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EXECUTIVE SUMMARY

Vermont is currently evaluating whether or not to divest its pension plan from holdings in
the fossil fuels industry. This report reviews the crucial elements behind the decision to
divest. It addresses the legal and fiduciary impacts that frame the decision to divest, as
well as the possible effects on CO, emissions and fossil fuel industries. Following these
considerations, it concludes with a discussion of divestment strategies. Ultimately we
find that the decision to divest is heavily constrained by laws governing fiduciary duty.
For divestment to proceed, current law states that any pension changes must have a
positive or neutral effect on the financial health of the pension portfolio.

After a brief review of the history of the divestment movement, the report considers the
importance of fiduciary duty and its implications for the divestment movement. The
report then outlines the three major possible financial impacts of divestment: the diversity
penalty, transaction costs, and avoidance of the carbon bubble. The first two will likely
have a negative impact on the portfolio while the latter will likely have a positive impact.
The range of academic research on these implications is presented to help lawmakers
make informed decisions on the relative weight of each. Divestment efficacy is then
addressed after considering the financial impacts in the decision-making process.
Divestment is determined to be most efficacious in its ability to stigmatize the fossil fuel
industry by generating considerable media attention. The report concludes with a
discussion of divestment strategies.

1. BACKGROUND

Fossil fuel divestment is a climate change initiative that urges university systems,
companies, municipalities, and other entities to divest from the world’s largest coal, oil,
and gas companies. This environmental initiative hopes to reduce CO, emissions while
avoiding other potential economic impacts.

Fossil fuel divestment is a direct activist response to climate change, a phenomenon that
is nearly universally accepted by the international scientific community. Rising
concentrations of CO, pose a significant risk to the earth’s climate by trapping heat from
the sun into the earth’s atmosphere resulting in a warmer global climate. Burning fossil
fuels releases carbon into the atmosphere, accelerating this effect. The logic behind
divestment is that minimizing financial support of fossil fuel industries will draw
attention to this issue, and slow the global output of COs.

In the past decade, the fossil fuel divestment campaign has gained traction and
popularity. Representatives from Seattle and San Francisco (both considering divestment)
cited the average pension portfolio being comprised of 2 percent to10 percent fossil fuel
stocks. Both cities were at the low end of this range (San Francisco 3.2 percent; ' Seattle
4.44 percent).’According to 350.org, $39.7 million of Vermont’s $3.8 billion pension
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plan is invested in fossil fuels (in Carbon Tracker’s top 200 fossil fuel companies).3 This
amounts to only 1.04 percent of the portfolio.”

Historically, divestment is not an uncommon form of social activism. Two prominent
social activist campaigns, the South African anti-apartheid movement and the anti-big
tobacco campaign, used divestment extensively. The South African anti-apartheid
campaign spawned federal and statewide legislative action. Scores of states and cities
divested or levied economic sanctions against companies that did business in South
Africa. The tobacco divestment campaign was far more limited. Beginning in the early
1990s, activist health groups and social welfare foundations began lobbying state and
federal governments to divest their holdings in tobacco companies, principally Philip
Morris. This campaign began at colleges and universities. Trustees and students
advocated that supporting big tobacco was immoral because it was funding an industry
that claimed thousands of lives each year. On the whole, divestment ebbs and flows in the
public discourse, and consequently has been used to varying degrees of success.

2. FIDUCIARY RESPONSIBILITY

Any discussion about divestment should stress fiduciary responsibility: the responsibility
of a pension manager to his or her beneficiaries. Fiduciary duty provides an important
moral and legal framework for investing the money of others. V.S.A. Title 3, Ch.17
reads:

“The Vermont pension investment committee shall be responsible for the

investment of the assets of the state teachers' retirement system of
Vermont, the Vermont state employees' retirement system, and the
Vermont municipal employees' retirement system pursuant to section 472
of this title, 16 V.S.A. § 1943, and 24 V.S.A. § 5063. The committee shall
strive to maximize total return on investment, within acceptable levels of
risk for public retirement systems, in accordance with the standards of
care established by the prudent investor rule under 14A V.S.A. § 902
(emphasis added).

There has been considerable discussion surrounding the implications of fiduciary duty for
divestment movements. Fiduciary responsibility does not necessarily preclude socially
responsible investment, but it does prohibit the sacrifice of financial returns for social
reasons. Nevertheless, there is considerable leeway for the investor to make private
investments. This includes a mandate to judge the value of an investment at the present
time rather than looking solely at historic performance (which becomes important in
considerations of the Carbon Bubble). Furthermore, Modern Portfolio Theory (and
V.S.A. § 902) takes a holistic approach, one that sees risk as more than a simple sum of

" VPIRG presents a even lower number.
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each investment. This allows the investor the ability to minimize the effects of diversity
lost through divestment.

As Vermont’s laws currently stand, the pension board can only divest fossil fuel funds if
there is a reasonable argument that returns will not be adversely affected. This could be
changed by the legislature, but Vermont has adopted the Uniform Prudent Investor Act
(UIPA).” UPIA is a national framework, adopted by 44 states, that standardizes fiduciary
responsibility. Standardization of responsibility is key, as deviating from the act would
likely decrease the probability of passing a divestment bill and create unnecessary
complications to the legal system.

3. FINANCIAL IMPACTS ON PORTFOLIO

As discussed above, the laws surrounding fiduciary duty confine Vermont’s pension plan
so that socially-responsible investing should be undertaken only if it can reasonably be
assumed to have a neutral or beneficial effect on future returns. Consequently, it is
important that all decisions regarding fossil fuel divestment are made with the financial
health of the fund in mind. While these laws require that the decision whether or not to
divest must be argued on purely financial grounds, there are still valid arguments both for
and against divestment. There will be many financial impacts associated with divestment,
some larger than others. The direction of these impacts is contradictory; some will be
positive while others will be negative. The argument comes down to the relative weight
of each impact.

3.1 Financial Impacts Overview

The following section gives a brief introduction to the scope of potential impacts of
divestment on an actively-managed pension portfolio as well as any general consensus
that has emerged from literature on the topic. It is followed by sub-sections which
elaborate on each element.

Early discussions of divestment generally focused on the loss of a “sin stock premium.”
This theory centered on the idea that immoral companies cut costs associated with moral
practices and are more profitable. Most studies suggest that this impact is nonexistent
because moral practices also bring financial benefits (like increased worker retention and
better brand image) that balances any lost revenue.® Other fossil fuel asset effects, based
on specific tracking patterns of fossil fuel stocks (relative to inflation and oil prices), have
been a concern of many pension boards considering divestment.” Consensus suggests that
these can be canceled out through smart new investments and have a negligible impact on
the portfolio. In light of this, there remain three relevant effects on the decision to divest.
Two have negative impacts on the portfolio, and one has a positive effect.

The diversity penalty and transaction costs will have negative financial implications for
the pension portfolio. The diversity penalty relates to the fact that removing fossil fuel
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stocks shrinks the investable universe, decreasing potential diversity and therefore
increasing risk. Estimates of the cost of this effect range from $270 million over 20 years
for a $1 billion pension plaln8 to only 0.0002 percent.9 The methodology used to create
the higher end of these estimates has been questioned academically, but the true cost is
likely to be somewhere between these extremes. The other negative effect is transaction
costs. Transaction costs are the brokerage, research, and managerial fees associated with
transitioning an account from fossil fuels. A study commissioned by Seattle estimated
these to be approximately $1 million for Seattle’s $2.2 billion dollar pension plan.'® How
this scales to Vermont’s accounts is unclear, but $400,000 is a reasonable estimate of
Vermont’s transaction costs. ' To place these numbers in the overall context of how much
Vermont currently spends on portfolio maintenance, see the transaction costs section
(3.2.4).

On the other side of the argument is the carbon bubble. The carbon bubble attempts to
predict the market effects of climate change. Climate change will have significant
impacts on portfolios. Fossil fuel stocks are likely to lose significant value because of
climate change, especially if legislation is passed.'' Exact estimates of the benefits of
avoiding the carbon bubble’s impact of fossil fuel stocks are not available, but the
magnitude is likely to be large (oil and gas portfolios have been projected to lose between
40 to 60 percent of their value). The argument essentially hinges on the magnitude of the
beneficial effects of divestment in a carbon bubble context versus the combined
magnitude of the diversity penalty and transaction costs. Divestment can be responsibly
considered only if the positive is found to balance or outweigh the negative.

3.2 In Depth Analysis

Below is a more thorough review of the literature surrounding each impact of divestment,
offered to aid lawmakers in their assessment of relative value.

3.2.1 Sin Stock Premium

The sin stock premium is the idea that morally bad companies tend to have higher
returns. The idea is that, by foregoing morally responsible activities such as community
cooperation and environmental protection projects, companies cut costs that do not
contribute to increased revenue. Numerous studies have attempted to determine the
validity of this idea. A report, issued in 2007 by the United Nations Environment
Programme’s Finance Initiative and Mercer, conducted a thorough literature review and
concluded that that there was no penalty or benefit to creating a socially responsible
portfolio.'* A table summarizing their results can be found in Appendix A. Different
studies returned different results (both positive and negative) based on what time period
and subset of stocks they reviewed. The variability of results supports the conclusion of

" Calculated from 350.0rg’s estimate of Vermont fossil fuel holdings and a 50 basis point loss on
the buy and sell side calculated in the Seattle City Employee’s Retirement System’s study.
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most studies: that portfolios including sin stocks have returns no better or worse than
portfolios excluding them. A number of reasons are suggested for the similarity of
returns. All condense to the same general reason: the cost of morally responsible projects
is offset by the benefits they bring. Increased worker retention, fewer litigation costs,
more favorable government treatment, and increased sales are just a few examples.
Overall, the literature discredits the idea of a sin stock premium.

3.2.2 Fossil Fuel Asset Effects

In our investigation of the risks of fossil fuel divestment, we uncovered that the specific
nature of fossil fuel stocks raises additional concerns. Fossil fuel stocks are highly
sensitive to oil prices. This is one of the reasons the carbon bubble makes them
particularly risky. However, it also means that they perform particularly well when oil
prices are rising. Advisor Partners notes that when oil prices are rising quickly (from
2007 to 2009) a back-tested fossil fuel-free portfolio loses returns relative to the S&P
500." However, they note that a divested portfolio can mitigate this risk by investing in
companies that do well in rising oil price environments, Treasury Inflation Protected
Securities (TIPS), and companies in commodity-producing countries. All of these assets
will perform well with rising oil prices, so exposure to them will compensate for the lack
of exposure to the oil and gas industry.14 TIPS will be resistant to the effects of the
carbon bubble because they are linked to fossil fuel performance only through inflation.
Commodity-producing countries might also suffer from the carbon bubble, but likely not
as much as fossil fuel assets.

Jeremy Pollock, an aide to John Avalos,jF said that, in the initial meeting of the pension
board to consider divestment, one of the main concerns of the board members was the
effect on inflation protection. They were worried that, because fossil fuel stocks track
closely with inflation, removing them might expose the portfolio to increased risk in
times of high inflation."” This is especially concerning because one of the likely long-
term market effects of global warming is inflation. Fossil fuel assets track well with
inflation because they are upstream commodities, which are highly sensitive to the
commodities market and therefore positively correlated with inflation. Many Master
Limited Partnerships (MLPs), another common inflation protection asset, are also fossil
fuel related. Moreover, many MLPs are highly fossil fuel derivative and are likely to
suffer from carbon bubble effects. Pollock noted that later talks with financial
professionals led him to believe that it was possible to hedge against the increased risk
with other assets. Our research found that TIPS and Real Estate Investment Trusts
(REITs) also track well with inflation. Furthermore, there are other upstream
commodities that behave similarly to fossil fuel stocks. Agriculture, steel, utilities, and
chemicals are a few exalmples.16 In short, there seems to be other assets to cover inflation
risk, though there will be a diversity loss in the portfolio’s inflation protection.

*Avalos is on San Francisco’s Board of Supervisors, which made the decision to commit San
Francisco to divestment.
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3.2.3 Diversity Penalty

The diversity penalty is the financial impact most often discussed in divestment debates.
By diversifying a portfolio, the investor is able to minimize risk because investments
often respond in different ways to different market events. Conversely, by decreasing
diversity, it makes it more difficult for to reduce asset-specific (unsystematic) risk.
Divestment will increase portfolio risk because it will limit the available universe of
stocks, confining investors’ ability to hedge risk. Every report on the financial effects of
divestment acknowledges that it will increase the risk associated with portfolio diversity.
They only differ on the amount of risk this entails. It is important to note that some
studies have shown that fossil fuel stocks pose unreasonably high risk due to climate
change that is not demonstrated in past performance, which could outweigh the increased
diversity risk (see Carbon Bubble for more details).

Estimates of divestment risk have been wide-ranging. Unsurprisingly in this politicized
debate, the two most cited articles have represented the high and low ends of the range of
estimates. MIT economists Timothy Adler and Mark Kritzman make the high end of
diversity cost estimates in their paper The Cost of Socially Responsible Investing
published in 2008."” Additionally, Mark Kritzman published an op-ed in The Chronicle
of Higher Education in which he posited that a $1 billion endowment would lose $270
million over 20 years from divestment (which represents 1.04 percent).18 Swarthmore
College used these numbers to calculate a cost of divestment before ultimately deciding
not to divest.

Since its publication, the results of the Adler-Kritzman paper has come under serious
scrutiny. Paul A. Ruud, a professor of economics at Vassar College, published a paper in
July 2013 that points to holes in their methodology.19 Ruud questions the fact that Adler
and Kritzman fail to report risk-adjusted returns, and the fact that none of the inputs into
the mathematical model are supported with real world data. In short, though Adler and
Kritzman forecast dire results because of a constrained market, the investment
community questions their methodology.

On the opposite end of cost estimates is a study by the Aperio Group.§ They use a
proprietary model to predict a small increase in risk. Noting that increased risk ought to
be compensated with higher returns, they were able to forecast the monetary value lost
from the diversity penalty. Aperio estimates that removing the “Filthy Fifteen” from a
portfolio would cost the investor returns of 0.0002 percent.20 Removing the entire oil and
gas industry would cost the investor returns of 0.0034 percent.”' The study also runs a
historical back test of the results. Removing the entire oil and gas portfolio, they find that

¥ The Aperio Group is an investment group focused on maximizing post-tax returns and
incorporating client values. It has $2.1 billion in assets under management as of 2011, a relatively
modest amount.
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over the past 25 years there was a tracking error of 0.78 percent, slightly higher than the
predicted 0.60 percent.”” Overall, by using industry standard risk modeling, the Aperio
Group study calls the significance of the diversity penalty into question .

A similar but less cited study by Advisor Partners also calculated the increased risk
associated with divestment. They found that divesting from the entire Fossil Fuel industry
(removing 15 percent of the investible universe) would result in a 1.57 percent increase in
tracking error. They conclude that this incremental increase in risk is relatively low.”
Using the Aperio method of calculating return penalties, we calculated the return penalty
from the Advisor Partners’ tracking error to be 0.02301 percent.”” This is slightly higher
than the Aperio group study but still significantly lower than the Adler-Kritzman
predictions.

Clearly there is a wide range of literature estimates on the cost of the diversity penalty for
a portfolio divesting from fossil fuels. However, the nature of the studies seems to
suggest that the actual penalty will be toward the lower end of the range. The Arpaio
Group and Advisor Partners models are considered industry standards and are far more
complex than the Adler-Kritzman model. Their use in the industry and fact that their
returns are risk-adjusted leads us to lend more credibility to the latter two papers. The
relatively low percentage of Vermont’s pension portfolio invested in fossil fuels only
further decreases the effects of the diversity penalty. This suggests that the diversity
penalty may not be that large of an issue because of the relatively small losses it
generates.

3.2.4 Transaction Costs

There is a material cost associated with transferring stocks in terms of brokerage, advisor,
and research fees. The Seattle City Employee’s Retirement System (SCERS)
commissioned a report from its financial advisor on the costs of divestment. The report
calculated that the transaction cost of moving stocks out of the energy sector to be 0.5
percent on both the buy and sell side. This amounted to a transaction cost of close to $1
million for the $2.2 billion Seattle pension plaln.24 Though Seattle’s pension plan is
smaller than Vermont’s, it has more value invested in fossil fuels ($97.7 million as
compared to Vermont’s $39.7 million). It is not entirely clear how this cost would scale
to Vermont’s $3.3 billion pension plan. Using the 50 basis point estimate from the
SCERS memo, Vermont could expect to lose $400,000 in transaction costs. The 50 basis
point estimate might not directly apply to Vermont. If some of the costs are due to
baseline research or if Vermont’s larger total pension size makes it more difficult to
extricate fossil fuel stocks, the total transaction cost could be more substantial. Also, the
SCERS report looked at the effects of divesting entirely from the energy sector, which

™ A measure of predicted variability from a target benchmark, used to assess risk.

" From the tracking error of 1.57 percent we calculated an incremental risk of 0.06971 percent.
Multiplying this number by Aperio’s calculated market Sharpe Ratio of 0.33 gave us our
estimated returns.
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could have artificially inflated the cost. What is clear is that there will be a material cost
to selling and replacing fossil fuel stocks. In light of the possible carbon bubble, some
policy makers (including the San Francisco Board of Supervisors) see this as a simple
cost of prudent investment.

To put the transaction costs in context, we researched typical pension fund administrative
costs. Below are displayed median percent costs for different types of accounts.

Figure 1: Callan Median Expense Ratios™

S&P Core Large Cap  Large Cap Small Cap Mid Cap Mid Cap Intl Equity Small Cap
| | | k

yYYYY YYVYY

Though we cannot speak to the exact nature of Vermont’s fund, Vermont has a
diversified portfolio that is likely comprised of some mixture of these types of accounts.
For a $3.8 billion fund, these percentages translate to somewhere between $19 million
and $52.8 million a year in administrative costs. It is unclear whether these transaction
costs will be in addition to, or included in, the standard administrative costs of the fund.
In other words, it is possible that some portion of the transaction costs is already included
in the typical administrative costs of the fund.

3.2.5 The Carbon Bubble

Though poorly understood, the Carbon Bubble potentially poses huge risks to investment
portfolios. The theory behind the Carbon Bubble suggests that the stocks of fossil fuel
companies are currently significantly inflated because of the assumption that proven
reserves will be sold (and burned). The term “Carbon Bubble” comes from a 2011 report
by the Carbon Tracker Initiative, which tracked the amount of carbon currently owned by
fossil fuel companies. The report derived a global carbon budget from the 2010 Cancun
Agreement, in which member countries of the United Nations Climate Change
Conference agreed that global warming must be limited to 2°C of preindustrial levels.
Carbon Tracker estimated that only 20 percent of the world’s proven carbon reserves can
be burned to stay below 2°C of global wau'ming.26 This could result in fossil fuel stocks
losing 40 percent of their value.”’

From a divestment standpoint, most other published research echoes the Carbon Tracker
Initiative’s report. Mercer, a global financial services company also published a report in
2011 entitled Climate Change Scenarios: Implications for Strategic Asset Allocation. The
report looks at the impacts of climate change on all investments. The combination of
future carbon costs and increasingly competitive technology leads Mercer to conclude
that equities in the fossil fuel industry are the least resilient to climate change (along with
utility equities). Investments in fossil fuels significantly add to portfolio risk and are
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likely to suffer if any climate policy is enacted.”® Lehman Brothers published a report in
2007 that attempted to gauge the impacts of climate change by sector. They too
concluded that the integrated oil and gas sector would suffer future losses. Though they
expressed considerable faith in the oil and gas sector’s ability to adapt (we discuss this
aspect under divestment efficacy), they noted that they would face a number forces that
could negatively impact stock prices. These included decreased demand and increased
competition from subsidized technologies, largely as a result of policy. They also noted
that reputational effects could further decrease demand and increase litigation costs.” In
January of 2013 HSBC, a British multinational bank, produced a report assessing the risk
to the oil and gas sector from the possibility of unburnable reserves. They calculate that
the effects of a low carbon future will drive oil prices to $50 a barrel and amount to a loss
of 40-60 percent of market capitalization for a viable oil and gas portfolio.*’

The important implication of these findings for divestment is the strong possibility that
markets are currently carrying a carbon bubble. For example, when Shell reduced its
estimated reserves 20 percent in 2004, its stock price dropped 10 percent within the week.
Furthermore the possibility exists that a successful divestment campaign will increase
uncertainty around fossil fuel stocks for neutral investors, increasing the discount rate and
lowering their current value. Tom Steyer, founder of Farallon Capital Management
(which manages $21.5bn in assets) and environmental activist, encapsulates this carbon
bubble argument by saying, “good investors rarely look backward.”' The carbon bubble
cannot be quantified because we have yet to experience climate change, but it will
certainly affect market structures. It is important, as a fiduciary, to take this observation
into account.

Climate change will have a significant effect on financial markets. Fossil fuel companies
will suffer decreased demand because of new policy and technologies, and will therefore
feel these effects most acutely. Decreased demand will lower prices and force the
cancelation of some projects, shrinking reserves. From a fiduciary standpoint, the reports
point to a market failure to correctly price fossil fuel stocks. A prudent investor who
believes there will be policy to address climate change will take into account the strong
possibility that fossil fuel stocks are overvalued. Divestment, in this sense, could be a
financially responsible strategy to avoid future losses when the carbon bubble pops. From
this standpoint, it would be prudent to divest from fossil fuels to avoid the collapse in
value associated with the market realizing that they are overvalued.

4. DIVESTMENT EFFICACY
4.1 Direct Financial Impacts

Critics of divestment criticize the notion that it will hurt the fossil fuel industry’s bottom
line. 350.0rg’s website professes that the divestment movement can “hit the fossil fuel
industry where it hurts — their bottom line.” But even Bill McKibben, one of the
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movement’s most prominent leaders, has questioned this notion. H Additionally, the
Smith School of Enterprise and the Environment at the University of Oxford issued the
most comprehensive investigation of divestment efficacy yet written. In the report, they
state that divestment is likely to have only limited effects on fossil fuel equity and debt.
Looking at the divestible universe of university endowments and public pension funds,
they estimate that the upper limit of divestment is $240-$600 billion. This, they
determine, is relatively small compared to fossil fuel companies’ value. The report also
notes that it is unlikely that anywhere near the entire divestible universe would get
divested. They cite the fact that only 80 out of 1000 surveyed organizations have
substantially divested from tobacco. Furthermore, the report emphasizes that neutral
(non-divesting) investors would quickly pick up the divested stocks so there would be
minimal effect on stock prices. The effect might be slightly higher for coal stocks,
because they are less liquid, but it is still likely to be minimal.**

It is also important to realize that fossil fuel profits are not generated from stock prices.
For companies like Exxon-Mobil profits are derived from selling oil, stocks are used to
raise capital and distribute risk. Most oil companies have large enough profits to fund
capital improvements and enough cash-on-hand to stay liquid without stock sales. In fact,
many of the largest oil companies are privately owned (like Koch Industries), and the
others have been buying back large amounts of stock over the past five years. Outside of
unlikely precipitous declines, oil companies are unlikely to suffer direct losses of profit or
have to change their business models.

4.2 Indirect Impacts

The Oxford report found that most of divestment’s effect would come from indirect
impacts. The most likely way the real market value of the firm would decline as a result
of divestment is through stigmatization. The report defines organizational stigma as, “a
label that evokes a public perception from a social audience that a target organization,
‘possesses a fundamental, deep seated flaw that de-individuates and discredits the
organization’ ¥ The Oxford report notes that a divestment process would be most
effective3 3if it were to substantially change the public perception of the fossil fuel
industry.

Stigmatization can have far reaching negative indirect impacts on companies, impacts
that the Oxford report claims could dwarf potential direct impacts. A bad media image,
brought on by the divestment movement, could significantly increase operating costs for
fossil fuel companies. A bad image can drive away suppliers, subcontractors, and
potential employees. Politicians are also less likely to work with stigmatized companies,
thereby decreasing government contracts and subsidies. The combined effect of these
increased operating costs will be an increase in energy prices. Stigma could also directly

ii In a 2013 interview McKibben said, “...not that we can bankrupt Exxon---we can’t.”
% The definition was taken from “A General Theory of Organizational Stigma” (Belsito
et al, 2009).

10
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dissuade customers and drive them to more sustainable energy sources, though this effect
is likely to be small. The combined effect of higher prices and slightly lower demand is
less oil consumption (the desired effect of divestment).The Oxford report found that the
larger effect of stigmatization was its ability to drive government action. It states, “in
almost every divestment campaign we reviewed from adult services to Darfur, from
tobacco to South Africa, divestment campaigns were successful in lobbying for restrictive
legislation affecting stigmatized firms.” The fossil fuel campaign has the possibility to

drive public opinion and force legislation on the issue.

In short, divestment itself is unlikely to autonomously lower CO, emissions. The indirect
impacts of divestment are much more likely to have effects on fossil fuel companies than
are the direct impacts. It is in this capacity that the divestment campaign has the greatest
chance of affecting fossil fuel consumption. Divestment has the potential to be effective
by stigmatizing fossil fuel companies and driving public opinion in order to create policy
action. Christian Parenti, in an interview on Democracy Now, expressed concern that
though the divestment campaign is creating a “political spectacle,” it has so far failed to
create “political action” and might be distracting from the real issue (government
action).” Should Vermont decide to divest its pension accounts, it has the possibility to
create substantial media attention. If the media spotlight generated by Vermont’s
divestment leads to global warming policy from Washington and decreased fossil fuel use
from citizens, divestment is more likely to have a lasting impact. But much of this is
beyond the purview of the Vermont legislature alone.

S. STEPS TOWARD DIVESTMENT

After analyzing financial implications, it is equally important to consider the manner in
which any institution would divest their holdings. Fossil fuel divestment can occur
through numerous different strategies, all of which affect how portfolios are rebalanced,
how the public responds, and how the act of divestment will influence the future choices
of major fossil fuel companies.

Included below are graphics exploring potential divestment options. These plans should
be made prior to beginning the divestment process. They address the main stages of
divestment: deciding to divest, divestment, maximizing efficacy, and reinvestment.
Furthermore, we have included three main steps within divestment (deciding the scope,
freezing new investments, and setting a timeline) that are also depicted in the illustrations
below. Following interviews and research, these graphics include stages, steps, and
strategies for the divestment process that are common among current participants and
players in the fossil fuel divestment movement.
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Strategy 1: Keep
Current Holdings
Funnel all profits back
into all remaining
stocks previously held

Reinvestment

What does an
institution do with
recently divested

funds?

Strategy 2: Balanced
Reinvestment

Allow pension
managers to reinvest
as they see fit in
stocks that behave
similarly to fossil fuels
holdings

Strategy 3: Clean
Energy

Reinvest profits into
clean/green energy
options

The above stages include numerous intricacies to consider and discuss when preparing to
move forward with divestment. Each financial move will impact the social efficacy and
financial profitability of divestment. The following subsections will detail the overview
from the graphics above.

5.1 Deciding to Divest

Though this section chronicles the stages through which one would divest, it is important
to acknowledge that choosing not to divest is still an option. Fossil fuel divestment calls
attention to climate change, but numerous institutions have also garnered significant
attention by considering (but not going through with) divesting. Either decision will have
significant impacts on a national divestment movement. Following this section are the
details on how to proceed with divestment. The decisions that will arise through this
outlined process are important to consider, as they should be part of the decision to divest
and will have to be discussed and explained irrespective of the outcome of one’s
divestment process.
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5.2 Divestment

If the decision to divest is then made, divestment itself requires three steps. They are: 1)
determining the scope of divestment, 2) freezing new investments, and 3) setting a
timeline for shedding fossil fuel assets.

5.2.1 Scope of Divestment

One of the most crucial details is how to define a fossil fuel company. Most organizations
follow the Carbon Tracker Initiative’s top 200 list. These are the coal, oil and gas
companies that have the greatest estimated carbon reserves, measured in GtCO2. The
question for institutions considering divestment is to what extent they want to divest from
these top 200 companies. Those most engaged in the fossil fuel divestment movement
argue for complete divestment from all Carbon Tracker top 200 companies in addition to
a continuous “unwinding of commingled holdings.”35 Divesting all 200 would cause a
significant overhaul of their investment portfolios (both strategically and in terms of
administrative costs) and cut diversification (due to the sheer number of companies being
phased out). Others consider the “filthy fifteen” as a suitable alternative that does not
have as significant financial implications but still sends a firm message against carbon
emissions and the burning of fossil fuels. The difference in media coverage between these
two alternatives is also likely to be minimal. As stated in previous sections, the “filthy
fifteen” have an increased tracking error of only 0.14 percent compared to a 0.5978
percent increase if one were to divest from all 200.*® Increased tracking error corresponds
with increased portfolio risk, but leaving some fossil fuel companies can also leave the
portfolio exposed to risk from the carbon bubble.

Pax World Management, a firm committed to Sustainable Investing strategies and one of
the first to implement environmental social and governance (ESG) factors into its
decision-making, advances a different argument. Managing $2.8 billion in assets, Pax
World advocates a hybrid approach that they call “partial avoidance” or “best-of-class.”’
This approach “avoids investing in fossil fuel companies that contribute the most to
environmental problems and climate change while favoring investment in those (as well
as companies in other sectors with significant environmental impacts) with stronger
commitments to renewable energy, energy efficiency and the transition to a sustainable
economy.”® Though this practice is generally not seen as divestment, because it retains
stocks in the most environmentally-responsible fossil fuel companies, it does provide a
viable alternative should the legislature decide not to divest. However, given that the
primary effect of divestment is through industry stigmatization, this approach might
lessen that effect.

Pax World argues that institutions should not give up their “seats at the table.” Once you
have sold your stock, you are no longer a shareholder and therefore no longer have a say
in company policy of future decisions. Shareholder advocacy is an often effective
(though long and grueling) process to facilitate change. Remaining a part of some
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companies could help ensure that fossil fuel companies stay mindful of environmental
issues and continue to pursue and invest in alternative energies for the time being.
Fortunately, divestment does not necessarily preclude shareholder advocacy. Divesting
shareholders can undergo shareholder advocacy over the course of the five years it
typically takes to divest fossil fuel stocks. More importantly, retaining $2,000 of assets in
each fossil fuel company allows the pension plan to continue to file shareholder
resolutions. *° Retaining $2,000 is unlikely to diminish media impact, but allows
shareholder advocacy to continue indefinitely.

5.2.2 Freeze Investments

Should the legislature decide to divest, the first step is typically to freeze all further
investment in fossil fuels. This gives the pension board time to consider what assets
contain fossil fuel holdings. More importantly, it gives the pension board time to research
reinvestment strategies. Most proposed divestment plans agree that the most responsible
course of reinvestment for the legislature involves delegating reinvestment duties to the
financial experts on the pension board; therefore, the pension board requires time to
formulate a reinvestment strategy. During this time period, it is counterproductive to
invest in new fossil fuel assets. Most plans for divestment also reaffirm their commitment
to shareholder advocacy immediately.

5.2.3 Divestment Timeline and Strategies

Once decision-makers have established their scope of divestment, they must determine a
timeline. Many continue with a stepwise approach that works within a five-year time
frame. One detailed timeline that has been put forth states that by the end of year one, 50
percent of holdings will be divested, and by year three, the second 50 percent. Year five
includes evaluating any remaining funds or assets that contain fossil fuels and creating a
timeline for their divestment as soon as possible.40 There is some variation but firms,
universities, and all other institutions typically freeze all new investments then make
decisions regarding from which companies to divest and then proceed with divestment
from those selected within the next five years. For example, San Francisco State
University has given itself a five-year divestment timeline but immediately divested from
coal and fralcking.41 Any transition will take time and administrative resources. Those
administrative costs are something to keep in mind for those institutions on strict budgets
or those that would have to use taxpayer dollars to cover them.

5.3 Maximizing Efficacy

Should the legislature conclude that divestment is fiscally responsible, they may then
choose to weigh the potential impacts of divestment on CO, emissions. But, as shown
above, divestment alone has negligible effect toward this end. Therefore, if one of the
goals of divestment is combatting climate change, then legislators may wish to think
about following divestment with other actions.
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If change is the goal, then one of the biggest areas of opportunity is the media.
Divestment is a “hot topic” that will draw enormous media attention. Vermont might use
this momentum to pass additional legislation at the time of divestment that would address
this policy arena. Legislation could always also be introduced following divestment, in a
different media context.

5.4 Reinvestment

An additional, critical consideration is what to do with the divested funds. Instead of
merely channeling the funds into already held stocks and securities, many divestment
advocacy groups advocate the reinvestment of funds into sustainable energy. Joshua
Humphreys, a fellow at the Tellus Institute, was commissioned by several organizations
(including 350.org) to write a paper about the possibilities of divestment and the options
for such a move. After divestment, he sees two options: five percent reinvestment or total
portfolio activation.* The first would simply insure that five percent of total funds are
reinvested in sustainable solutions whereas the latter would activate the entire portfolio
into being carbon- and climate-conscious.

Reinvestment in green stocks certainly sends a message to the public and throws support
behind clean energy. A recent Aperio Group study (see Appendix B), however, shows
that implementing positive screens such as renewable energy or other sustainable
industries on top of fossil fuel divestment further increases tracking error.*’ This can lead
to negative financial impacts on, and possible losses for, portfolios. Such losses could
reflect negatively on the divestment campaign and make the institution appear as though
it is more concerned with environmental issues than making prudent investments for its
beneficiaries.

The representatives we spoke to from both Seattle and San Francisco noted that they
anticipated leaving reinvestment up to the pension board. Modern Portfolio Theory
allows significant ability to balance out new risks developed by divesting from fossil
fuels, but the process is complex. As noted in the financial implications section, a well-
researched mix of new investments can be used to balance out increased inflation risk.
Reinvesting to best minimize divestment risk impacts is complex, but the pension board
is made up of financial professionals well suited for the task. For this reason most
divestment plans leave reinvestment up to them.

6. MEDIA IMPACTS

As a speculative calculation, should the state of Vermont chose to divest its pension fund
it would garner significant media attention. As of writing, no U.S. state or sovereign body
has opted to divest, either partially or fully. Given the attention that was accorded Unity
College, (a small institution in Maine) when it divested from fossil fuels, the potential for
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Vermont is enormous.** Keeping this in mind, framing and contextualizing Vermont’s
decision is crucial for sustaining and accurately reporting divestment.

CONCLUSION

In summation, divestment has had a long and varied history. Having been applied to
political, health, and environmental arenas, divestment has demonstrated its tactical
versatility. Despite its adaptability, divestment has its limits when applied to fossil fuel
shares in pensions. Principally, pension divestment is limited by fiduciary responsibility.
Given the legal requirements, divestment cannot be carried out if it negatively impacts
returns. Although shifting towards investments in “socially responsible funds” which
produce positive or even neutral returns is acceptable, adverse decisions are explicitly
illegal without changes to existing legislation. Therefore, the decision of whether or not
to divest needs to be framed through a financial lens before social arguments can even be
taken into consideration.

In this vein, there are three main impacts of divestment that have been identified, each of
which differs in terms of impact and time frame. The diversity penalty and transaction
costs associated with divestment would negatively impact state holdings, as they increase
risk and expenses in the short term. In contrast, the expected long term effect of the
carbon bubble demonstrates that carbon has been overvalued and is likely to fall in price
as climate change becomes more severe.

Moreover, not every divestment plan is created equal. There are several definitions and
methods that can be applied when carrying out this goal. It is critical to assess how large
divestment will be in terms of how many companies or shares it will address, as well as
the time frame for its execution. In some instances, immediate freezing or selling of these
assets could be construed as beneficial. In many others, a gradual phase-out may be more
nuanced. In all, fossil fuel divestment is an intricate and complicated issue, and regardless
of how the legislature decides to carry it out, there will be significant media attention
following any legislative decision.

Disclaimer: The information contained within this presentation was carefully compiled from
sources the Policy Research Shop believes to be reliable, but we cannot guarantee accuracy. We
provide this information with the understanding that we are not engaged in rendering legal,
accounting, or tax services. In particular, none of the examples should be considered advice
tailored to the needs of any specific investor. We recommend that all investors seek out the
services of competent professionals in any of the aforementioned areas.
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From The Asset Management Working Group of the United Nations Environment Programme
Finance Initiative and Mercer. “Demystifying Responsible Investment Performance”
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Appendix B: Effects of Environmental Screens or Engagement
aperogroup

Carbon Divestment: What Are My Choices?

Investors such as endowments, pensions or individuals interested in introducing environmental screens or engagement can avail themselves of a
very wide range of different ways to have their portfolios reflect their environmental values. The matrix below shows different choices, from doing
nothing on the far left of the table, to implementing highly involved portfolios across negative screens, positive screens, private equity, proxy voting
and shareholder engagement. Investors can incorporate their values in their portfolios across multiple gradations of strictness of screens.

Less Impact on Both More Impact on Both

< =>

No Screening; i it;
No Env. Values | Er it & Mild Negati Full Carbon with Positive Include Energy
in Portfolio Proxies Only Screens Divestment Screens Private Equity
e Exclude Main Exclude Main 7
Negative Screens None None f;_.%ied,’:i;i 0" Carbon Carbon g):r’ggle InM;zg i
y Industries Industries
- None; None; None; None;
Positive Screens ’ ’ ’ ’ 5
renewable renewable renewable renewable Over-weight .
g:%"iv;:ble Energy industries held industries held industries held industries held positive gg;gtfii;g;”:’fm
Investments in at same at same at same at same companies, but | "y i s and
Sustainable weightings as weightings as weightings as weightings as only public e ’L i
Industries) public equity public equity public equity public equity equities P! equity
benchmarks benchmarks benchmarks benchmarks
\Flgfilr"sed Proxy None Yes, if desired Yes, if desired Yes, if desired Yes, if desired Yes, if desired
Shareholdelrl None Yes, if desired Yes, if desired Yes, if desired Yes, if desired Yes, if desired
Proxy or Proxy or
Any positive Any positive Any positive engagement engagement plus
Environmental None impact from impact from impact from plus steering steering more
Advocacy proxy voting or | proxy voting or | proxy voting or more public public and private
engagement engagement engagement capital to impact | capital to impact
firms firms
. . Potentially more
. Extremely low Moderate Slightly higher P .
E:;g‘nznnz’l::f:"o None None tracking error, tracking error, tracking error, zfcllgi";rn;,;’mf ‘;’frt_
e.g.0.14% e.g. 0.69% e.g. 0.98% weighting

The information contained within this presentation was carefully compiled from sources Aperio believes to be reliable, but we cannot guarantee accuracy. In particular, none of
the examples should be considered advice tailored to the needs of any specific investor. With respect to the description of any investment strategies, simulations, or investment
recommendations, we cannot provide any assurances that they will perform as expected and as described in our materials. Past performance is not indicative of future results.
Every investment program has the potential for loss as well as gain.

Copyright © 2012 Aperio Group LLC www.aperiogroup.com
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