
 
 

 

clarityRESEARCH 
 

Ethical Funds 
 
Summary 
 
1. Ethical investment is generally considered to mean investing in funds that have employed some kind of 

screening, such that certain types of companies are included and/or excluded according to specified 
ethical criteria. 

2. It is important that the investor is aware of the particular screening criteria used, as this may not match 
their own particular ethical criteria.  

3. In addition, it is important that the investor is aware of the increased investment risks that imposing 
ethical restraints may confer. 

4. Ethical and moral considerations have become increasingly important for some investors, but it is 
important to consider the implications of imposing these considerations on your portfolio. 

 
 
Screening Processes 
 
Ethical funds, also called SRI (socially responsible investment) funds, can apply both positive and negative 
screening techniques. In addition, ethical funds have become more pro-active in engaging with companies, 
and can also employ a ‘best of breed’ approach. 
 
Negative screening criteria are those that must be met in every case, and are used to exclude companies, 
e.g. operations in oppressive regimes, gambling, and tobacco. These will exclude those companies that are 
deemed to be unethical, e.g. arms, tobacco, oils or alcohol companies. This significantly restricts the 
available investments, and may compromise fund performance. 
 
Positive screening criteria are those that a fund seeks to satisfy, but do not need to meet in every case, e.g. 
good environmental practice, education, health care. This will include investment in companies whose 
activities create some form of environmental or ethical benefit. Recycling companies, public transport and 
education companies may meet this type of screen.  
 
The ‘best of breed’ approach seeks to identify those companies that may have previously been 
unacceptable, but are improving their ethical record. This aims to encourage companies to adopt more 
socially responsible practices, whilst keeping investment restrictions on certain sectors to a minimum. 
 
In practice, funds use a mixture of the above techniques to varying degrees, and it is important to examine 
the fund prospectus in detail to understand exactly how the ethical criteria are applied so that you are 
comfortable with the process. 
 
 
Screening Limitations 
 
Moral choices and opinions are likely to be different for each individual, for example, one investor may find 
a drinks company acceptable, but an arms company unacceptable, whereas others may wish to avoid both 
these areas. An ethical fund is therefore unlikely to match exactly the investor’s own ethical requirements, 
and may represent a compromise.  
 
For an investor who truly wishes to invest in accordance with their beliefs, a segregated investment strategy 
via a specialist stockbroker may be appropriate. This investor would need to be willing to accept the tax 
inefficiency, more complex administration, and potentially lower investment returns that may result. 
 
Screening systems may also have difficulty with multinational conglomerates, since, whilst the majority of 
the firms activities may be beneficial, a small part may be ethically unacceptable.  For example, a global 
retail firm with positive environmental record and good labour practices may also have a US firm that sells 



 
 

 

firearms in the local market. Most funds would not invest in this firm, regardless of how small a part of the 
business is unethical; others will set limits based on turnover or profitability. 
 
The subjectivity of the decision will also cause difficulty where a firm’s activity is open to interpretation. 
For example, a firm that produces fuel cells for cars could be seen as reducing pollution, or as part of the 
global motor industry, and included or excluded as appropriate. 
 
 
Investment Strategy Limitations 
 
Ordinarily, typical private client portfolios will contain shares of companies involved in tobacco production 
(e.g. BAT), alcohol production and sale (e.g. Diageo), and weapons production (e.g. BAe or Rolls Royce). 
These companies are amongst the largest in the UK, and their exclusion would significantly constrain a fund 
manager’s investment flexibility and may adversely affect returns.  
 
A typical ethical investment portfolio is also likely to be significantly underweight in large cap 
companies/overweight small and mid cap, and have limited exposure to world markets. In addition, fixed 
interest investment may be severely restricted, as the government is usually considered to be unethical (e.g. 
due to arms sales), and investment grade corporate bond choice is also limited. This means that an ethical 
portfolio may contain additional significant risk factors that investors should consider carefully. 
 
During adverse stock market conditions, many managers will seek to invest in “defensive” sectors. Tobacco 
and alcohol companies are often very defensive in nature, as poor economic conditions normally do not 
result in a significant fall in tobacco or alcohol consumption. There are companies which pass ethical 
screening and display defensive characteristics, but these are often smaller, or lack the liquidity of the large 
tobacco and alcohol companies. Many ethical funds therefore tend to outperform when new economy growth 
stocks are in favour, and suffer when old economy stocks are in favour. Of course, some funds are more 
biased in this respect than others. 
 
In addition, ethical funds may not be suitable for income investors, as many have low yields as a result of 
reduced exposure to the large cap value companies, and problems with fixed interest investment. 
 
 
 
 

 
 

 
 

 

 
 

 

 
 

 

 

 
Risk Warning: The past is not necessarily a guide to future performance.  The value of your investment and the income from it can fall 

as well as rise and is not guaranteed. You may not get back the full amount invested.  

 
Our views are based upon our understanding of current legislation in England & Wales. Levels and bases of, and reliefs from, taxation 

are subject to change and their value to you will depend upon your personal circumstances. You should not act on any of the 

information without seeking professional advice. 
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