Committee on Shareholder Responsibility has today issued a de-
tailed reply to the ACSR report, agreeing with some of its proposals and
disagreeing with others. | will not repejt all that is said in that reply. But 1
will express some thoughts of my own on the subject of divestment, since it
represents the point of greatest disagreement in this community concerning
the response of the University to the injustices of apartheid.

Let me begin by making clear that this is not a dispute about apartheid or
the record of the South African government. All of us on every side of the
divestment issue agree that apartheid is a cruel and shameful form of racial
exploitation that has no conceivable justification. Nor does this debate
simply reflect a difference of opinion over tactics or money—though | do
believe that the tactics of divestment will not succeed and that they would
cost the university money. At bottom, this is also a dispute about the nature
of the university itself and the ways in which it should and should not
respond to evil in the outside world.

Harvard has taken a number of steps in response to apartheid. We have
castour ballot with care in shareholder resolutions concerning South Africa,
often voting to urge corporations to subscribe to the Sullivan Principles,
sometimes voting to have a company withdraw entirely from South Africa.
We have engaged in intensive dialogue with corporations to persuade them
to improve wage and employment practices for black South African em-
ployees and to improve the quality of life outside the workplace lor these
employees, their families, and nonwhites in general. A number of compa-
nies have taken such steps. We have also initiated a program to bring
nonwhitc students from South Africa to study each year al Harvard. Finally.
I have helped to organize a nationwide effort of universities, corporations,
and foundations which has brought over 300 black South African students to
study in colleges and professional schools across the country.

Many members of this community would like Harvard to take a different

’Reprinted with permission. First appearing in the Harvard Gazette of Oct. 5. 1984.
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course and divest all of its stock in American companies doing business in
South Africa. I have disagreed with this view, and Icontinue to do so. Much
as loppose apartheid, I strongly believe that universities should not attempt
to use their power to press their political and economic views on other
organizations and individuals beyond the campus. This is essentially what
Harvard would be doing by divesting— boycotting the stock of American
companies to bring the pressure of this institution to bear against them to
have them cease doing business in South Africa.

My views on this matter are not casual: they involve the essential pur-
poses of the university and the terms on which il exists and does its work in
our society. Universities have "he distinctive mission of promoting discov-
ery. new ideas, understanding, and education. These activities depend on
experimentation, self-expression, and the widest opportunity for debate and
dissent. They require insulation from outside pressures that would impose
an orthodoxy of "safe" ideas or use the university for ends other than
learning and the pursuit of truth. In this respect, the university is quite
unlike other institutions, such as governmental bodies, which are designed
to exert powerover others and to be subject in turn to outside pressures from
groups seeking to influence the uses of power in a democracy.

In order to protect the process of learning and discovery, universities
must maintain a reasonable autonomy in the conduct of their internal affairs.
They must persuade the outside world to refrain from exerting pressure that
would limit the freedom of their members to speak and publish as they
choose. They must also preserve the freedom to select the best teachers and
scholars for the faculty regardless of their opinions or political activities and
to set their own policies without external control save by the government in
behalf of established public ends.

Today, these freedoms are generally respected in the society. But this
was not always the case. The autonomy of academic institutions was resist-
ed for many decades by those who thought it too dangerous to allow
universities to exist without some control over what was written or taught
within their walls. Even now. our freedom exists within limits. Like all
freedoms it has reciprocal obligations. We cannot expect individuals and
organizations to respect our right to speak and write and choose our mem-
bers as we think best if we insist on using institutional sanctions to try to
impose on them those policies and opinions that we consider important.

The obligation 1peiceive in no way inhibits individual members of this
community from expressing themselves on issues such as apartheid or from
engaging in political efforts to promote their views. Indeed the right to act in
this way is an essential part of academic freedom. There is likewise no
reason why the university should not perform the function entrusted to itas a
shareholder under our laws by voting on issues of social responsibility. The
university may even communicate its views through discussions with the
officials of companies whose stock it holds. But the line is crossed when a
university goes beyo. d expressing opinions and tries to exert economic
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pressure by diverting stock or engaging in a boycott in order to press its
views on outside organizations.1

The more the university acts in this way the more it risks disturbing the
implicit arrangements under which institutions of Ic...."ing can continue to
function with the freedom they need to carry out their essential mission. If
Harvard insists on exerting leverage on issues we care deeply about, indi-
viduals, corporations, and other organizations are likely to exert economic
pressure against us on matters they feel strongly about, such as the radical
opinions of particular professors, or Harvard's position toward ROTC. or
the University’s policies concerning involvement in covert CIA activities.

Every' year, shareholder resolutions are introduced to bar corporate sup-
port to universities on grounds such as those just mentioned. These resolu-
tions are regularly defeated because most shareholders are persuaded that
corporations should not use economic leverage to influence the internal
policies of universities. It would be unreasonable to expect such attitudes to
continue if we begin boycotting products or selling shares to press particular
policies on corporations and other organizations.

Some of the strongest proponents of divestment are not deterred by this
prospect. Indeed, they have organized a fund to be given to Harvard only if
it agrees to sell its stock in companies doing business in South Africa. |
could not disagree more with this approach. Once we enter a world in which
those with money and power feel free lo exert leverage to influence univer-
sity policies, we should not be surprised to find that universities have lost
much of their valuable independence. Nor should we complain when we
discover that those who wield the most power are not necessarily those
whose policies are congenial to our own.

Critics may reply that | am putting the private interest of the University
ahead of the plight of the black majority that suffers under the hc*l of
apartheid. In response. | would begin by resisting the charge that the
interests just described arc merely self-serving. In carrying out its tasks of
education and research, a university is performing public functions of great
importance to society. The freedoms universities seek, like their buildings
and endowments, are not private assets but resources essential to the accom-
plishments of a vital public mission.

In addition. I reject the suggestions that a policy against divestment will
perpetuate injustice, since 1see no realistic possibility that having universi-
ties sell their stock in American companies will make a noticeable contribu-
tion to ending apartheid or improving the lot of black South Africans.

‘Tlk Univcrsily may occasionally sell the slock of a corporation because of a disagreement
with its policies. Such action, however, is not taken to pressure the company into conforming
with Harvard's views but occurs because the University does not wish to continue an associ-
ation with a firm that fails lo live up to minimum ethical standards and offers no reasonable
prospect of doing so in the future.
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Divestment can make a significant contribution to overcoming apartheid
only if all of the following questions can be answered affirmatively:

1. Will selling stock offer a significant chance of persuading Ameri-
can firms to leave South Africa?

There is no indication that sales of stock will put sufficient economic
pressure on the management of American companies to induce them to
withdraw, since such stock will be purchased by others with no permanent
economic consequences to the firm. Nor is there any evidence that the
publicity engendered by sales of stock will lead companies to incur the
losses entailed by abandoning their South African operations. In fact, no
American company has left the country because of divestment actions taken
by various states and municipalities over the past few years.

2. Is divestment a more effective way of inducing companies to
withdraw than voting in favor of corporate resolutions to withdraw?

There is no evidence to indicate that this is so. Neither divestment nor
shareholder resolutions have caused any American company to withdraw,
and neither tactic holds much promise ofdoing so in rhe future. Shareholder
resolutions and dialogue with company executives have at least led to some
tangible corporate actions to improve the lives of black South Africans.
Divestment has not had even this effect.

3. Even if divestment could somehow help persuade American com-
panies to leave South Africa, would their withdrawal materially help
in overcoming apartheid?

In fact, if American companies left South Africa, it is virtually certain
that their operations would be taken over either by local interests or by
foreign concerns. Since the business would continue operating, it is not
clear just how withdrawal would pressure the government into reforming
the apartheid system.

4. Would corporate withdrawal, assuming it somehow occurred, con-
tribute more to the defeat of apartheid than efforts by American
companies to improve wages, employment opportunities, and social
conditions of nonwhitc workers?

At bottom, this question raises the difficult issue of how major social
change can come about in a country like South Africa. Those who support
corporate activity on South Africa argue that economic development will
eventually undermine apartheid as the needs of the economy force the
Nationalist regime to give more education, economic opportunity, and
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ultimately power to nonwhites. Proponents of divestiture believe that real
change will never occur by evolutionary means, whereas the withdrawal of
American companies could produce widespread unemployment and eco-
nomic distress that would either force the government to institute reforms or
lead to a successful revolution.

Both these theories leave many questions unanswered, and it would be
difficult to choose between them or to assert that cither will prove to be
correct. Inresponse to proponents ofdivestment, it seems most unlikely that
corpora e withdrawal would cause an economic collapse, since other co-m-
panies would presumably take over the operations abandoned by American
firms. Even assuming that withdrawal did hurt the economy substantially,
the question still remains whether this result would bring about the end of
apartheid or simply cause more suffering, black unemployment, and repres-
sion. This question seems all but impossible to answer. Proponents of
divestment argue that blacks and their leaders favor withdrawal of Ameri-
can companies. In fact, some do, but others don’t. In the words of the
American columnist William Raspberry, writing from Capetown, "If the
Harvard students lind the questions easy, black South Africans are by no
means unanimously agreed."

In summary, divestment can have a constructive effect on South Africa
only if we can answer all four of the preceding questions affirmatively. In
reality, it is far from clear that one can give a positive Znswer to any of these
questions. The likelihood that all four can be answered affirmatively is
vanishingly small. Hence, 1 lind no basis for concluding that universities
will help defeat apartheid in South Africa by agreeing to divest. As a matter
of principle, therefore. | see no reason for departing from the basic norms
that define the role of the university in society. Even apart from the special
constraints on universities, 1do not believe that we can know enough about
the future of a distant country to insist to the point of public boycott that
American companies will do more for black South Africans by leaving the
country than by remaining and instituting better employment and social
conditions. And ! find it difficult to support in good conscience a decision
that would jeopardize resources given to us foreducation purposes to pursue
a strategy that neither furthers the academic ends of the institution nor offers
a realistic chance of achieving its objectives.

Despite these conditions, some critics contend that Harvard should divest
rather than continue its practice of voting on shareholder resolutions and
communicating with corporate managements because the present practice
has failed to overcome apartheid or to close the gap in wages and working
conditions between black and white workers. This argument misconceives
the current policy. The University did not adopt this policy because it felt
that its actions— or any actions that universities could take— would have
substantial effect on apartheid. Harvard decided on this course of action in
the conviction that it should vote shares as conscientiously as possible, even
if the effects are only limited, and because of a strong belief in the principle

103



that voting and communicating views tire appropriate forms of behavior for
a university while efforts to exert pressure through boycotts and divestment
are not.

Others who advocate divestment have suggested that the University's
normal policies as a shareholder need not apply because Soulh Africa is
such a specie! — the only nation that institutionalizes racial discrimina-
tion and practices it on a massive scale. Re "ignizing (he enormities of
apartheid, Harvard has gone beyond its normal practices by communicating
directly with corporate ofiicials to persuade them to alter theiremployment
practices and by creating special scholarship programs for black South
Africans. But it is one thing to make efforts of this kind and quite another to
disregard one of the University’s basic principles, especially when such
action is urged in pursuit of a strategy that has no significant chance of
affecting the course of events in South Africa.

Those who seek a more effective way of putting pressure on the Afrikaner
government need not look far. Last year, forexample, bills were introduced
in Congress, and passed the House of Representatives, to mandate fair Icbor
practices, limit bank loans, impose export controls, and forbid all new
American investment in South Africa. Whatever one may think of these
bills, those who favor divestment must concede that such legislation would
be a vastly more effective means of achieving their objective. Nevertheless,
I have not observed substantial numbers of persons on this campus working
actively for the passage of these measures.

Other critics take a very different tack and argue that we should digest,
whether or not it will have any practical effect, because it issimply immoral
to hold stock in any firm that does business in South Africa. This argument
would have more force if Harvard owned stock in companies doing all or
most of their business in South Africa. But that is not the case. The compa-
nies from which we are asked to divest typically do less than one percent of
their business in Soulh Africa. We do not invest in these concerns because
of their South Africa operations; it would be more nearly correct to say that
we invest despite those operations.

The point, therefore, must be that Harvard should sell stock on principle
if it is tainted, however slightly, by the stain of doing business in South
Africa. This is a troublesome argument. It suggests that morality lies in
trying to avoid all contact with the wrongs of the world and that it is better to
sell one’s stock and simply turn away from the injustices of South Africa
than continue working as a shareholder to persuade companies to improve
the wages and conditions of their black employees.

W should also recognize that far more than divestment would be needed
to sever all our links to South Africa. If it is wrong to hold stock in an
American company doing a tiny share of its business in South Africa, one
would suppose that it is also immoral to hold shares in the many companies
that buy goods from South Africa or sell goods to it, since they too benefit
from the South African economy and presumably help to sustain it. One
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would also suppose that Harvard should not accept gifts of money derived in
some demonstrable part from South African operations, since they would
also be tainted. Accepting tuitions from South African students would
likewise seem suspect; even tuit'ons from American students paid for in part
by dividends from companies doing business in South Africa could be
questioned. In short, the ramifications of such a rigorous policy are far-
reaching indeed.

Before we insist on such a drastic moral standard, we should ask our-
selves not only whether it is practical but whether we arc willing to apply it
to our own lives. How many of us have examined the purchases we make to
see whether they come from companies that do business in or with South
Africa? How many students have inquired whether their tuitions are paid in
part from the dividends of companies with a South African subsidiary? For
that matter, how many of us have stopped buying goods or using funds that
can be traced to Guatemala, Salvador, lran, Uganda, or other countries
where thousands of innocent people have been killed with no justification?
The truth is that virtually no one follows such a policy or regards it as a
feasible standard to follow.

Finally, some have argued that Harvard should divest because divestment
is a particularly dramatic, affirmative way of expressing the University’s
opposition to apartheid as a system at war with our ideals of freedom and
justice. Such people often stress the pervasive influence of Harvard on the
society and argue that the effects of our divestment on world opinion could
be substantial. My experience leads me to doubt this view. Harvard may
command great respect for what it has accomplished in pursuit of its central
mission of research and education; it does not have much influence, even
with its own alumni, when it makes institutional statements on political
questions such as corporate involvement in South Africa. Like it or not, the
public knows that the University cannot claim any special wisdom in ex-
pressing itself collectively on issues of this kind.

It is also important to note that Harvard has already stated its clear and
complete opposition to apartheid on various occasions. In what respect,
then, is divestment a more effective, more forceful expression ofdisapprov-
al? Because it will continue in some significant way to ending apartheid?
We have seen that this is most unlikely. Because the stock of American
companies in South Africa is peculiarly tainted? That rationale is also
unrealistic. The argument that divestment will be a peculiarly effective
gesture must presumably reston the beliefthat divestment will cost Harvard
money and thus represent a sacrifice which will reveal the depth of our
convictions.

This too is a highly questionable argument. Presumably, Harvard could
also demonstrate its convictions by giving funds to the African National
Congress or some other opposition group. Such a grant would certainly be a
dramatic gesture and might well do more than divestment to further the
struggle against the Nationalist regime. And yet, despite our revulsion
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toward apartheid, the fact remains that Harvard’s resources were entrusted
to us for academic purposes and not as a means of demonstrating our
opposition to apartheid or to other manifest injustices and evils around the
world. This isone reason why we have supported the expenditure of Univer-
sity funds to educate nonwhites from South Africa at Harvard but have
opposed a policy of divestment.

In making these arguments, 1am acutely aware of the contrary views
expressed by those who strongly favor divestment. | respect their convic-
tions. 1 hope that they will respect mine. It is never a pleasant task to
disagree with others who care deeply about injustice. In the case of South
Africa, the injustice is so monstrous that the heart aches for some opportuni-
ty to resist effectively. Nevertheless, such feelings cannot bring me to
support a course of action that would force this University to deviate from
its proper role, jeopardize its independence, and risk its resources in behalf
of a dubious strategy that has no realistic prospect of success. As a result,
having thought about the issues as carefully as I could, Icontinue to believe,
as | did in 1978, that the arguments for divestment are not convincing and
that Harvard should not adopt such a policy.
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CONCLUDING SUMM ARY

by

ROBERT J. D'AGOSTINO

“But the pension fund was just sitting there." (Sec. Schotland. p. 31).

Once ag'dn, groups pursuing their own political goals, having failed to
win assent through the appropriate political or legislative processes, attempt
to claim public jurisdiction over yet another facet of private choice—that of
economic investments (Sec Langbein, p. 8). What’s actually at stake in
accepting a policy of divestment, or social investing (Langbein) or diver-
gent investing (Schotland), is obfuscated by the hysterical level of attacks
on both South Africa and United States policy towards South Africa. As
reprehensible as apartheid is (See Milliken. p. 95). it is neither the most
repressive of the totalitarian systems nor is it unique. The Soviet Union,
Cuba. Iran. Ethiopia all have systems less respectful of human rights or
more brutal in their lack of concern for human life. All could or should be. if
we are to follow the logic of the divestment advocates, subject to divest-
ment, boycotts and the like. It would be foreign policy by pressure group.

In addition, pressure is being increasingly brought to bear on state and
local government and union pension fund managers to invest "locally” for
the stated rationale ofjob creation or stimulating the local economy in some
way. Again and like the pressure for divestment of shares in companies
following someone’s definition of social irresponsibility the rationale is
based on factors other than what is a prudent investment decision.

In all of this whether dealing with countries whose internal policies arc
thought unacceptable, or localism, or allegedly socially irresponsible com-
panies, fiduciary responsibility to those who have entrusted their savings or
retirement income to others is ignored in favor of political criteria.

Is Divestment Moral?

The answer to this question involves two issues. The first is a consider-
ation of whether withdrawal from countries whose internal policies we
disapprove is more or less likely to bring about the change desired. Is
responsible involvement really immoral? (Sec, Schotland, p. 63).

For example, U.S. companies were the first to bargain with black labor
unions in South Africa, generally are signatories to the Sullivan Principles
(See, Schotland, p. 60), and arc leaders in offering educational opportuni-
ties to blacks, Withdrawal from South Africa will most assuredly harm the
very persons advocates of divestment claim they wish to help.
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Given such facts, it is most certainly wrong to call responsible investment
immoral, and more logically to call it moral because it is a more effective
way to influence policy and because it demonstrably enhances life. (See.
Schotland. p. 62).

The second issue is a consideration of just who is setting the social
investment agenda compared with who is paying the price. Many divest-
ment proposals are directed at pension funds, not in order to further the
interest of pensioners, but in disregard of their interests. By taking advan-
tage of the separation of ownership and control, pressure groups attempt to
politicize the investment process. The adoption of a political investment
strategy carries with it the risks of lower returns on investment and a higher
investment risk. (See, Langbein, p. 20). Is it moral to ask the elderly to
surrender retirement income? When people are directly confronted with
adopting social or divergent investing voluntarily, they generally refuse.
Stockholders routinely vote no on motions to withdraw investments in
South Africa; the mutual funds which limit investments to "socially respon-
sible™ companies are small. (See Langbein. p. 16 Schotland. p. 42).

In responding to pressure for Harvard to divest stock. President Derek
Bok discussed the proper role of a university and the importance of its
remaining as free from outside political pressure as possible. Is the threat to
academic integrity posed by the advocates of divestment moral?

Is Divestment Legal?

The Constitution leaves the conduct of foreign policy exclusively in the
hands of the federal government. The impact on foreign nations for an effort
to sever American economic involvement with them has potentially signifi-
cant impact on relations with the target countries. However, laws which
focus on corporate behavior are more insulated from Constitutional chal-
lenge (See, Schotland. p. 65, Blaustein, p. 79).

In addition, state and local divestment or investment acts likely violate
the Commerce Clause. The test is whether a state statute, on balance,
promotes legitimate local concerns without interfering or interfering unduly
with national concerns. Divestment does not promote local economic con-
cerns siice it does not reflect concern for the stability of the investments,
rather it purposely interferes with foreign and interstate commerce. (See,
Schotland, p. 66).

Aside from Constitutional challenge, a trustee who sacrifices the benefi-
ciary’s financial well-being for any social cause violates both his duty of
loyalty to that beneficiary and the prudent investment standard. A trust must
be administered solely in the interest of the beneficiary. The Employee
Retirement Income Security Act (ERISA) codified these duties of loyalty
and prudent investing in its sole interest and exclusive purpose rules.
(ERISA does not apply to state and local pension plans, hence they and not
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private plans are the targe sof the divestment lobby.) (See, Langbein.
p. 6).

Is Divestment Productive?

W hether dealing with divestment as a foreign policy strategy, a social
strategy, or a way to keep investments local, the futility of most such private
efforts are clearly manifest. Simple substitution effects demonstrate that
someone else is there to till the gap. U.S. laws forbidding the exportation of
military or police equipment to South Africa have resulted in European and
Japanese equipment being substituted, costing U.S. jobs. Localism laws
have resulted in retaliatory localism laws or shifts of other investors to the
forgone investment opportunities, in those instances where local investing
has increased the sum total of such investing, it has dune so at the cost of
accepting lower rates of return for the invested funds, harming the
beneficiaries.

Unless the U.S. has a substantial position in a market (as in the interna-
tional grain market) withdrawal of investments from a country' merely
reduces our influence and harms those we try to help since U.S. companies
have shown (he most sensitivity for issues of fairness and justice. (See,
Schotland. p. 61).

Conclusion

The formulation of foreign policy should be left where the Constitution
placed it. An individual, voluntarily, has a right and should press his views,
control his own investments, and make whatever gestures for which he
might be willing to take the consequences. Asking beneficiaries or investors
to pay the costs of prcssure-group-induced decisions is unjust and
hypocritical.

Similarly, localism threatens to interfere with both interstate commerce
and prudent investment decisions.

The advocates of divestment or any other policy have access to govern-
ment. To pressure universities, pension funds, and foundations to politicize
their decisions, leaving them open to never ending political demands while
potentially jeopardizing their missions is in itself immoral. Social investing
is a matter of individual choice. One man’s definition of social justice may
well be another man’s definition of tyranny. Although, the result desired
from divestment in, for example, a South Africa or Nicaragua, may seem
desirable, advocates of divestment are ignoring the full consequences of
what they propose.
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Divestment is continuously being urged with divestment
advocates claiming increasing momentum. Eleven cities
and five states have passed some form o f divestment law.
Some 20<states are expected to consider such laws in the

next year. . .
Former Governor William G. Milliken

The fact remains that Harvard's resources were entrusted
to <& for academic purposes and notasa means o fdemon-
strating our opposition to apartheid or other manifest in-
justices'and evils around the world. .o
President Derek_&. Bok
Harvard University

The formulation o fforeign policy should be left where the
Constitution placed it. An individual, voluntarily, has a
right and should press his views, control his own invest-
ments, and make whMever gestures for which he might be
willing to take the consequences. Asking beneficiaries or
investors to pay the costs o fpressure-grOup-induced deci-
sions is unjustand hypocritical. )
<.y mRobert | D'Agostino
Former Depdty Assistant Attorney General
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William Broderick of the Ford Motor Co.
has spent much of the past year flying to
state capitals and testifying on a subject
that makes most corporate executives
cringe. His mission: to defend the re.- of
U.S. corporations in the legally segregated
state of South Africa.

;“It’s not exactly a motherhood issue,”
says Broderick, acknowledging that few
corporations want to be publicly identified
with his activities.

"All the surface pros and cons are run-
ning against us... But we’re totally con-

ecutive director of the New York-based
American Committee.

“We’re getting calls coming in from all
over— from Texas, from Vermont—asking
for copies of bills and information."

An even greater number of cities will
probably pass divestment laws in 1985, Da-
vis adds, joining New York, Philadelphia,
Boston and the District of Columbia in the
ranks of municipal governments that are
unloading stocks and bonds in the targeted
companies.

“1 think companies looked at divestment
as sort of a minimal do-gooder protest vote
a couple of years ago," says Davis.

“Now they're beginning to see it as a se-
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South Aftica Divestment Drive
Has U.S. Firms Worried

vinced that nothihg good will come to black
South Africa if we all get out.”

As director of Ford’s international oper-
ations, Broderick has mserved as the corpor-
ate general in a high-stakes battle over
South Africa that is heating up in dozens of
statehouses and city council chambers and
creating new headaches for the approxi-
mately 300 U.S. corporations that have op-
erations in that nation.

So far, 11 cities and five state govern-
ments— Connecticut, Maryland, Massachu-
setts, Michigan and Nebraska— have
passed some form of divestment laws,
which generally require that pension or oth-
er government funds be withdrawn from

rious national campaign that they can't just
shrug off—and it’s not going to go away."

It is difficult to determine how much the
campaign has hurt U.S. companies so far,
but divestment advocates say they see signs
it is beginning to work.

The U.S. Commerce Department reports
that U.S. private investment in South Africa
has dropped more than 10 percent— down
from $2.6 billion Ln 1981 to $2.3 billion last
year—although analysts say this may have
more to do with the depressed state of the
South Africa economy as a response to
pressure from U.S. activists.

Last week, the U.S. corporate commu-

some or all of the "U.S. companies that do
business in South Africa.

Divestment advocates say their campaign
is gaining momentum, drawing strength
from public reaction to South Africa's cur-
rent crackdown on dissidents and from pro-
tests at the South African Embassy in
Washington, led by U.S. congressmen and
civil rights leaders.

As many as 20 states are expected to
consider such proposals in their 1985 leg-
islative sessions and “four or five" will prob-
ably pass, say such pro-divestment lobby
groups as the Washington Office on Africa
and the American Committee on Africa.

“It’s clear the whole campaign is growing
all over the place," says Jennifer Davis, ex-

nity in South Africa was jolted by a
<report in a South African newspa-
i perthat Ford was selling off its auto

plants there to Amcar, the automo-
tive division of a South African-
owned Anglo-American conglom-
erate. The story was swiftly denied
at company headquarters in Dear-
born, Mich., but a Ford spokesman
said that the company, which has
been laying off workers at the
plants, was engaged in talks of “mu-
tual interest” with Amecar with an
eye toward "rationalizing" its oper-
ations.

Meanwhile, state and city gov-
ernments that have joined the di-
vestment movement have been
busy selling off their stock in Ford
and other big U.S. companies in an
effort to implement their divest-
ment laws. Massachusetts, which
passed a complete divestment law
in Januap' 1983, sold off the entire
$90 million in corporate stocks and
bonds affected by the act within a
vear.



The trustees of the D.C. pension
system recently reported that,
within the four-month period be-
tween April 30 and Sept. 30. they
had sold off $34.9 million of the
$46.9 million in corporate assets
affected by the city's new I13w—
with no measurable impact on the
solvency of the city pension system.

As a result. U.S. corporations
have decided to fight back. An un-
named committee of about 25 major
U.S. companies, including Ford,
General Motors, Mobil and others,
has been organized to oppose di-
vestment proposals at the state lev-
el.

Another closely related group-
railed the Corporate Committee for
Change in South Africa—was re-
cently formed by about a dozen U.S.
corporations to lobby against di-
vestment proposals before cities
and other local governments.

"We’re organizing to fight this on
every level we can," said one cor-
porate executive involved in these
efforts.

The new corporate committee,
which is being chaired by Mobil ex-
ecutive Sal Marzullo, is making its
first stand in New York City, where
it has retained the lobbying firm of
Peter Piscitelli, a former top aide to
Mayor Edward Koch. A few months
ago, the trustees of the the New
York City Employes Retirement
System became the largest pension
fund to approve divestment to date,
passing a resolution that will re-
quire the city to sell off more than
$600 million in assets ip U.S. com-
panies doing business in South Af-
rica.

Now, U.S. companies fear that
the city pension systems for police-
men. firemen and teachers will fol-

low suit. In addition, Piscitelli has
been asked to deflect a new weapon
in the arsenal of anti-South Africa
groups: a bill introduced in the New
York City Council that would penal-
ize companies with South Africa
operations when they bid on city
contracts.

"If they could get a bill like that
through the City Council, it sends a
message that could get picked up
acros= the country,” said Piscitelli.

One of the problems in this new
corporate lobbying effort, however,
is that the companies are so reluc-
tant to be seen as standing up for
apartheid that few want to be pub-
licly associated with the campaign,
its organizers said. Piscitelli and
Marzullo, for example, both refuse
to name the members of the cor-
porate committee other than to say

they are all signators of the Sullivan
Principles—a code propounded by
civil rights leader Rev. Leon Sul-
livan that pledges U.S. companies
operating in South Africa to elim-
inate segregation in the workplace,
provide equal pay for equal work,
and take steps to improve black
workers' training and housing.

"These are the good companies
in South Africa..,. I've got the
white hats on this one,* says Pisci-
telli. "But it’s a difficult issue. All
these guys are interested in doing
the right thing, but people think
you’re identifying with apartheid.
None of them want to be identified
even with a good bill."

At least one reason for this skit-
tishness is that the companies fear
their own efforts will become con-
fused in the public mind with sep-
arate antidivestment lobbying ac-
tivities that are financed by the
South African government. The
South Africans currently have two
politically well-connected Washing-
ton law firms—the firm of Sears,
Hare, Kelley and Ward and the firm
of Smathers, Symington and Her-
long— that receive annual retainers
of $500,000 and $300,000, respec-
tively, to represent their interests
in the United States, including mon-
itoring the status of divestment leg-
islation, according to foreign agent
registration records on file with the
Justice Department.

MAJOR U.S. FIRMS IN SOUTH AFRICA

Firm

July 1983 Data

Investment

(millions) Workers

Caltex (Texaco and Standard Oil

of California) $334 2,238
General Motors Corp. $243 4,300
Ford Motor Co. $213 5,000
Goodyear Tire A Rubber Co. $97 2,797
General Electric Co. $93 5,130
IBM Corp. $88.6 1,800
Ingersoll-Rand Co. $40 520
Xerox Corp. $38.7 800
Control Data Corp. $26.1 330
Oresser Industries Inc. $23.2 955

S**t« ThmAfittnc* CortmmM o* Ahu
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Products

petroleum
automotive
automotive

tires, tubes and rubber
products

industrial and electrical
equipment

computer and office
products

industrial and mining
equipment

reprographic and office
equipment

computer products and
marketing

construction, mining and
industrial equipment



In addition, the South African
consulate in the United States has
spent thousands of dollars financing
the trips to South Africa by state
legislators in key battleground
states. At least 18 lawmakers in
Nebraska. Maryland, Illinois, Wis-
consin and Nevada have thus far
been on such trips, according to
records compiled by Dumisani Ku-
malo, a former South African jour-
nalist who supervises the divest-

ment campaign for the American
Committee on Africa.

The South African government
shares information on the antidi-
vestment effort with some Amer-
ican companies, according to a
South African lobbyist. But repre-
sentatives of the American compa-
nies say their opposition to divest-
ment does not indicate support for
the policies of the South African
government. Broderick, for one,
describes U.S. companies as agents
for rocial change in South Africa.
He siiys they are “chipping away" at
the racist underpinnings of apart-
heid through their implementation
of the Sullivan Principles.

the answer—its slavery. That’s full
employment. But this is not about
jobs. Its about human rights.”

In response to such charges,
most of the major U.S. firms have
signed onto the Sullivan Principles
and currently spend a total of more
than $20 million a year on housing,'
schools, health services and other
programs designed to benefit South

“A lot of the support for divest-
i ment is based on a perfectly legvt-
i imate revulsion with the way that
government treats black people,”
says Broderick. But, he also says, “I
haven't found anybody who can give
me a scenario that will get me from
a) we pull out of South Africa to z)
the end of apartheid.... All that
would happen is that 70,000 to
80,000 black employes would lose
their jobs."
As Broderick’s comments sug-
i gest, divestment touches on a com-
plex mix of moral, social and foreign
policy issues. Underlying them all is
economics: U.S. companies employ
i a total of about 120,000 people,
most of thf.m black, in South Africa
and many of the companies’ oper-
ations are significant.
Some 25 U.S. companies—in-
cluding such major firms as Inter-
national Business Machines Corp.,
1U.S. Steel Corp., General Electric
| Co., Union Carbide Corp. and Good-
lyear Tire and Rubber Co.—have
sinvestments exceeding $20 million
apiece in South Africa. Mobil Corp.,
with more than 3,300 employes in
South Africa, owns or supplies
about 1,300 service stations that
hold an estimated 20 percent of the
retail gasoline market, according to
the company's figures.

African blacks. The 128 signators
are also required to pay annual fees,
ranging up to $9,000 apiece this
year, to finance a $285,000 con-
tract to the Arthur D. Little Inc., a
management consulting firm, which
puts out an annual report grading
each of the the firms on a sliding
curve according to their diligence in
implementing the principles.

But the Sullivan Principles th ;m-
selves have been beset by contro-
versy, with some companies object-
ing to the fee structure and others
complaining about the need to sub-
mit to an outside monitoring system
they feel is inherently arbitrary.
“We’re responsible to our share-
holders—and nobody at Sullivan is."
saysJames F. Hill, vice president of
corporate relations for Newmont
Mining Corp., one of the U.S. firms
that has refused to join.

"The companies basically feel it's
corporate blackmail,” adds Kathleen

A few companies have controver-
sial contracts with the South Afri-
can government. For example, Gen-
eral Motors, which has more than
4,300 workers, supplies cars and
trucks to the government and po-
lice. Control Data Corp., with morel
than 300 employes, sells computers
and computer parts to a variety of
government agencies, including
some that critics say are used in the
maintenance of internal security. (A
Control Data spokesman says that
all its computer sales are regulated
closely by the Commerce Depart-
ment to ensure they are not used
for the “perpetuation of apartheid.")

"These companies are there for
one reason: to make money," says
D.C. Council member John Ray,
who sponsored the District's divest-
ment law. “Ford is not operating in
South Africa to stir up social unrest.

If you you look at this as an
employment issue, we already have

Teague, executive director of the
American Legislative Exchange
Council, a conservative group that
distributes antidivestment bulletins
to state legislators.

Meanwhile, Sullivan himself is
stepping up his pressure on the
companies. While issuing Arthur D.
Little's latest report last month,
Sullivan also said he was expanding
his principles to include a require-
ment that U.S. companies support
the abolition of apartheid laws with-
in South Africa—a provision that
some U.S. firms fear would place
them in the sensitive position of
being forced to lobby a foreign gov-
ernment.

But pro-divestment groups still
aren’t satisfied. “We feel that the
Sullivan Principles are a public re-
lations exercise by these companies
to justify their investments,” says
Kenneth Zinn, associate director of
the Washington Office on Africa.



item

0612-1100

0612-1500

0612-1550

0612-1600

0612-2000

0612-3000
0612-5000

0612-6000

Inland Flshorlos and Gamo fund 0.2%
State Rocroatlon Areas Fund 0.5%
For cost of living Increases to formor teachers, municipal, county and

district omployoes whoso rotlromont oxponses arc assessed upon cltlos
and towns, and stato employoes; provided that such increases to the
above-mentioned groups shall not cxceod three per cent, and provided
furthor, that subject to rules and regulations promulgated by the
troasuroh, the stato board of rotlremont and each city, town, county
or district shall verify the cost thereof and the treasurer shall be
authorized to make SUCh PAYMENTS e

Local Aid Fund 80.0%

General Fund 15.0%

Highway Fund 5.0%
For a resorvo to meet tho full cost of the commonwealth's share In
financing tho stato employees' and teachers' retirement systems;
provided, that the amounts horoin shall be paid from and not exceed

the revenues dedicated by clause (a) or the last paragraph of section
twenty-one of chaptor ono hundred and thirty-eight of the General Laws;
and, provided further, that no funds will be eligible to receive moneys
from such rosorve If such funds are invested In any company doing
business In or with tho Republic of South Africa ofter September first,
nineteen hundrod and SeVENtY-NINEe .

For a reservo to moot tho full cost of tho commonwealth's share In
financing tho stato omployoes' and teachers' retirement systems; pro-
vided, that no funds will be eligible to recolvo moneys from such

reserve |If sTTcli funds are |Ifivcstod_In anv company dé6~Tno~Eus inbss In or
WTttrihu Republic of South Africa ... ’
TtrmuthoHzatlhn oi puyiiiunc of- rot Ircmnnt benefits pursuant to
chaptor sovon hundrod and twolvo and sevon hundred and twenty-one of
the acts of nineteen hundred snd eighty-onc, respectively .
For tho compensation of veterans who may bo retired by the state board
of retirement and for tho cost of medical examinations In connection
L A= o BT A TS PSPPSRSO UPTOPRRP

Highway fund 22.0%

General Fund 70.0%

Penslons for_Re llred Justlces,

For pensions of retired Judges or their" widows . . . . " .
For retirement allowances of cortoln employees formerly In tho servico
of tho administrative division of the metropolitan district commission;
providod, that said commission's share or this Item shall bo assessed
by methods NXed DY Ir w oo

HOC Sewerage District Fund 25.0%
MDC Water District Fund 25.0%
Highway Fund 25.0%
MDC Parks District Fund 25.0%

for retirement allowances of certain veterans and police officers
formorly in- tho sorvice of the metropolitan district commission; pro-

$20,1183. 122

Ib.000,000

20,000,000

26,000

Ib, '151.300

1, 776,000

58.800

*N QO



THE COMMONWEALTH OF MASSACHUSETTS
ADVANCE COPY 1982 ACTS AND RESOLVES
MICHAEL JOSEPH CONNOLLY, SECRETARY OF STATE

Chap. 669. AN ACT ENDING THE INVESTMENT OF PUBLIC
PENSION FUNDS IN FIRMS DOING BUSINESS IN
OR WITH SOUTH AFRICA.

Be it enacted, etc., as follows:

Paragraph (d)of subdivision (1) of section 23of chapter 32 of
the General Laws, as most recently amended by section 1 of
chapter 491 of the acts of 1980, is hereby further amended by
adding the following paragraphs:-

(vi) After January 1, 1983, no public pension funds under
this subsection shall remain invested in any bank or financial
institution which directly or through its subsidiaries has out-
standing loans to the Republic of South Africa or its instrumen-
talities, and no assets shall remain invested inthe stocks,
securities or other obligations of any company doing business in
or with the Republic of South Africa. Any proceeds of sales
required under this eparagraph shall be invested as much as
reasonably possible in institutions or companies which invest or
conduct business operations in Massachusetts so long as such
use is consistent with sound investment policy.

(vii) Notwithstanding the provisions of the preceding para-
graph, if sound investment policy so requires the investment
committee may vote to spread the sale of such investments over
no more than three years so that no less than one-third the
value of said investments is sold in any one year. So long as
any funds remain invested in any bank, financial institution or
firm referred to in paragraph (vi), the investment committee
shall annually, on or before January thirty-first, file with the
clerk of the senate and the clerk of the house of representatives
areport listing all South* Africa-related investments held by the
fund and their book market value as ofthe preceding December
first.

(This bill returned by the Governor, to the Senate, the
branch in which it originfted, with his objections thereto,
was passed by the Senate, January 3, 1983, and, in con-
currence, by the House cf Representatives, January 4, 1983,
the objections of the Governor notwithstanding, in the man-
ner prescribed by the Constitution; and thereby has 'The
force of a law .)
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Investment

Date

11/8

10/8

10/8

8/84

6/84

10/8

10/8

7/82

6/82

5/80

2/80

1980

1980

f «<e/

4

4

4

3

2

Oiror to**

MUNICIPAL ACTIONS AGAINST APARTHEID

Restrictions

Municipality

Oakland, California

Newark, New Jersey

Amherst, Mass
New York, New York
Boston, Mass

Washington, DC

Grand Rapids, Mich
Wilmington, Delaware
Philadelphia, Penn.

Berkeley, California
Cambridge, Mass
Davis, California

Hartford, Conn

Action Taken

No new invest—
ment
Divestment ?

Divestment

Divestment $665,000,000

Divestment $29,000,000

Divestment $56,300,000

Prohibition

of deposit

of idle funds

in banks lending
to SA govt or
corporations
operating in SA

Divestment $400,000

Divestment

$104,000,000

Divestment $4,500,000

No new invest—
ment
No new 1investment

No new investment

n;..w lowe i»in* In*h / 0fMj».*rrh* ( ul Ibn »v i PraWt%: ()tin»iv»nt Kiuti.iin ¢

Amount Affected

Divested

None

None (waiting
on home
bill)

rule

$34,900,000

$400,000

$100,000,000

Kh M.ml Kn«t:ht



Selective Purchasing

Date Municipality

10/84 Newark, New Jersey
8/77 East Lansing, Michigan
12/76 Madison, Wisconsin

Passed Mon-Binding Resolutions

11/84 San Francisco (ballot initiative)

10/84 Detroit, Michigan

9/84 New Rochelle, New York

8/84 Gary, |Indiana (1975 first cityresolutioncalling

on city to stop doing business with
IBM, ITT, Motorola, Control Data).

1982 Atlanta, Georgia (removal city pension funds from
banks lending to SA govt, or corpora—
tions operating in SA).

**Note: September 1984 Executive Council of the National

Conference of Mayors passed a unanimous resolution supporting
divestment.

Compiled November 1984
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If there are grounds of supervening national policy which would
deny the District of Columbia local determination, then that policy
similarly invalidates Philadelphia's legislation as well as the di-
vestment legislation in States such as Massachusetts and Connecti-
cut and in the cities of Berkeley, Calif., and Wilmington, Del.

One of the basic tenets of federalism is to allow Slates rights and
local rights. This has been one of the most basic precepts of the
Reagan administration—that is, to return decisionmaking to the
States and the local communities. That is the very principle of
block grants, of our education policy, and indeed the total thrust of
our avowed policy to eliminate Federal control over a wide range of
issues which ought to be decided by the State and local govern-
ments.

The investment policy of local governments is surely an issue
which those local governments have every right to and must deter-
mine for themselves.

I would like to thank you for the opportunity to appear before
you today. Once again, | would like to assure you that the divest-
ment process can be undertaken in a fiscally responsible manner,
without deleterious effects on local pension funds, and to reiterate
that the District of Columbia, as a home rule city, is endowed with
and deserves the right to determine its own investment policy.

I urge you to carefully consider the points | and others have
made this morning, and to vote against the resolutions of disap-
proval before you today.

Thank you.
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e prepared statement of Mrs. Specter follows:]
\1* *
it
:

pijiSjCi*"

Prepared Statement of Joan Specter

m/~C000 HORNING, I AM JOAN SPECTER, AMD

AM HERE TO TESTIPT ON THE RESOLUTIONS DISAPPROVING THE DISTRICT

COLUMN IA*S DIVESTMENT BILL. YOU ALREADY ARE FAMILIAR WITH TIN

){ORROR STORIES WHICH DEPICT LIFE IN SOUTH ATRICA FOR THE BEACH

PJORITY. I SHALL HOT DWELL AT LENGTH OH THIS TOUIT. I AM TIEPF,

-JW
LATHER, TO HAKE TWO POINTS, ANO TO MAKF THOSE POINTS RASED OH THE

THE TWO TOINITS

PHILADELPHIA DIVESTMENT EXPERIENCE. I WISH TO MAKE

Wi

"ARE THAT (Il DIVESTMENT NEED HOT BE A FISCALLY UNSOUND MEASURE,
12) THE CITIZENS OF THE DISTRICT OF COLUMRIA. AS A HOME RULE
m.CITY,

CONTROL THE MANNER NI WHICH THEIR TAX DOLLARS ARE [INVESTED.

SPEAK EROH. A POSITION OP EXPERIENCE AS TIIE LEGISLATOR WHO

-V LJ2INTRODUCED THE DIVESTMENT PLAN
ili.;

NE Ann pnCSFHTLY COMPLETING THE DIVESTMENT PROCESS.

IN THE CITY OP PHILADELPHIA WHERE

r-TJI*BiVESTMEMT BECAME LAW IN PHILADELPHIA 1l JUNE OP 190?. OUR GOAL

' ’
Kj}['—WHAS TO DIVEST S90 MILLION OUT OP A SASO MILLION PENSION FUND.

J~vA~NN THAT YEAR, 19B2, MORE THAN 521 MILLION WOPTII Or BONDS OF Il

V. fORrORATIONS WERL SOLO. as or HOVEMRER 15, 19BJ. ONLY S9 million

f *

r - V..IXHORTH REMAINS to be
»J,

.*++801105 AS MARKET CONDITIONS ALLOWED FOR REASONABLE TRAIISACTICNS.

: AS-
I. DURING

sold, our city treasurer DISPOSED or THOSE

19BR ANO 1VBI 1l ANTICIPATION Or PENDING LEGISLATION IN

AJCITY COUNCIL, THE. FINANCE DEPARTMENT DIVESTED SIR MILLION WOR™.M

V""AOP BONDS WITH CORPORATIONS DOING BUSINESS
x4

Il SOUTH AFRICA.

«J. =?*THE Pill LLAIR LIFIIIA EXPER IENCE IIAS NOT RF.KN A HASTY DUMPING OP

tyr"?08PORATK BONDS,
te'l;T]f
J.T1IHE TO SEEK SAPP.

Im

BUT A SERIES OP CAREFUL DECISIONS MADE WITH AMPLE

AND REASOIIAIII.E INVESTMENTS IN CORPORATIONS THAT

I AM A PILIILADELPHIA COLINCI I.WOHAH.

DESERVE THE SAME RIGHT AS THE TAXPAYERS OF OTHER JURISDICTIONS
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>l&m
POLICY SIMILARLY INVALIDATE PII1t.AOPXPIIIA'l MGI SLATP.II

DO NOT DO BUSINESS IN SOUTH A*RICA. THE OUESTION 1S, Or COUIISE,

HOW OUR PENSION FUND FARED AS A RESULT OF THE DIVESTMENT PROCESS.
“+/AS WELL AS THE DIVESTMENT LEGISLATION III STATES sue Il AS

AMASSACHUSETTS AMO CONNECTICUT, ANO 111 THE CITIES OF RFMFELY,
FRIOR TO DIVESTMENT, THE ACTUARILY ASSUMED BENCHMARK RATE TOR
cAEI FORMIA AMO KIIHINCTPN. DELAWARE.
THE PHILADELPHIA PENSION FUND WAS 9 PER CENT. THROUGHOUT THE

DIVESTMENT PROCESS, AND INDEED, AT THE PRESENT TIME, THE EARNINGS
ONE OF THE BASIC TENETS CF FEDERALISM IS TO ALLOW STATES HIr

IR
RETURN OF THE INVESTMENTS OF OUR PENSION FUND HAS REMAINED AT
LOCAL RtCIITS. THIS HAS DEEM ONE OF THE MUST BASIC PRECI.ITS
9 PER CENT. AS WE AIL KNOW, IT IS VIRTUALLY IMPOSSIBLE TO
or THE REAGAN ADM IIIISTRATI011. THAT IS, TO I RR."I DECISION MAKING
ESTABLISH A VALID COST COMPARISON BETWEEN THE PERFORMANCE OF
TO THE STATES AMD TUT ICCAl, COMMUNITIES. THAT IS THIF VI RY
OUR PORTFOLIO DURING THE DIVESTMENT PROCESS AND ANY COMPARABLE
PRINCIPLE OF nicCIC GRANTS, Or OUP EDUCATION POLICY, ANO INDEED
TEPIOP. BECAUSE OT MARKET FLUCTUATION, OR TO DETERMINE MOW THE
THE TOTAL THRUST OF CUR AVOWEO POLICY TO ELIMINATE. rEDLPAI. CONTROL
PORTFOLIO WOULD HAVE FARED HAD OUP TPFASUPKR NOT BEEN CONSTRAINED
fcgTOjgkc? over a wide range of issues which ought to hi: decided uy the
BECAUSE OF THE DIFFICULTIES OF COMPUTING OPPORTUNITY COST. THE
AT™JfSvIl™ STATE ANO LOCAL GOVFPHMI NTS.
BOTTOM LINE 1S, HOWEVER, THAT OVER THE PERIOD OF LF5S THAN 5

YEARS, THE PHILAOELril IA PENSION FUND HAS DIVESTED ITSELF OT MORE » *
the :thédcstm

it policy or local governmlnts is surely an issui
THAN 5125 MILLION WORTH OF BONDS IN CORPORATIONS THAT DID BUSINESS
> WI,1CI1 Tllusr LOCAL governmlnts nave every fight to, and must

IN SOUTH AFRICA, AND DIO NOT SITTER FINANCIALLY.
DETERMINE FOR mrHSFLVES.

THE LAST POINT IWOULD LIKE TO ADDRESS IS THE RIGHT OF THE
I HUL.I) LIFE TO THANK YOU TOR THE OPPORTUNITY TO APPEAR RE.rORE YON

CITIZENSOF THE DISTRICT OF COLUMBIA TO CONTROL THE MANNER IN WHICH*
TODAY. ONCE AGAIN, I WOULD LIKE TO ASSURE YOU THAT THE

THEIR TAX DOLLARS ARE INVESTED.
"DIVESTMENT PROCESS CAN BE UNDERTAKEN IN A FISCALLY nlSPONSIRIE

= MANNER, WITHOUT DELETERIOUS EFFECTS OH LOCAL PENSION FUNKS AND TO

THE DISTRICT OF COLUMBIA, LIKE THE CITY OF PHILADELPHIA, 1S A HOME m
REITERATE THAT THE DISTRICT Or COLUMBIA, AS A III'ME RULE CITY. IS

RULE CITY. THE CITY COUNCIL OF THE DISTRICT OF COLUMBIA, LIKE
ENDOWED WITH AND DESERVES THE RIGHT TO PEfFRMINE ITS PWM IHVI"STHI TE

THE CITY COUNCILOF THE CITY OF PHILADELPHIA, VOTED TO DIVEST L. >
T..0 ;t»np«V- POLICY
ITS TENSION FUND OF ITS HOLDINGS IN SOUTH AFRICA. ..
1INY | URGE YOU To CAREIUI.E.Y COITSIDEP THE POINTS | AND OTHERS HAVE MADE
p -THIS HORNING. AND TO VOTE AGAINST THE RESOLUTIONS Or DISAPPROVAL

IF THERE ARE GROUNDS Or SUPERVENING NATIONAL TOLICY WHIICII WOULD

« BEFORE YOU TODAY.
DENY THE DISTRICT Of COLUMBIA LOCAL DETERMINATION THEN THAT

c r'viJv*, THANK YOU

' {m -:
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Mr. Fauntroy. | wish to thank you Tor your export and very
meaningful testimony. 1 want to lender my personal appreciation

for your testimony as a woman and as a wife of one who has been a
strong supporter of self-determination for us in the District of Co-
lumbia, the Senator of the United States.

I have no questions.

Mr. Dki.lums. | would like to join
distinguished Chair. This gentleman has no questions.
anticipated the questions | would ask and have answered
very clearly in your opening remarks.

I thank the gentleman.

in the comments made by the
You have
them

Mr. Fauntroy. Mr. Farris.
Mr. Farris. | would join with my colleagues in expressing our
high regard for your husband in his personal and professional ca-

lie is a delight to work with.

Mr. Fauntroy. hlr. Gray.

Mr Gray. | want lo welcome Councilwoman Joan Specter from
Philadelphia, who is a council person at large in our distinguished
city council and still lives in the Second Congressional District and
whose husband is the U.S. Senator from the great Commonwealth
of Pennsylvania, and certainly commend her for the leadership she
has demonstrated on the city council on this issue.

| received a telephone call from the president of the city council
who hoped lie might he able lo be here because of the bipartisan
nature of the legislation passed, and | wish to express his regrets
for not being able to he here with you.

On page 3, you make a very interesting statement in your second
paragraph about the basic tenets of federalism, and particularly
with regard lo this legislation. Are you suggesting that to disap-
prove this action by the city of Washington. D.C. would be going in
the opposite direction of the administration, from your viewpoint?

Mrs. Specter. Yes, | would say that is true. The most basic tenet
of President Reagan has been States rights, and 1 think that all
good Republicans would understand that and would ¢ do in favor of
disapproval.

Mr. Gray. | think that is a clarion call for bipartisan disapproval
from someone who should know, both from a local level and from a
national level, since you have both the Senate and the council in
one household.

(‘an you elaborate, Councilwoman Specter, on the treasurer's ap-
proach in Philadelphia to divestment? Was this with the assistance
of divestment managers? And did you have any problem in Phila-
delphia finding alternative investments?

Mrs. Specter. My understanding is that we did not have prob-
lems finding alternative investments.

In our hill, as 1 believe the D.C. hill is structured similarly, wc
gave the treasurer from the city ample time in which to divest, and
said in the bill that if he could not divest within the 2-year period,
they could come hack to council and ask for more time. So we were
very careful in giving the treasurer enough time lo wait for market
conditions to change somewhat. And she did slowly divest with—as
far as we are concerned—with no harm to the pension system's
portfolio.

pacity.

“Ini'
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'GrA* What percentage of the pension fund were you talking

ANSrTECTERI Approximately one-sixth

PMr 'Gray' So far you have found no ill effects as a result or the
dge of tiie divestment bill in the city or Philadelphia jeopardiz-

future pensions of workers in that city?

tSPECTER. That is correct; and we have the unanimous sup-

t every member of the pension committee— Firefighters,

eryone was supportive of this when they understood that

act there would he no loss to the pension fund and that their

Stemployees would be secure. So they all voted unanimously.

am going to leave behind me a letter that 1 have from the oxec-
uUve' director of our pension fund stating that the pension fund
Bble to divest and maintain the !) percent interest that they

hftd In I_prior.tim es,

TtMr,,Fauntroy. If the gentleman will yield, we will include that

~.communication in the record at this point.

E~ArTiio letter follows:l
. B C ity of Piiiiaoeijtiia,
>e Hoard Qr.Pensions and Retiremgnt
5 - - P%” elpnia, Fli.january é?, 1PS(

e

rjgAnd,there just was not a problem

. * Mrs. Specter.

Mt Stern,
LfilotivE Resistant. Counciticanian Spcrters Vipce,
CilyHall, Philadelphia Pa.

Dear Ms. Stern: This will confirm our recent conversation wherein | indicated lo
YQU that It wns my understanding from conversations with the former City 'l tens-
UrO, Ooy P. Gervin, that we had consistently achieved or bettered our assumed nclu-
jrlol Investment return rnte of Il percent in our transactions divesting our portfolio
Of fixed Income securities of firms doing business in South Afiica

| irURI this is whnt you desire.
Very truly yours,

ii-.. Anthony Witi.in. Esq.,

Executive Director.

y'Mr. Gray. Are you telling us that at the time of the hearings
nhd the voting on the divestment of pension funds from those doing
business in Soulh Africa, that it. was not simply the members of
City Council unanimously, but you are saying also that the pension
board members and even the labor people involved, whose pensions
wore affected, were supportive of this action?

That is correct; and that is why 1 was so surprised
that in the District of Columbia the pension board members were
not'supportive. We had total unanimity in their support, and that
la becnUse wc made it clear to them that they were not going to be
losing money.

I .-They nil found apartheid to be an anathema. And when we con-
vincccf them the dollar was then, they were with us.

r Mr. Gray. Were there any fjrees in opposition arguing on the
grounds of potential financial bss? Do you remember any such ar-
guments?

AMrs. Specter. No, there were not. Wc had 2 days of the cleanest

really came in supporting it.

that | see that the District of
Columbia is having, which is very unfortunate.

Gray. Of course, councilwoman, you know that Philadelphia

il City of brotherly love nnd sisterly affection. N

»Mrs. Specter. Sometimes. - ooey ® - - » t

hearings | have ever sat in. People



s The Massachusctts'law which was enacted only after the legislature overrode a

eveto by Government Edward King os the year ended, may have the greatest long
range significance. It ia the most comprehensive divestment legislation passed by
any state and is likely to become the model for bills in other states and cities. All
M assachusetts state pension funds will be required to sell stocks and bonds in com-
panies doing business in South Africa. It is estimated that $100 million worth of se-
curities will be sold.

On June 4, 19S2, the Philadelphia City Council unanimously decided to make
Philadelphia the first major American city to pass a divestment ordinance. Mayor
W illiam Green promptly signed the ordinance which the city finance department
estimates will result in the sale of $60 to $7(3 million in securities from the city's
pension funds.

Michigan Bdoptcd legislation in December requiring public educational institu-
tions in the state to sell all investments in corporations opernting in Soulh Africa.
Michigan law already prohibited depositing state funds in any banks making loans
to South Africa. Michigan legislators arc planning to introduce a bill dealing with
public pension funds, similar to the one passed in Massachusetts, this yenr.

In June, Connecticut passed a law which is expected to result in the sale or $70
million worth of securities in Soulh Africa related Corporations. The state has al-
ready announced plans to sell $13.4 million in stock in four companies. The legisla-
tion directs state pension funds to sell the securities of all companies providing stra-
tegic products or services to the South African government o. whose South African
affiliates do not recognize the right of black workers to organize and strike.

These are but a few instahces which indicate the extent to which the movement is
rapidly gaining momentum across the country. Each yenr the pnssoge of similar di-
vestment legislation extends the base of support by adding key states and several
other cities. Many colleges and universities, religious organizations nnd labor unions
have acted to withdraw funds from businesses involved in South Africa.

These victories in the divestment movement ore a reflection of the growing out-
rage and organized opposition to the increase in U.S. collaboration with the npnrt-
heid regime since the ftengnn administration assumed offtce. While repression in
Soulh Africa has increased considerably over the past three years, the United
States, under President Reagan, has continued to broaden its friendship with the
regime by: defending it in the United Nntions; violating the spirit of the U.N. Arms
Embargo; allowing South Africa to enlarge the size of its defense attache here in
W ashington nnd increase the number of South African consulates in the United
States; starting to renew nuclear cooperation with Pretoria; training the South Afri-
can Gonst Cunrd; tolerating South African stalling tactics in the negotiations for
Namibian independence; lifting export restrictions ngninst South Africa’s military

1
finclude the Chair’'s letter to Congressman Parris indicating

at his request will he accommodated.

[The information follows:]
V.<- U.S. House of Representatives,

) Committee on the District of Columbia,

I Washington, D.C., January 20, 13Si.

Hon. Stan Parris, ) ) o )
U.S. House of Representatives, Cannon House Office Ruilding, Washington, D.C.

"‘Dear Stan: 1 ..Jerslnnd that you desire to have three witnesses added to the
Witness list for the January 31st Subcommittee bearing nnd mark-up on H. Con.
Rea. 216 and H. Res. 372. Of course your request will be accommodated, and the
following three witnesses bnve been invited:

Mr. Frank Higgins, Chairman, D. C. Retirement Bonrd.

U'*Professor Roy Schotland, Georgetown University Law Center.

iMr. Dave Eager, Senior Vice President, Neibinger, Inc.

,Letters of invitation bnve been sent to each of them on this dote.

Aa you know, in consideration of the twelve veto resolutions introduced in the
House in the past 9 years, the Committee has considered three main queslions:
c;(1) Has the City Council clearly exceeded the powers granted to it by the Home

Rule Act?
, {2) Has the City Council violated the Constitution?

.;(8) Has the City Council obstructed the Federal Interest?
..»"Because the witness list has now become rather extensive, it is my hope that we
can focus the upcoming hearing in the same way we have focused pnsi hearings.

«Thank you for your cooperation.

Sincerely,
. Walter E. Fauntroy,

Chairman, Subcommittee on Fiscal Affairs and Health.

N Mr. Fauntroy. The following statements have been submitted
r, for the hearing record. First, a letter to the House District Commit-
f tee chairman, Mr. Dellums, from the D.C. Divest supporting Coun-
*'cil act; a memorandum from the American Committee on Africa;
* and third, a memo from the Congressional Research Service, indi-
te eating that it is unlikely that exclusion of South African invest-

ments would have more than a marginal effect on overall portfolio

nnd police; supporting e $1.1 billion IMF loon to South Africa nnd shipping 2,500
shock batons to the white minority regime.

In light or these actions the importance of adding the District or Columbia to the
growing list of cities and states substantively opposing apartheid in South Africa is
even greater. We cannot overemphasize tho national and international significance
that tlie pnssngc of this bill would mean. Not only is the District n 70 percent black
city nnd the nation's capital, but it is also an international city playing host to the
entire diplomatic community including, unfortunately, the Embassy of the Republic
of South Africa. The passage of this bill will become known to nil the embassies
present in our city, to all the federal employees, Members of Congress, students
from around the country nnd from other countries, the children in our public

performance of the pension assets over a period of years; fourth, we
nave a statement by the President of Namibia Democratic Coali-
tion, opposing the Council's act on the basis Namibia does not prac—
tice apartheid; and fifth, a letter from the State Chair of the Re-
publican Committee for the District of Columbia opposirg the
Council’s act.

All of those documents will he entered in the record.

[The information referred to above appears on pages 293,1137, 277,

schools, our city workers, nnd to all of us who live nnd work here nnd dutifully pay 490. nnd 497.J
our taxes to the city government. The City Council stand reflects the sentiments of y L . . L e
District residents nrnl it is ini|>ci'ative that the House Subcommittee on Fiscal Af- . Mr. parris. Mr. Chairman, could | ask a question for clarifica-
fnirs nnd Health uphold the Council's stance vis-a-vis the investment of City funds tion?

Mr. Fauntroy. Yes.
Mr. Parris. | have a document prepared by Mr. Kerina. Is this

the document you just entered in the record?

Mr. Fauntroy. Yes. May we now move to our final panel for the
hearing, Dr. Robert Schwartz, vice president of Shearson American
Express of New York, and Dr. Schwartz is an economist and an in—
vestment adviser who specialized in socially responsible invest—

in South Africa.

The issue is simple. Majority rule in South Africa is inevitable. Therefore it is in
the best interest of the United States to position itself clearly on the right side of
the growing challenge to apartheid. This cannot be done as long as American busi-
nesses help to fulfill the needs of the while minority regime for significant capital
infusions nnd sophisticated technology.

It is the task of all those who support the African struggle forjustice nnd libera-
tion to net now to stop the continuing flow of U.S. dollars to apartheid.

Thank you.

Mr. Fauntroy. And the subcommittee has invib 4 a number of ments. - . . .
witnesses for this hearing in response to a request of Congressman ' j he?ee tg‘a‘z;es'“f'ed before the C.'ty Council and has agreed tojoin us

Purris for the addition of three witnesses, and the hearing record J . . . o
9 i Ms. Joan Bavaria, president, Franklin Research and Develop-

ment Corp. Her testimony provided important professional assist-



Africa. That time will come when we can see divesting companies
from portfolios, because they are in South Africa, will prove as
solid an investment path as lias been this earlier statement that |
made on nuclear utilities.

You are all aware of the number of States and localities that
have recently considered, and in many cases passed, laws relating
to divestment of public moneys from firms doing business in Soulh
Africa.

| have acted as an adviser to several or these and have testified
before many others. The city of Philadelphia, State of Michigan,
Minnesota, M assachusetts, Oregon, and Rhode Island, as well as
the District of Co'umbia are among the entities that we have as-
sisted with legislative deliberations over investments in South
Africa.

Further, we have been invited to speak at literally dozens of uni-
versities where the issue has arisen. There is presently pending leg-
islation in 25 States and 32 universities have divested in various
degrees.

The central theme of the three questions you have posed is, can
fiduciaries execute the public trust and responsibility they inher-
ently hold as the guardians of money that is the source of retire-
ment benefits for D.C. employees or retirees while excluding invest-
ments of U.S. companies in South Africa?

The legal and moral duties are quile explicit: Action, no matter
how desirable, should not be taken that would hinder the return
earned on the D.C. Retirement Hoard's investments.

The question then becomes quite simple: Would laws barring in-
vestment of these pension funds assets in U.S. corporations that do
business in South Africa prevent earning the highest return possi-
ble on the investments?

My experience, and my staffs, with both institutional and indi-
vidual clients indicates that the answer is "No." Without separat-
ing the three questions posed, let us examine the issue and recog-
nize the interrelations of the questions.

We manage money with a much greater series of restrictions
placed upon us than those under consideration today. Additional
restrictions include nondefense, nonnuclear, poor employee rela-
tions and environmental pollutants, among others.

However, the remaining universe of investment opportunities
available to us is sufficiently broad lo permit the latitude to he in
or out of the stock market, or in long- or short-term bonds as we
see fit.

If we, or selected other money managers, were given the task of
managing funds within the framework under discussion today, we
would not have problems in finding suitable alternatives lo those
investments that would be prohibited.

There is no industry, automobile, computer or pharmaceutical in-
cluded which would be completely barred because of South Africa.

Performance in the management of assets is a function or the ac-
curacy of judgments about the overall market and, the future
course of interest rates, and the ability to select investments that
appreciate over time.

In this fundamental approach and with the availability of some
companies in every industry, | believe performance would not be

hindered, limited or adversely affected by the restrictions of avoid-
ing investments in companies that do business in South Africa.

A significant percentage of any pension fund investments are in
fixed-income securities and cash equivalents and include in some
instances mortgages. While 1 do not have a current copy orthe D.C
Retirement Board’s portfolio, there is no reason to assume that
fixed-income area is neglected or that all investments are in equi*
ties.

A restructuring of a portfolio to exclude debt of corporations
with activities in South Africa, 1believe, could be done in a reason-
able period of time, with no adverse effect on the return earned by
the funds.

Bonds that are presently valued below their cost could be
swapped for other bonds with similarly depressed prices and the
fund would recover the taken loss when the bond matures at par
value. There would not necessarily be any loss of income or any ad-
ditional risk with regard to this part of the portfolio.

In my view, the diversity of available options in the debt area
permits the exclusion of companies with South Africa operations.
Similarly, because of the many substitutes available, the proposal
to end commercial banking relations with banks that make loans
lo the Government of South Africa would not appear, in my opin-
ion, to present any serious obstacle to the efficient conduct of the
District retirement fund.

It seems a logical position to take that a reduction in the uni-
verse would narrow the selection and also increase the risk. How-
ever, an examination of what is being eliminated might result in a
different conclusion.

For example, in the investment area, if one were to eliminate all
nuclear utilities as an investment, it would restrict the investment
availability but would increase the performance by eliminating se-
curities of greater risk nnd poorer performance.

This same conclusion has been demonstrated to he correct in
regard to the exclusion of investment in companies heavily in-
volved in South Africa.

The two citations of specific periods of time that the previous
panel gave were periods in which there was appreciation in those
equities which excluded South Africa, compared with their total
universe.

Several studies have been conducted that have attempted to
verify quantitatively what has or would happen to large portfolios
which exclude investments of companies in South Africa.

Each of the studies has in their own way found that for virtually
any given period of time in the past, portfolio performance would
have been no worse, and in some cases would have been better, if a
screen or avoiding investments in South Africa had been placed on
a fund.

W hile one cannot and should not predict the future investment
returns based upon past performance, we should look at past
records of performance and studies.

This comm ittee should be familiar with the reports prepared by
the Council on Economic Priorities for the State of California Re-
tirement Systems entitled, "Pension Funds and Ethical Invest-
ment," the report by Franklin Research and Development of



ance, and she has agreed to help us today with this complex sub-
ject.

Mr. Moody will not appear this morning, but his testimony is
here, and he unfortunately was unable to be here. He was snowed
in in Boston.

STATEMENTS OF ROBERT SCHWARTZ, VICE PRESIDENT, SHEAR-
SON AMERICAN EXPRESS, NEW YORK; AND JOAN BAVARIA
FRANKLIN RESEARCH & DEVELOPMENT CORP., ACCOMPANIED
BY DONALD FALVEY, JR., PRESIDENT, FRANKLIN MANAGE-
MENT CORP.. BOSTON, MASS.

Mr. Schwar'l.". Mr. Chairman, distinguished and very able mem-
bers of this committee, | should like to begin by addressing the two
questions that the chairman posed that we all address before we
begin out testimony.

One, do | support the bill? | respond to that, that whether | sup—
port the bill or not is not pertinent to my testimony, that | am
here as an investment adviser, and that is the area | will direct my
testimony to.

The second question, will passage of this bill affect more than
marginally the investment? My answer to that is no, unless some
of the 61 of the 73 investment counselors that the Meidinger report
said, and | quote, "That is would be negatively impacted on their
performance.”

To add a little clarification, investment counseling is a serious
business, and if you were to start with a negative attitude, then |
don’t think you are going to get good results.

In accepting the invitation, | will direct my remarks principally
to three investment areas that were cited in a letter to me of Janu-
ary 17, and | also will abbreviate what is rather brief testimony,
and in the interest of saving time and complying with the chair-
man's suggestion, so | will not repeat those three questions.

They are really interrelated and they ore all addressed to the in—
vestment aspect of the bill.

I would like to make clear at the outset, that although | am a
corporate vice president of Shearson American Express, | appear
here as an individual and do not represent any company or any in-—
stitution.

I am an economist, and | have been engaged in advising inves—
tors on how they can make profitable and also social* responsible
investments for a decade and a half.

The views and data which | present are not intended to repre-
sent the views of American Express, nor its wholly owned subsidi-
ary Shearson American Express.

This is not to imply that these companies have no concern about
investments in South Africa. The companies have corporately ex-—
pressed an abhorrence to the system of apartheid, and believe,
however, that a better opposition to this system would come from a
continued presence in South Africa of American companies which
attempt in their various fields of endeavor to improve the situation
of the black population. ,

'he American Express Co. has also supported the Sullivan Prin—
ciples while recognizing nnd stating that there are weaknesses in
them.

The two companies are engaged in the area of finance and inter—
nationally oppose the practice of apartheid and have taken a
number of public actions, including the discontinuance or all adver—
tising for the sale of Kugerrands and not extending loans to the
South African Government or its agencies.

j Since my views are my own here, | would say that | consider this
as many of my public appearances to be a demonstration of corpo-
rate freedom as related to academic freedom.
*. 1 have, for 15 years, been working in the area of socially respon-
sible investment, developed a small staff which specialized in the
‘area.
j-We have a growing volume of business and accounts, and for our
specialization, wc have brought a good deal of new business and al-
.tention to Shearson and to the area or socially responsible invest-

ing.

Y)%did my first public article in 1972 on socially responsible invest-

"ing and doing good and going well at the same time. The entire

earea of socially responsible investments extends much beyond
e South Africa.

My experience has been in a broad area and with special attcn-
;tion in regards to South Africa for those accounts which want to
eliminate any investments in companies that nrc in South Africa.

I should like to take on extra minute and point out that one of

f those other areas of concern is nuclear utilities. The reason 1 pause
to make this special observation is the current problem of utilities
in the United States that are engaged in nuclear power.

There are six major utilities in deep financial difficulties because
of nuclear reactors under construction or having discontinued fion-
'm struction.

\ On February 28, 1980, | testified before a special New York State

i Assembly Committee on Nuclear Power nnd Investment, and in

s that testimony, | concluded that aside from socially responsible
values, "my concerns with straight investment decision, is the nu-
clear utility a good investment?"

The increasing costs through high safety factory requirements
and the long periods of discontinued operation of existing reactors
raises serious questions as to whether this industry is a prudent in-
vestment.

Based upon factors which | will describe, it is my opinion that it
is not.

At that time, | was looked upon as an exlremist and received

- many searching questions from members of that State assembly
» committee. t .

.My projections have proved to be fact and it is with satisfaction
that | state not a single bond or stock in any of my accounts have

, been invested in any nuclear utilities and there has been no loss
J. because of such failures as the $2.5 billion Washington Public
v Power default or the more recent Marble Hill Public Service and

Cincinnati Gas and Electric Zimmer nuclear facilities.
£ | cite tliis because it is to me comparable to the questions raised
; with regard to divesting holdings of American companies in South
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Boston prepared for the Washington, D.C. Retirement portfolio,

and an internal study by Chemical Bank that reviewed Chemical's
osvn "buy list" with corporations doing business in South Africa
ieft out.

I think that when Ms. Bavaria testifies later today, she will have
updated some of those figures, and that is very specific, getting
down to the portfolios involved here.

Each of these studies has documented the statistical fact that, all
other things being equal, a portfolio that avoided stocks of U.S.
companies in South Africa would have outperformed a portfo'io
that had included these companies.

The Council of Economic Priorities report on the two large Cali-
fornia public funds is important to this consideration, because of
the size of the funds, which were referred to earlier this afternoon
as $2.'? billion and my figures show them to be approximately $20
billion in 1980 when this study was done, and the depth of the
study included simulated computer portfolios and the exclusion of
two areas of investments, Soulh Africa and poor employee rela-
tions.

Both funds have policies that address the ethical consequences of
their investments.

The Council report entitled, “Pension Funds and Ethical Invest-
ment." was published in late 1981) and its 1(55 pages were summa-
rized in a release of November 17. The report finally concludes:

CEP did discover lhal divestment and/or exclusion would not have signitlcanl fi-

nancial conseiiupiices Tor the pension funds themselves. Therefore, basic fiscal nnd
legal concerns need mil slop PKRS/STIIS from taking these actions.

A Franklin research and development report was prepared spe-
cifically for the District of Columbia, March d, 1989, hearings
before its City Council Committee on Consumer and Regulatory Af-
fairs.

1 see no differences, no conflicts between that specific analysis
and wlint | am reporting.

There are two generic problems with all oT the studies of the sort
mentioned above. Most importantly, the past *s not prolog, and the
fact that a certain group of slocks behaved in one way in the past
cannot he used to make a case that they would perform similarly
in the future.

Nevertheless, the fact remains that past performance would not
have been made worse if Soulh Africa-related stocks had been
omitted.

The second problem with these studies is that for the majority of
the time periods covered, smaller companies have performed better
in the stock market than have the larger capitalized multinationals
that tend lo have operations in the Republic of South Africa.

For reasons of liquidity, volatility, and occasional investment re-
strictions, large institutional investors do not always have the
luxury of investing freely in all of the smaller capitalization com-
panies remaining when the U.S. corporations in South Africa are
excluded.

In response to that, the trend, | would say, throughout the com-
munity of public pension funds is toward lilting restrictions on in-
vesting in smaller growth companies, and, second, we are not

awcre of a single industry that a fund would be prohibited from
investing in if companies in South Africa were left out.
iThird, the large position of pension funds invested in

*income mortgages and cash equivalents is not affected.

fixed-

ki A frequent objection raised to divestiture proposals is that funds
jjTwould have to incur abnormally large transaction costs. Since the

jr.

District of Columbia Act allows a period of 2 years for the retire-
ment funds and 5 years for the Housing Finance Agency within
jwhich to make sales, the argument that extra commissions would

Jj, hove to be paid does not really apply.

Jjg ;

npercent of a portfolio may turn over each year in

ment investment judgments would have

Institutions like the retirement board normally pay low negotiut-
/ cd rates of 5 or Gcents a share and somewhere between 2r>and 75
the normal

course of events.
Thus, a program of divestiture could be instituted over a lime

period so that many of the required sales are done when independ-
warranted sale anyway.
Commissions are a negligible part of portfolio cost.

In evaluating the effect upon portfolios or the divestment of seen

S? rities ofcompanies making loans to or doing business in the Renub-

'V such

in making
increasingly

one should also examine the risk
is a country which is becoming

lie of South Africa,
investments. It

¢/2 more politically and m ilitarily explosive.

A mail well known to tho Washington scene, former Secretary of
Defense and former President of the International Bank for Recon-
struction and Development, Robert McNamara, in a speech in ()c-
tober 1982 at the University of Witwatersrand in South Africa,
drew attention to the escalating social tensions created by apart-
hcid and stated that "Soulh Africa may become as great a threat
to the peace of the world in the 1990’s as the Middle Fast is today."

The references this morning to risk did not cite in any instance
the risk in investing in South Africa itself. If this is a risk, firms
with large fixed investments face the risk that armed conflict in
the country will destroy property and have a negative impact on
earnings.

The experience of those funds which have divested is public in-
formation and a demonstration of improved investment perform-
ance. | refer to such diverse portfolios as those or the University of
W isconsin, the city of Philadelphia and the States of Connecticut

and M assachusetts.
We will probably have some questions raised about these entities

that have divested.

In conclusion, it is my view that a decision on divestiture should
be made on the basis of whether the appropriate officials wish to
take a stand on the question of investing in companies that do busi-
ness in South Africa.

The facts and figures on divestment of securities of companies
operating in the Republic of Soulh Africa | believe clearly estab-
lished that performance need not be lowered.

Therefore, a decision about divestment should not be cluttered by
arguments in regard to investment performance, hut be based upon
the political, moral issues and as to whether the decisionmakers be-

< licve that divestment will have an effect on ending the system of

apartheid. .-
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Thank you, Mr. Chairman.
(Tho prepared statement of Mr, Schwartz follows:]

SenroMMirrrr os Fiscal A keaihs anh Health ok the Disthut ok Coi.iimiiia
Committee

Chnirmnn Fauntroy nnd members of the committee; you have asked me to testify
this morning during hearings on House Committee Resolution 211> nnd House Reso-
lution «J7U, resolutions disapproving the District of Coluinhia Act 5-7t> "I'rohibiting
of the Investment of Public Funds in Financial Institutions and Companies Making
Loans to or Doing Business with the Republic of South Africa." You have nlso re-
quested in your Irtter of January 17. to me that my testimony be restricted to three
major points, namely "whether restricting investments will increase risk, decrease
return and impair liquidity' of the funds invested, 121 that the restrictions will elimi-
nate whole sectors of the S&P 000 companies such as nuto companies, computer and
pharmaceutical companies, 1-3) that the restrictions nre manageable for small funds
but not for fund-- as large as the District of Columbia Retirement Roard fund of $’170
million.”

In accepting /our invitation | will be directing my remarks principally to the
three areas cited in your letter.

First, 1 would like to make clear that although I am a Corporate Vice President of
Shenrson/Amtrican Express. | appear here as an individual nnd do not represent
any company or institution 1| am an Economist nnd have been engaged in advising
investors on how they can make profitable nnd also socially responsible invest-
ments The vjpws nnd the data which | will present nre not intended to represent
the views or |mlicies of the American Exptcss nor its Shearson/American Express
subsidiary This is not to imply that the American Express Company nnd Shearson/
American Express have no concern about investments in South Africa. They have
expressed an abhorrence of the system of apartheid and believe that a better oppnsi-
tion’to that system would come from a continued presence in South Africa of those
American companies which attempt in their various fields of entlenvm lo improve
the situation of the black population The American Express Company has support-
ed the Sullivan Principles even while recognizing that there nre some weaknesses in
them

American Express is opposed lo divestiture because it believes that the presence
of forward looking companies will he beneficial to the majority population. In join-
ing thosr opposed to the practice of apartheid the American Express Company and
its subsidiaries have taken n number of public actions including the discontinuance
oT all advertising for the sale of Kugorrnnds and not extending loans to the South
African Government or its agencies.

| consider my appearance here ns demonstration of corporate freedom as related
to ncademic freedom. For fifteen years | Imve lieou involved in socially responsible
investments and now list a small stalT which specializes in this area We have a
growing volume of bust "ss and accounts. Through our S|>ecializ/ition we have
brought a good deal of new business nnd attention lo Shearson and have helped de-
velop the entire area of socially responsible investment which now lias adherents
not only in (his country lull abroad However, it is not my intention nor would it he
appropriate for me to take a position here with regard to any moral issue with re-
spect to the apartheid regime in South Africa My concern is with the investment
nren and the questions which you have nosed to me.

The entire area of socially responsible investments extends much beyond South
Africa M> experience has been in a broad area and with special attention in regard
to South Africa for those accounts which want to eliminate any investments in com-
panies that nre in South Africa. I should like to lake nn extra minute and point mil
that one of those other areas of concern is nuclear utilities. The reason 1 pause tu
make this special observation is the current problems of utilities in the United
States engaged in nuclear power. There are currently six major utilities in deep fi-
nancial difficulties because of nuclear reactors under construction or where con-
struction hns been discontinued. On February 2K, ItL.SO, | testified before a special
New York State Assembly Committee on Nuclear Power safety and in thnt testimo-
ny | concluded that aside from social responsible values, “my concern is with a
straight investment decision: Is the nuclear utility industry n good investment? The
increasing cost through the high safety factor requirements nnd the long periods of
discontinued operation of existing renctors raises serious questions ns to whether
this industry is a prudent investment. Based upon factors which I will describe, it is,
my opinion that il Lsnot." At that time | was looked upon as nn extremist and re-
ceived many searching questions from members of that committee. My projections

have proved to he fact and it is with satisfaction that I state not a single bond or
stock in any of my accounts have been invested in any nuclear utilities nnd there
hns been no loss because of such failures as the $2.5 billion dollar Washington
Public Power default or the more recent Marble Hill I'uhlic Service and Cincinnati
Gas nnd Electric Zimmer nuclear facilities. | cite this because it is to me comparable
to the questions raised with regard to divesting holdings of American companies in
South Africa. .

You nre all well aware of the number of states nnd localities that have recently
considered, nnd in many cases passed, laws relating to divestment of public monies
from firms doing business in Soulh Africn Wc have acted as an advisor to several of
these and have testified before many others. The city of Philadelphia, the State of
Michigan, Minnesota, Massachusetts, Oregon and Rhode Island, ns well as. the Dis-
trict or Columbia nre among the entities that we hnve assisted with legislative dehb
crations over investments in South Africa. Further, vwc have been invited to speak
at literally dozens or universities where the issue has arisen. There is presently
pending legislation in 25 States nnd 33 universities have divested in various degrees.

The central issue of the three questions you have posed is, can fiduciaries execute
the public trust and responsibility they inherently hold as the guardians of money
that is the source of retirement benefits for District of Columbia employees or retir-
ees while excluding investments of U.S. companies in South Africa. The legal and
moral duties nre quite explicit: action, no matter how desirable, should not he taken
that would hinder the return earned on the District of Columbia Retirement
Board's investments. The question then becomes quite simple: would laws barring
ir,vestment of these pension funds nssets in U.S. corporations that do husiness in
South Africa prevent earning the highest return possible on the investments?

Our experience with both institutionnl nnd individual clients indicates that the
answer is no. Without separating the three questions posed, let us examine the issue
and recognize the interrelations of the questions.

We manage money with a much greater series of restrictions placed upon us than
those under consideration today. Additional restrictions include non defense, non-
nuclenr, poor employee relations nnd environmental pollutants among others. How-
ever. the remaining uriverse of investment op|x>rtunilies available lo us is suffi-
ciently broad lo permit the latitude to be in or out of the stock market, nr in long ur
short term bonds ns we see fit. If we. or selected other money mangers, were given
the task of managing funds within the framework under discussion todny we would
not have problems in finding suitable alternatives to those investments that would
be prohibited. There is no industry, automobile, computer or pharmaceutical includ-
ed which would he completely barred because of South Africa.

I’erformanco in the management of assets is n function of the accuracy of judg-
ments about the overall market nnd, the future course or interest rales, nnd the
ability to select investments that appreciate over time In this fundamental ap-
proach and with the nvailability of some companies in every industry, | believe |x-r-
formnnce would not he hindered, limited or ndverscly affected by the restrictions of
avoiding investments in companies that do husiness in South Africa

A significant percentage of tiny pension funds investments nre in fixed income se-
curities nnd cash equivalents nnd include in some instances mortgages. While 1 tin
not have a current copy of the District of Columbia Retirement Bonuls portfolio,
there is no reason to assume tlinl fixed income nren is neglected nr that all invest-
ments tire in equities. Consideration of divestment of the fixed income portion of n
portfolio is relatively simple. _ e

A restructuring of a portfolio to exclude debt of corporations with activities in
South Africa, | believe, could be done in n reasonable period of time, with nn ad-
verse effect on the return earned by the Funds. Bonds that nre presently valued
below their cost could he swapped for other bonds with similarly depressed prices
nnd the Fund would recover the "loss" when the bond matures at par_value. There
would not necessarily he nny loss of income or any additional risk with regard to
this part of the portfolio.

In my view, the diversity of available options in lit" debt area permits the exclu-
sion of companies with Soulh Africr. operations. Similarly, because of the many suli-
stitutes available, the proposal to cud commercial banking relntions with bunks that
make loans to the government of South Africa, would not npixmr, in my opinion, to
present any serious obstacle to the efficient conduct of the Retirement Fund.

It seems n logical position to tokc thnt a reduction in the universe would narrow
the selection nnd nlso increase the rusk. However, an examination of what is being
eliminated might result in a different conclusion. For example, in the investment
area, if one were to eliminate alt nuclear utilities ns nn investment, it would restrict
the investment avnilnbility but would increase the perfnrmaaco by eliminating socu
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ritios of greater risk and poorer performance. This same conclusion lias been demon-
strated lo be correct in regard lo the exclusion of investment in companies heavily
involved in South Africa

Several studies have been conducted that have attempted to verify quantitatively
what has or would happen to large portfolios which exclude investments of compa
nies in .South Africa Each of the studies has in their own way found that for virtu-
ally any given period of time in the past, portfolio performance would have been no
worse, and in some cases would have been better, if a screen or avoiding invest-
ments in South Africa had been placed on a fund While one can not nnd should not
predict the future investment returns based upon past performance, we should look
at past records of performance and studies. This committee should bo familiar with
the reports prepared by the Council on Economic Priorities for the Stale of Califor-
nia Retirement Systems entitled "Pension Funds and Ethical Investment”, the
report by Franklin Research nnd Development or Heston prepared for the Washing-
ton DC. Retirement portfolio, and an internal study by Chemical Bank that re-
viewed Chemical's own "buy list" with corporations doing business in South Africa
left out Ear'll of these studies has documented the statistical fact that, all other
things being equal, a portfolio that avoided slocks of U.S. companies in South Africn
would have outperformed a portfolio that had included these companies.

The Council of Economic Priorities report on the two largo California Public
funds is important to this consideration because of the size of the Funds, totalling
$17 billion in 19KIl, the depth of the study including simulated computer portfolios
and the exclusion of two areas or investment, South Africa nnd poor employee rela-
tionst Both funds have policies that address the ethical consequences of their invest-
ments

The Council report, entitled "Pension Funds and Ethical Investment,” was pub-
lished in late I5WO0 and its Ilia pages were summarized in a release of November 17,

The report finally concludes.

"CEP did discover that divestment and/or exclusion would not have significant
financial consequences for the pension funds themselves. Therefore, basic fiscal and
legal concerns need not stop PERS/STItS from taking these actions."”

A Franklin Research and Development report was prepared specifically for the
District of Columbia March -l, 19 hearings before its City Council Committee on
Consumer and Regulatory Affairs | understand that Joan Havasu or Franklin Re-
search and Development will he testifying today. Not only th ommittec but the
D.C Retirement Buard should benefit from Ilu- detailed analysis of the Retirement
Board's funds which Ms. Bavaria has done. | see no differences, no conflicts between
that specific analysis nnd what |1 am reporting.

There are two generic problems with nil of the studies of the sort mentioned
above. Most importantly the past is not prologue nnd the fact that a certain group
of stocks behaved in one way in the past cannot ho used to make a case that they
would perform similarly in the future. Nevertheless, the fact remains that past per-
formance would not have been made worse iT South Africn related slocks had been
omitted. The second problem with these studies is that for the majority of the time
periods covered smaller companies have performed belter in the stock market than
have the larger capitalized multinationals that tend to have operations in the Re-
public or South Africa Fur reasons of liquidity, volatility, nnd occasional investment
restrictions large institutional investors do not always have the luxury of investing
freely in all of tlo- smaller capitalization companies remaining when the U.S. corpo-
rations in South Africa nre excluded Our response is threefold: One, the trend
throughout the community of public pension funds is toward lifting restrictions on
investing la smaller, growth companies; two, we are not aware of a single industry
that a fund would lie prohibited from investing in if companies in South Africa were
left out. Third, the large position of pension funds invested in fixed income, mort-
gages and cas'.i equivalents is not affected.

A frequent objection raised to divestiture proposals is that funds would have to
incur abnormally large transaction costs. Since the District or Columbia Act allows
n iH-riou of two years for tlo- Retirement funds nnd five years for the Housing Fi-
nance Agency within which to make sales the argument that extra commissions
would have to be paid does not really apply. Institutions like the Retirement Board
normally pay low negotiated rates of five or six cents a share nnd somewhere be-
tween 25 to 75 percent uf a portfolio may turn over each year in the normal course
oi events. Thus, a program of divestiture could lie instituted over a time [icriod so
thnt many of the required sales nre done when indetiendeiit investment judgments
%%P.Id have warranted sale anyway. Commissions are a negligible part of portfolio

r-Jn evaluating the effect upon portfolios or the divestment of securities of compa-
nies making loans to or doing business in the Republic of South Africa, one should
Salso examine the risk in making such investments. It is a country which is becom-
ing increasingly more politically and militarily explosive. A man well known lo the
W ashington scene, former Secretary of Defense and former President of the Interna-
tional Bonk for Reconstruction anti Development, Robert McNamara, in n speech in
October 19K2 at the University of Witwatersrand in South Africa—drew attention to
'the escalating social tensions created by apartheid nnd stated that "South Africa
- may become as great a threat to the peace or the world in the 1990's as the Middle
; East is today." . . i i i .
i’i if this is correct, firms with Ini*e fixed investments fucc the risk that armed con-
fiict in the country will destroy property nnd have a negative impact on earnings.
T The experience of thnso funds which have divested is public information and a
demonstration of improved investment performance | refer to such diverse portfo-
V-lios as those of the University of Wisconsin, the City cf Philadelphia and Hie States
-of Connecticut and Massachusetts.
** In conclusion, it is my view that a decision on divestiture should be made on the
f basis of whether the appropriate officials wish lo take a stand on the question of
> investing in companies that do business in South Africa The fact and figures on
fa divestment of securities oT companies operating in the Republic of South Africa, |
believe clearly establish--’ that performance need not be lowered. Therefore, a deci-
}Z Bion about divestment 'd not be cluttered by arguments in regard to investment
performance, hut Ik i upon the political, moral issues and as to whether the
? decision makers belie.c Hint divestment will have nn effect on ending the system of

apartheid
T
Dn. Ronr.RT J. Sciiwaiitz

Dr. Robert ;1. Schwartz is nn economist nnd investment advisor who for over a
decade has specialized in socially responsible investments tS.R I.i. He received his
M.A. from Columbia University and Ph.D. from the American University, lie is a
former U.S. Treasury official and hns participated in international conference
abroad and at the United Nations He is a retired Captain, the U.S. Marine C<irlis,
and served in the Pacific during World War Il. In 1959, Dr. Schwartz, returned to
New York ns a senior officer of the Amalgamated Bank nnd, since 19li(i, hns worked
for two major Wall Street companies, iie has also been on Adjunct Associate Profes-
sor at Baruch College teaching a grndunte class in Finance, a guest lecturer al a
number of universities, in this country and abroad and written many articles con-
cerned with economics nnd in recent years, particularly, socially responsible invest-

ments.
He is a Vice President of Shearson/Aniericnn Express, Inc.. having joined the,

predecessor firm of Shearson in 15(7)). Ur. Schwartz, is u member or the American
Economic Association; Board of Trustees, Inter-Rncinl Council for Business Opportu-
nity; member, American Arbitration Association; a member of the Board of Advo-
cates for Children and the National Board of the Committee Tor a Sane Nuclear

Policy.
Dr. Schwartz, is married to Josephine Dinz Martin (M.D.) and they reside in Man-

hattan nnd East Hampton.

Mr. Fauntroy. Thank you very much, Dr. Schsvartz.

We will now hear testimony from Mrs. Bavaria. | would he very
pleased if you would identify the gentleman to your left to whom
you have been looking with such admiring glances.

STATEMENT OF JOAN BAVARIA

Ms. Bavaria. The gentleman to my left is Don Fallcy, president
of Franklin Management Corp., the parent company of the Frank-
lin Research Corp., which does screen, account work.

.He is also my husband.

eMr. Fauntroy. Oh, | understand.
Mrs. Bavaria. We do not support House Resolution 216 and 372.

We do not believe that the divestiture of companies involved in
South Africn will have significant impact on portfolio performance.
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In the testimony that we prepared, which | will try to abbreviate
as best 1can, because it has been a long day, we address the most
commonly posed argument against divestiture and discuss and
refute them, nnd add some financial thoughts of our own.

AMr. Chairman, and what remaining committee members we
have, | thank you for the opportunity of testifying on the proposed
legislation.

The movement to divest pension funds of the stocks and bonds of
companies doing business in Soulh Africa has sparked widespread
public debate and in the process, raised fundamental questions re—
garding the financial implications or such actions.

These concerns, while very legitimate, have tended to shift the
agenda for debate away from its primary focus, how we can best
affect a change in South Africa’s apartheid system. We hope that
today's testimonies will serve to quiet these financial concerns nnd
return the debate to its proper arena.

The proposed bill raises three economic issues in arguing against
divestment. These issues arc:

One, whether the pension funds will be exposed to greater risk
and/or lower return because or the smaller list of available invest-
ments; two, whether the restrictions will create significant added
expenses in terms of transaction costs and increased staff time;
and, three, whether the restrictions are manageable for a fund as
large as the D.C. Retirement Board’s fund. 1 will respond to these
issues in that order.

The argument has been made on both a technical and hypotheti—
cal basis that by disallowing investment in the around 400 firms
doing business in South Africa— out of 6,350 companies on the
major exchanges— that risk and return will be negatively affected.

The basis for this argument is that many of the country's largest
companies— this is going to be another percentage figure that is
going to be debated, because it waffles around the 30-percent figure
of the market— capitalization of the S&P 500, are included among
this group.

Further concern is expressed over the fact that these restrictions
will eliminate certain sectors of the S&P 500, such as automobiles,
chemicals, and drugs, from investment consideration.

While hypothetically convincing, a series of studies have not sup-
ported these fears. Rather, they have shown that over time South
Africa Free companies have outperformed the restricted stocks
with a minimal amount of added risk.

The Chemical Bank of New York, the U.S. Trust Co. of Boston,
nnd Trinity Investment Management Corp. of Boston, have each
conducted historical studies indicating that SAF portfolios have
performed consistently— retroactively— better than unrestricted
portfolios.

In the Trinity Management study, their SAF universe of '13)
companies enjoyed a 3-percent absolute annual return superiority
over the restricted stocks. This increase in return occurred with an
insignificant increase in risk. The beta— measure of risk, a volatili—
ty measure— for the SAF universe was 1.16 as against 1.12 for the
restricted slocks.

The 16 percent number that has been used, it was a 16-percent e
riskier number thnt was used and came from a study done Inst.
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measure trading liquidity in smaller companies versus large com-
panies in small lots versus large numbers.

It was the very worst case for the very smallest companies in the
largest blocks. With intelligent trading, there is no reason that
that risk number should apply to the D.C. portfolio.

' The variance is always very high in any given period, as manag—
ers attempt lo anticipate economic cycles and the stock market.

As Mr. Ray suggested, most assumptions made by those opposed
to divestiture center on S&P, Standard & Poors. 500 proxy ac-
counts. In reality, investment advisers do not index accounts to any
measure but rather attempt to gues which market sectors are
going to outperform others. o . .

Our own retrospective study of the District of Columbia Retire-
meat Board’s fund further supports these findings. Over the past !)
years, the restricted stocks in this portfolio had a growth in earn-
mgs and price appreciation— ex-dividends— of 8 percent per yenr.

T1 unrestricted stocks, meanwhile, experienced earnings growth
of 11.2 percent with price appreciation of 21.5 percent per year—
ex-dividends— over the same period.

It should not be surprising that these studies have shown that
SAF companies have grown faster than South Africa-related firms.
The companies in South Africa tend to be heavy industrial or

mature firms who by virtue of their size do not have the incremen-
tal growth potential of smaller companies.

I cite as corroborating evidence the 1)82 edition of "Stocks,
Bonds, Bills, and Inflation:”” " The Past and the Future", by Roger
Ibbotson and Rex Sinquefield.

According to this study, the compound annual return from 1526
to 1981 of small stocks— their definition— was 12.1 percent, while
the return for all slocks was 9.1 percent.

These figures are consistent with the Trinity nnd Franklin Re-
search studies, which have shown a 3-percent higher return Tor the
datively smaller, South Africa free companies.

It might nlso be pointed out that to diminish risk, we can pur—
chase bonds issued by agencies of the U.S. Government at this
time, that equal or exceed historical returns of all other assets in—
cluding most stocks, bonds, real estate or even inflation.

We have gotten all hung up on common stocks here, but we
might focus on the fact that there are other instruments available
to pension managers.

hile often conceding this point of return, critics of divestment
have raised concerns over a decrease in quality due to the lowered
capitalization of SAF companies. These fears, though, nre also un-

founded. = o ) .

The Trinity study has exhibited that an SAF portfolio creates in-
significant overall additional risk while maintaining an adequate

rate of capitalization. The average net worth of the 439 companies
included in this study was $1.2 billion.

The Digital example that was given this morning, normally a
portfolio will hold any one slock to less than 5 percent of the total
portfolio, this is prudent and has been mandated by ERISA.

If you were to buy Digital up to 5 percent of the portfolio in the

,D.C. portfolio, you would have a holding Digital equipment of about



$11 million, which is Iargner than any holding irgl reality has been
und.

bought to date bv any of the managers of the
That $11 million holding would be two-tenths of 1 percent ol the
total of Digital’s capitalization of $5 billion, taking in good faith
the number that they gave us here. That in no way represents a
threat to the liquidity of Digital stock. That is just one example.
Likewise*, there is no reason to believe that quality should be
threatened. As even the Meidingcr report states in its conclusion,

glwg &/r%Qr%no%%raaR§est%Eggré§sues falls above an ™A rating, accepta-

The Retirement Board’s current managers have not found it nec-
essam/ to slick to even this standard, as we heard from Mr. Rays
testimony this morning.

Since not many managers hold more than 50 securities in any

one fund, the maintena of a quality highly capitalized, and di-
versﬁ‘lf'ecij portforri'o E possnll%?e. q y highly cap

The second argument raised is that these restrictions will create
significant added expenses in terms of transaction costs and in-
creased stuff time. Our analysis and experience indicates that nei-
ther factor is a problem in the.case of South Africa screens.

However, the. monitoring of Sullivan signatories probably would
add co& to the investmentprocess. g P y

Under the divestiture proposal, using as a point of reference the
December 31, 1983 holdings of the funds, the common stock of 33
companies would be sold. Since, in some cases, more than one of
the stock mana holds a security, the total common stock sale
transactlkons WOSFJSDe % Y,

Brokerage commissions, using 0 cents per share, would total
about $210,000 to both buy and sell the necessary securities. This
figure is .09 percent of the approximately $22(5 million now invest-
ﬁ:ﬁdligtpy_mmon stocks, which is a very low transaction rate in our

Also, since the average turnover in the equity portion of an insti-
tutional portfolio annually runs from 25 percent to 75 percent, a
significant portion of tlie transaction costs related to the divesti-
ture can be considered normal costs of doing business.

With the divestiture plan allowing 2 full years for the sale of re-
stricted stocks, we do not feel that the turnover or transaction costs
can be considered excessive.

We do not feel that the imposition of this restriction will signifi-
cantly add staff time in managing the funds. We have managed re-
stricted individual portfolios for a number of years, and have found
the South Africa restriction the easiest and least time consuming.

The final concern is that the fund will be too large to be effi-
ciently managed under this restriction. Again, while this concern is
legitimate, there is no evidence to substantiate the fear.
~ We are dealing with this fund and shouldn't be hypothecating
into California and other States that might follow suit.

| feel that we and others have provided data indicating that it is
HHLI%&S f"e]agiRl_ect(())mfri)%gﬂgsuality, growth-oriented investment opportu-

Several cities and States have enacted divestment legislation
over the past 2 years that will force the divestment of at least $300
million, nearly the current size of Washington, D.C.'s fund.

iia

. No problems have been encountered thus far with the orderly di-
vestment of restricted bonds or stocks or the efficient management

of these funds.
'For example, contrary to rumor, the fund of the State of Massa-
chusetts, though different from that or Washington, has had no
problems in enacting South Africa-related restrictions with their $1
billion fund—nearly three times the current size of Washington'’s,
Vv? - Seventy-five percent of the necessary $90 million was successful-
*> ly divested during the first year. The swaps implemented last
Bpring improved the quality of the portfolio, improved current cash

M-Y".ii. flow by over $2 million per year, decreased volatility and risk, and

wjli ultimately gain the fund up to $36 million over the life of the
Jcy new bonds. Tne swap also "saved” the portfolio up to $15 million
last year in possible market value erosion due to falling bond
rices.
P We were asked to look over the divestiture and give some num-
bers, and | believe all of these numbers have the stamp of official
approval on them.

The manager of the funds had the presence of mind to go into
Par bonds. Anyone who knows bonds management knows last year

* was a bad year for discount bonds and prices fell significantly.

My colleague, Steve Moody, of the U.S. Trust, cannot be here
today; but | nave been asked to read just a couple of paragraphs of
his testimony, because they supplement by own testimony.

He is the vice president for Investments at U.S. Trust Co., col-
league of Robeit Zubin's; and he manages $350 million of assets

Y. along with five other managers.

The overwhelming determinant of a portfolio’s long-run risk and

A’ return is asset allocation. Asset allocation refers to what propor-

sV  tions of a portfolio arc invested in various major asset types. Those

v major classes of assets nre common stocks, bonds, real estate, and

. money market instruments,

. There is no reason to believe that the South Africa restrictions
would interfere with these broad asset allocation decisions which
are the most fundamental dimension of portfolio management.

A second significant issue when considering the restrictions of
the City Council’s act are the potential effects on common stock di-
versification.

Soulh Africa restrictions should not prevent a common stock
portfolio from being extremely well diversified. Our conclusion is
supported by an analysis Mr. Litvak performed 4 years ago lor the
State of California.

Using a specialized computer program, he measured the extent
to which an investor could construct a portfolio as diversified as
the whole S&P 500 out of the non-South Africa related stocks in
the S&P 500. The measure of diversification was a more sophisicnt-

i/ ed one than that of industry distribution.

This study showed that using these acceptable companies, one in
fact can construct a portfolio as diversified as the whole S&P 500. |

jg- have attached a detailed summary of this study.

A key assumption of this study—and a highly realistic one—is
that the investment manager can pick and choose from the accept-
able companies so as to actively '''construct a portfolio most closely
resembling the universe of stocks before any exclusions.

«



Studies that simply compare the financial characteristics of the
"average" excluded and nonexcluded company will always overem-
{)h_asize the impact of exclusion since they do not take into account
his rebalancing.

Wc have done such a study where rebalancing was not permit-
ted, for the Treasurer of the State of Connecticut when thnt State
was entertaining a similar divestiture hill.

That study compared the perform, ‘e of a portfolio consisting
solely or those equities in the Standard and Poors 500 Index with
that same portfolio purged or the equities of companies with known
lending or operations in South Africa over a 10-year period.

Performance was superior for the smaller purged portfolios, for
the 10 years chosen, 11)72 to 1981, but there is so much variation
from year to year that one can only say with confidence that there
was no statistically significant difference in performance between
the two portfolios.

Not surprisingly the smaller, purged portfolio did have somewhat
greater volatility, that is the returns each calendar quarter varied
Er)T(])%re than did the total returns to the whole Standard nnd Poors

Some observers do not understand how diversification is possible,
given that a few whole industries represented in the S&P 501), such
as auto manufacturers, would be effectively excluded.

Seél’ﬁlgere are two reasons why the impact is not as great as it would

First, the traditional definition of industries does not adequately
encompass the groups of companies whose economic and slock per-
formance tend to move together. For example, when auto compa-
nies do well, the businesses that supply components to these com-
panies along with firms that produce other consumer durables, for
example, appliances, tend to do well nlso.

Iy investing in economically related sector, an investment man-
ager can usually capture the benefits of any more narrowly defined
individual industry.

Second, industry distribution is only one of several factors that
determine stock portfolio diversification. Other important issues in
determining an appropriate level of diversification include growth
orientation, financial condition, market capitalization, and interest
rate sensitivity.

A good mix of these qualities can be found in the companies
passing the Soulh Africa restrictions.

In summary, an investment community generally opposed to po-
litical interference, sensitive to pension law obligations, and unfa-
miliar with considering the social implications of their actions, has
raised several financial questions regarding divestiture.

To date, however, there is no evidence that divestiture has nega-
tively impacted a pension fund. In fact, there is a growing accumu-
lation of studies and real examples that show the opposite.

Therefore, given prudent execution by the fund s managers, we
conclude that the divestiture of stocks and obligations or companies
doing business with South Africa would itself cause no economic
damage to the pension funds of the city of Washington, D.C.

Given this reality, we stress that the divestiture issue is not one
of economics, but one of conscience and political judgment.
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The prepared statement of Mr. Moody follows:]

Testimony by STr.rnr.N K. Moony, Virr President, Investments and Lawrence

. Litvak.Investment Officer,Uniteo States Trust Co

«

nfl’his testimony is submitted in regard lo Il. Cong. lies. 21G concerning District nf
Co'umbia Cit}/ County Act 5-7G.I . i .

My name is Stephen Moody. 1 nm Vice President for Investments in the Asset
Management Division of the United Stales Trust Company, in Boston, Massachu-
setts. Together with five other portfolio managers, | nm responsible for managing

‘approximately $250 million in assets, representing pension funds, endowments nnd

Individual accounts. Our institution hns more than a decade of experience in man-
maging investment portfolios subject to social criteria. For several years, we have of-
fered a special investment management service for those investors who wish to have
conventional financial objectives and criteria supplemented by social ones

‘j. This testimony was prepared by Lawrence Litvak and myself to comment solely
on the question of how South Africa-related restrictions in City Council Act fi- 7li arc
likely to effect the investment performance of the District's retirement funds (Mr.
Jlvnk was unable to join me todny.) | believe that ns n practical matter a portfolio

:manager subject to South Africa restrictions enn achieve investment performance

ite competitive with what would be achieved in the absence of these restrictions
Sln n theoretical level, it can always be said Hint limiting the range of choice in
Investment management will nlwajs impair performance. But with regard to the re-
strictions imposed by City Council Act 5-7G, 1 do not believe the impairment to bo

ignificant. . . . . .
3-9‘?1e overwhelming determinant of n portfolio's long-run risk and return is asset
allocation. Asset allocation refers to what proportions of n portfolio nre invested in

‘various major asset types—those major clnsses of nssets are common stocks. bomK

real estate nnd money market instruments. There is no reason to believe that the
South Africa restrictions would interfere with these broad asset allocation decisions
which are the most fundamental dimension of portfolio management.

A second significant issue when considering the restrictions of the City Council's
Act nre the potential effects on common slock diversification. South Africa restric-
tions should not prevent a common stock portfolio from lieing extremely well-diver-
sified Our conclusion is supported by nn analysis Mr. Litvak performed four years
ago for the State of California Using n specialized computer program, lie measured
the extent to which nn investor could construct n portfolio as diversified as the
whole S&P 501) out of the non-South Africn related slocks in the Si'll’ 500. The
measure of diversification was a more sophisticated one than lhal of industry distri
button. This study showed that using these acceptable companies one in fact can
construct a portfolio ns diversified ns the whole S&P 500. | have attached a detailed
SuAmrEg)';ya%g&m?)tsi%lr?yof this study-nnd a highly realistic one—is that the invest-
ment manager can nick nnd choose from the acceptable companies so ns to actively
reconstruct a portfolio most closely resembling the universe of stocks before any ex
elusions. Studies that simply compare the financial characteristics of the "average"
excluded and lion-excluded company will always over emphasize the impact of excin
sion since they do not take into account this rebalancing.

We have done such a study where rebalancing was not permitted, for the Treasur-
er of the Stale of Connecticut when that stale was entertaining a similar divestiture
hill. That study compared the performance of a portfolio consisting solely of those
equities in the Standard & Poor 5110 Index with that same portfolio purged of the
equities of companies with known lending or operations in South Africa over a ten-
year periud. Performance was superior for the smaller purged portfolio, for the ten
years chosen (11172-10S11, though there is so much variation from year to year that
one can only say with confideair that there were no statistically significant differ-
ence in performance between the two portfolios. Not surprisingly the smaller,
purged portfolio did have somewhat greater volatility, that is the returns each cal-
endar quarter varied more than did the total returns to the whole Standard and
Poor 50(1. . e . . . .

Some observers do not understand how diversification is possible given that it few
whole industries represented in the S&P 50(1, such ns auto manufacturers, would In’
effectively excluded. There ire (wo reasons why the impact is not :is great as it
would seem. First, the traditional definition of industries does not adequately en-
compass the groups of companies whose economic and stock performance tend to
move together. For example, when nuto companies do well, the businesses that
supply components to these companies along with firms thnt produce other con-



Burner durables, or. appliances, tend lo do well also. By investing in econjmicnlly.
related sectors, an investment manager can usually capture the benefits of any
more narrowly defined individual industry. Second, industry distribution is only one
of several factors that determine stock portfolio diversification Other important
issues in determining an appropriate level of diversification include growth orienta-
tion, financial condition, market capitalization and interest rnte sensitivity A good
mix nf these qualities can be found in the companies passing the South Africa re-
strictions

I now would like to turn lo another issue which is often raised when South Africa
restrictions nre being discussed. A large retirement fund like thnt of the District's is
already restricted to. widely traded, usually larger, companies for greater liquidity;
won't these additional social restrictions lead to a loo small a universe of sufficient-
ly liquid stocks'.” A simple measure of a stock's liquidity is its market capitalization,
the product of the number nf shares outstanding and the price per share. Assume
that the $370 million of DC. retirement funds would on average he »0 percent in
common slock nnd that on average this stock portfolio will be distributed ncruss 50
stocks Fu lher assume that for liquidity reasons this $3.7 million average stock po-
sition shouid never represent more than one percent of each stock’s total market
capitalization This means the retirement fund would be restricted to companies
with market capitalizations of $'170 million (bv coincidence the same figure as the
system’s total assets’ There nre nbout Bfia publicly traded companies with market
capitalizations lit least this high About 350 of those would be on a South Africa
restricted list Kven if all of these companies were among the 805 companies with
market capitalization above $370 million (many of them nre not), it would still leave
over 500 companies in which the (>ortfo|in readily could invest

As a final point | would like to report that our experience at United States Trust
Company in managing portfolios with social criteria has been positive Of our {350
million in assets under management, approximately $55 million are managed under
social as well as financial criteria Most or these accounts are subject to social con-
siderations far more extensive than South Africa, including labor relations, equal
employment opportunity performance, environmental impact, prndurt purity and
safety nnd other criteria. We have separately monitored the performance of these
socially sensitive accounts since I'INO | have attached a sheet summarizing the per-
formance nf these socially sensitive accounts in the three and three-quartets years
through September 30. 111S3 Fur this period, the typical socially sensitive account
had an annualized return of 1117 percent This was insignificantly higher than our
typical conventional account, which had an annualized return of Ill | percent We
would suggest that investment management quality and investment approach are
the major factors in determining performance.

Our performance is. parenthetically, significantly higher than the major stock,
bond anil money market indices over this period Also, the 35th percentile fund in
the largest survey of such balanced funds in the country had an annualized return
of If. 3 percent over the same period, some 2!l percent below that of U.S. Trust's
median socially sensitive account

I would lie happy lo try lo answer any questions the Members of the Committee
might have
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CONFERENCE ON ALTERNATIVE STATE AND LOCAL POLICIES

[ HOW EXCLUDING A CORPORATION* S SECURITIES
WILL AFFECT A PENSION FUND PORTFOLIO*

Whether excluding certain securities will substantially
impair portfolio performance is a question of fact. But Like
many questions which seen straightforward, it is difficult to
answer without Knowing what information about your pension
fund to gather and how to analyze it. This section lays out
the basic investment concepts needed to trace potential port-
folio effects and explains what the likely qualitative and
quantitative impacts will be under various assumptions. It
is intended thnt any reader could then assess which assump-
tions nnd thus which effects are most probable for his or hor
retirement system.

Wc begin by explaining what good portfolio effects and
bad portfolio effects are. Next, we describe sone common
errors in thinking nbout how exclusion will influence port-
folio performance. Against these examples of what not to do,
the correct approach to analyzing financial effects is de-
scribed. Wc proceed through the najor determinants of port-
folio performance, considering how each will be changed as a
result of excluding some corporations from the investment uni-
verse. The section concludes with a checklist of facts to
consider in evaluating exclusion effects and in designing
measures to minimize the possibility of adverse effects.

It is sometimes argued that "there are so many potential
investments thac excluding any grcup will have no negative im-
pact on expected performance dua the alternatives."22 As
the Department of Labor's ERISA administrator lan Lanoff has
correctly noted, " as a practical matter this 'so many
fish in the sea' argument is only persuasive when you Know you
haven't eliminated the big fish. Exclusion of a significant
segment of the investment universe without consideration of
investment merit, would generally not be prudent,”

* Portions of this section are based on research by Lawrence
Litvak as part of a Council on Economic Priorities study
of investment practices and oppotturntles for the Stato of
California Retircnent Systems: Baldwin, Tower, t.itvuk,
Katpen, Pension Funds and Ethical Investment, 1100.



With this thought in nind we take the reader through an
exercise in determining whether “a good catch" in possible
given different degrees of exclusion. Wec will be focusing
p.itticul.irl/ on the exclusion of U.S. companies which invest
in or loan to South Africa, but the general framework for
thinking ab-«ut exclusion effects is more generally applicable.

A. What Tortfolio Effects Should Wc De Concerned About?
Before wo can talk about how exclusion will affect a pen-
sion fun.! portfolio, one has to know what represents a "good"

portfolio effect an*! what represents a "bad" portfolio effect.

When a pension fund makes a portfolio investment, there
are two chief concerns. One is how much money can be gained.

Mortally periodic payments will be received through inteieot
or vJobt investments and dividends on equity investments. In
addition, there may bo a judgement that the market value of
the investment will increase, generating a capital gain, al-
though it can also fall, creating a caoital loss. The com-

bination of Interest or dividend payments and clianges in mar-
ket value represents the measure of return which ultimately
concerns the investor.

The pension fund can think only in terms of an invest-
ment's expected return, however, since the acccal or realir.ed
return wifl'depond or. events that cannot be completely pre-

dicted. This uncertainty regarding future economic events
gives rise to tho other major concern in making any financial
investment, risk. The possibility that actual returns will
differ from tne expected returns is what we commonly refer to
as risk. The risk of an investment will depend on both the

charartcnr.tics of the corporation being financed (fur example
its sensitivity to the business cycle and the number of com-

petitors) and on the terms on which tho money is invested. A
debt investment providing fixed interest and known principal
repayment will normally be les3 risky than common stock paying

an uncertain dividend and unknown capital appreciation.

The good effect of higher expected return is normally
Accompanied by the bad effect of higher risk.2J Riskier enter
prir.es cm only false capital if they can promise a higher re-
turn than less risky oner.; thus, there is an association be-
tween pursuing higher return and having to bear greater risk
as ar. investor .

Two other performance dimensions arc important to a pennies
fund be* nine tney affect return and risk. They are liquidity
and management/transaction costs,

Liquidity is the case with which a portfolio investment
can be converted to cash. The need for liquidity will de-
pend on the degree to which the investor needs to draw on its
portfolio for operating funds (benefit payments in the case
of a retirement system) and/or cell investments quickly in
order to correct portfolio management mistakes or take advan-
tage of new information.

Management and transaction costs are the cxpenser. incurred
in evaluating, purchasing, monitoring, and selling investments.

B. What are Some Common Errors in Thinking About Kxclusion
Costs?

Many people considering the effects of investment exclusion
on portfolio performance make false or naive assumptions.
Let's take a recent study of the Impact of securities' exclu-
sion as an example of the types of errors to avoid.24

The study took a list of companies in which pension fund3
commonly invest (the 99 top holdings of institutional investors'
equity portfolios), and compared the past returns of excluded

companies and non-cxcluded companies. The penalty for exclu-
sion would be evidenced in any superior return for the excluded
securities. Those companies excluded were 39 which had ap-

peared on the Corporate Data Exchange 1i3t of socially un-
desirable corporations.25 Tho 60 acceptable stocks produced
an average appreciation of 76.81, excluding dividends, over
the previous five years, while the 39 unacceptable ones pro-
duced an appreciation of 83.51 over the- same period. The
analysis concluded t/iat exclusion would hurt fund performance;
the precise cost would depend on how the portfolio would nor-
mally be weighted between tho two groups of csmpanies.

This approach to estimating exclusion costs is simple hut
completely invalid. To begin with, it focuses on only one
dimension of performance - t:turn — and neglects the o'her
factors, such as risk, winch may vary between and explain the
differences between the excluded and non-excludod companies.

If a particular stock has given a relatively high return
over another stock in the past, it may be due to its being a
fundamentally riskier holding. Riskier investments must com*
pensatc their owner with higher return. Co the exclusion or
inclusion of such stocks may not give you a better or worse
portfolio at all — just a different one with return diffei-
cn~es being balanced out by risk differences.

Second, this approach incorrectly relies upon historical
returns to estimate future returns. Whether a stock or
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group of stocks has produced a superior or inferior return in
the p.lst in itself gives virtually no Information about how

it will do in tho future. If a stock has done well thin year,
l.tcit whatever positive indication of future s.iporior perfor-
mance th.it gives will cause the present price of the stock to

rise to the point where its expected future returns arc just
normal for its degree of risk.

Thud, this approach does not allow for the obvious fact
that investors can substitute for excluded firms many compan-
ies not presently in their portfolios. It is clearly false to
assume th.it an investor, considering fotcgoing certain invest-—
ment possibilities, would not try to look for and select out
of the still available securities those most like the ones it
otherwise would hold.

C. What is the Correct Way to Estimate the Portfolio Effects
ot~ Exclusion? '

We will analyze potential portfolio effcct3 of exclusion
by using tho framework ami evaluation techniques of modem
investment theory. Modern investment theory offers a syr.tr-
rutir- method for classifying, cstimatina, ami controlling the
source3 nf investment risk and return.2” It will enable us to
identify ways in which portfolio performance could he impaired,
an-J to gauge the seriousness of tiiese effects under different
exclusion scenarios.

This approach .17jids the errors discussed in the previous

section. It takes into account the risk dimension of security
an.l portfolio performance when evaluating the impact of exclu-
sion, instead of ignoring it. It bases its estimates of
future security returns on fundamental relationships between
risk and return in the financial markets, instead of just
relying upon returns that the relevant securities hjve pro-
duced over some recent period of years. And it recognizes

that investors have a large univerge of companies not currently
in Uioir portfolios to draw upon.*'

The n-.cdern investment approach to }udcing whether a porl -
folio has been adversely affected by a particular constraint
(such an corporate exclusions) focuses on whether the port-

folio is still competitive: What is the ratio of the port-
folio's desirable characteristic (return) to its unlJcsirable
characteristics Ins!:, liquidity, management/transaction

costs), A non-cempot 11ivo. or concessionary portfolio is one
who:*? the exp* .-lme<: return is not comrensar itc with tho other
jnd»* .it ib 1c chat *ti lr.Hcs of tho potlfilio. It may be that
th» poitfoli-i in of average return but above average risk or

of hmlow aver.1*10 return but average risk, etc.

In addition to being competitive, a fund's portfolio
.hould be suited to its particular preference for higher
return versus lower risk, and other financial character-
istics. In other words, it must be appropriate to the
financial needs of the pension fund.

Modern investment theory suqgests that there arc four
maior determinants of whether a portfolio will be competi-
tive and whether it will be suited to the specific needs of
tho Investor, In this case a pension fundi

1) Diversification of the portfolio: Some risk in in-
vesting can be diversified away by the proper portfolio
holdings. This risk is known a3 non-systcmatlc risk. A-
portfolio that has not eliminated it will be less than ideal
since investors on average arc not compensated for this
avoidable risk. Will sufficient diversification be possible
If some corporations arc excluded?

2) Achievement of the desired risk level: A well di-
versified portfolio's return will overwhelmingly depend on
its overall svstematic risk level. This risk level in turn

primarily depends on the asset allocation of the portfolio:
the percent in bonds, stocks, real estate, and other major
asset categories. Will excluding some corporations inter—
fere with achievrng the desired risk level?

3) Selection of "good" stocks and bonds: Picking stocks
and bonds that end up doing better than similar risk invest-
ments is another factor in portfolio performance. Although
this "beating the mirkct" is not something that overall port-
folio performicre has risen or fallen on, it is the focus of
much attention.

4) Minimization of transaction and management costs:
Buying and selling securities involves transaction costs, and
analyzing them for certain characteristics involves manage-

ment costs. Investment will involve additional buying and
selling, and may require analyzing additional information.
W ill transacttrii and managcncnt costs get too high?

We will n.-. turn to each of these questions. In some

cases the effect of exclusion can be estimated quantitatively,
In other cases it can only be projected qualitatively.

1| v/ill ~efficient Diversification be Possible?
Investors i: not normally hold just one or a handful ot

securities, b-z scores of them at any time. These collections
of financial rrcurities nre known as portfolios. The modern
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theory of investment focuses first on the aggregate of securi-

ties — the portfolio — in thinking about the financial in-
vestment rather than on how to pick good individual invest-
ments, The reason for this focu9 is that the effective risk

of individual securities is partly determined by what other
investments arc in the portfolio.

Sore risk, or variability of return, can be avoided by
constructing portfolios of securities in an appropriate way.
This is commonly referred to as diversification. In simple
terns, the upswings of some securities and the downswings of
others at any particular time tend to cancel each other out.
A portf' lio manager can take the available securities, each
having its expected return and variance, and combine them in
such a way as to minimize the variability of the portfolio.
In more technical terms, because the movements of the returns
of different securities arc not perfectly correlated, combin-
ing them in a portfolio causes the variance of its aggregate
return to be less than a weighted average of the variances of
its component securities.

Think of two companies. Doth are in the railroad tic
business and have fairly identical balance sheets and opera-
tions. They are competing for a contract to supply the re-
construction of the Northeast Corridor lines. The firm that
gets the contract can expect an increase ct its earnings; the
one which does not will lose out on this increase. Dy in-
vesting equal amounts in these companies, the invest .,onn

hedge against the particular risk proicntcd by the contract
conpetition.

NOwWC the word "minimize,"” as opposed to "eliminate." lin-
foitunately, not all risks are specific to some companies or
industries and not others. Even if an investor owned a port-
folio containing a representative share of all risky assets
(stocks, bonds, etc.) in the economy, some risk would remain.
The return on the entire portfolio would still end up at lev-
els that could not be completely foreseen, due to phenomena,
such as the business cycle, that link ail investments. This

uncertainty about the future value of the whole collection of
risky assets cannot be eliminated through diversification and
is known as systematic risk. However, all variability in the
returns of iiidlvrduar’securities that is not tied to the move-
ments of the market can be diversified away by holding a port-
folio that contains a large number of securities whose returns
are only partially correlated. This portion of risk is known
as non-systematic risk.

Hescarch has shown that about 901 of the possible reduction
in non-systcmatic risk of common stocks can be accomplished
through holding a few dozen securities. Out the remaining

fraction is important since non-systenatic risk typically re-
presents about 571 of the total risk associated with an indi-
vidual stock. As one noted portfolio theorist has written,
"A little diversification goes a long wav. but not nearly far
enough. The differences can swamp you."*®

Since exclusion limits the number or types of companies a
pension fund may invest in, an obvious question is how diver-
sification opportunities will be affected. W ill a pension fund
be forced to bear unnecessary non-systematic risk because di-
versification opportunities have been wiped out?

The basic procedure for analyzing the diversification
problem is to delete tho companies which aie to be excluded
from the list of stocks available to the portfolio and to then
come up with the combination of stocks that eliminates the
most non-systcmatic risk.29

The diversification of this portfolio can then be con-
pared to the optimum portfolio constructed from the entire
relevant universe of equity securities, including the ex-
cluded firms. In the following analysis, the "market" that
we arc trying to replicate as closely a possible with our
post-cxclusion portfolio is the Standard and Poor's (SIP) 500,
a widely used stock market proxy. The universe of stocks
available to the portfolio will be the S& 500 minus the pro-
scribed companies. A computer program known as an "optimizer"
enables us to find the best post-cxclusion combination of
stocks without an endless hunt-and-pcck search.

Computer programs used to choose the portfolio of still
available securities most resembling the market as a whole
deals with diversification in a sophisticated way.30 A post-
exclusion portfolio could potentially diverge from the SfcP
500 because it wan exposed to (that is, would not respond to)
economic events that affect: certain industry groups, certain
groups of firms with other common characteristics, or specific,
individual companies. When N particular stock is excluded from
the portfolio, the optimization program assesses the degree to
which the portfolio is then exposed to these various non-
systcmatic return factors. The basis of this assessment is a
so-called "multi-index model” of non-systematic risk including
fundamental and historical information relating to Indui'.ry

movements, financial risk, growth orientation, immaturity and
imallness, unsuccess and low valuation of earnings, earnings
Variability and market variability. It then expands the hold-

ings of the remaining stocks to cover undcrweighting of non-
market risk factors.

For example, to the degree that industry factors in thin
model are an im[*ortant component of non-systcmatic return, the
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pre-exclusion industry share will be maintained. Nevertheless,
industry holdings may not match the prc-exclusion shares oven
when there are sufficient stocks still available to do so.

This Is I©cause there arc other group factors — such as the
ratio of debt to equity in the corporation’s financing - that
are of equal or greater importance to non-market return. There-
fore. in selecting the better-off corporations -- in terms of

minimum total non-market risk and departing from the initial
industry weightings to ensure these other characteristics are

properly reflected -- the optimirer will do so.

There will be two key indicators of diversification pro-
blems due to exclusion. One is a significant decrease in a
measure called R*. R-squarcd (R?) indicates the proportion of

the movements In one variable, the pension fund portfolio's
return, which can be explained by the conccnmltant movements of
another, the S4P 50C's return. The other problem indicator
would be a significant rise in the total standard deviation.
Standard deviation estimates the variability of future port-
folio returns around the expected return; in other words, it
measures the likelihood that the portfolio will earn less than
expected.

Table | shows the results for our post-cxclusion diversifi-
cation analysis of four scenarios -- three exclusion scenarios
and one base scenario. (See the Appendix for the listings
under e’ch scenario.)

Scenario A is the base case, with all of tho Standard and
Poor's companies available.

Scenario 0 is a case of moderate exclusion. Eighteen com-
panies which had judgments of employment discrimination against
them m federal court between July 1978 and June 1973 were ex-
cluded.31 It can bo thought of as portraying a highly targeted
policy of exclusion against a handful of recalcitrant companies.

Scenario C is a case of intermediate exclusion. Sixty-four
companies were proscribed. Fifty-four of these firms had oper-
ations in cr made bank loans to South Africa, eighteen had
major settlements against them before the EEOC in fiscal year
1377, and thirteen had such judgments against them between
June 30, 19?8 and June 30, 1973.3? This scenario can be
thought of as portraying a more comprehensive, but still selec-
tive policy of exclusion.

Scenario D Is a case of extreme exclusion. One hundred and
thirty-two companies were proscribed. This includes all com-
panies in the S4I' 500 that had wholly-owned or partially-
owned subsidiary operations in South Africa, or a branch or

representative office there, and all banks that have made loans
to the government, parastatal corporations or private firms of
South Africa.J3 It can be thought of as portraying a blanket
policy of exclusion against all firms who have committed a par-
ticular social injury. Alternatively, it may suggest the com-
bined effect of highly targeted exclusion, shown in Scenario B,
across a whole series of social responsibility criteria (EF.O,
OSHA, etc.).

TABLE |

Optimum Tost-Exclusion Portfolios

Total Non-systcnatic
Standard Standard
Portfolio Profile R Deviation Deviation Beta*
A No Exclusion 1.0 21.031 0.0% 1.00
B Moderate 0.930 21.15% 0.87% 1.01
Exclusion
(18 companies)
C Intermediate 0.991 21.33% 2.05% 1.01
Exclusion
(64 companies)
35
D Extreme 0.992 21.24% 1.90% 1.01

Exclusion
(132 companies)

e Beta is a measure’'of systematic risk, usually applied to
common stock. A stock with a beta of 1.0 lias the same
volatility as the market; a 1.1 beta has a volatility 101
greater, etc.

Tho exclusion scenarios nil produco a measureable but
minute increase In risks of the typo that an investor cannot
expect to bo compensated for by higher returns.

Tho R* (or measure of correlation) remains extremely high.
Over 99% of the movement of each scenario portfolio can be

accounted for by novcmecnts in the market. In the practical
world of portfolio management, this is an exceedingly high de-
gree of diversification. Given the return on the stock market
as a whole, these portfolios will have highly prcdicatable
returns.
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Those P‘'a are also very high when measured against tho
degree of diversification found in a typical pension fund equity
portfolio. For exapple, the median P2 of tho pension fund sam-
ple by Mrrrlll r.ynch Is 8R.7l. This comparison is less
revealing than one might think, however, because the pension
funds in practice are laboring under other practical constraints
that linit the number of different 9tock issues they want to
hold.

To gauge better the meaning of the increase in non-syston-
atic risk produced by I 'elusion one can compare it to the
amount found in commercially marketed mutual funds intended to

perfectly track tho Sip 500 - so called Index funds. Even these
portfolios usually have some small non-systcmatic standard
deviation: I.S1 or less. So scenario D results in a portfolio
that is within the index fund class, and scenarios C and D both
produce ones that arc very close. In contrast, the median

annuil non-systematic standard deviation of all institutional

portfolios is atout 61.

Finally, tho change in standard deviation can be expressed
in terns of how this changed the certainty of Achieving the

expected return on tho equity portfolio. Approximately tuo-
thlcds of possible annual returns for a portfolio will lie
within one standard deviation either side of the expected annual
return, and *51 will bo within two standard deviations. Using

this measure, wc sec that the worst case outcomes are virtually
identical for all the paitfolios. For. the baseline scenario A,
tho dﬂ% confidence interval ranges 4?06% cither side of the
expected retur

figures are 421017 B8 ma Qo SAL"e O (e coresponding

These gquantitative estimates of exclusion's impact on risk
diversification apply to the common stock portfolios of pension

funds. While generating similar estimates for bond portfolio
effects was not practical, the following extensions from the
equity portfolio analysis can be male. Increases in noi-

sy ic risk for the bond portfolio would be even smaller

than those estimated in our analysis of the equity por'.folio.
A much smaller projxjrtion of the total risk in an Individual

bond is non-systematlc, and therefore divcrsifiable, risk. Thus
the penalty for excluding a bond issue from a portfolio in terms
of lost opportunities for diversification will he smaller.

In addition, it is Important to understand that non-
systematic risk penalties observed within either the bond or
equity portfolio tend to overstate the problem. Sorru of this
non-systenat|c variability will be eliminated when the bond and
equity poitfolios are combined with each other and with the
mortgage portfolio. This added diversification will occur be-

cause the returns on the different asset categories arc much
less than perfectly correlated.
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2. Hill the Bisk Level of the Portfolio be Appropriate?

If it is well-dlversifled, a pension fund portfolio's

return will primarily be a function of its systematic, or mar-
ket, risk level. Accordingly, the most important decision In
Investment management Is not what individual securities to buy
and sell, Rather, it is what level of systematic risk to assume,

with its accompanying long-run expected return.

A pension fund's decision regarding the systematic risk

level Is primarily Implemented through overall asset alloca-
tlon decisions. Asset allocation refers to what proportions
oT"a portfolio are devoted to the various asset types: cor-—
porate equities, fixed income securities, like bonds and mort-
gages, real estate equities and short-term notes. In general,
the risk-return differences between the different asset cate-
gories dwarf the differences within them. This is why the
amount of money an investor devotes to say, stocks versus bonds,
will be more important in determining the portfolio results than
the type of bonds or stocks purchased. There is no reason to

believe that any foreseeable exclusion scenario would Intrrfcrc
with these broad asset allocation decisions which are the most
fundamental characteristics of a portfolio.

However, there are significant systematic risk differences

among securities within asset types as well, such as a BB rated
corporate bond versus a government bond, or a growth stock ver-
sus a utility stock. So Investment choices among asset sub-
categories have an impact on the portfolio's systematic risk
level as well. This is particularly true of the stock port-
folio make-up, since the stocks can differ substantially in
their risk. Suppose the equity portfolio of an investor was
composed of stocks averaging a beta of 1.0, with SO» of the
overall portfolio in stocks and 501 In Treasury bills. If the

stock beta was Increased to 1.2, then the allocation to stocks
would have to be reduced from 50.01 to 41.6% if the initial
overall risk level was to be maintained.

Our quantitative analysis of common stock exclusion in
the previous section assumed that the target portfolio was one
which had the systematic risk characteristics of the market,

a beta equal to 1.0. Thus, the actual expected annual returns
on the Table | post-cxclusion equity portfolios In Table | are
almost identical to the baseline portfolio's (A) expected re-
t rn. Actually the beta coefficients of portfolios B, C, and

D arc actually a little bit higher (1.01 versus 1.00) leading
to expected returns a little bit higher (1.01 times the return
on tho market versus 1,00 times it).77

Tension funds do tailor the systematic risk level within
their different asset categories In order to achieve a higher

-23-
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return-higher risk posture. One-half of pension funds have a
common stock portfolio beta of nore than 1.03 and a quarter
have beta above 1.11.

This throws a subtle new dimension into our analysis of
exclusion effects. The individual, higher risk, stocks con-
centrated on in such a portfoLio usually have a greater than
average proportion of non-market risk in their total risk.
This means that diversifying a higher market volatility equity
portfolio from a post-exclusion universe of securities may be
mote difficult than is suggested by the case where a portfolio
of average volatility is to be constructed.

The optimization runs in TabLe 1 have been done again, with
a portfolio beta target of 1.13 sot in tho computer program.
The results are shown in Table IT. The benchmark portfolio (A),
to which others can be compared to see the added complications
of exclusion when pursuing a high beta portfolio, is also
shown. This portfolio has the entire SIP 500 available to it
an!kis targctci) to achieve a beta of 1.13 with minimum residual
risk.

A3 expected, the added constraint of a high target beta
adds non-narket risk across the board. But again, the re Lr.t)\\ﬁ
increase due to various degrees of exclusion is very sni -
The pursuit of a high beta portfolio does not appear to in-
crease the penalty for excluding companies for social responr.i-
biiity rojsons,

TABLE rt

Optimum Post-Exciusion Portfolios

Total Mon-5ystpmntic
Standard Standard
Portfolio Profile R Dcviation Deviation Qe
A No Exclusion* —_—— —_—
0. 992 23.au 2.131 1.13
0 intermediate 0.9*7 24.02* 2.71 1 1.14
Exclusior
0 Extreme Exclusion 0. 9fl7  23.941 2.711 1.13

lo recapitulate our answer to the question of whether a
suitable systematic, risk level can be achieved after excluding

1"Thv pu/giarTwould not run under these conditions. However,
wc kr.o.- through hand calculations that the standard deviation
of scenario A will be between 23.75 and 25.941.

corporations fcr social reasons: Yes, the desired risk level
and appropriate expected return can be achieved. There-is
nothing that will prevent a pension fund from implementing its
desired asset allocation, the main vehicle for sotting the risk
level. Nor should achieving the desired risk level within a

particular asset category be complicated by exclusion, as wc
have just seen.

3. What will happen to picking good stocks and bonds?

A third major factor in portfolio performance is what many
lay-people regard os the essence of money management. This
performance factor is choosing stocks and bonds that end up pay-
ing returns better than would be expected simply on the basis of
their systematic risk level; what many call outperforming the
market. In fact, these decisions are relatively unimportant In
determining the performance of most pension fund portfolios.

Clearly in those instances where a pension fund is pre-
vented from buying (or forced to sell) a security that goes on
to outperform others of its risk level, Its performance will have
suffered. But missing out on these winners will be a trivial or
non-existent cost for most pension funds for tvo reasons, first,
pension funds have shown neither a consistent nor a significant
ability to pick out the winners. Second, the securities that
pension funds trade in tend to be priced pretty fairly; that ib,
the opportunities for big winners and losers in the long-run are
not that great.

A pension fund’s approach to choosing individual stocks,
bonds, etc., largely depends on an assessment of how efficient
the relevant security, markets are in pricing securities. The
less active strategy assumes that pricing of securities in
capital markets, or at least the ones open to the pension fund,
Is quite efficient. That is, at any particular time securities
tend to be appropriately priced in relation to their expected
riGk and returns, given the judgments of investors as a group

based on ail available information. In other words, the best
estimate of the proper value of a security is the composite
view, represented by its current price. This philosophy im-

plies that a portfolio should contain @ highly diversified list
of securities and keep its market risk level at the desired
long-term average.

What is referred to as the more active management sciategy
assumes an ability to price individual securities better than
tho composite view on a consistent basis, and/or an ability to
forecast the direction of the market better than the composite
view. it implies, respectively, concentrating holdings in
aelected potentially undervalued securities rather than diversi-
fying broadly and/or shifting the portfolio risk above or below
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the desired long-term average depending on whether one forecasts

the relevant market more up or more down than tho composite view.

When a pension fund buys a security because It thinks It Is
under-valued or sells one because it Is perceived as overvalued,
it believes that the price that it is paying (receiving) for the

security is less (more) than it is really worth. This assumes
that the seller is getting less or the buyer paying more than
the true price. For this situation to exist there must be sig-

nificant differences of information or analytic ability among
the investors trading securities.

In the preceding sections wc have assumed that pricing is
efficient. If this hypothesis is true, then a pension fund does
not have to worry that an excluded security may turn out in the
future to be undervalued, therefore preventing the funds from
investing in assets that promise a return over and above what

similar risk Investments pay. It may turn out that some boy-
cotted securities end up yielding extraordinary return, but the
pension fund, like other investors, would not have known about

these ahead of time and would not have been able to act on this
information.

Many portfolio managers reject tho pricing efficiency argu-
ment, believing they can consistently price securities bettor
than the market and do a better job of anticipating the direc-
tion of Its movements. Given this view there could bo costs to
active management, as a result of exclusion interfering with
the selection of individual securities.

Excluding specific securities should not impinge on one of
the two varicnts of active manjgement — market timing. What
matters in market timing is an ability to shift investment
among securities that have different mijrket sensitivity: toward
more sensitive onc3 when an upswing is anticipated and less sen-
sitive oner, when a downswing is foreseen. It is difficult to
imagine circumstances where securities exclusion would prevent
adjusting the beta of the "oitunon stock portfolio, the m.'turity/
ggnrl?stion of the bond portfolio, or the mix between eqult'os and

What is more likely to be Interfered with is sccuriMes

selection. To properly estimate penalities resulting from
interference with securities selection, wc need to know two
tilings: (1) the size, and distribution among securities, of

the return available from active management; end (2) how effec-
tive the relevant investor is at identifying and responding to

this mis-pricing. The first piece of data is known in finance
terminology as "alpha,” and the second is the "information
coefficient."” If the total alpha available to a pension fund

were equal to a 51 additional return on the portfolio, nnd its
Information coefficient were equal to 0.5, then an added return
of 2.5t could be obtained. To assess the impact of exclusion
on this extra return, one would need some knowledge of what
proportion of the total alpha came from the alphas of excluded

securities.

This lat»cr piece of information probably would have to be
acsessed on a social issue-by-social issue basis. However, if
one believes that in general, investors tend not to adequately
incorporate the negative implications of poor corporate social
performance in their pricing of securities, then it may bo that
there is actually a positive correlation between good social

performance and undcr-valuation.39 if this is true, thcn'exclu
3ion could actually produce incroasod returns to active manage-
ment. Alternatively, one might argue that excluded firms are

more likely to bo underpriced, especially if enough investors
boycott them for non-financial reasons.

In assessing what opportunities for active securities
selection will be lost, one should also keep in mind tlut the
characteristics that make one stock or bond outperform others
of the same risk level are not all company specific. They may
be industry-related or related to other characteristics like
degree of financial leverage. In these frequent cases, a pen-
sion fund unable to bet on company A because of exclusion can
bet on company B which may have most of the same characteris—
tics expected to produce exceptional performance.

Consideration must also be given to the segment of the
financial market where the relevant securities are issued and
traded. While no one argues that pricing in securities mar-
kets is completely efficient, there is a consensus that certain
companies grouped together constitute a relatively large and
efficient sub-market. These arc the securities of companies
that have large capitalizations, exhibit regularly substantial
trading volume with small daily price fluctuations for their
equity issues, and attract a large number of research reports

and much financial press.

What w ill bo the likely losses to pension funds? While
we cannot make any quantitative estimates of the reduction in
active management returns duo to varying degrees of security
exclusion, certain qualitative observations can be made.

Institutional investors generally do not have a good
record of producing extra returns through active management.
This situation results from the combined effect of having to
invest in the most efficiently priced segments of the market,
due to legal and practical considerations, and of not being abl
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problems. Moreover,
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Nearly three out of four funds failed to outperform the
risk-adjusted market return over thin period. This research
has boon confirmed in a number of studies. Moreover, there
does not seem to be much stability.

Similar performance measures for pension fund bond port-
folios are not available. It is possible that active management
had a better payoff in this arena, since it is generally be-
lieved that efficient pricing in the bond market is somewhat

less prevalent than in the equity market, though it is still the
rule. However, by and large, active bond portfolio strategies
are not dependent on the availability of certain companies, but
on choices of maturity, coupon, sector, and quality. Only in

the much more limited trading based upon judgments about specif-
ic bond issue undervaluation could exclusion directly interfere.
And only in the case of those companies excluded w'll this type
of trading be restricted.

In summary, tho effects of exclusion on active management
are likely to bo very limited. Active management which is im-
plemented through market timing or betting on particular indus-
tries, bond maturities, and other characteristics not specific
to one or a handful of companies will be unaffected. Selection

.based on company specific factors, e.g.. Acme, Inc. is coming

up with a great new widget-making process, can be impaired.
But given the relativo efficiency of the markets in which pen-
sion funds trade and their record at producing added return
through securities selection, this adverse effect should typi-
cally not be significant.

4. Will transaction and management costs get too high?

Besides increased* risks or decreased return, pension funds
must also consider the transaction costs which might arise from
a policy of exclusion. Transaction costs include both brokers*
fees and the bid-ask spread.

Brokerage commissions on stock transactions for large P-*n"
<ion funds average about 0.221 of the dollar amount traded. L1
Long-term bonds arc usually traded net of broker commissions.
*0 we assume no separate fee.

Each round trip (sale and replacement purchase) also in-
volves absorbing the bid-ask sprcadj tho difference between
what a buyer pays and what the seller gets. It includes both
the profit made by the securities specialist making the trans-
action, and the price shift caused by tho imbalance of supply
and demand when a large sale or purchase is made. This spread
depends on how actively the issue is traded, the size of the

meat Today this figure would be considerably below this amount.
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Using tho above estimates, for every dollar of stock
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instancc3, which persist over tim*', are harder to pin down:
jortfolio rebalancing and trading in less actively traded

securities.

Our portfolio optimization model suggests that in the
interest of further balancing the portfolio to minimize risk,
it may be necessary to replace come non-proscribed holdings in
the portfolio once others have boon sold for social responsi-

bility reasons. It is not enough to simply replace the exclud-
ed holdings.However, if a fund has large net inflows of
money as the typical pension fund will continue to experience

for many years to come, much of this additional restructuring
of the portfolio can be accomplished through the allocation of

new security purchases.

In addition, extensive exclusion would force the funds to
trade in relatively smaller, less actively traded securities
with higher bid-ask spreads.

To summarize: For every equity dollar the funds divest,

there will be a one-time transaction cost of approximately 1.99
cents. For every bond dollar the funds divest there will be a
one-time transaction cost of approximately 0.30 cents. All

else constant, this would depress the return on the total funds
that year by the sum of (a) 0.199 times tho stock divested, as
a fraction of tho value of the entire fund, and (b» 0.0030

tines the bonds divested, as a fraction of tho value of the en-

tire fund. In addition, there will be.indeterminate costs .rc-
—1 i 0o Tr'n increases in
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Business Week, op. cit.

This conclusion has so far boon borr.e out in tho experi-
ence of the University of Wisconsin endowment fund, which
cannot Invest in any companies which do business with or
have employees located in South Africa. See "South African
stock Is dumped, but no 111 effect yet: Heritage," Pen-
sions and Investments, November 5, 1979.

Roger lIbbotson and Rex Sinqucficld, "Stocks, Bonds, Bills,
and Inflation: An Update, Financial Analysts Journal,
July-August, 1979.

ensions and Investmean "?g.z[‘g'al Investing Could Hurt Fund
€ fornance,"3 November 9, , describing study by Com-
puter Directions Advisors, Inc.

Corporaieg gata Exchange, Pension Investments: A Social
audit, 1979,

For a look at the expanding use of modern investment theory

in pension fund management, see tho special section, "MPT:
Second dencration.” in Pensions and Investment*:, February
19, 19ri0.

For a note detailed account, see William Sharpe. Portfolio
Theory and Capital Markets, McGraw K ill, New Yorkr~197fi~

James (uric, "Diversification: Old and Hew," Journal of

Portfclio Management, Winter, 1975.

The use of this methodology wis inspired by and draws upon
the work of Andrew Rudd. See A. Rudd, eDivestment of South
African Securities: How hisky?". Journal of Portfolio
Management, Spring, 1979.

This software is used by a number of large money managers
including PURS' equity advisor. Citicorp Investment Manage-
ment. PERS reguldrly receives analyses of its portfolio
based on these programs, which incorporate modem portfolio
theory.

Corporate Data Exchange, Per.-.ion Investments: A Social
Audit, 1979.

aldwin, Towrl..Litvak. K.irpen, Pension Fundi and Et'nical
frivestient’"1980.
American Consulate General, Johannesburg, American fltns.

Subsidiaries* and A ffiliates, South Africa, Jiily~ IT7"fT
C o r jijgLa"ExchangeHanV Loans"to South Africa,
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1978, We did not proscribe news organisations if they only
had local bureaus in South Africa.

Because of the statistical independence of systematic and
non-sy3tenatic (residual) risk, the total risk of a port-
folio Is less than a simple sun of the systematic risk and
nor.-systematlc risk. Rather,

total portfolio standard deviation *
ANl(systematic risk)2 - (residual risk)*

Thus when residual standard deviation goes up by one unit,
total standard deviation increases by less than that.’

The fact that the standard deviation of C is larger than D
even though a similar number of companies are being excluded
is an artifact of the computer program. The program only
produces approximations of the optimum portfolio. Because
of certain idiosyncracles in the program a closer approxima-
tion can ¢ ten be reached when starting further away from
the optimum, as is the case in Scenario D. If the program
was allowed to produce the true optimum portfolio we would
find that the standard deviation of Scenario C would tc
slightly lower than that of Scenario D instead cf the re-

verse, as pictured in Table 1. For the sare reasons, the
coefficient of determination in Scenario C is slightly
lower than that in Scenario D. In reality, the reverse
would prove true. This sane artifact will be seen in
Tables 1l and 111,

Rudd, op. clt.
Of course, market risk Is 1.01 times higher as well.

In fact, the risk measures for Scenarios B, C, and D in
Table 1l arc all slightly lower than in Tabic I. One
would expect them to be slightly higher. Again, we see
the fact that the computer program ohly produces very close
approximations of the optimum post-exclusion portfolios.
When the risk characteristics of the optimum portfolios are

very similar, it may produce a closer approximation when
starting further away fiom the optimum, as is the case here.
This is an additional testament to the snail impact of ex-

clusion on risk reduction,

A case in point may be the often incorrect view that good

pollution control is associated with relatively low corpor-

ate earnings. See J.A.T. Marlin and J.Il. Qragdon, Jr.,

"Is Pollution Profitable,” Risk Management, April, 1972.
-51-
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Tor a review of evidence on this point, and on the e ffi-
cient market hypothesis, see Frank Reilly, Investment
Analysis and Tortfolio Management, Drydcn Press, Hinsdale,
IL, 177TJ Jerome Cohen, ct al, Irwestrar.t Anal/sis and
Portfolio Management, Irwin, HomcwooJ, IL, 157/; and
,Jam»is Lone ana Mary Hamilton, The Stock Market: Theories
and Evidence, Irwin, Homewood, IL, 19737

R.inqes for bid-ask spreads taken from: Yale University,
Report of the Ad Hoc Committee on South A frican Invcstrents,
Apt 1l TS! T?TF, an3 Stanford University, Exctnr.lon of In-
vestments in Securities of Corporations W ftli' Assets wlthin
thu PepuSlic of Soutk" Africa, October, TO9TT.

"This follows because the trades are 1linfornationless't

in other wotds, they arise out of necessity rather than
superior information as to the future prospects for these
companies. For this reason, the dealers need not protect
themselves from an information disadvantage by demanding a
substantial spread. Instead, they could be handled in a
similar manner to index fund transaction” with a similar
cost." Andrew Rudd, "Impact of Non-Traditional Investment
Criteria on Portfolio Performance,” Testimony presented to
the President's Commission on Pension Policy, December 11,
1979.

Any transaction costs involved in expanding the number of
companies m tho equity portfolio could be considered part
of this rebalancing category as well.

The Implementation of constructive Investing is dealt with
in much greater detail in Lawrence Litvak, Pension Funds
and Economic Rcnrwal, Council of Stato Planning Agencies
and Studies in Pension Fund Investments, published by the
Conference on Alternative State and Local Policies.
Especially consult the following Conference publications:
Investing In Ourselves, by Coltman and Metzcnbaum; Revital -
r?ingf/cw York' City's Economy:__ The Role of Tubllc Penslon
Funds 7 by” RUTTT Messinger and Hunfclpal RosearcFT'Institute
Public Employee Pension Funds: New Strategics for Invest-
ment,~Cy WeHtT aikTSchweFcc";~Tension Funds: The lIssue ol
Cootrol, by Hare Allan Whnisr.; Investing in Minnesota:

A Proposal to Use State Moneys~for Tiaximum' Ponelit; by
Trlpplet;~ Packaging Housing Hortgago Loans: 5I"ijEcoics
for Caliform a, by MartIngton;*"Rc»lormrhg~ Publ ic" Investment
Pof\cies: Pro~*sals for San Diego, Ey Walker; \ii3~Rc-
3irectlng TtiUul |l Funds: Alitrategy for the City of*
betkelcy , by Uutkclcy cTtTzerib CotnmlIToc on Kt'tiponnible
Investmento.
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[The prepared statement of Ms. Bavaria follows:]

Testimony nv .Joan |, Bavaria, Piiksident, Franki.in Research a Devci.opmf.nt
CoRI'

Mr. Chnirman and comrniltpe members, Illinnk you for allowinn me the opportune
ty to testify on llie proposed legislation. The movement to divest public pension
funds of the stocks and bonds of companies doing business in South Africa has
sparked widespread public debate nnd in the process, raised fundamental questions
regarding the financial implications of such actions. These concerns, while very le-
gitimnte. have tended to shift the agenda for debate away from its primary focus—
now we cnn t>est affect a change in South Africa's apartheid system. Wc hope that
today's testimonies will serve to quiet these financial concerns nnd return the

debate to its proper nrenn.

The proposed bill raises three economic issues in arguing against divestment.
These issues are: (I) Whether the pension funds will be exposed to greater risk and/
or lower return became of the smaller list of uvnilablc investments, (2) whether the
restrictions will crente significant added expenses in terms or transaction costs and
increased staff time, nnd (3) whether the restrictions ore manageable for a fund ns
iarge ns the District of Columbia Retirement Hoard's fund. | will respond to these
issues in Hint order.

The argument has been made on both a technical and hypothetical basis thnt by
disallowing investment in the around -100 firms doing business in South Africa (out
of G350 companies on the mnjor exchanges), thnt risk and return will be negatively
affected. The basis for this argument is that many of the country's largest compn-
nics, representing 30.1 percent of the market capitalization of the S & P 500, are
included among this group. Further concern is expressed over the fact that these
restrictions will eliminate certain sectors of the S & P 500, such as automobiles
chemicals, nnd drugs, from investment consideration.

While hypothetically convincing, n series of studies have not supported there
fears. Rattier they have shown thnt over time South Africa Free (SAF) companies
have outperformed the restricted stocks with a minimnl amount or added risk.

The Chemical Bank of New York, the U.S. Trust Company of Boston, and Trinity
Investment Mnnrgomcnt Corporation of Boston, hnve eacli conducted historical
studies indicating thnt SAF portfolios have performed consistently Iretronctivrlyl
better than unrestricted portfolios. In the Trinity Management study, their SAF
universe of -13!) companies enjoyed n 3 percent absolute annual return superiority
over the restricted stocks. This increase in return occurred with nn insignificant in-
crease in risk. The beta (mensuro of risk) for the SAF universe was l.Iti as against
1.12 for the restricted stocks.

Our own retrospective study of the District or Columbia Retirement Board's fund
further supports these findings. O er the past nine years the restricted stocks in
this portfolio had n growth in earnings and price appreciation (ex dividends) of .3
percent a yenr. The unrestricted stocks, menn-while, experienced earnings growlh of
11.2 percent with price appreciation of 21.5 percent per yenr (cx dividends) over the

m)i msome period.
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It should not be surprising thnt these studies have shown thnt SAF companies
have grown faster than South Africa-related firms. The companies in South Africa
tend to be heavy industrial or mature firms who by virtue or their size do not have
the incremental growth potential of smaller companies. | cite ns corroborating cvi-
dence the 1982 edition of Stocks, Bonds, Bills, nnd Inflation: The Past and the
Future, by Roger Ibbotsdon nnd Rex Sinqucficld. According to this study, the com-
pound annual return from 1920 lo 1981 of small slocks (their definition) was 121
percent while the return for nil stocks was 9.1 percent. These figures nre consistent
with the Trinity nnd Franklin Research studies, which have shown a 3 percent
higher return for the relatively smaller. South Africa Free companies.

While often conceding this point of return, critics of divestment have raised enn-
CErl")) over n decrease in quality due to the lowered capitalization of SAF companies.
These fears, though, arc also unfounded. The Trinity Study lias exhibited that an
SAF portfolio creates insignificant overnll additional risk while maintaining nn nde-

ri“W.Quote rate of capitalization. The nvernge net worth of the -139 companies included in
jiiwflLthis study was $1.2 billion.
uSddy: .Likewise, there is no reason to believe thnt quality should be threatened. As even

Meidingcr Report states in its conclusion, the preponderance of all issues falls

JNjjM~bove nn "A” rating—acceptable by almost any standard. The retirement board's
*Zi'acurrcnt rnnnngers have not found it necessary to stick to even this slandnrd Since
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not ninny nmniigcrs hold more llinn fifty (50) securities in tiny one fund, the mninte-
nnnce of < quality highly capitalized, nnd diversified portfolio is possible.

The second argument raised is that these restictions will create significant added
expenses in terms transaction costs and increased staff time. Our analysis nnd expe-
rience indicates that neither fuclor is a problem in the case of South Africa screens

Under the divestiture proposal, using ns a point of reform :e the December 31,
1983 holdings of the funds, the common stock or 33 companies would be sold. Since,
in some cases, more than one of the stock managers holds n security, the total
common stock sale transactions would be -13

Brokerage commissions (using Gc per share) would total about $210,01)0 to both
buy and sell the necessary securities. This figure is .09 percent (.()009x) the approxi-
mately $22(i million now invested in common stocks, whicli is a very low transaction
rate in our industry. Also, since the average turnover in the equity portion or on
institutional portfolio annually runs from 25 percent to 75 percent, n significant por-
tion of the transaction costs related to the divestiture can he considered normal
costs of doing business. With the divestiture plan allowing two full years for the sale
of restricted stocks, we do not feel that the turnover or transaction costs can he con-
sidered excessive.

We do not feel Hint the imposition of this restriction will significantly ndd staff
time in managing the Funds. | have managed restricted individual portfolios for u
number of years, nnd have found the South Africa restriction the easiest nnd least
time-consuming.

The final concern is that the Fund will be too large to be efficiently managed
under this restriction Again, while this concern is legitimate, there is no evidence
to substantiate (lie fear, | feel that we and others have provided data indicating that
it is quite feasible to lind quality, growth-oriented investment opportunities in SAF
companies.

Several cities and stales have enacted divestment legislation over Hie past two
years Hint will force Hie divestment of up to $300 million, nearly the current size of
Washington D Cs fund. No problems have been encountered thus far with the or-
derly divestment of restricted bonds or stocks or the efficient management of these
funds. For example, contrary to rumor, the fund of the State of Massachusetts,
though different from that of Washington, has had no problems in enacting South
Africa-relnted restrictions with their $1 billion Fund (nearly 3 times Hie current size
of Washington's). Seventy five percent of tho necessary $91) million was successfully
divested during the first year. The sw-nps implemented Inst spring improved the
qunlity of the portfolio, improved current cash flow by over $2 million per year, de-
creased volatility nnd risk, nnd will ultimately gain the Tund up to $3G million over
the life or the new bonds. The swap also "saved" the portfolio up to $15,001),1)00 Inst
yenr in possible market value erosion due to falling bond prices.

In summary, an investment community generally opposed to political interfer-
ence, sensitive to pension law obligations, and unfamiliar with considering the social
implications of their actions, has raised several financial questions regarding dives-
titure To dale, however, there is no evidence thnt divestiture has negatively impact-
ed any pension fund. In fact, there is n growing uccuinulntion of studies and real
examples Hint show the opposite. Therefore, given prudent execution by the Fund's
managers, we conclude that the divestiture of stocks nnd obligations of companies
doing business with South Africa would itself cause no economic damage to the pen-
sion funds of the City of Washington D.C. Given this reality, wc stress that the di-
vestiture issue is not one of economics, but one of conscience nnd political judgment.

Questions foii Ms. Davaiiia anii Dit. Schwartz

1 Could you draw the distinction for us between asset allocation and portfolio di-
versification and explain how the South Africa restriction would effect ttie asset al-
location aspect or portfolio management?

2. Itow is divestiture possible if whole industries, such as auto manufacturers,
would be effectively excluded?

3. If the District s retirement fund is already restricted to Inrger companion, won't
the S. Africa restrictions result in limiting portfolio diversification?

Mr. Fauntroy. Thank you.
_The Chair would like to do two things before commencing qucs-,
tionjng of the panel, and the first is to yield to our distinguished

colleague, Mr. Stark of California, to enter into the record a state-
ment which he would wish to make at this time.
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Mr. Stark. | thank the Chair, and | do not want to slow down
the proceedings. | want to commend the Chair and the committee
for their approach to this delicate matter, and as someone who was
here with the Chair when the home rule bill was written, 1 think
that we are approaching this quite properly.

I don't think it is nn investment decision, but a question of con-
stitutional rights and whether or not the District is within the pur-
view of their charter, and | think they were, ar.d | support the
Chair’s position and ask unanimous consent to have that statement
on the record.

Mr. Fauntroy. Without objection, so ordered.

The second thing | would like to do prior to a brief recess is to
say to Dr. Schwartz and Ms. Bavaria that the members of the com-
mittee have read with great care your testimony before this com-
mittee, and also your testimony before the City Council, and when
we return for questioning, we would like—I would like you to be
prepared to answer for me whether or not the analysis which you
did were those which were described earlier as being perhaps some-
what deceptive and distorting. ., .

Would you be prepared to answer that for us? The hearing will
recess.

[Kecess.]

Mr. Fauntroy. Dr. Schwartz, 1 assume?

Mr. Schwartz. | assume there will not be further hearing.

Mr. Fauntroy. We want to complete this hearing.

Mr. Schwartz. | would find it extremely difficult to be here to-
morrow.

Mr. Fauntroy. We are going to complete the hearing now.

Let me say in that regard, you have been extremely patient. You
« have been here throughout the day. You have provided your testi-
mony in advance and as 1 indicated, we have had the opportunity
to read your testimony before this committee, and before the City
Council itself, and are very much impressed, and | recall when an
earlier witness indicated that the announcements on which the
judgments were made by the City Council were in fact made, in
some instances distorted and deceptive.

Would you clear me up on that?

Mr. Schwartz. Yes, 1 had made notes during the testimony ol
David Eager and Professor Schotland, and if 1take them in these
broad comments that | have, without being personal, but looking at
the facts, | conclude that the testimony was in sweeping generaliza-
tion, and to go down each item, rather than their looking at the
facts and computer run.

First, there was reference to a survey and the response was 78
institutions questioned. Now, that survey reminds me of many of
the letters which I received which ask to fill out a questionnaire to
give my views and then says at the ern., "You will enclose $25 in
order for this to be registe J, because we want to publiciz.e the
view of the recipients of this letter."

Ai.d obviously, that is bought testimony because in most in-
stances, | don't support an organization that sends that kind of a
fund-raising letter to me so that the questionnaires that they asked

e were not based in terms of the answers on investment counselors
- working in the field of socially responsible investing.
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Quite the contrary, the area, even the geographic area covered
was the Central part of the United States and Southeastern part of
the United States were quite different than the results you would
get from New York or Boston, Massachusetts, or California, or Wis-
consin or those areas that would be concerned with this and have
had investment advisers.

Similarly, the negative attitude toward taking on responsibility
where you have divestment limitations or direction, | testilicd in,
before the board of trustees of the University of Minnesota—1 re-
membered that listening to the testimony this morning—where
there were three investment advisers for that university fund, and
they were all present and all testifying.

One of them said that if divesting was approved by the Board
that he didn't think his firm could go on handling the investments.
The other two said the restrictions might hamper us, but if these
are directions, we will be glad to see what we can do; and when 1
testified, | said | would be delighted to take on investing part of
that portfolio with whatever restrictions they wanted to put.

Similarly, in the University of Wisconsin, nnd that is one of the
earlier divestment decisions. Two years following divesting in that
portfolio showed a remarkable improvement in performance, and
that is public record which is available. 1 wrote to the investment
council for the University of Wisconsin when | got those reports of
performance, and | asked about their doing additional funds, and
the reply | got was that they were not interested in doing special
social responsible investing, that they did it because their client
asked them to. Here was, for the record, really a very good per-
formance.

Another point that was used was referenced by both Professor
Schotland and David Eager to say if n portfolio investment im-
proves 1 percent, then the return is a 10 to-15 percent increase per-
mitted in pension fund payments. That is true. It is almost a
truism.

But there is no indication in the funds that were being examined
that there would be less than a 1-percent improvement relative to
the fact of divestment or not. What | am saying is they cited actu-
arial figures without any basis of investment analysis on actual
portfolios.

Referring to the 10 largest banks and 10 largest insurance com-
panies and investment managers, 1would like to say my record is
quite public in this area, and | think that the Boston company
which is a wholly owned subsidiary of Shearson/American Express
is among the 10 largest investment counselors, and | saw no ques-
tionnaire of any kind, no telephone call coming to me, nor was I
aware of anything going to the Boston company.

So 1wonder what we.*e the 10 largest? Even assuming they were
the 10 largest, they are exactly the ones that don’t want to be in
divesting. Look at who they are and where they are. That seems to
me to be asking the right question in the wrong place.

Mr. Fauntroy. Thank you.

Ms. Bavaria, could you draw the distinction for us between asset
allocation and portfolio diversification and explain how the South

African restrictions would affect the asset allocation aspect of port-
fiilin rm <iMT'oment'l
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Ms. Bavaria. It shouldn't affect the asset allocation aspect. The
e asset allocation refers to the choice that managers make between
holding their assets in money market or cash eauivalents which
are higher liquid or hard assets like gold nnd real estate, in fixed

M income vehicles, Treasury vehicles, versus common stocks.
When managers make the decision to invest in common stocks,
:C then they diversify and choose which sectors of the market they
V-MVwant to be in. But asset allocation refers to the broader macroeco-

nomic decision process.

Pl'M 'ii/M r. Fauntroy. Dr. Schwartz, Mr. Eager suggested to us that this

".A1 measure would totally restrict investments in chemicals, drugs,
? and metal holding machinery. Do you agree with that?
Mr-Schwartz. No, | don’t think thnt we would find many large
) companies in a few of the industries he cited, but I know there is
*” Ino industry that would be completely excluded, that you couldn't
find some company or companies that would be appropriate invest-
*V vments. Recognizing, of course, that first you determine whether it
is a good investment and then you determine whether it fits the
social responsible criteria.
A'.- . Take the computer industry, which is now coming back again,
- ‘fe'irand look at the record of IBM which in the last year and a half has
lhad a very significant increase in the value of the stock, but there
. 'm was a long period of time, years before that, recent years, in which
" ithe stock was a nonperformer. In the—IBM is excluded because of
.activities in South Africa.
‘' But there is Wang, Apple, and Tulronics and a series of others,
"i-v'not the size of IBM, that are available. There are whole industries
which are not excluded because of South Africa.
There was a discussion with the other panel about the exclusion
*&.lof real estate in investments. Now, it so happens that the construc-
I: Ition industry is the largest industry by capitalization in the United
‘States. It is the major industry in terms of money going in. If you
- >V look at housing, public roads, public buildings, at all construction,
- )y and mortgaging nnd real estate ownership, and it is a very signifi-
* cant part of asset allocation in the pension fund.
m * There are other industries, like the entertainment industry,
— qwhere there nre very few companies in South Africa, and that has
v been a good performing industry of recent times.
> t The retail industry, and then areas of manufacturing, of signifi-
’ cant manufacturing areas which do not enter into South Africa at
all. 1 find no problem in structuring a portfolio that would be rop-
NT,:resentative of what | think would be the area for appreciation.
. Mr. Fauntroy. Thank you.
‘T «Ms. Bavaria, one witness today spoke of the cumulative effect of
j?,"State and local and other divestment of major U.S. corporations,
implying that it would hurt our domestic economy.
\'I wonder if you would care to comment on that?
fgfeicj Ms. Bavaria. Well, |1 can’t draw that correlation at all. 1 don't
£understand the statement. 1 would disagree with the statement
*Bimply because | don't understand it.
jni'Mr. Fauntroy. The idea was that the District's action may not
jthave an impact on the national economy, but if more Philadelphias
[2and Massachusetts and Michigans and so on come along, it could
"wreck our economy. L .
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Ms. Bavaria. Well, ultimately at some point if there were huge
funds that divested, there might be interesting asset allocation
questions that would be raised, but they might be more interesting
than negative.

Mr. Fauntroy. 1think so.

Mr. Schwartz. In that regard, two companies of fair size have
withdrawn from Sou'h Africa and a number of banks have made
commitments, and banks of fair size, not to make new loans to
South Africa. So if this divesting grew and became significant, it is
much more likely that those companies which are in South Africa,
and where it is probably less than 1 percent or their total oper-
ation, would have another look at what they are doing and say,
"Well, maybe we don't belong there, this is such a small part of
our operation, nnd it is a risk, there are problems in Soulh Africa,
and maybe we should withdraw," and then follow the decision that
Poioroid and that Chrysler has made.

Mr. Fauntroy. Thank you very much.

I would yield to the distinguished gentleman from Pennsylvania,
Mr. Gray.

Mr. Gray. Thank you. Mr. Chairman, thank you very much. I
just have three quick uestions, and any one of you can answer
them.

Are you aware of any legal precedent under either the commerce
or supremacy clauses which have ruled disinvestment unconstitu-
tional or, similarly, have held such actions to be constitutional? 1
know that is not in your area of expertise, but are you familiar
with any?

Ms. Bavaria. The case law on social divesting is nil. I think
there is something pending in California on union pensions where
mortgages were deliberately placed under market rate, but that is
not what we are talking about here. | don't think there is anything
like that.

Mr. Gray. Given the opinions and--—-

Mr. Schwartz, Excuse me, a Washington attorney about 2 years
ago, Michael Leibig, did a study of social responsibility from invest-
ing from a legal point of view, and it is a very interesting little
pamphlet that the article has now been separately printed from,
and his conclusion, after going through the history of legal
changes, when, for example, in early investing in New York and
Massachusetts you couldn't invest in bonds. You couldn't invest in
banks or in utilities or in railroads,

Then the whole turn-around historically from what is considered
the prudent person occurred. His conclusion was if you want to
assume fiduciary responsibility, you had to look at the social
impact of the investment, that it was a necessary part. That may
be kind of an extreme, but it is a very significant approach because
a company that disregards in the community all the social aspects,
or in their employee relations, may be quite negative in relatively
short time in their income and investment activity.

Mr. Gray. Given the studies, opinions, and actual evidence of al-
ternative investments in restricted portfolios which have demon-
strated actuarially sound investments, how do you explain the re-
luctance and reservation of the D.C. Retirement Board and the
Meidinuor Co. to support this action? Given basically your tcstimo-

@'«@ ny, your testimony is that there is no evidence of lack of soundness
or huge losses or threat to the pension funds or the workers of the
‘@€ city of Washington, D.C. Given that, can you perhaps shed some
V light on how vou explain the reluctance and reservation of the
\ Board, Tension'Board, and also their consultant in their study?
Ms. Bavaria. There are a bunch of reasons for that; the first
.V niay be unfamiliarity. They are not equipped or they have not done
this. They have not divested and realized it is doable.
J-yv." We instituted socially screened portfolios in reaction to clients,
T* and we didn't start selling it to clients in the beginning. We had it
proved to us that it could be done. | think the investment manag-
"*l ers like to act with as few encumbrances as they can. This is just
... one more restriction that causes one higher degree of difficulty.
'-cV Dr. Schotland is making some macroeconomic assumptions 1
think that we discussed.
i . Mr. ¢ ray. What about the Mcidinger study? Can you explain
why? Or is it just a client relationship there?

Mr. Schwartz. First, 1 really don't feel it appropriate for me to
become involved in directing the answer to the D.C. Tension Board.
As it is, | am known ns the Maverick of Wall Street, and | don't

¢ suppose | -vant to create more problems. So I say, in generalization,
that those who oppose divesting do so from one of two bases: One is

* a lock—as Ms. Bavaria said—of understanding, a lack of knowledge
of what the facts are, what the performance measurement is and
just not understanding it.

A second is using the investment area as an excuse, because fun-
damentally they are opposed to divesting and that this is an easy

' out. Those are the two principles, two principal reasons.
The third is that it does require more work, a good investment
manager has to put more time in, put time in finding and working
.. in a more limited universe. Certainly, if you exclude all the things
- | do for some of my Quaker portfolios, it does take a little more
work, and | don't know that all money managers are interested in
making that additional effort.

Mr. Gray. Very interesting on that last comment in terms of
your perception of those two reasons. Very fascinating. | have expe-
rienced the exact same thing.

Could you explain, then, the comment made by the representa-
tive of the Mcidinger Co. thnt when | asked the question about

. Chemical Bank, and the company in Boston, their response was

« that, well, that is not really a good example. They really didn't

e handle much in terms of South Africa and that it really didn't
have an impact on their evaluation of the negative implications.

Mr. Schwartz. | certainly can address those two institutions
from personal experience.

r The Chemical Bank would be one of the 10 largest banks. 1don't
think that, generally in regard to their corporate clients they want

Jj to take an open public position on divesting.
k| do know that until 2 years ago—because that is the last time |
.was in touch v.ith the people involved—they had an endowment di-
vision that handled accounts that didn't want any investments in
South Africa, and when | cited the internal report of Chemical
Bank that | had objected U. I was told by somebody working in the
*>area that it would be uncomfortable if | used names, and now 1
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don't know where Chemical Bank is on this, but it is certainly cor-
rect when Mr. Eager said they are not large amounts. It is Center
of Endowment funds, and we are not talking about a really large
amount, like a half billion or more than that.

I nm a coadviser on a fairly large-sized pension fund with the
Chemical Bank, and | have dealings with them, and | know quite
well what their operation is.

In regard to tho U.S. Trust Co., Bob Scivin, who is really the vice
president that | think began this area of work at the U.S. Trust
Co., has been very positive about the funds that they handle in the
social responsible area, and he is, or their unit is an adviser lo the
Calvert fund, which is one of the new mutual funds concerned with
the exclusion of certain areas of investment from their portfolio.
Some of the testimony that Joan Bavaria read came from Mr.
Moody, who is part of the U.S. Trust Co. in Boston.

There is an article in the New Age Journal in November that
has—it is a magazine that has a large report from the U.S. Trust
Co. with a picture of Bob Scivin and it is a very, very positive
report in terms of this special kind of investment. In fact, | may
have a copy of it.

Mr. Gray. Are you saying, in essence, that Mr. Eager's viewpoint
was incorrect when he said that Chemical Bank and U.S. Trust,
both of which have concluded that South African free investments
performed better in unrestricted portfolios, and that was his
answer in light of the evidence that the committee has which
seemed to suggest otherwise? Why would evidence come up with
such an evaluation if Chemical Bank and U.S. Trust of Boston
show a different pattern? Does the commitltee have the wrong in-
formation?

Mr. Schwartz. | repeat, Chemical Bank, | ha.e not been in
touch with that unit for 2 years. | know that 2 years ago they had
a small group handling endowment funds, they were quoted in a
Barron's article, and their performance was reported ns superior in
the unit for funds that excluded South Africa.

In terms of the U.S. Trust Co., you could say that their universe
is maybe 100 million, and that is not a very large figure when you
look at total pension funds which approach—if they are not in
eécess of—$1 trillion now, public and private pension funds includ-
ed.

| have been on panels with people from the U.S. Trust Co., and I
have heard them say, and | have read in articles that their per-
formance and their specialized funds have been superior to their
?xvr; funds. I think that Ms. Bavaria may have something to add to

at.

Mr. Guay. Would you like lo comment on that, Ms. Bavaria?

Ms. Bavaria. | think we have to deai with reality, they are ex-
trapolating into huge sums of money, b'llions and billions of dol-
lars, when they are talking about this. The reality is there have
been no funds managed for a period of time that are mensurable
that restricted South Africa stocks.

I think the more credible studies are those that project what the
characteristics of companies and the expected performance on the

basis of—we used 40 financial characteristics when we screened the .

D C. portfolin last spring. We found in almost all the 40 areas the

~companies that would he left, the nonexcluded companies, were su-

Jfft.~AThere just isn’t enough evidence to support any statement one
' - way or the other pertaining to huge funds.
> .Mr. Gray. In the-—-
V )Mr. Schwartz. Except some studies have been done of the S&lI
1) 600 separating companies out in South Africa and over 10 years,
' fending October 1983, the remaining S&P 500 performed better in
e ! |tevery section of the time period of that LO-year stretch, and the fig-
. r'#ures that were cited this morning by Mr. Eager were correct in
\ terms of—generally correct in terms of the percentage of the S&P
500 that were affected by investing in South Africa,
t .-But he didn’t say that there have been computer runs and that
? Y ~ performance bv the exclusion of these companies was superior.
3 V& There are—and | talk as an economist—certain reasons for that
3 N'<cEthat may not be repetitive, such as for a stretch of years of petro-
-A.-leum companies, major companies in South Africa, had a poor per-
Yi formanc? and they skewed that result.
' ’fs> ‘ Also, better performance were normally during the period from
. r "™ smaller companies, although that wouldn't affect the S&P 500.
* s>"Those computer runs done with the 500 S&P's stand firmly in sup-
Y port of what we are testifying to now.
‘ Mr. Gray. Two last questions, and I will be finished, Mr. Chnir-
, Ve man, if | may. .
I "rtrf "Therefore, in your opinion the District Council s action docs not
necessarily mean higher risk investments and lower rates of
-i return; that actuarily sound alternativesexist for the pensionfund
VlInvestment, is that correct?
' '1&. Ms. Bavaria. That is correct.
e N7 Mr. Gray. Would that be a correct summary of your combined
[ ] testimony here today?
3 ¥’.- Mr. Schwartz. | think so. | would like to see there—I would like
-* to see them have ability to invest in real estate, but | assume they
T ><*can purchase bonds and stocks of companies that are on the public
.Y market in the real estate area and take advantage of it that way.
8 Mr. Gray. Why do you say that?
Mr. Schwartz. Well, because there is—certainly among public
> -p funds now, there is a growing interest in helping develop local in-
V dustry as against runaway industry or companies that invest
. i P abroad in order to get low-cost labor.
i " One of the local industries is construction and housing. So we
, £,?'! have directed mortgages of some of the local pension funds to see
£ that housing is built in the community, and 1 think that makes
Vv? sense. There is more of that developing now called target invest-
. V3E£ment. New York City has been developing that for the last few
j YfiKyears.
» NMSP'Mr. Gray. The last question, one of those who testified earlier
#i~m ade this statement: Massachusetts has the most poorly funded
TPsjjState fund in America. Only this month Governor Dukakis signed
gajBeraergency legislation introducing major change to try to bring
asSgj&fbat fund up near normal.
[Is$]||pSecond, tne fund's chief investment officer reported in May that
N |alhe fund had lost $14 million as a result of a law passed only
TnSSmBhtlis earlier. * . .
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U.S, CORPORATIONS IN
SOUTH AFRICA:

A Summary of Strategic Investments

There are more than 350 U.S. corporations operating in South Africa today with direct
investments totalling nearly US $2 billion." In addition, there are more than 6,000 U.S. firms
doing business in South Africa without having subsidiaries there. While Citibank is the only
U.S. bank with a number of branches in South Africa, more than 125 U.S. banks have made
loans to South Africa totalling nearly US 52.4 billion,2 much of it to the government. U.S.
firms and individuals have also invested at least US S2 billion1in South African stock,
mainly gold, although with the recent surge in the price of gold this figure has most certainly
increased. This makes total U.S. investments in South Africa well over US S6 billion. These
figures represent no less than a tripling of U.S. investments since 1960, making the U.S. the
largest foreign investor in South Africa next to Britain.

The U.S. share of foreign investments in South Africa has been steadily increasing over the
ye~rs. In 1960, the U.S. held 11% of total foreign investments, but by 1978 it was at least
20%.4 It must be noted that these figures are only estimates which could even be higher since
figures on U.S. investments in such strategic areas as mining and smelting, petroleum and
transportation are suppressed by both the South African and U.S. governments « ¢ e
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South Africa has also recently managed a trade balance-of-pavments surplus and the U.S.
has greatly assisted by steadily increasing its South Africa imports each year to the current
level of US S2.3 billion. U.S. exports to South Africa have also grown to US SI.I billion.5
However, the fact that the U.S. now imports over twice as much as it exports is a reversal of
previous trade patterns and indicates a clear dependency on South African raw materials as

well as contributing to the U.S. trade deficit.

This enormous growth in U.S. investments in South Africa began in the last decade,
precisely when apartheid was becoming even more repressive following the Sharpeville
massacre of 69 blacks peacefully protesting against apartheid. Fearing further black unrest,
the apartheid regime tightened its pass laws and other means of control while using increased
foreign investments to build up white military and police protection. The investments of U.S.
corporations and bank loans and credits have been absolutely crucial in building South

Africa's economic and military power.

U.S. INVESTMENTS INSTRATEGIC SECTORS --------

The most significant aspect of U.S. investment in
South Africa is its strategic importance in maintain-
ing apartheid. The U.S. provides high level tech-
nology that South. Africa does not presently
possess. These investments are concentrated
primarily in the manufacturing sector, with U.S.
corporations producing sophisticated capital-
intensive equipment that lessens the dependence
upon African labor. South Africa’s foreign tech-
nology dependence in the manufacturing sector is
best illustrated by the fact that the official Fanzen
Commission report indicated that 40% of South
Africa's manufacturing was controlled by foreign
interests.8

It is estimated that at least three-fourths of direct
U.S. investments in South Africa are in the hands of
12 companies, all of them in strategic sectors such
as energy, computers and transportation.

ENERGY

1)  Qil7is the one resource that South Africa must

almost totally import. Since all OPEC nations have
agreed to an oil embargo against South Africa, the
apartheid regime is desperate for oil or alternative
fuel supplies. U.S. oil companies dominate this
sector, controlling at least 40% of the petroleum
market in South Africa. Mobil and Caltex (a joint
venture of Standard Oil of California and Texaco)
monopolize U.S. control. Caltex has 20% of the
petroleum market with over US $500 million in sales
(in 1976) and nearly 1,000 service stations around
the country. Mobil controls 18% of the South
African market, also with sales of over US $500
million in 1976 and close to 1,000 service stations.
More current figures on total sales of US. ail
companies in South Africa are not readily available
as oil is considered a ‘munition of war hy the
South African government and oil statistics are
protected under the Official Secrets Act. However,
since South Africa appears to continue obtaining
oil despite the loss of 90% of its imports from Iran,

U.S. companies have almost certainly increased
their significance to the South African government.
Recent reports in the Journal of Commerce (New
York), indicate that U.S. oil companies and
independent U.S. oil traders have attempted to
increas eshipments of oil to South Africa."

In addition to controlling 40% of the petroleum
market, Mobil and Caltex also control 42% of South
Africa’s refining capacity. Much of this oil is
supplied to the South Africa military and to the
police as required by South African law.

2)  Coal, unlike oil, is abundant in South Africa.
While the country’'s major coal producers are
Anglo-American, General Mining, Rand Mines
Transvaal and SASOL, none of which are U.S. firms,
the Southern Company continues to import South
African coal and the trend is likely to increase.
Apartheid labor makes South Africa’s mining costs
extremely cheap, US $4-5 per ton, compared to at
least US $20 per ton in the U.S.9

With the threat of total international oil sanctions
against South Africa, the government is relying
heavily on coal to become energy self-sufficient.
The South African government's present US $6
billion project to expand its SASOL coal-to-oil
facility represents the largest industrial contract in
South Africa's history. By way of comparison, the
government’s total budget for fiscal year 1979-80 is
US $13 billion.

U.S.-based Fluor Corporation, one of the world's
largest engineering and construction firms, has a
US $4.2 billion contract to oversee the expansion.
Numerous other U.S. firms have smaller contracts
in the project's construction including Allis-
Chalmers, Badger, Chicago Bridge, Combustion
Engineering, Control Component, Inc., Coopers &
Lybrand, Babcock and Wilcox, Honeywell, Lenape
Forge and Goodyear.1l

In addition to the SASOL expansion, Fluor Cor-
poration has also been attempting to market
SASOL’s coal-to-oil technology in the United
States. This not only would represent increased



profits for the South African government, but also
is a questionable energy alternative for the United
States. Even if synthetic fuels prove to be a partial
solution to the energy crisis, other coal-to-oil tech-
nologies are available and reportedly less
expensive.

COMPUTER INDUSTRY12

Computers are, perhaps, the most strategic of all
U.S. investments. Computers make it possible for 5
million whites to control more than 22 million non-
whites. Among the most important uses of
computers for the apartheid regime are in enforcing
‘influx control’ pass laws, for military tracking
systems against guerrillas and for police communi-
cations. U.S. computer companies dominate the
South African market, controlling an estimated
70%.13IBM is clearly the leader, with estimates of
its market share ranging from 38-50%.4 At least
one-third of IBM's sales are with the South African
government including sales to the South African
Department of Defense, the Department of Prisons
and the Atomic Energy Board.

Control Data has an estimated 13% of the
computer market and Control Data computers have
been reported at both ISCOR (South African Iron
and Steel Corp.) and ECSOM (Electrical Supply
Commission), both government parastatals.

Other US. computer companies include:
Burroughs, whose computers have been supplied
to Bantu Administration boards around South
Africa; NCR Corporation, whose computers have
been sold to many local government administra-
tions; and Sperry Rand, which has supplied com-
puters for SASOL. Computers are also produced
and sold in South Africa by Hewlett-Packard, Data
General, Datapoint, and Computer Automation.

TRANSPORTATION™

Not only do American corporations dominate this
sector of the ejonomy, but it is a critical sector
since American firms supply the South African
military and police with vehicles. U.S. automative
slants are so strategic that General Motors has
been designated a National Keypoint Industry,
which means that General Motors would be part of
a contingency plan in the event of a ‘national emer-
gency.” In two important secret General Motors
memos, obtained by the American Committee on
Africa in 1977, these plans were outlined. The
documents indicate the identical interests
between U.S. corporations and the South African
government. GM would cooperate fully with South
African troops in the event of ‘civil unrest.” Accord-
ing to the memos, in addition to supplying the
South African military with vehicles, those plant
personnel with military training were encouraged to
join the Citizen Force Commando system, a govern-
ment para-military institution. As G.M. Board
chairman T.A. Murphy proudly stated, “Any of our
plants can be converted to war production as
clearly demonstrated in the United States in
19417

The three major U.S. firms, Ford, GM and Chrys-
ler account for about one-third of all motor vehicle
sales in South Africa. In 1976, Chrysler, by merging
its South African operations into a new South
African-managed firm, Sigma, provided the nucleus
for what is now the country's largest motor
company. According to 1977 figures, Ford heid
nearly 17% of the total South African market, GM
nearly 11% and Chrysler/Sigma over 11%. Together
these three firms account for nearly one-fifth of all
direct U.S. investments in South Africa.

As for sales to the South African police and
military, GM claims that through 1978 it supplied



“in the area of 1500 units” annually. Ford said that
between 1973-1977 it sold 123 cars and 683 trucks
directly to the South African Department of
Defense and 646 cars and 1,473 trucks to the South
African police.

U.S. auto firms have also demonstrated their long
term commitments to the apartheid regime with
increased investments each year. GM, for example,
increased its investments in 1978 from US S119
million to US S157 million,” and there have been
reports that GM has plans to build a new bus and
truck facility in South Africa.

BANK LOANS _

The significance of U.S. bank loans to South
Africa was most clearly seen in the period of 1974~
76 when South Africa was suffering from a severe
recession. In 1974, total South African debt liabil-
ities were only US $2.7 billion, but by 1976 these
had nearly tripled to US $7.6 billion.” U.S. banks
were able to mobilize nearly US $2 billion dollars
during that period to rescue South Africa, with U.S.
loans providing nearly one-third of the credit
needed. Citibank is clearly the world leader in
lending to South Africa participating in loans
totalling at least US $1.6 billion 2 Other major U.S.
banks lending to South Africa include Bank of
America, Chase Manhattan, Chemical, Manufac-
turer's Hanover, Morgan Guaranty, First National of
Chicago and Irving Trust.1

In addition to direct loans, most of which are to
the government or parastatals, many of these same
banks are involved in trade financing. Trade financ-
ing figures cannot be precisely obtained, but as an
example, Chemical Bank claims that it finances
trade with South Africa totalling anywhere from US
$23-35 million in a give’ month.” Trade financing is
mostly short-term, 1f' Jay loans involving a variety
of products from catsup to automotive spare parts.

Some U.S. banks, including Citibank and Chemi-
cal Bank have claimed that they have a current
policy not to make new loans to the South African
government or related agencies, nor will they roll-
over old loans. However, no U.S. bank has cate-
gorically stated that it will not consider new loans
some time in the future while South Africa is still
under minority rule.

Further, there are other means of lending money
to South Africa without making it a direct trans-
action. For example, hundreds of U.S banks have
correspondent relationships with South African
banks, ostensibly to facilitate trade financing and
to handle corporate accounts. Yet, through these
correspondent relationships, U.S. banks can
approve letters of credit, interbank loans and the
like which could provide money requested by a
South African customer. U.S. banks exercise very
little, if any, control over such transactions and

would consequently be unaware if this money went
to the government.

An example of this relationship is Chemical
Bank's correspondence with Volkskas Bank of
South Africa. This relationship is a direct support of
apartheid since Volkskas is a government bank,
known as the ‘cashbox of the nation’ and a deposi-
tory for government, military and police accounts.

MILITARY AND NUCLEAR BUILDUP”

1)  Military—U.S. policy states that military equip-

ment of U.S. origin cannot be exported directly to
South Africa. However, despite the embargo, U.S.-
made military equipment, particularly aircraft, is
being supplied to the South African Defense Force.
In most cases, sales are being made to South
Africa as ’'civilian’ aircraft, not covered under the
embargo. These so-called 'civilian’ planes are easily
convertible for military use.

Lockheed has supplied South Africa with L-100
Cargo planes, which are almost an exact replica of
the Lockheed C-130 which is used by the American
military. This plane is capable of transporting up to
90 troops.

Avco-Lycoming aircraft engines have been spotted
in many aircraft in the South African Air Force,
including the Piaggio P-166. the AerMacchi AM-3C



and the Atlas C-4M. These craft are principally built
in Italy where the American engines are mounted.
U.S. aircraft engines are particularly strategic be-
cause. although South -Africa has its own aircraft
industry, it still does not produce aeronautical
engines and must import them.

Cessna “Skywagons' have been sold as ‘civilian’
circraft to South Africa, but according to Paratus,
the South African military magazine, Skywagons
"keep the 1,000 mile border under constant sur-
veillance." Light and maneuverable, this plane can
fly low to the ground carrying guns. Also used by
the South Africans are Cessna Golden Eagles, Con-
quests and Citations. .

Other U.S.-made aircraft known to be used by the
South African include Piper SuperCub, Rockwell
Turbo-Commandoes, and Beechcraft A36's.

2)  Nuclear Collaboration4—Since 1953 the U.S.

has almost single-handedly given South Africa its
present nuclear potential. The 50-year agreement to
exchange technology and raw materials in the
nuclear field under the infamous "Atoms for
Peace" program, is a prime example of the absurd-
ity of claiming that increased trade with South
Africa will influence that government to end apar-
theid.

While apartheid has only become more repres-
sive, the South African regime has acquired the
technology from the U.S. to be virtually nuclear
self-sufficient. Previously South Africa’'s only
strength was an abundance of uranium. However,
the US. has trained nearly 100 South African
nuclear scientists which has enabled the South
Africans to build their own reactor which is not
safe-guarded by International Atomic Fnergy Asso-
ciation (IAEA) regulations. South Africa has refused
to sign the Nuclear Non-Proliferation Treaty and
1977 satellite photographs detected testing plans
in the Kalahari desert. More recently, there have
been suspicions of testing off the coast of South
Africa.

But the real success for the South African regime
has been the development of their own enrichment
plant, which means that they no longer must
depend upon the U.S. to supply them with enriched
uraiiium. This has been accomplished primarily
with  West German technology and U.S.-made
equipment.

U.S. corporate involvement in nuclear collabora-
tion with South Africa began in 1965 when Allis-
Chalmers built South Africa’s first nuclear reactor,
SAFARI |, at Pelindaba. Since then many other
corporations have lent assistance. Foxboro Inter-
national has supplied computers to regulate the
enrichment facility. Honeywell has provided elec-
tronic components and Hewlett-Packard supplied at
least one computer for the enrichment plant.
General Electric has supplied geothermal turbines
to power a reactor and has often applied to the
NRC to supply more equipment. Others include
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Federal Products supplying precision equipment;
Varian MAR, isotope gauging equipment; and Leeds
& Northrup, electronic components.

U.S. FIRMS INS A UNDER APARTHEIDI-

Many major U.S. corporations operating in South
Africa have si;ned the "Sullivan Principles" to
justify their claim of being an avenue for change in
South Africa. Similar to the EEC Code of Conduct,
corporations are supposedly involved in massive
reforms in the workplace.

In reality it is clear that even the most progres-
sive reforms imaginable will not alter the power
structure of on-going white domination in South
Africa, yet U.S. corporations have demonstrated
that they will not jeopardize profitable partnersh'-'s
with apartheid by implementing even the most
modest of reforms.

Initlr) reforms were to include such things as
integrating all eating, comfort and work facilities.
Nearly 75% U.S. corporations claim to have in-
tegrated facilities. In actuality only 27% of all black
laborers in U.S. subsidiaries work in integrated cir-
cumstances. Corporate excuses for not integrating
fully, range from Uniroyal’'s claim that "separate
facilities have traditionally been provided and
forced integration will only lead to disaster,” to
Hewlett-Packard and Monsanto’s contention that
they cannot integrate because they share buildings
with South African companies.

U.S. corporations have moved at a "snail-like"
pace, according to the Financial Mail, in raising



black wages and hiring blacks above the unskilled
and semi-skilied level. For example, GM employs
only four blacks in salaried positions out of a work-
force of 4,500. IBM has only four black managers
out of 1,443 employees.

U.S. firms claim that salaries for blacks have
increased by a greater percentage than for whites,
but even the smaller increases for whites have
been enojgh to increase the average wage gap
between black and .vhite workers from US $250 in
1974 to US $280 in 1978.

African laborers in U.S. firms are paid according
to minimum levels established by South African
organizations. In 1973, realizing the inadequacy of
the established minimum levels as a wage stan-
dard, the U.S. State Department recommended that
all US. firms pay a minimum wage 50% above
the South African standard, or US $256 per
month for 1978 However, 95% of U.S. companies
responding to a survey reported paying a minimum
wage under US $238, well below the proposed
minimum level.

Many companies were not even paying the
absolute poverty wage of US $192. Masonite
reported that it pays its 165 male migrant workers
on its forestry plantations US $36 a month and 338
women are paid US $32 a month. The company’s
managing director unashamedly said, “There has
Deen a big improvement since 1972."

Even some statistics submitted by companies
are open to question. The third report on the signa-
tory companies to the Sullivan Principles, released
In October 1979 by Arthur D. Little, Inc., notes that
nearly 3,000 employees were "missing” in company
reports. In addition, when reporting the integration
of work areas, some companies included blacks
and whites who are in the same job category, but
not necessarily the same location.s#

Regardless of the degree to which U.S. com-
panies institute workplace reforms, these are of
minor significance to blacks—compared to the
strategic importance of U.S. investments in
strengthening white minority rule in South Africa

by Truman Dunn

(adapted from a paper presented by the American
Committee on Africa at the "International Semincr on the
Role of Transnational Corporations in South Africa"
sponsored by the British Anti-Apartheid Mrv ment in
cooperation with the United Nations Special Committee
Against Apartheid, London, November, 1979.)
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southern africa
PERSPECTIVES

US. Business In
South Africa:

“Voices
for Withdrawal”

Twice in the last four years hundreds of thousands of Black South Africans have joined in mass actions
demanding an end to the apartheid system, which defines them as non-persons in their own country. Under
apartheid Blacks are net citizens but labor units, controlled by the economy’s need for labor. When the white-
owned mines, farms and factories run out of jobs. Blacks find themselves driven from the 87% of South Africa
classified as white, back into tiny reservations, where they have no way to support themselves. No Blacks in
South Africa can vote, choose a job freely, buy a house or be certain of living peacefully with husband, win, or
children.

That is apartheid. It is not, say Blacks, a system that can be patched up or reformed into acceptability.
They are determined to destroy it completely, replacing it with a society in which all men and women, irrespec-
tive of color, will be able to participate fully.

The courage Black South Africans have shown in pursuing their freedom in the face of police bullets, mass
arrests, torture and constant haras,r nent has won them new American allies in student, union, black, church
and other communities. These Americans looked to see whether there were US structures buttressing the apar-
theid system. They found the US corporations. .*>everal hundred such companies now supply critical capital,
sophisticated technology and vital equipment to a system which, in turn, rewards them with profits much
greater than they can earn at home.

By 1980, US investment and loans had grown to an estimated S5 billion. Opposition to such investment,
both inside the country and among US activists has also grown. Some US businessmen now believe their
plants may become the battlegrounds of the future. “Foreign companies are going to be the target,” Goodyear
Tire and Rubber Co.'s South African managing director told a Business Week reporter this fall. Other ex-
ecutives dealing with South Africa talk openly about the mounting “hassle factor" they have to contend with
as groups mobilize to get the corporations to stop supporting apartheid.

In spite of these dangers and pressures, US companies are not yet ready to retire from the field. Business
Week reported, "Some US companies are finding that their South African holdings are among their more pro-
fitable-estimated payback for many companies is just five years.. .opportunities for expansion there are
nearly irresistible."

Rather than withdraw. US companies have launched an energetic public relations campaign to persuade
their opponents that economic growth is producing reform, that apartheid is crumbling, and that the corpora-
tions are playingla vital role in the whole process.

The A ica Fund (associated with the American Committee on Africa)
198 Broadway, New York, N.Y. 10038



The South African government encourages such talk of "reforms" as it tries to promote an image of itself
as a flexible institution bent on change. Gut the limits of its flexibility are clearly delineated. Describing "my
vision for the next ten years in South Africa"”, Prime Minister P.W. Botha recently told white students that
"one man one vote in a Unitarian state was out..." "Not now, not ever," he told a group of Black leaders.

Examined closely, the reforms turnou > mechanisms for streamlining and modernizing the system of
apartheid, making it more responsive to the “eds of an economy which now requires skilled labor for its
sophisticated production lines and fewer pick and shovel workers.

The reforms suggested by US corporations under the Sullivan banner fit neatly into this context. They
avoid dealing with the overriding problem of white power and Black subservience, the real issue of apartheid,
and confine themselves to proposals for "equal opportunity"” type improvements inside the factory gates.
Even at that level they are woefully inadequate and rely on the word of the corporation as to the progress being
made. The whole procedure is somewhat akin to asking the fox to report on its behavior among the chickens.

But Black criticism of US involvement reaches far beyond the Sullivan principles and whether these are ef-
fectively implemented on the factory floor, to the fundamental issue of who really gains from this corporate
presence in South Africa.

It is a crime called terrorism—punishable by a minimum five years in jail—to call for foreign companies to
pull theirinvestments out of South Africa. Yet despite such penalties Blacks have found powerful ways of voic-
ing their views without breaking the law. A year ago, Bishop Tutu, a leading Black churchman and Secretary-
General of the South African Council of Churches, commented on the issue to a reporter, “Some say that if we
getoutof South Africa, others will invest. | want to say very respectfully that the moral turpitude of thatargu-
ment is breath-taking. It's like saying, 'Hey, your wife is going to be raped and if I don't, someone else is
waiting."’

Those are strong words for a Bishop. They reflect the passions generated among Blacks by the continuing
presence of US and other foreign companies in South Africa. This presence is seen as providing economic,
political and strategic support to the apartheid system in ways which can only raise enormously the cost in
Black lives as the struggle to achieve liberation intensifies.

The following is a small sampling of the many voices now calling for .anend to all US investment in South
Africa.

THE SOUTH AFRICANS:

"I firmly believe if disinvestment could start it
could bring a hastened end to apartheid. Perhaps an
exodus of American companies from South Africa
could bring about change."

» Tozamile Botha, leader of the 1979 strike at the
Port Elizabeth Ford Motor Company plant In-
terview in Sunday Post (Johannesburg),
December 9. 1979.

"1 appeal to South Africa's strongest allies, Britain
and America. In the name of what we have come to
believe Britain and America stand for. | appeal to
those two powerful countries to take decisive action
for full-scale action for sanctions that would
precipitate the end uf the hateful system of
apartheid."”

* The late ChiefAlbertJ. Luthuli, president of the
African National Congress and Nobel Price
winner, June 12 1964.

"The argument is often a the loss of
foreign investment would hurt Blacks the most. It
would undoubtedly hurt Blacks in the short run,
because many of them would stand to lose their jobs.
But it should be understood in Europe and North
America -1  foreign investment supports the pres-
ent ,uuz system of political injustice. . If
Washington is really interested in contributing to the
development of a just society in South Africa, it
would discourage investment in South Africa. We
Blacks are perfectly willing to suffer the conse-
guences! We are quite accustomed to suffering."

» Sieve P%ko, Black consciousness movement
leader, in 1976 interview with Bernard Zylstra,
Canadian Forum, DecemberJanuary 1977-78.



Oliver Tambo

“If | said that the only way to bring change would
be total economic sanctions, | would be liable to go to
jaiL So let’s just be cagey. Let's just say that | sup-
port ‘pressures,” and leave it at that.”

* Dr. Nthato Motlana, chairman of the Soweto
Committee of 10, in an interview in the New
York Times, April 4, 1978.

"What we in the ANC want to see is what the peo-
ple of South Africa want to see—our people are not
only ready and willing to accept the consequences of
action against the regime on the economic front, but
they have themselves demanded the total political,
economic, cultural and military isolation of the racist
regime. We demand total isolation of the racist
regime—no investment and withdrawal of existing in-
vestment.”

« Oliver Tambo, Acting President-General of the
African National Congress, South Africa, in an
interview with the Guardian (US), March 22,
1980.

“ ... disengagement might not itself deal lusty
economic blows against a very wealthy country such
as South Africa, but it will deal a firm psychological
blow against the structure and the system of apart-
heid. The white government in South Africa is ter-
ribly conscious of world opnion—it affects not to be,
but it is extremely conscious of it..."

e Donald Woods, South African editor, in
remarks at Yale University reported in the
Yale Graduate Professional February 3,1978.

Donald Woods

Tozamile Botha

Albert Luthul

"Advocates of continued investment claim that if
foreign investors withdraw this would result in large
scale unemployment of Blacks. Withdrawal can only
mean the downfall of the Vorster regime.

Black people in general are prepared to suffer any
consequences if this means ultimate Black
freedom...

Foreign investors claim their presence in this coun-
try contributes toward the development of the Black
community. This claim is disputed by the reality of
the Black experience in this country. We resolve
therefore...

To call upon foreign investors to disengage them-

selves from this white-controlled exploitative sys-

tem."

 Statement adopted by the Black People's Con-
vention Congress, 1972.



"Governmental insistence on enforcing apartheid
and its rejection of normal negotiation with freely
chosen Black leaders, have produced a situation in
which there are few ways of preventing the escrJation
of violence and bloodshed into a major confrontation.
One of the few remaining methods of aridng
peacefully is through economic pressure, whitu could
help to motivate the changes needed :0 bring justice
and peace in South Africa. T”e Christian Institute
therefore supports the call for no further investment
in South Africa because;

1. Strong economic pressure is of vitalimportance
in bringing about as peaceful a solution as possible.

2. Investment in South Africa is investment in
apartheid, and this is immoral, unjust and ex*
ploitative.

3. Attempts to change the situation through
pressure by investors have proved inadequate.

4. The argument that economic growth can pro-
duce fundamental change has proven false. Many
Black organizations have opposed foreign investment
in South Africa, and this would be the opinion of the
majority of South African Blacks if their voices could
be heard”

«'Christian Institute in South Africa, 1976 state-
ment

Not*. The African National Congress was banned in
1960. Steve Biko was killed while In police custody in
September 1977. The Black People's Convention and the
Christian institute were among many organizations ana
individuals banned by the South African government in
October. 1977. Dr. Nthato Motlana was detained at that
time. Hewas released in March 1978. Donald Woods was
banned at that time and now lives in exile. Tozamile
Botha, detained and banned in 1980, escaped info
exile.

U.S. Churches:

--Resolved, That the American Lutheran Church
again express its unequivocal rejection of apartheid
and all other forms of racial discrimination in our own
society as well as in other nations, and declare apar-
theid to be a matter of 'status confessionis": and be it
further

Resolved, That the ALC again declare its strong
commitment to work for the elimination of these
abhorrent evils and to support those who suffer under
such oppression through unremitting prayer and
deliberate action; and be it further

Resolved, That the ALC declare its judgement that
at this moment in history in South Africa, divestiture
is the most legitimate strategy in opposing apartheid
and the most effective consequence of a declaration of
‘status confessionis.'

- Resolution ado ted merican Lutheran
ﬁurc In conve tlon a/ct erd 1980.

“The governing board of the National Council of
Churches of Christ in the United States of America,
recognizing the grave injustices in Southern Africa
and guided by its commitment to Christian principles
and its own affirmations of human rights, declares its
support for the following actions.

—Support efforts to end all economic collaboration
between South Africa and the United States govern-
mentand its private institutions involved in banking,
commerce and industry until Black majority rule is a
reality...

—Undertake to withdraw all funds and close all ac-
counts in financial institutions which have in-
vestments in South Africa or make loans to the South
African government or businesses and urge consti-
tuent membership to adopt this policy.”

* National Council of Churches governlng board,
statement adopted November 10. 1977

“We have been attempting as a denomination to
vote our stocks in such a way as to bring about
changes in corporation policy. We've tried to vote our
stocks in order to encourage corporations to
withdraw. It is our conclusion that attempts on the
part of corporations to bring about changes are very
minimal. It (the Reformed Ch'irch in America's ac-
tion) calls all of the church to follow the leadership of
the General Synod. . .and to support the necessity for
divestiture from stocks incompanies that do business
with South Africa."

- Reverend Dr. Donald Van. Ifoecen. . campus
mmlster Western Ml(% an nlversﬁ
oowm a yote by the General Synod 0f
Reformed Church”in. America _to dlveBt |ts

stockg B mterests in om anies and hanks

that usiness In South Africa. Kalamazoo

Gazette JUNE 21 1980

Black Americans:

“The United States should take measures to sever
all economic, diplomatic, political and cultural rela-
tions with South Africa. These measures should in-
clude a ban on new investment by United States com-
panies, a program of tax penalties designed to require
withdrawal of current investments, a ban on new
bank loans to South African borrowers, and termina-
tion of all exportation to and importation from South
Africa.”

- The National BIack A enda for the 805
E ed Marc%g ]1 q( %hmon(ﬁ \o,,.h
more. fhan 10 Blac eaders representmé
over 300 organizations.



“The NAACP should call upon US corporations to
withdraw their investments in South Africa. . The
conduct of American firms to date. . has failed to
make a significant impact on the elimination of the
total concept of apartheid. . The NAACP should
maintain its call for economic sanctions against South
Africa until all vestiges of apartheid are eliminated.”

* NAACP policy proposal adopted by the Board
of Directors January 16, 1980.

"We believe, without qualification, that the United
States should unilaterally totally disinvest its cor-
porate money and break all connection with South
Africa.”

e RandallRobinson, Executive Director of Trans-
Africa. Africa News, September 1980.

"This policy of “friendly persuasion’is a myth. The
United States has used that argument for years to
justify its refusal to support United Nations sanc-
tions against South Africa. | think they have to be
isolated in the world. | think that there are 35 million
Black people in this country who support that and
their view ought to stand for something in US foreign
policy."”

« Representative Ronald Dellums, 1977.

U.S. Trade Unions:

"Since the AFL-CIO has repeatedly called for an
end to the system of apartheid practiced by the
government of South Africa, it is deplorable that the
subjugation and repression of the non-white citizens
of South Africa by a white minority government has
escalated.. .US corporations should immediately
divest themselves of South African affiliates, and
sever all ties with South African corporations.”

« AFL-CIO Executive Council statement,
February 24, 1978.

"We have no illusions that the relatively small
holdings our trusts have in those corporations are
going to cause a major turnabout in their activities in
South Africa. We do think, however, that it is incum-
bent upon our union and other organizations sharing
our point of view to keep the pressure on.

Most important, our members have every right to
insist that pension money negotiated by the union
and held in trust on their behalf be used wisely, moral-
ly and in ways that are socially useful and reflect their
interests.”

o Letter from International Officers of the Inter-
national Longshoremen and Warehousemen
Union to trustees of the Union's negotiated
pension funds. February 16, 1978.

"We of the CBTU...

Call upon the American trade union movement to
withdraw their bank accounts including pension
funds from banks that make loans to South Africa
and also from banks that loan money to companies
that invest in South Africa."

« Coalition of Black Trade Unionists. Adopted at
national convention. May 25, 1980.

"Apartheid provides a powerful incentive for US
companies to make South Africa a haven for runaway
plants. It is the interest and obligation of American
unionists to fight the corporations' immoral support
for the racist South African regime."

 United Radio, Electrical and Machine Workers
U/Hon, resolution adopted by 1977 national con-
vention. The union withdrew a S4 million
payroll account from Chase Manhattan Bank,
a major lender to South Africa.

"Loans and investments from the United States
that prep up South Africa's repressive regime are an
insult to all Americans who believe injustice and fair
play."

» Leon Dacis, President. District 1199, National
Union ofHospital and Health Care Employees,
RWDSU/AFL-CIO, January 29. 1978. after the
adoption of a resolution mandating that "no
pension funds should be invested in any man-
ner that would financially assist or aid or sup-

port the present government or economy of
South ‘frica."

City and State:

“The Legislature of the State of Nebraska declares
that investment of Nebraska state funds in institu-
tions which support the apartheid system of South
Africa is contrary to Nebraska's pr ‘ciples of human
rights and social equality and ca the Nebraska
Investment Council to remove approved list
for investment of Nebraska t. ids corporations
and banks that invest in South A.iica."

« Nebraska Slate Legislature adopted March 31,
1980.

"The people of Berkeley. California declare that
public monies should be removed from banks and
other financial institutions doing business in or with
South Africa and reinvested according to a policy that
takes ethical, social and economic considerations into
full account.”

» Referendum passed in Berkeley, California,
April 17, 1979.



"RESOLVED BY THE HOUSE OF REPRESEN-
TATIVES (The Senate concurring) That the
Michigan Legislature urge the Congress of the United
States and the President of the United States to im-
pose immediate sanctions against the South .African
government in response to that country's disregard
for human rights and dignity."

* Resolution 462 adopted by the Michigan
Legislature, February 6, 1978.

Other Voices:

"Although we realize that one agency cannot
materially affect socio-economic change in South
Africa, numerous other agencies and institutions are
also taking similar affirmative action. As our collec-
tive voice grows stronger, we hope that our influence
will be felt and that the path to freedom and equality
will be made a little easier for those suffering under
the yoke of apartheid."

» Joyce Phillips Austin. Executive Vice-
President Federation of Protestant Welfare
Agencies, following that organization's deci-
sion to divest its portfolio of all stocks in cor-
porations doing business in South Africa,
March 4. 1980.

"After a two-week stay in South Africa I concluded
that to invest in this country is to boost the con-
fidence of the Whites, to secure perhaps decades of
further humiliation for Blacks and, in effect, to sup-
port ideals that run completely counter to the
democracy of which Americans are rightly so proud.
To suggest, | concluded, that by investing ic South
Africa one is helping to bring about change and the
improvement of the condition of Blacks is to seek an
excuse for supporting racists because it is financially
profitable.”

* Frank Vogt US Economic Correspondent for
the Times of London, The Sun, May 11,1980.

“US policy... cannot cling to the naive notion that
international economic forces are, or can be expected
to be. agents ofchange. At most such forces will bring
a certain number of Africans into the existing system,
perpetuating thereby a degree of Western control
that cannot help but result in continued internal and
potentially international conflict."

» George Houser, executive director, American
Committee on Africa, Christianity and Crisis.
September 9. 1977.

“In my judgement, financial support of apartheid
should no longer be tolerated. The current policy of
the United States Government should be changed
from one of neither encouraging nor discouraging
foreign investment in South Africa to one of active
discouragement. ”

* Dick Clark, former U.S. Senator. The New York
Times, February 21,1978.

"Everyone who invests in South Africa is voluntari-
ly involving himself in organized theft. Everyone who
buys South African apples, or wine, or gold or any
other goods, is benefiting from the brutality and ex-
ploitation suffered by the non-whites of South Africa
under the present system."

« Julius Nyerere, President of Tanzania, in an ad-
dress to the Paasikivi Society of Finland,
quoted in Christianity and Crisis, March 13,
1978.

International Organizations:

"The General Assembly.. .calls on all Govern-
ments concerned

a) To sever diplomatic, military, nuclear, economic
and other relations with the racist regime of South
Africa;

b) To take measures to prevent transnational cor-
porations. banks and other institutions under their
jurisdiction from collaborating with the apartheid
regime;

C) To take all necessary action to terminate credits
by the International Monetary Fund and other bodies
to South Africa;

d) To prohibit the sale of krugerrands;

€) To deny any facilities to airlines or ships travel-
ling to and from South Africa;

f) To terminate all government promotion of, or
assistance to, trade with or investment in South
Africa;

g) To support effective international sanctions
against the racist regime of South Africa."

 Uniled Nations General Assembly Resolution
34193 adopted December 12, 1979.

“The Counol.. .finds that the mensures adopted
by the Apartheid regime in the wake of the United Na-
tions mandatory arms embargo renders foreign com-
panies operating in South Africa to being integrated
into the Apartheid regime's military programme.
Already such western corporations provide South
Africa with virtually all of its petroleum, computer,
automotive, and high technology supplies. Hence any
action short of total western corporate withdrawal
would be inadequate."

* Organisation of African Unity, Council of
Ministers, June 1980.
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ALABAMA

State Action: On February 7, 1984, Representative James Buskey reintroduced
a bill modeled on the successful Massachusetts legislation requiring
divestment of state pension funds from banks and corporations investing in
South Africa. There have been hearings in the House Ways and Means
Cannitt.ee, but a vote has not yet been taken.

ARIZONA

State Action: Representative Art Hamilton and Senator Tony West introduced
legislation which has been attached to HB 2020 which prohibits the
investment of public funds in enterprises headquartered in or who have the
majority of their interests based in South Africa. This includes a
prohibition on the purchase of precious metals from South Africa. The bill
is awaiting action by the Senate.

CALIFORNIA

State Action: Assemblywoman Maxine Waters reintroduced Assembly bill 808
which stipulates that afte,rieJanuary:"dLj;?7T989,-? Aib""*"state""fuhds®"shallrremainA
invested in any cocporatipn;;.orr.anybank;.r”.oing./business ;in:;So_uthJifrica.

A public hearing in the Assembly _Finance..and .lInsurance Conmittee was
held on January 10, 1984. The..bil&.was_defeated/bv a vote of 5 to 8.
Assemblywoman Waters will introduce the bill again next year.

City Action: Santa Cruz: On November 8, 1983, Mayor John Laird of the City
of Santa Cruz signed an ordinance which prohibits the investment of public
funds in banks doing business in or with South Africa. The divested funds
will be reinvested to create jobs, housing, and other services for local
residents.
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