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optimal strategy, at least as taught by the modern finance theorists,
but instead adhere to the inferior strategy associated with trying to
beat the market, at the price of heavy administrative expenses and
underdiversification. Of course, some individual employees will be
offended by the choice of social-investing objectives of their pension-
fund trustees — provided they know what those objectives are — but
the disutility resulting from such offensiveness is probably small for
most people, and if it is great for a particular employee, then, as
mentioned, he will go elsewhere. We conclude that the disutility to
the individual investment beneficiary from social investing will nor-
mally be small, but the sum of these disutilities across all the affected
individuals may not be small, which supports our conclusion that
when all relevant factors are considered, it is probable that social
investing results in a net diminution of the overall utility of the in-
vestment beneficiaries.

It is consistent with this analysis, however, that a mode of social
investing which preserved the freedom of choice of investment bene-
ficiaries might confer greater net benefits than a refusal to offer any-
thing but the strategy that maximizes purely financial well-being.
We explore in the next part of this Article the feasibility of such a
“check-off””35 system under the ratification doctrine of trust law.

II. Is SociAL INVESTING LAWFUL FOR A TRUSTEE?

A. General Analysis

We have argued that social investing is undesirable because it
appears to reduce the overall utility, however broadly defined, of the
investment beneficiaries. It remains to consider whether social in-
vesting is contrary to trust law and its statutory counterparts. We
conclude that it is (except in the optional format discussed later); a
trustee who sacrifices the beneficiary’s financial well-being for any
other object breaches both his duty of loyalty to the beneficiary and
his duty of prudence in investment. In reviewing the law on these
matters, we shall take the conventional law of private trusts as our
starting point but pay special attention to the issues that arise under
pension trusts.

The essence of the trustee’s fiduciary relationship is his responsi-
bility to deal with the trust property “for the benefit of’3¢ the trust
beneficiary. Indeed, in the language of the Restatement (Second) of
Trusts, “[t]he trustee is under a duty to the beneficiary to administer

35. See text at Part IIB /nfra.
36. RESTATEMENT (SECOND) OF TRUSTSs § 2 (1957) [hereinafter cited as RESTATEMENT].
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the trust solely in the interest of the beneficiary.”” Although most of
the case law applying this duty of loyalty to the beneficiary’s inter-
ests has arisen in situations of self-dealing or other conflicts of inter-
est in which the courts have acted to prevent the trustee from
enriching himself at the expense of the trust beneficiary,?® the same
result has been reached with regard to fiduciary investments for the
benefit of a third party (that is, a party other than the trust benefici-
ary or the trustee). The Restatement says, in the Official Comment
treating the duty of loyalty: “The trustee is under a duty to the bene-
ficiary in administering the trust not to be guided by the interest of
any third person.”3® Because the entire object is to protect the trust
beneficiary, nothing of principle turns on the identity of the party
who profits at his expense. '

Blankenship v. Boyle,*° decided in 1971, applied the duty of loy-
alty to social investing. A multi-employer pension fund for coal
miners that was dominated by the United Mineworkers Union
bought large blocks of shares in certain electric utilities in order to
induce their managements to buy union-mined coal. On the com-
plaint of some of the pension-fund beneficiaries, the court enjoined
“the trustees from operating the Fund in a manner designed in
whole or in part to afford collateral advantages to the Union or the
[employers].”4!

The 1974 pension reform law, ERISA,*? codified the duty of loy-
alty in the so-called “sole interest” and “exclusive purpose” rules.3
Section 404(a)(1) provides that the “fiduciary shall discharge his du-
ties with respect to a plan solely in the interest of the participants
and beneficiaries and . . . for the exclusive purpose of providing
benefits to participants and their beneficiaries . . . 744

37. /d. at § 170(1) (emphasis added).
38. See generally 2 A. ScotT, THE Law oF TRUsTs §§ 170-170.25 (3d ed. 1967 & Supp.
1980).
39. RESTATEMENT, supra note 36, at § 170, Comment q (emphasis added). See/d at § 187,
Comment g (emphasis added):
Improper motive. The court will control the trustee in the exercise of a power where he
acts from an improper even though not a dishonest motive, that is, where he acts from a
motive other than to further the purposes of the trust. Thus, if the trustee in exercising or
failing to exercise a power does so because of spite or prejudice or to further some interest
of his own or of a person other than the beneficiary, the court will interpose.
For decisional authority see, eg., Conway v. Emeny, 139 Conn. 612, 96 A.2d 221 (1953).
40. 329 F. Supp. 1089 (D.D.C. 1971).
41. 329 F. Supp. at 1113,
42. Employee Retirement Income Security Act of 1974, 29 U.S.C. §§ 1001-1381 (1976).
43, See H.R. REP. No. 533, 93d Cong., Ist Sess. 13, 21, reprinted in [1974] U.S. CoDE
CoNG. & AD. NEws 4639, 4651, 4659.
44. ERISA § 404(a)(1), 29 U.S.C. § 1104(a)(1) (1976).

HeinOnline-- 79 Mich. L. Rev. 97 1980-1981



98 Michigan Law Review [Vol. 79:72

Another obligation that trust law imposes on fiduciaries is the
duty of care defined by the prudent man rule. The case law is now
condensed in the Restatement, and effectively codified for pension
law in ERISA.#5 The Restatement says: “In making investments of
trust funds the trustee is under a duty to the beneficiary . . . to make
such investments and only such investments as a prudent man would
make of his own property having in view the preservation of the
estate and the amount and regularity of the income to be de-
rived. . . 746

Trust law has placed greater emphasis on risk relative to return
than the modern theory of finance does,*” but risk and return, how-
ever weighted, are factors exclusively related to the investor’s
financial well-being. The highly risk averse investor of traditional
trust law accepts a lower return for a lower risk. He does not accept
a lower return for some other, nonfinancial purpose. The duty of
prudent investing therefore reinforces the duty of loyalty in forbid-
ding the trustee to invest for any object other than the highest return
consistent with the preferred level of portfolio risk.4

The chief ERISA administrator, Ian D. Lanoff of the Depart-
ment of Labor, has rejected the suggestion that social investing is not
subject to ERISA’s rules of prudence and loyalty. He has said that
ERISA requires that the fiduciary’s “overall investment strategy . . .
be designed to protect the retirement income of the plan’s partici-
pants,” and that both the duty of loyalty and the prudent man rule
would be violated if a fiduciary were to make an “investment deci-
sion based on other objectives, such as to promote the job security of
a class of current or future participants.”#® Social factors may be
brought in only if it is costless to do so. The Labor Department’s
approval of the recent Chrysler/UAW agreement endorsing some so-
cial investing of pension fund assets was based on the understanding
that the investments in question would be “economically competitive
with other investment opportunities which may not contain similar
socially beneficial features.”>® As previously explained, the field for
such costless substitutions is limited because they usually involve
added administrative costs and, if attempted on a large scale, would

45. ERISA § 404(a)(1)(B), 29 U.S.C. § 1104(a)(1)(B) (1976).

46. RESTATEMENT, supra note 36, at § 227.

47. See Langbein & Posner, supra note 14, at 3-6.

48. A similar rationale underlies the trustee’s familiar duty to invest promptly, in order to
make trust funds productive. .See RESTATEMENT, supra note 36, at § 181, Comment c.

49. Lanoff, T%e Social Investment of Private Pension FPlan Assets: May It Be Done Lawfully
Under ERISA?, 31 Lab. L.J. 387, 389 (1980).

50. /4. at 392.
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impose on the trust the uncompensated risk that is created by inade-
quate diversification.

The attorney general of Oregon has issued a formal opinion ap-
plying the state’s statutory prudent man rule to the question whether
investment managers for the state university endowment funds could
“take political and moral considerations into account in making in-
vestment decisions.” He ruled that “[i]t is inappropriate and irrele-
vant for the investment managers to consider any factors other than
the probable safety of, and the probable income from, the invest-
ments as required by the statute.” Political factors could only be
considered to the extent they affected “the safety of or return on in-
vestments.”>!

There have been two notable efforts to avoid the implications for
social investing of the body of fidiciary law that we have just sum-
marized. The distinguished treatise writer, Professor Austin W.
Scott, announced his endorsement of social investing in a short state-
ment inserted in the pocket part to his treatise.>2 And two practicing
lawyers, Ronald Ravikoff and Myron Curzan, later undertook a
more extensive effort in an article in the California Law Review 53

As Ravikoff and Curzan admit, “Scott offers no rationale” and
no statutory or decisional authority.>* Scott states:

Trustees in deciding whether to invest in, or to retain, the securities
of a corporation may properly consider the social performance of the
corporation. They may decline to invest in, or to retain, the securities
of corporations whose activities or some of them are contrary to funda-
mental and generally accepted ethical principles. They may consider

such matters as pollution, race discrimination, fair employment and
consumer responsibility.

. . . Of course they may well believe that a corporation which has a
proper sense of social obligation is more likely to be successful in the
long run than those which are bent on obtaining the maximum amount
of profits. But even if this were not so, the investor, though a trustee of
funds for others, is entitled to consider the welfare of the community,
and refrain from allowing the use of the funds in a manner detrimental
to society.53

Scott makes no effort to reconcile his support for social investing

51. 38 Op. OR. ATTY. GEN. No. 7616, at 2 (May 2, 1978), now being litigated in Associated
Students of the University of Oregon v. Hunt, No. 78-7502 (Lane County Cir. Ct., filed Nov.
22, 1978).

52. 3 A. ScoTT, supra note 38, at § 227.17 (Supp. 1980).

53. Ravikoff & Curzan, Social Responsibility in Investment and the Prudent Man Rule, 68
Cavrr. L. REv. 518 (1980).

54. Id. at 527 n.31.

55. 3 A. ScoTT, supra note 38, at § 227.17 (Supp. 1980).
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with the trustee’s duties of loyalty and prudence that he canvassed so
extensively in the body of his treatise.5¢ He ignores the ERISA rules,
discussed above, that contradict his position. Scott cites some of the
literature on corporate social responsibility but does not mention
that the legal analysis that has been applied in the corporation cases
is the opposite of the rule he is supporting for the law of trusts. The
rationale that has protected corporate directors in shareholder suits
complaining of acts of seeming corporate altruism is that the direc-
tors were in fact pursuing the longer-range self-interest of the firm
and hence that their conduct has been wealth-maximizing.5”

Ravikoff and Curzan take a different approach. They assemble
scraps of supposed authority in order to give the appearance that the
law of trusts is in flux and is hence no obstacle to their policy prefer-
ences. Against the Blankenship case and its uncompromising insis-
tence that an investing strategy that does not seek to maximize the
investor’s financial well-being breaches the trustee’s duty of loyalty
to his beneficiaries, Ravikoff and Curzan juxtapose a misreading of
Withers v. Teachers’ Retirement System 58 The Withers case, brought
by retirees who were beneficiaries of the New York City school-
teachers’ pension fund, Teachers’ Retirement System (TRS), chal-
lenged the decision of the TRS trustees to purchase $860 million of
New York City bonds as part of the plan that prevented the city
from going bankrupt in late 1975. Like most public employee pen-
sion funds, TRS had not been “fully funded.” The main asset of
TRS was the city’s contractual liability to pay benefits out of future
tax revenues calculated on past service. City payments to TRS in the
1974 fiscal year constituted sixty-two percent of TRS’s total income
(as opposed to nine percent derived from employee contributions
and twenty-nine percent from investment income). The TRS trust-
ees testified that although the legal situation was far from certain,
their best guess was that in the event of bankruptcy essential city
services and past city bond debt would have priority over payments
to TRS and hence that payments to TRS would cease. In making
the loan to the city, the TRS trustees acted in concert with four other
municipal employee pension funds, which agreed to purchase $2.5
billion in city obligations over a two-and-one-half-year period.

The court upheld the trustees’ action, even though the bonds bore
such a high risk of default that they would not have satisfied the

56. See 2 A. SCOTT, supra note 38, at §§ 170-170.25 (loyalty); 3 A. ScoTT, supra note 38, at
§§ 227-227.16 (prudent investing).

57. See, e.g., Shlensky v. Wrigley, 95 Ill. App. 2d 173, 180-81, 237 N.E.2d 776, 780 (1968).

58. 447 F. Supp. 1248 (S.D.N.Y. 1978), affd. mem., 595 F.2d 1210 (2d Cir. 1979).
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normal standards of prudent investing (the purchase was also exces-
sive in amount and would have been in breach of the duty to diver-
sify). Ravikoff and Curzan interpret the court’s rationale as follows:
Withers may represent an interpretation of the prudent man rule
that is quite different from that set forth in Blankenship. Blankenship
espouses the traditional conception of the rule: a trustee may not select
an investment that fosters nontraditional objectives at the expense of
adequate rate of return and corpus safety. In contrast, Hithers appears
to permit a fiduciary to compromise these traditional objectives in
favor of the other goals—at least to some extent. The court upheld the
trustees’ investment only because the investment gave much-needed
aid to the fund’s principal contributor and helped to preserve the jobs
of fund participants. That is, the investment was prudent in this case
because it provided “other benefits.” The prudent man standard that
emerges from Withers can thusly be cast: a trustee is permitted to sac-
rifice adequate return and corpus safety only where the investment
provides “other benefits” to the interested parties.>®

But what the Withers court actually did was to point to the host
of special factors that made the TRS purchase justifiable under the
traditional wealth-maximizing standards of trust-investment law.
The trustees’ “major concern” was “protecting what was, according
to the information available to them, the major and indispensable
source of TRS’s funding — the City of New York,” and they “went
to great lengths to satisfy themselves of the absence of any reason-
able possibility that the City would be able to obtain the needed
money from other sources.”s® The trustees used the bond purchase
to precipitate federal government financing for New York City,
thereby creating for TRS’s beneficiaries the prospect of reaching the
federal treasury to satisfy the City’s liability to TRS. They “obtained
a provision conditioning the pension fund’s investment in the City
bonds on the enactment of federal legislation” providing for interim
financing for the City.5! Indeed, since the trustees’ $860 million in-
vestment was about what the City would have had to pay TRS over
the two-and-a-half-year period in question, TRS “could be no worse
off under the plan than it would be in bankruptcy without City
funds.”¢2 The court in Withers endorsed the Blankenship case, and
declared that “neither the protection of the jobs of the City’s teachers
nor the general public welfare were factors which motivated the trustees
in their investment decision. The extension of aid to the City was

59. Ravikoff & Curzan, supra note 53, at 523.

60. Withers v. Teachers’ Retirement Sys., 447 F. Supp. 1248, 1252 (S.D.N.Y. 1978), qffd.
mem., 595 F.2d 1210 (2d Cir. 1979).

61. 447 F. Supp. at 1253.
62. 447 F. Supp. at 1253.
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simply a means — the only means, in their assessment — to the legit-
imate end of preventing the exhaustion of the assets of the TRS in
the interest of all the beneficiaries.”¢3 The trustees found favor with
the court for their effort to protect their greatest asset, which was the
liability of the City to pay off its obligations to TRS over future de-
cades.

Ravikoff and Curzan next address ERISA’s requirement that
pension-fund fiduciaries invest “solely in the interest of the partici-
pants and beneficiaries.”$* This provision constitutes, as Ravikoff
and Curzan correctly observe, “nothing more than a restatement of
the common law duty of loyalty.”¢5 Accordingly, they reason, since
“[t]he purpose of the duty of loyalty is to require a fiduciary to
avoid” self-dealing, social investing is unobjectionable “[a]s long as
the fiduciary avoids self-interested transactions . . . .”’66 But the
view that the trustee’s duty of loyalty governs only in situations of
self-dealing is incorrect. To be sure, most people who steal do it for
their own gain; that is why most of the case law concerns self-deal-
ing. But, as mentioned earlier, the trustee’s duty of loyalty exists
solely for the protection of the trust beneficiary, and it is equally
violated whether the trustee breaches for the trustee’s enrichment or
that of a stranger.s? Furthermore, many forms of supposed social
investing contain overtones of conflict-of-interest or self-dealing:
“The legislative history [of ERISA] evinces deep congressional con-
cern not only with conflicts of interest on the part of employers —
such as investment in employer stock — but also with union self-
dealing.”¢®

Regarding ERISA’s requirement that the fiduciary invest “for the
exclusive purpose of . . . providing benefits to participants and their
beneficiaries,”s® Ravikoff and Curzan assert that “[tlhe concept of
‘benefits’ . . . need not be limited to payments that a participant or
beneficiary would receive upon retirement, Ze., pure economic re-
turn to an investment. It is arguably broad enough to include nu-
merous types of positive returns, e.g., job security and improved
working conditions.”” This interpretation of the term “benefits”

63. 447 F. Supp. at 1256 (emphasis added).

64. ERISA § 404(a)(1), 29 U.S.C. § 1104(a)(1) (1976).
65. Ravikoff & Curzan, supra note 53, at 531.

66. 1d. -

67. See text at note 39 supra.

68. Hutchinson & Cole, Legal Standards Governing Investment of Pension Assets for Social
and Political Goals, 128 U. PA. L. REv. 1340 (1980).

69. ERISA § 404(a)(1)(A), 29 U.S.C. § 1104(a)(1)(A) (1976).
70. Ravikoff & Curzan, supra note 53, at 532.
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was rejected by the former administrator of the Labor Department’s
ERISA office, James D. Hutchinson, and a co-author, Charles G.
Cole, in an article cited by Ravikoff and Curzan but ignored on the
precise question.”! Hutchinson and Cole point out that “the term
[‘benefits’] is used more narrowly throughout [ERISA] to refer to
those cash benefits that a participant or his family would receive in
accordance with the specifications of the [retirement] plan,”?? and
they conclude “that ERISA trusts are to be established and main-
tained for the limited purpose of providing retirement benefits and
not for other, socially desirable purposes which provide collateral or
speculative ‘benefits’ to plan participants or appeal to the philosophi-
cal leanings of the plan sponsor or other parties associated with the
plan.”73

Ravikoff and Curzan avoid the common-law prudent man rule
by rewording it to suit their purpose. After quoting the Restatement
version of the rule,’ they purport to summarize it in a form which
changes it radically, and which they thereafter treat as a statement of
the law. The objects of the prudent man rule, they say, are “preser-
vation of the trust corpus and attainment of an adequate return.””>
The term “adequate” is their own invention, and in thus implying a
standard less than “optimal” or “maximum” it is wholly without au-
thority. The authors later endorse a movement from “adequate” to
“moderate or even no return,”’¢ still in the name of prudence.

The trustee’s duty to diversify trust investments goes unmen-
tioned in the Ravikoff and Curzan article, although breach of that
duty is a main category of potential liability for trustees who engage

71. Ravikoff and Curzan cite the Hutchinson and Cole article as it appeared in EMPLOYEE
BENEFIT RESEARCH INSTITUTE, stpra note 4, at 27. See Ravikoff & Curzan, supra note 53, at
531 n. 49. A revised version of the Hutchinson and Cole article has since appeared in the
University of Pennsylvania Law Review, cited supra note 68.

72. Hutchinson & Cole, supra note 68, at 1370 & 1371 n. 151.

The only reason that ERISA is less than explicit in defining “benefits” as a strictly eco-
nomic term is that no other usage even occurred to the draftsmen. In the Congressional find-
ings that constitute the preamble to the statute the term “benefits” is repeatedly used in the
conventional and strictly economic sense. “Congress finds . . . that despite the enormous
growth in [pension and other] plans many employees with long years of employment are losing
anticipated retirement bengfits owing to the lack of vesting provisions in such plans; that owing
to the inadequacy of current minimum standards, the soundness and stability of plans with
respect to adequate finds fo pay promised benefits may be endangered; that owing to the termi-
nation of plans before requisite finds have been accumulated, employees and their benefi-
ciaries have been deprived of anticipated demgfits . .. . ERISA §2(a), 29 US.C. §
1001(a)(1976) (emphasis added).

73. Hutchinson & Cole, supra note 68, at 1371.

74. RESTATEMENT, supra note 36, at § 227, quoted in Ravikoff & Curzan, supra note 53, at
520.

75. Ravikoff & Curzan, supra note 53, at 520.

76. Id, at 528.
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in social investing. We have elsewhere suggested that the concept of
optimal diversification — as refined in modern capital market the-
ory, the elimination of uncompensated or nonsystematic risk — will
come to supply the legal standard of the trustee’s duty to diversify.””
If, because of underdiversification, the portfolio incurs a loss com-
pared to an optimally diversified portfolio, this loss would be the -
measure of the trustee’s breach of his duty to diversify and would be
recoverable as damages to the beneficiaries at the suit of any of
them. For example, with the hypothetical American National Bank
socially responsible portfolio discussed earlier, there is a 5%
probability that the portfolio will underperform an optimally diver-
sified portfolio by as much as 4.2%. If the portfolio in fact exper-
ienced that loss, it would be the measure of the trustee’s liability to
the beneficiaries. Of course, the loss could be much greater. There is
a 1% chance that the hypothetical portfolio would underperform an
optimally diversified portfolio by 6.3%. Other socially responsible
portfolios could involve much larger potential losses, either because
they excluded more stocks or because they were less adroit in mak-
ing compensating portfolio adjustments.

B. A Social-Investing Vehicle for Pension Trusts

Although neither the common law of trusts nor ERISA, correctly
and conventionally understood, permits a trustee to adopt social in-
vestment criteria on his own initiative, trust law contains two doc-
trines, authorization and ratification, that permit the settlor and the
beneficiary respectively to waive the ordinarily applicable law and
thus to excuse the trustee from what would otherwise be a breach of
trust. These doctrines could be employed to authorize social invest-
ing for a private trust, and we suggest that ratification gives limited
scope to social investing in pension trusts as well.

Authorization. The general rule of trust-investment law is that
the settlor may impose on the trust whatever investment policy he
sees fit.7® There are some rudimentary limits on the settlor’s discre-
tion, not well developed in the case law, but in the main he has the
same freedom with respect to investment that he has in designating
trust beneficiaries. The law seems to have reached this result for two
reasons. First, it respects the settlor’s property rights, allowing him

77. Langbein & Posner, supra note 31, at 27-28, discussing the rule codified in Restatement,
supra note 36, at § 228: “the trustee is under a duty to the beneficiary to distribute the risk of
loss by a reasonable diversification of investments, unless under the circumstances it is prudent
not to do so.”

78. RESTATEMENT, supra note 36, at § 164(a).
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to extend to his trustee the same power that he himself had to man-
age his property in an eccentric fashion. Second, the settlor is pre-
sumed to know the needs of his beneficiaries better than anyone else.
When he insists on the retention of the family farm or the family
firm, he is presumed to be acting in the best interest of beneficiaries
whom he knows well. That rationale has been carried over to other
investment instruments.

Ratification. A trust beneficiary cannot “hold the trustee liable
for an act or omission of the trustee as a breach of trust if the benefi-
ciary prior to or at the time of the act or omission consented to it.”7?
Unless the beneficiary was deceived or acting under an incapacity,
he may ratify investment practices that would otherwise be in breach
of the trust instrument or of the common law. The idea is that if the
beneficiary is entitled to receive and waste the trust funds, he is
equally entitled to allow them to be wasted while still in the hands of
the trustee.

These waiver-based doctrines become problematic in the multi-
party setting of the pension trust. Even in private trust law, the
power of one beneficiary to ratify cannot be used to impair the rights
of other beneficiaries. The typical pension trust presents the problem
not only of multiple beneficiaries but also of multiple settlors — as in
multi-employer plans and in so-called contributory plans (where the
employee contributes to the fund as well as his employer). Further,
the authorization and ratification doctrines presuppose wholly vol-
untary trusts. In pension trusts, however, employee contributions
are often required as a condition of employment; and since in eco-
nomic terms the employer-paid component is a cost of employment,
it too is best understood as a form of involuntary savings whose true
cost is borne by the employee. Since the employee is in this.impor-
tant sense the “settlor” of his own pension trust account, there is
good reason to prevent plan sponsors (such as employers and/or un-
ions) from using the authorization doctrine to impose social invest-
ing upon him.

One of ERISA’s innovations was the prohibition against “any
provision . . . which purports to relieve a fiduciary from responsibil-
ity or liability,”# and Hutchinson and Cole observe that as a result
“the plan documents cannot authorize a policy of social investment
that would otherwise be impermissible under the fiduciary standards
of the Act.”8! This rule against exculpation clauses eliminates the

79. RESTATEMENT, supra note 36, at § 216(1).
80. ERISA § 410(a), 29 U.S.C. § 1110(a) (1976).
81. Hutchinson & Cole, supra note 68, at 1372 & 1373-75.
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common-law authorization doctrine from pension trusts, but does
not appear to have that effect on the ratification doctrine. Consider a
defined-contribution plan, the basic portfolio of which was invested
to maximize risk-adjusted return, but in which the individual benefi-
ciary was allowed an election to have his contributions (as well as
those made for his account by his employer) invested in an alterna-
tive portfolio constructed on social principles. A social-investing op-
tion of this sort would seem to fall outside the purpose of the ERISA
prohibition. Although the social portfolio would be part of the plan
and hence perhaps literally within the scope of ERISA’s prohibition
on noncomplying portfolios, it would lack that element of involun-
tary imposition on the beneficiary that motivated the ERISA rule.
The beneficiary who knowingly elected the social-investing option
and found the market performance of the social fund to be disap-
pointing would be estopped to complain of the imprudence of that
social fund.

In a defined-benefit plan, however, a social-investing option
seems inapposite. Even when contributory, the distinguishing fea-
ture of a defined-benefit plan is that the employer (sometimes a
multi-employer group) obliges himself to pay a certain level of re-
tirement benefits to the employee regardless of the investment per-
formance of the fund. If the fund achieves disappointing results, the
employer is liable to make up the difference. There is no reason in
law to prevent an employer from assuming such a risk on behalf of
his willing employees, but he has good reason to resist union or other
efforts to induce him to increase his pension costs and liabilities in
this way.

It would probably not entail especially significant administrative
costs for-a pension plan to offer a social-investing option, or indeed
more than one, provided that the criteria were identified for the port-
folio manager with great precision. Investment professionals tell us
that no great expense would be involved in the construction of a
portfolio that had relatively mechanical, easy-to-apply criteria for
identifying forbidden stocks (for example, $X assets in South Africa,
$Y sales volume in the defense industry, or whatever). This is not to
say that such low-administrative-cost criteria would satisfy all or
even many advocates of social investing; the point, rather, is that
some form of social-investing option could be created that would be
consistent with the trust investment law and with ERISA. The plan
sponsor would be required to inform beneficiaries about the in-
creased risk and cost of the social portfolio, in order that the choice
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be a truly informed one, and to arrange for confidentiality respecting
the portfolio election of each individual, in order to protect benefi-
ciaries from union or other pressures.

Such a social-investing option would be economically sound be-
cause the consumption benefits of social investing, which the option
would secure, are, in economic analysis, as real as investment bene-
fits. But those who believe that it is sound social policy to discourage
individuals from trading future retirement benefits for current con-
sumption will have a ground for continuing to oppose social invest-
ing even in the voluntaristic mode that we have endorsed.

III. UNIVERSITY ENDOWMENTS

We have thus far considered the social investing question only in
the context of the pension fund. The analysis changes when we
move from pension trusts to charitable trusts (or to charitable corpo-
rations, which for present purposes are indistinguishable from chari-
table trusts®2). This is an area of considerable consequence for
university trustees; they are currently being pressured to apply social
criteria to the investmen\t of their endowment funds, and some
boards of trustees have succumbed.

The distinguishing juridical feature of the charitable trust is the
absence of conventional beneficiaries. A private trust must identify
by name or by class the persons who are to take as equitable owners
of the trust property, but a charitable trust is void if it is found to
serve individual rather than community benefit.8> The charitable
trust occupies a legally privileged position: it is not subject to the
rule against perpetuities; the attorney general or other public officer
may enforce it; the cy pres doctrine protects it against ordinary rules
of defeasance; and it enjoys a variety of tax and procedural advan-
tages pursuant to statutes that follow the common-law criteria for
defining charitable trusts.®¢ The law conditions the grant of these
privileges on the requirement of indefiniteness of beneficiaries. A
charitable trust will fail if “the persons who are to benefit are not of a

82. See generally 4 A. SCOTT, supra note 38, at § 348.1.

83. A recent Pennsylvania decision dealing with the claim of the Fraternal Order of Police
to be a charitable organization concluded that the group “is essentially a labor organization
existing solely for the benefit of its own membership,” and hence that “its benefits are not
applied for the advantage of an indefinite number of persons as would be the case if the public
were to benefit.” Commonwealth v. Frantz Advertising, Inc., 23 Pa. Commw. Ct. 526, 533-34,
353 A.2d 492, 496-97 (1976). For a good general background on such cases, see 4 A. ScotT,
supra note 38, at § 375.2.

84. See RESTATEMENT, supra note 36, at §§ 365 (unlimited duration), 391 (public enforce-
ment), 395 (cy pres).
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sufficiently large or indefinite class so that the community is inter-
ested in the enforcement of the trust.”ss

In place of the definite beneficiaries of private trust law, the law
of charitable trusts substitutes the standard of community benefit de-
fined by a circumscribed set of charitable purposes: the relief of pov-
erty; the advancement of religion; the advancement of education and
of health (including research); and the promotion of governmental,
municipal, and other purposes beneficial to the community.3¢ At the
border of each of these categories there can be serious questions
about whether particular schemes qualify, but the typical university
charter declares purposes that fall unambiguously within the cate-
gory of education and research (and often within that of health as
well).

In analyzing social investing by private and pension trusts, we
derived the trustee’s obligation to invest for the maximum financial
well-being of the trust beneficiaries from the trustee’s duties of loy-
alty and prudent investing; but since, by definition, the charitable
trustee does not owe such duties to particular private beneficiaries,
the question arises whether there are any legal impediments to social
investing of university endowment funds. There are several:

1. Charter. University charters are often granted by special leg-
islative act, both for state schools and private universities. A univer-
sity may also be chartered under the general nonprofit corporation
statute of the jurisdiction. In principle, an authorizing instrument
under the common law of trusts would also suffice. Regardless of
the form, a university’s charter is usually restrictive; it dedicates the
institution to educational and related purposes.

A variety of the causes espoused in the name of social investing
are not within the purposes of such charters — for example, expres-
smg d1sapprova1 of selected foreign governments, or supporting cer-

tain labor union organizing campaigns. For university trustees to
spend university funds on such causes directly would be ultra vires
and put the trustees in breach of their fiduciary duty to the institu-
tion.8” Were the trustees to pursue the same end by engaging in so-
cial investing of the university’s endowment funds, they would
simply be attempting to do indirectly what they may not do directly.

Under conventional charitable trust law, the state attorney gen-
eral has standing to sue to prevent such misuses of university endow-

85. Id at § 375.
86. Id. at § 368.
87. See id. at § 379.
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ment funds. Because he is a political officer, and there will often be
more votes to gain from supporting than from opposing the groups
that advocate social investing, his intervention might not always be a
serious prospect. We doubt that the attorney general of Connecticut
would sue Yale to force it to desist from the sale of shares in compa-
nies doing business in South Africa. But the attorney general proba-
bly does not have a monopoly of standing in such cases; other
persons who have a significant economic interest in the fate of the
endowment — for example, professors and students — probably
may sue.?8

2. Noncharitable purposes. If a particular charter is too restric-
tive to permit a particular scheme of social investing, the proponents
of the scheme may reply that the institution ought to get its charter
amended. When the charter originates in special state legislation,
the legislature can authorize virtually any use of institutional funds
(at least as regards the state law of charitable purposes, although not
the federal tax consequences). When the charter is nonstatutory and
subject to the common law of charitable trusts, valid charter amend-
ments will be impossible for many social investing schemes. The law
of charitable trusts denies private autonomy over the definition of’
what purposes qualify as charitable. The standard of community
benefit does not vary with the tastes of universities or their founders,
trustees, and donors.

Some of the schemes favored by proponents of social investing
are incompatible with these legal standards. In England, a trust for
the purpose of changing existing law is not charitable.?® Although
this rule generally has not been followed in American law, our law
does attempt to distinguish between “social” purposes, which are
permissible, and “political” purposes, which are not.°® Trusts to pro-
mote socialist political and educational activity have been held not
charitable;®! a similar fate befell a bequest to create an education
and information center for the Republican women of Penn-
sylvania.®? A Scottish case held that a trust to support resistance to

88. In Coffee v. William Marsh Rice Univ., 403 S.W.2d 340 (Tex. 1966), two opposing
groups of alumni were held to have standing to intervene in a lawsuit in which the trustees of
Rice University were seeking the application of the cy pres doctrine in order to eliminate
racially restrictive provisions from the trust instrument that had created the school.

89. National Anti-Vivisection Socy. v. Inland Revenue Commrs., [1948] A.C. 31.
90. 4 A. ScoTT, supra note 38, at § 374.6.

91. See cases in 4 A. SCOTT, supra note 38, at § 374.6.

92. Deichelmann Estate, 21 Pa. D. & C.2d 659 (1959).
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strikebreaking and lockouts was political and hence void,** and a
New Zealand case ruled similarly against a trust for the League of
Nations.”* University trustees faced with pressures to adapt their
portfolios to the requirements of union organizing campaigns, or
some group’s foreign-policy views, must beware the force of such
precedents. The price of yielding to social investing demands may
be litigation costs and potential liability for breach of fiduciary duty.

3. Donors. Past donors — more likely their heirs or successors
— may claim that since social investing constitutes a diversion from
the educational purposes for which the funds were given, it breaches
an implied or express condition and ought to trigger defeasance of
the funds in favor of the donor. In Illinois, legislation in force since
1874 denies to universities the “power to divert any gift . . . from the
specific purpose designed by the donor.”®> Donors would have a
strong argument against applying the cy pres doctrine in order to
prevent defeasance, since cy pres applies only when it “becomes im-
possible or impracticable or illegal to carry out the” original charita-
ble purpose.®s Thus, trustees who yield to pressures to divert
endowment funds from education to other causes are exposing their
endowments to the restitutionary claims of donors and heirs.

Trustees must also be concerned with the reaction of future do-
nors. The existence of vigorous competition among universities lim-
its the ability of university administrations to make investment
decisions contrary to potential donors’ desires in making gifts to uni-
versities — their main desire, we assume, being to further educa-
tional objectives rather than to foster the political views of those
groups that seek to impose social objectives on the university admin-
istration. From a practical standpoint, university trustees are also
obliged to give full weight to the savings in administrative costs that
result when they are spared the endless portfolio reviews and diffi-
cult investment decisions that are involved in social investing, espe-
cially in view of the absence of agreement on the social principles to
be pursued.

In sum, even though the legal analysis that protects individual
beneficiaries against involuntary social investing in the context of
private and pension trusts does not govern in the field of charitable
trusts with indefinite beneficiaries, much of the economic analysis

93. Trustees for the Roll of Voluntary Workers v. Commissioners of Inland Revenue,
[1942] Sess. Cas. 47.

94. In re Wilkinson, [1941] N.Z.L.R. 1065.

95. IIL. Rev. Stat. 1971, ch. 144, § 1.

96. RESTATEMENT, supra note 36, at § 399.
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does apply, and there are serious legal impediments of a different
sort to social investing of endowment funds. To be sure, the very
competitive pressures we have just described support an argument
for a legal rule that would give university trustees the discretion to
engage in social investing or not as they see fit. The analogy would
be to the business-judgment rule which, as noted earlier, allows cor-
porate directors substantial discretion in determining which business
policies to pursue, including those, such as giving to charity, which
may seem inconsistent with profit maximization, at least in a narrow,
short-run sense. The business-judgment rule is justified by the exist-
ence of competitive pressures, in both capital and product markets,
that serve as a check against abuse of discretion by business manag-
ers; and to the extent that similar pressures operate in the market for
education, an analogous grant of discretion to university trustees in
fashioning and implementing investment policies for the university’s
endowment funds could be defended on similar grounds. However,
self-perpetuating boards of trustees of nonprofit educational institu-
tions are subject to considerably less intense competitive pressures in
both their capital (fund-raising) and their product (the sale of educa-
tional services to students in exchange for tuition) markets than are
their counterparts in the business sector; and this consideration
might argue for some intermediate rule.

Our analysis ends on an uncertain note. There are legal risks to
the charitable trustee who fails to try to maximize the value of the
charity’s endowment fund, but we are not prepared to say that the
law does, or should, absolutely forbid social investing by charitable
trustees. We go no further than to enumerate the legal risks, affirm
that they are substantial ones, and counsel charitable trustees as a
matter of prudence to resist to the extent possible the pressures to
follow social investing as part of their investment strategy.

In emphasizing the legal risks that university and other charita-
ble trustees incur in pursuing social investing, we do not suggest that
the law requires social grievances to go without remedy. The law of
charitable trusts has been constructed on the quite intelligent (and
efficient) premise that the grand social issues of the day should be
resolved in the institutions whose procedures and powers are appro-
priate to them. The political and legislative process of the modern
democratic state is well-adapted to dealing with pressures for social
change. Charitable trusts have been designed to serve specialized
purposes — in education, healing, the arts, research, and so forth.
They are not well suited to be fora for the resolution of complex
social issues largely unrelated to their work. There is every reason to
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think that charitable trustees will best serve the cause of social
change by remitting the advocates of various social causes to the po-
litical arena, where their proposals can be fairly tested and defined,
and if found meritorious, effectively implemented.
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