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Foreword 

The year 2050 might sound as though it’s a long way away.   

 

But that’s when today’s 25 year old can expect to access her superannuation after a full working career.  And today’s 50 year-

old has every chance of still being alive then, drawing down on his superannuation savings having left the workforce perhaps 

20 years earlier.   

 

Both of these individuals have vital interests in common as superannuation fund members.   Among them, the expectation of 

a comfortable retirement, in a physical, social and economic environment that will have been shaped – for better or worse - 

by today’s generation of decision-makers.   

 

By 2050, according to expert opinion, the world will have to be at, or rapidly approaching, net zero greenhouse gas emissions 

if we are to avoid the worst environmental and economic impacts of climate change.  And we saw late last year at the Paris 

COP21 a strong global agreement to keep climate change at below 2 degrees Celsius pre-industrial levels, with an aspirational 

target of keeping global warming to less than 1.5 degrees.  

 

To get there, enormous changes to the global economy will have to take place.  

 

Investors will need to play a key role in minimising the risks and taking advantage of the opportunities from this transformation. 

If managed well, the long term retirement outcomes for Australians may be dramatically improved. On the other hand, 

mismanaging these risks and opportunities has the potential for substantial value destruction. 

 

So how should funds approach climate change risks and opportunities? How should investors interact with companies in the 

energy, resources, property and other industries that are the most directly impacted by climate change risks?  What role should 

they seek to play in shaping the public policy environment for a smooth transition to a decarbonised world?   

 

ACSI has commissioned this report to help its members answer these vital questions. It builds on the engagement with major 

Australian companies that ACSI has been doing for many years, and to the work done by member funds individually and through 

other important collective investor forums including the Investor Group on Climate Change (IGCC) and Principles for 

Responsible Investment (PRI). 

 

We are delighted to have secured an expert of the calibre of Martin Skancke to author this report. Martin is a recognised global 

authority on climate risk management from an institutional investment perspective, and is at the centre of emerging leading 

practice in this area through being chair of the PRI and a member of the Task Force on Climate-Related Financial Disclosures 

recently established by the Financial Stability Board. Martin brings a depth of knowledge and a calm, methodical and 

investment-focused approach to this topic. 

 

ACSI hopes that the report helps our members in developing frameworks to manage the investment challenges associated with 

climate change.   We encourage our members to read, debate and challenge the conceptual framework Martin has offered us, 

and use this report to help shape their portfolio approach and internal and external policy positions. 

 

 

Yours sincerely, 

 
Louise Davidson 

Chief Executive Officer
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1. Executive summary 

Australia has one of the most carbon intensive economies among developed countries, and domestic superannuation funds 

are large owners of fossil fuel companies. Australian investors need to engage on climate resilience, capital spending and 

transition strategies for the energy system, in order to actively manage climate change related risk to their portfolios and 

protect the long-term value of their investments. 

 

The scientific evidence linking climate change to CO2 emissions is overwhelming, and the use of fossil fuels is a major 

component of such emissions. This means, in practice, that we must achieve a large-scale transformation of our energy systems 

away from fossil fuels. Although renewables are growing at a fast rate, it is from a very low base. Even in the most optimistic 

scenarios, there will still be significant consumption of fossil fuels for a long time to come. 

 

Climate change and climate policies are highly relevant for long-term investors. They will not only affect the fossil fuel industry, 

but also have substantial spillover effects into all sectors that consume energy – thus affecting major parts of the portfolio of 

a diversified investor. The question of addressing carbon risk is particularly pressing for Australian superannuation funds. 

Australia has a carbon intensive economy, and high reliance on coal compared to other developed countries.  

 

Extracting and burning all available fossil fuels in the world today is not consistent with meeting climate objectives under 

reasonable assumptions about the rate of technological change. So if we are to be anywhere near a “two degree scenario”, 

some resources will have to stay in the ground, and investments associated with extracting and burning these will become 

“stranded assets”.  

 

The lack of a proper price on CO2 emissions combined with potential misalignment of interests between owners and managers 

of fossil fuel companies creates a risk of overinvestments in extraction and use of fossil fuels. This “carbon risk” is created by 

the investment decisions of companies that extract and use fossil fuels and distributed among the owners of these companies 

through the financial system. In a competitive market, prices of assets should generally reflect relevant risk factors – including 

carbon risk. It is thus important to distinguish between imperfections in the market for greenhouse gas emissions (which are 

obvious) and possible imperfections in the market for financial assets that are exposed to carbon risk (which are not that 

obvious) – these are not the same.  

 

The phenomenon of “stranded assets” is not new; in a dynamic world investors are constantly at risk of being exposed to assets 

losing value because of, for example, political, regulatory, or technological development, and it is not at all clear that financial 

markets are incapable of pricing this risk properly. Moreover, in current value terms, the loss may be limited due to discounting 

reflecting the timing of possible stranding and investor risk appetite. 

 

The fossil fuel sector is large, and projected investments in maintaining and expanding production capacity in the coming years 

are significant. Even if the market may have priced carbon risk correctly and distributed it in an optimal way between market 

participants, the total level of risk may be unacceptably high, both from an investment and a broader societal point of view. In 

that case, the proper focus is on actions that will bring the total level of risk in the financial system down, rather than actions 

that will only bring about a redistribution of existing risks between investors. Importantly, investors with an active investment 

strategy can manage their carbon risk exposure, but it will require political intervention to effectively address the market failure 

that is the root cause of the total level of risk. 

 

This is the proper context for discussing divestment and engagement as tools for investors to address climate issues. 

Divestment means selling shares to some other investor. While this can reduce carbon risk for the seller, it does this by shifting 

that risk to the buyer.  

 

For the overall carbon risk in the financial system to be reduced, investors must address the source of that risk; they must limit 

investments made by fossil fuel companies in projects that are not viable under reasonable assumptions about climate policies. 

Engagement can play an important role in the fossil fuel industry by focusing on the profitability of new investments, capital 

structure and dividend policy. An engagement strategy focusing on capital expenditures is thus a direct and targeted approach 

to managing carbon risk.  
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The starting point for engagement could focus on increasing transparency about companies’ underlying demand and price 

assumptions and the robustness of their business models. This is particularly linked to engagement on dividend policy as this 

is an approach that targets the root cause of carbon risk in the financial system through limiting the investment capacity of 

companies targeting high carbon-risk projects. 

 

Climate change and fossil fuel investments are not just financial issues – they have important ethical aspects that many 

investors would want to consider. 

 

We argue that it is difficult to establish a norm stating that all production and use of fossil fuels is per se unethical – fossil fuels 

are part of an unsustainable energy system, but that is a shared responsibility for consumers and producers of energy.  

 

But even if it is difficult to state that all fossil fuel companies are inherently unethical, it does not mean that none of them are. 

It is reasonable to expect that fossil fuel companies meet certain minimum standards with respect to how their business 

activities impact climate change. This establishes an important principle of responsibility: fossil fuel companies are not the only 

ones responsible for our dependence on fossil fuels, but they are also responsible, and they must abide by some minimum 

standards of corporate responsibility also in respect of climate change. 

 

This means that there is a role for exclusions at the individual company level. The criteria set for such exclusions will help 

establish norms for acceptable behaviour for fossil fuel companies with respect to climate change. These criteria will thus also 

form an important basis for engagement efforts. 

 

An ethical consideration based on examination of consequences rather than application of norms should also consider the 

potential effects of exclusions on the ownership structure of investee companies. Fossil fuel companies will exist for a long 

time still. They need active, engaged owners who can discipline capital spending and address inherent principal-agent problems 

in the relationship between a company and its owners. It is therefore not obvious that it is better for the climate that ownership 

is concentrated in the hands of investors who presumably care less about the climate than the investors who are divesting.  

 

The question of how investors should address climate change issues – and fossil fuel issues in particular – is very relevant for 

Australian superannuation funds for several reasons: 
 

 Australia has a large fossil fuel sector, and fossil fuel companies constitute a relatively large share of total stock market 

capitalisation. 

 Australia’s economy is generally emissions intensive and that high intensity may lead to cost impacts for listed energy 

user companies that export or are import competing. 

 Australia has a large superannuation system by international standards. 

 These funds generally have a higher allocation to equities than funds in many other countries and invest a large share 

in the local equity market. 

We discuss the implications of this for how Australian institutional investors should think about the investment issues raised 

in this report and suggest priorities for engagement strategies. The long term interests of the superannuation funds and their 

beneficiaries will be best served by promoting an orderly transition to a more sustainable energy system. We outline some 

elements of an engagement strategy that could support this transition.
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2. Introduction 

I am honoured to have been asked to advise the Australian Council of Superannuation Investors (ACSI) on the issue of fossil 

fuel investments.1 Fossil fuel investments and the broader issue of transitioning to a low-carbon economy are important issues 

for investors as well as for society at large. I hope that this report can contribute to a fact-based and constructive debate 

leading to good decisions for ACSI and its members. 

 

Mandate 

I was given the following mandate for this report: 

 

“The Consultant is expected to deliver a report to ACSI addressing the question of how best to approach climate change 

challenges for superannuation investments, with particular emphasis on the Australian context. The report should discuss the 

relevant tools investors have for addressing climate related issues and how these tools can best be applied. The 

recommendations should reflect the role of superannuation investors as long-term providers of capital and be consistent with 

their fiduciary duties.” 

 

Acknowledgements 

I have previously chaired an Expert Group appointed to advise the Norwegian Ministry of Finance on similar issues.2 I am 

indebted to the group members Elroy Dimson, Michael Hoel, Magdalena Kettis, Gro Nystuen and Laura Starks, as well as the 

Group’s secretary Wilhelm Mohn, for discussions that have informed many of my views on this issue.  

 

The report from the Expert Group formed an important background document for a report on fossil fuels I prepared for 

Unipension Denmark in September 2015, and I am grateful to the CIO of Unipension, Niels Erik Petersen, for his support in 

preparing that report.3 This report updates the Unipension report and includes a separate section on applications of the 

recommendations for investors in the Australian context.  

                                                                 

 
1 This report is written in a personal capacity and does not necessarily reflect the views of organisations I am associated with now or have been associated 

with in the past. 
2 Available at https://www.regjeringen.no/contentassets/d1d5b995b88e4b3281b4cc027b80f64b/expertgroup_report.pdf  
3 The Unipension report was published on http://www.unipension.dk/Unipension/Unipension/Nyheder?NewsItem=bf073f5c-2d3f-4d7f-9195-b10222b8342c 

in December 2015 

https://www.regjeringen.no/contentassets/d1d5b995b88e4b3281b4cc027b80f64b/expertgroup_report.pdf
http://www.unipension.dk/Unipension/Unipension/Nyheder?NewsItem=bf073f5c-2d3f-4d7f-9195-b10222b8342c
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3. Climate change and fossil fuels 

CO2 emissions and climate change 

There is broad agreement that a relationship exists between man-made CO2 emissions and climate change. Global emissions 

of greenhouse gases have risen to unprecedented levels, despite a growing number of policies to reduce climate change. Based 

on current emissions trends, IPCC projections show global warming of up to 5C by the end of this century.4  

 

Furthermore, there is a clear link between increased CO2 emissions and the use of fossil fuels. Emissions from fossil fuels have 

increased by more than 50 percent since 1990 (IPCC, 2013). In particular, emissions from coal have increased in recent years. 

This is a reflection of population growth, economic growth in developing countries, and the abundance of coal as a relatively 

cheap energy input. 

 

At the heart of this issue is what economists call a “market failure”; CO2 emissions have a social cost that is not reflected in 

costs to the emitter. So emissions are (much) higher than socially desirable. This is a variation on the well-known “tragedy of 

the commons” – a situation where individuals acting independently and rationally according to each's self-interest behave 

contrary to the best interests of the whole group by depleting some common resource.5 In this case, the common resource is 

the earth’s atmosphere with its limited capacity to absorb CO2. Since the atmosphere is not “owned” by anyone, an appropriate 

price for emitting CO2 can only be set through a political process. So the market failure reflects a political failure to properly 

address the issue of climate change. 

 

The Copenhagen Accord first established a “2-degree target” for climate change, often referred to as the "2-degree scenario" 

or “2DS”. This target is defined as limiting global mean temperature increase to two degrees above pre-industrial level, which 

in turn leads to an estimate of maximum allowable emissions of CO2 into the atmosphere. This “budget” for emissions requires 

significant reductions in emissions from today’s levels. The 2015 Paris Agreement sets out an even more ambitious target of 

“holding the increase in the global average temperature to well below 2 °C above pre- industrial levels and pursuing efforts to 

limit the temperature increase to 1.5 °C above pre- industrial levels”.6  

 

According to estimates from the Grantham Research Institute on Climate Change at the London School of Economics (LSE), 2DS 

translates to a carbon budget of around 900 gigatons of CO2 in total accumulated emissions for the 2013-2050 period.7 

Obviously, a 1.5 degree target implies an even tighter carbon budget, in practise requiring net zero carbon emissions 

worldwide, to be achieved between 2045 and 2060.8 

 

As Figure 1 shows, global energy use today is totally dominated by fossil fuels. Even if renewables are growing at a fast rate, it is 

from a very low base. For instance, Bloomberg’s New Energy Report 2015 finds that some USD 12.2 trillion will be invested in 

global power generation between 2015 and 2040.9 Renewables will account for two thirds of that total over the next 25 years, 

with coal, gas and nuclear generation attracting respectively USD 1.6 trillion, USD 1.2 trillion and USD 1.3 trillion. Nevertheless, 

even in 2040, fossil fuels will still account for 44% of world generation in this forecast – down from 67% in 2014. 

 

In the IEA World Energy Report 2015, energy use worldwide is set to grow by one-third to 2040 in the Central Scenario, driven 

primarily by India, China, Africa, the Middle East and Southeast Asia. 10 Building on the pledges countries made in the run-up 

to the Paris Agreement (COP21), the share of non-fossil fuels is projected to increase from 19% of the global mix today to 25% 

in 2040. Among the fossil fuels, natural gas – the least-carbon intensive – is the only one that sees its share rise.  

 

  

                                                                 

 
4 IPCC, 2014: Climate Change 2014: Synthesis Report. Contribution of Working Groups I, II and III to the Fifth Assessment Report of the Intergovernmental 

Panel on Climate Change [Core Writing Team, R.K. Pachauri and L.A. Meyer (eds.)]. IPCC, Geneva, Switzerland, 151 pp. 
5 Hardin, G (1968). "The Tragedy of the Commons". Science 162 (3859): 1243–1248. 
6 http://unfccc.int/resource/docs/2015/cop21/eng/l09.pdf  
7 Grantham Institute (2013) Unburnable Carbon 2013: Wasted Capital and Stranded Assets, available at: http://www.lse.ac.uk/GranthamInstitute/wp-

content/uploads/2014/02/PB-unburnable-carbon-2013-wasted-capital-stranded-assets.pdf 
8 See an examination of possible pathways to a 1.5 degree target in http://www.nature.com/nclimate/journal/v5/n6/full/nclimate2572.html  
9 See http://www.bloomberg.com/company/new-energy-outlook/  
10 http://www.iea.org/bookshop/700-World_Energy_Outlook_2015  

http://unfccc.int/resource/docs/2015/cop21/eng/l09.pdf
http://www.lse.ac.uk/GranthamInstitute/wp-content/uploads/2014/02/PB-unburnable-carbon-2013-wasted-capital-stranded-assets.pdf
http://www.lse.ac.uk/GranthamInstitute/wp-content/uploads/2014/02/PB-unburnable-carbon-2013-wasted-capital-stranded-assets.pdf
http://www.nature.com/nclimate/journal/v5/n6/full/nclimate2572.html
http://www.bloomberg.com/company/new-energy-outlook/
http://www.iea.org/bookshop/700-World_Energy_Outlook_2015
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Figure 1 

 

 
 

In any case, a total restructuring of the world’s energy system away from fossil fuels will have to take time. And since overall 

global energy demand is increasing, a reduction in the relative share of fossil fuels in the global energy mix is in itself not 

enough to bring about reductions in the absolute level of consumption and CO2 emissions. 

 

Furthermore, it is worth noting that greenhouse gas (GHG) emissions are accumulated in the atmosphere. It is estimated that 

between 65% and 80% of CO2 released into the air dissolves into the ocean over a period of 20–200 years. The rest is removed 

by slower processes that take up to several hundreds of thousands of years.11 This means that once in the atmosphere, CO2 

can continue to affect climate for thousands of years.12  

 

It is the accumulated amount of GHG that determines climate impact, not the annual emissions. This implies that the later 

climate action is taken, the more drastic measures are needed to reach a specific climate target (because we need to get faster 

down to zero new emissions if we are close to the maximum allowable accumulated amount). It also implies that stabilising 

global temperatures at any level requires reaching zero net emissions of CO2. The accumulated emissions until this happens 

will determine the temperature level at which stabilisation happens.13 Figure 2 illustrates how long present emissions can 

continue for different probabilities of reaching a 1.5, 2 and 3 degree target, respectively.14 

  

                                                                 

 
11 https://www.ipcc.ch/ipccreports/far/wg_I/ipcc_far_wg_I_chapter_01.pdf  
12 Methane, by contrast, is mostly removed from the atmosphere by chemical reaction, persisting for about 12 years. So while methane is a more potent 

greenhouse gas than CO2, its effect is relatively short-lived. 
13 This is a very simplified story; there are feedback loops – many of which are still poorly understood – that may make it impossible to stabilise 

temperatures even at zero net emissions if temperature increases reach certain thresholds. 
14 http://www.carbonbrief.org/scientists-discuss-the-1-5c-limit-to-global-temperature-rise  

https://www.ipcc.ch/ipccreports/far/wg_I/ipcc_far_wg_I_chapter_01.pdf
http://www.carbonbrief.org/scientists-discuss-the-1-5c-limit-to-global-temperature-rise
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Figure 2 

 

 
 

Climate science is complex. There are always many unknowns in future projections, such as the size and timing of emissions. 

The models are by necessity simplifications. While the warming trend is clear, future estimates will always be subject to much 

uncertainty. There will also be uncertainty – and disagreement – about assumptions of growth in overall energy demand, 

technological change and the speed with which new technology will be put to practical use.  

 

For instance, some commentators have noted the similarity between some forms of renewable energy – notably solar – and 

information and communications technology in terms of development of marginal costs. 15  The argument is that with 

technology driven changes not bound by the same physical restrictions as fossil fuels, marginal costs will decrease when 

demand increases whereas the opposite is true for traditional fuels where the cheapest and most accessible reserves are 

extracted first. This leads to estimates of a significantly faster transition to renewables than forecast in the report referenced 

above. Other commentators have noted the significant reduction in the cost of solar power and compared to historic 

experiences from other industries where average costs have fallen significantly as technology has matured and volumes have 

increased.16 

                                                                 

 
15 See for instance http://paulgilding.com/2015/07/13/dont-be-fossil-fooled/  
16 See for instance http://rameznaam.com/2015/08/10/how-cheap-can-solar-get-very-cheap-indeed/  

http://paulgilding.com/2015/07/13/dont-be-fossil-fooled/
http://rameznaam.com/2015/08/10/how-cheap-can-solar-get-very-cheap-indeed/
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But some facts remain undisputed: 
 

 Climate change is clearly linked to CO2 emissions, and the use of fossil fuels is a main component of such emissions. 

 Since it is the accumulated amount of CO2 that determines climate impact, not the annual emissions, we must at some point 

(preferably sooner rather than later) come down to net zero CO2 emissions for the economy as a whole – or net negative, if 

we overshoot the maximum allowable accumulated amount of CO2 in the atmosphere for a given climate target. 

 This means, in practice, that we must achieve a large-scale transformation of our energy systems away from fossil fuels. 

 However, even in the most optimistic climate scenarios, there is still significant consumption of fossil fuels in the 

coming decades. This is not necessarily incompatible with a 2-degree target. But delayed action now will necessitate 

more drastic action later. For a 1.5-degree target, we would probably need to come to zero net new emissions already 

around 2030. 

The relevance of climate issues for investors 

It should be noted at the outset that climate change and climate policies are highly relevant issues for investors for several 

reasons: 
 

 A large-scale transformation of the world’s energy system is necessary to address the challenges of global warming. 

This is a disruptive event that will provide both risks and opportunities to investors. 

 The current lack of proper pricing of CO2 emissions represents a significant market failure and can lead to an allocation 

of investment capital that is unsustainable – locking invested capital into uses with low or even negative long-term 

returns. 

 Climate policies will affect not just the fossil fuel industry, but may have important spillover effects into all sectors 

that produce, finance and consume energy – thus affecting large parts of the portfolio of a typical investor. 

 Climate change can in itself also have direct effects on portfolios – for instance the value of real estate and 

infrastructure investments. 

 The consequences of climate change and climate policies are already playing out and are likely to continue to play out 

over a long period of time, making this a particularly important issue for long-term investors. 

A full examination of all of these issues lies well outside the scope of this document. We will focus on investments in fossil fuels 

companies and the possible roles of divestment and ownership strategies in addressing the climate issues associated with 

these investments for investors. But it will be useful to start with some general observations on investing.  



 

 

Fossil Fuel Investments: March 2016   12 

4. Issues for investors 

Some general issues 

Financial instruments and other investments generally give the right to some defined streams of income in the future. In the 

case of equity investments, this stream of income has the form of dividends paid from the investee company to the holder of 

equity. For a fixed income instrument, the cash flow is a stream of coupons (interest) and repayment of the face value on 

maturity. For a real estate investment, the cash flow is rental income. 

 

The “fair” value of an investment is the expected net present value of such future payments. The discount rate used to convert 

future cash flows into present value will generally reflect the perceived riskiness of the investment and the willingness of 

investors to take risk – the higher the risk (or the degree of risk aversion), the higher the discount rate and the lower is the 

willingness to pay for a given expected future stream of dividends. Conversely, a lower price on a share today relative to 

expected future dividends implies a higher expected return. 

 

So when we observe that the market value of an asset changes, we can in principle attribute that to one of the following factors 

(or both): either the expected future cash flows from an investment has changed (investors may for instance expect lower 

earnings for a company or an entire sector than they did previously) or the discount rate investors use to convert those cash 

flows into present value has changed (investors may feel more uncertain about the state of the economy and discount future 

cash flows at a higher rate to reflect less appetite for risk). 

 

These basic principles have implications that are relevant for the issues in this report: 
 

 The fact that investors look at discounted future cash flows to assess a “fair” price for an investment means that 

potential risks that lie far into the future will have relatively little impact on valuations today. This is not irrational – it 

just reflects that potential income far into the future contributes relatively little to an asset’s value today. 

 Even if you believe fossil fuel companies will at some point go out of business and hence be worthless at that time, it 

does not follow that the “fair” price today is zero. Ownership of these companies gives the right to receive dividends 

while these companies are still in business, and that right clearly has value. Believing that there will be a “rush to the 

door” to get out of a declining business and that one can profit from outrunning other investors must be based on an 

assumption of mispricing of assets today. We will come back to this when we discuss market efficiency later. 

 If many investors sell shares in a particular sector – either for non-financial reasons or because they perceive that the 

investment has become more risky – the equilibrium price of those shares will be lower. Since investors can now buy 

a given expected cash flow at a lower price, the expected return for holding these shares will be higher. This 

corresponds to intuition; if you want to transfer more risk to other investors, you need to offer a higher expected 

return. The mechanism for bringing this higher expected return about is a lower price today relative to future expected 

cash flows. The more investors want to reduce their exposure to a particular sector or a particular risk factor, the 

lower will be the equilibrium price of these assets and the higher will be the expected return for those who buy them. 

Carbon risk and “stranded assets” 

With current technologies, it is clear that the extraction of all identified petroleum and coal reserves in the world today is 

incompatible with the “two degree target”. At the same time, costs for renewable energy – especially solar energy – are coming 

down rapidly while the extraction of fossil fuels has become more expensive. As approximately 60% of total greenhouse gas 

emissions are related to the production and use of energy, it is clear that policies to combat climate change will have a large 

impact on the energy sector and that such policies could lead to capital being “stranded” in projects that are not viable at a 

higher carbon price. This risk is sometimes called “carbon risk” as it specifically relates to risks associated with business models 

built on the production and/or use of fossil fuels. 
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“Stranded assets” can be analysed through simple supply and demand curves. A price increase for greenhouse gas emissions 

– be it from higher carbon taxes/prices or higher prices on emission permits (t) – will lead to a fall in demand for greenhouse 

gas-intensive energy sources, and production will shift to the left as illustrated in Figure 3. The equilibrium production will fall 

from q0 (without the tax/permit) to q* (with the tax/permit). This will have exactly the same effect as a fall in demand (due to, 

for instance, lower global economic growth) to the point q*/p* on the supply curve. The tax/permit (or equivalent fall in 

demand) would “strand” the resources available to the right of this quantity on the supply curve – those resources that are 

relatively more costly to produce. Another source of “stranding” can be substitution along the supply curve, with newer, 

cheaper sources of supply making more expensive sources uncompetitive for a given demand level.  

 

Figure 3: Supply and Demand and the Concept of Stranded Assets 

 
 

There is thus nothing inherently new about “stranded assets”. The terminology of stranded assets is new language for an old 

idea. In principle, any asset can become “stranded” – a commercial property can lose much of its value if a nearby main road 

is moved away from it or a train station close by closes down, a production facility for patented drugs can lose value when the 

patent expires, a hotel can lose value if there is political unrest in the country where it is located, a power distribution system 

can lose value if government-controlled tariffs are cut, and a factory for mobile phones can lose value if competitors develop 

superior products. All companies face various degrees of political and/or technological risk that can have a significant impact 

on the demand for, and therefore value of, its assets.  

 

But the significance of “stranded assets” in the context of fossil fuels is the sheer scale of the fossil fuel industry and the size 

of potentially stranded assets. For instance, data from the Bank of America show that oil and gas investment in the US has 

soared to USD 200bn per year. It has reached 20% of total US private fixed investment, the same share as home building.17 The 

Carbon Tracker Initiative has published reports that look at the carbon supply cost curve specifically. The reports highlight 

marginal resources and resources at risk from a higher carbon price. According to the Carbon Tracker Initiative (2014),18 listed 

companies have more exposure than state-owned oil companies, especially as one moves up the cost curve. Oil sands and 

arctic drilling projects have been mentioned as being particularly at risk. The Carbon Tracker Initiative writes that companies 

are committing USD 1.1 trillion over the next decade to projects that require prices above USD 95 to break even. Prices today 

are of course much below this level and we should expect significant scaling down of new investments compared to these 

estimates. 

 

Stranded assets will have no economic value given a price on CO2 emissions corresponding to sustainable emission levels. It is 

therefore natural to assess what implications – if any – this would have for institutional investors’ investments in the fossil fuel 

sector.  

                                                                 

 
17 Evans-Pritchard (2014), Daily Telegraph Website, see http://www.telegraph.co.uk/finance/comment/ambroseevans_pritchard/10957292/Fossil-industry-

is-the-subprime-danger-of-this-cycle.html  
18 Carbon Tracker Initiative (2014), report available at: http://www.carbontracker.org/site/carbon-supply-cost-curves-evaluating-financial-risk-to-oil-capital-

expenditure 

http://www.telegraph.co.uk/finance/comment/ambroseevans_pritchard/10957292/Fossil-industry-is-the-subprime-danger-of-this-cycle.html
http://www.telegraph.co.uk/finance/comment/ambroseevans_pritchard/10957292/Fossil-industry-is-the-subprime-danger-of-this-cycle.html
http://www.carbontracker.org/site/carbon-supply-cost-curves-evaluating-financial-risk-to-oil-capital-expenditure
http://www.carbontracker.org/site/carbon-supply-cost-curves-evaluating-financial-risk-to-oil-capital-expenditure
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Carbon risk and financial markets 

We should now examine more closely the links between carbon risk as described above and the associated financial risks and 

returns faced by investors. It is useful to start this discussion by illustrating the relationship between investors, companies 

exposed to fossil fuels and the projects these companies invest in as seen in Figure 4 below. 

 

Figure 4: Creation and distribution of carbon risk 

 
 

The companies undertake projects in extraction and use of fossil fuels, such as mining, exploration and power generation. 

Carbon risk is created when companies undertake projects that are not economically viable under reasonable assumptions 

about climate policies that are likely to prevail during the economic life of those projects. This risk is passed on to and 

distributed between the investors who own these companies through financial markets.  

 

The market for CO2 emissions is clearly inefficient – there is no price on these emissions that reflects their cost to society. But 

this does not necessarily imply that the market for financial instruments that are exposed to carbon risk is inefficient. Or from 

a risk perspective: It is likely that the total level of carbon risk in the financial system is too high, but that does not in itself imply 

that the risk that is there is distributed in an inefficient way. These are two separate issues. 

 

It should be noted that carbon risk is not restricted to fossil fuel companies – all investments that are influenced by carbon 

pricing will be subject to (upside or downside) carbon risk, including renewables projects that will profit if emission is priced 

effectively. Since carbon risk is a reflection of a political failure to set a proper price on carbon emissions, political action – or 

the lack of such – has the largest potential effect on the level of carbon risk and the potential reward from carbon risk taking.  

 

One argument given for divestment is that “Fossil Fuel investments are a risk for investors and the planet -– that’s why we’re 

calling on institutions to divest from these companies.”19 While it is true that fossil fuel investments are a risk for both investors 

and the planet, it is misleading to imply that this issue can be resolved by divestment for all investors simultaneously. While 

one individual investor may reduce his or her exposure to the risk of stranded assets by divesting, this option is not available 

to the sum of all investors collectively. Whenever one investor sells assets to reduce risk, there must by definition be a buyer 

on the other side of that trade – after all, divestment in practice means selling your shares to some other investor. The market 

price set in such trades must be such that it gives the buyers a perceived fair compensation for the risk that they take on – 

otherwise the trade would not happen.  

                                                                 

 
19 http://gofossilfree.org/frequently-asked-questions/  

Companies	Investors	 Projects	

Carbon	risk	
created	

Carbon	risk	
distributed	

http://gofossilfree.org/frequently-asked-questions/
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Of course, different investors can have very different expectations regarding future carbon prices and the implicit risk of assets 

being stranded. This is, in principle, no different from having different expectations regarding any future event that could 

influence the value of an investment. In a competitive market, equilibrium prices should, by and large, reflect the best collective 

judgment of buyers and sellers regarding the probability of such events. Market prices of various assets today should adjust to 

give an expected return that provides adequate compensation for investment risks. So divestment clearly has a role in 

distributing risk between investors according to their individual appetite for risk – but it is not at all obvious that it reduces the 

overall risk in the system. 

 

It may be argued that this represents an altogether too optimistic view on the efficiency of markets and its ability to price and 

allocate risk correctly. It is, of course, true that market prices again and again have been shown to misprice various forms of 

risk in retrospect. But it is equally true that there is little or no empirical evidence suggesting that it is easy for investors to 

systematically create risk-adjusted excess returns by exploiting publicly available information. There may be a “carbon bubble”, 

but as with other bubbles we will only know for sure after it has burst. And even if there is a bubble, the risk associated with 

that bubble is not necessarily distributed in a non-optimal way. We will return to this when we discuss active management 

strategies as a response to carbon risk. 

 

There have been attempts by analysts to illustrate the impact stranding would have on individual companies and their share 

prices. HSBC20 writes that because of the long-term nature of carbon risks, it is doubtful that markets price the risk of loss of 

value. But as described above, such an evaluation might be rational from an investment point of view depending on how one 

values wealth today relative to tomorrow – that is, how one discounts future cash flows into present value. For instance, with 

a 7% discount rate, the present value of a one dollar loss in 2050 is only 9 cents. So if assets risk becoming stranded only far 

into the future, it is not obvious that the effect on present pricing should be significant. 

 

Research by the Grantham Institute at the LSE, Rystad Energy and the organisation Carbon Tracker have tried to quantify the 

extent of stranded resources in more detail. Rystad Energy finds that most lost production is expected to occur after 2050.21 This 

analysis indicates that “stranding” would primarily affect cash flows that are projected to come well into the future. So even if 

financial markets misprice this risk factor, it is by no means certain that the mispricing is significant in terms of today’s “fair” value 

of these investments. In any case, this risk seems small compared to other risks investors in these companies are facing, for 

instance the risks associated with changes in present prices of coal and petroleum prices – as has been experienced recently. 

 

It should also be noted that there is significant risk sharing between petroleum companies and host governments through 

taxation of upstream activities. Only changes in after-tax cash flows are relevant for the pricing of financial assets. It is also 

clear that companies can redirect investments during a project’s lifetime. In other words, that a resource has been discovered 

does not mean that the capital expenditure needed to extract it will necessarily be incurred. Stating “carbon risk” in terms of 

potential losses of gross revenue in the future overstates the effect on the share price, which reflects expectations about net 

after-tax cash flows. 

 

Principal-agent problems 

It is natural to ask why fossil fuel companies would undertake a project that has a high probability of not being profitable under 

reasonable assumptions about climate policies. After all, their aim should – in theory – be to maximise shareholder value, and 

committing resources to investments with a high probability of low or even negative returns would be incompatible with this 

objective. 

 

One explanation may of course be that these companies simply have a very different assessment of demand growth, the 

probabilities of technological change and/or stricter climate policies than their owners have. But investors should also be aware 

of the risk of misalignment of interests between themselves and the managers of the companies they have invested in. These 

misalignments usually go under the name “principal-agent problems”. They arise whenever a manager (agent) does not have 

the same incentives and interests as the ultimate owner (principal), and may therefore behave in a way that is not optimal 

from the owner’s point of view. Principal-agent problems may therefore hamper investment performance. In capital markets, 

principal-agent problems generally arise between shareholders and company managers and between asset owners and asset 

managers. 

                                                                 

 
20 HSBC (2013) Oil & Carbon Revisited: Value at Risk from ‘Unburnable’ Reserves. 
21 The Rystad Energy Report is available at: 

http://www.regjeringen.no/pages/38425303/2013_Rystad_Energy_Climate_report_Norwegian_Ministry_of_the_environment.pdf 

http://www.regjeringen.no/pages/38425303/2013_Rystad_Energy_Climate_report_Norwegian_Ministry_of_the_environment.pdf
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For instance, a company manager can have a particular skillset that is not easy to utilise in a different business. If you are a 

mining engineer and manager of a coal mine, you may be tempted to invest in that mine beyond the level that maximises 

shareholder value simply to keep your own job. Managers may also have a shorter time horizon for their investment decisions 

than their owners have for their investments, tying up capital in uses that can give short term gains but low or negative returns 

over the longer term. Sometimes investors have even created incentive structures that potentially create problems of this kind 

– for instance in the focus on “replacement rate” as a performance indicator for petroleum companies. This indicator measures 

new petroleum reserves in relation to the extraction rate and thus whether the total reserve base of a company is increasing 

or decreasing. But in a value perspective it is not necessarily appropriate to reward increased volume – if you are adding new 

reserves that have a production cost far above the market price, you are not creating shareholder value. In addition, there may 

be significant external pressures on fossil fuel companies from other stakeholders – for instance labour unions or governments 

– to invest and create jobs even when the expected economic returns from a shareholder perspective are inadequate. There 

is also the risk of behavioural biases in decision-making, where scenarios that require “out of the box”-thinking are simply 

suppressed in internal planning processes. 

 

These types of principal-agent problems are of course not only found in fossil fuel companies. They can – and do – exist in all 

types of companies. But the negative consequences of such problems may be greater in the fossil fuel industry than in other 

industries. In the absence of principal-agent problems, the managers of fossil fuel companies would fully internalise the time 

horizon of the companies’ owners and avoid investments that would probably be unprofitable if and when climate policies put 

higher effective prices on greenhouse gas emissions. But if they assess profitability using a shorter time horizon than the 

owners, the lack of proper pricing of CO2 emissions now may give incentives to invest more in fossil fuel projects than the 

optimum level from the point of view of a long-term investor. So the negative effects of under-priced emissions today may be 

amplified through principal-agent problems. 

 

 

 

We can sum up this section on the issues facing investors in regard to fossil fuel investments thus: 

 

 Extracting and burning all available fossil fuels in the world today is not consistent with meeting climate objectives under 
reasonable assumptions about the rate of technological change. So if we are to be anywhere near a “two degree scenario”, 
some resources will have to stay in the ground, and investments associated with extracting and burning these will become 
“stranded assets”.  

 The lack of a proper price on CO2 emissions combined with potential misalignment of interests between owners and 
managers of fossil fuel companies gives a risk of overinvestments in extraction and use of fossil fuels.  

 This “carbon risk” is created by the investment decisions of companies that extract and use fossil fuels and distributed among 
the owners of these companies through the financial system. 

 In a competitive market, prices of assets should generally reflect relevant risk factors – including carbon risk. It is thus 
important to distinguish between imperfections in the market for greenhouse gas emissions (which are obvious) and 
possible imperfections in the market for financial assets that are exposed to carbon risk (which are not that obvious) – these 
are not the same.  

 The phenomenon of “stranded assets” is not new; in a dynamic world investors are constantly at risk of being exposed to 
assets losing value because of political, regulatory or technological changes, and it is not at all clear that financial markets 
are incapable of pricing this risk properly. Moreover, in current value terms, the loss may be limited due to discount factors 
reflecting the timing of any stranding and investor risk appetite. 

 The fossil fuel sector is large, and projected investments in maintaining and expanding production capacity in the coming 
years are significant. Even if the market may have priced carbon risk reasonably correctly and distributed it in an optimal 
way between market participants, the total level of risk may be unacceptably high, both from an investment and a broader 
societal point of view. In that case, the proper focus is on actions that will bring the total level of risk in the financial system 
down, rather than actions that will only bring about a redistribution of existing risks between investors. Importantly, 
investors with an active investment strategy can manage their carbon risk exposure, but it will require political intervention 
to effectively address the market failure that is the root cause of the total level of risk. 

 

 

Having set the scene in terms of outlining issues investors should be aware of, it is time to examine the instruments available 

to investors to address this. But first it is necessary to discuss some of the ethical issues associated with investments in the 

fossil fuel sector. 
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5. Ethics and exclusions 

We have so far discussed investments in fossil fuel purely in financial terms. This is inadequate. Climate change is potentially a 
serious threat to life on Earth as we know it today. It clearly has important environmental and intergenerational ethical aspects. 
These aspects of fossil fuel investments should be part of the decision making process of investors. 
 
An important aspect of responsible investing is captured in the concept of stewardship. Investors are generally acting on behalf 
of some ultimate beneficiaries – for instance members of a superannuation plan – and should act in their best interests. 
Fiduciary duties (or equivalent obligations) exist to ensure that those who manage other people’s money act in the interests 
of beneficiaries, rather than serving their own interests. The most important of these duties are loyalty (acting in good faith in 
the interests of their beneficiaries) and prudence (acting with due care, skill and diligence, investing as an ‘ordinary prudent 
person’ would do).22 This requires attention to climate change as a long-term risk issue.  
 
But investors should also feel responsibility in a wider sense as members of society with an obligation to act in a way that is 
consistent with broader societal values. In the words of the great Swedish philosopher Pippi Longstocking: “If you are very 
strong you have to be very nice”.23 And large institutional investors are “very strong” in the sense that they have power to 
influence societal development through their investment activities and the values they promote as investors. Of course, 
investors – who are generally acting on behalf of some ultimate beneficiaries – are themselves dependent on legitimacy and 
proper social license to fulfil their role as stewards of other people’s assets over time. They should therefore ensure that their 
investment activities properly reflect the values of their beneficiaries. 
 
One aspect of the ethical dimensions of investing that is perhaps not immediately apparent is the issue of discounting. We have 
discussed earlier how investors value financial instruments by converting expected future cash flows into present value. 
Mathematically, this is straightforward; If you expect to receive $100 in ten years and the (risk adjusted) interest rate is 7%, you would 
value those $100 at 50.83 dollars today, since 50.83 dollars invested at 7% over 10 years would give 100 dollars.  
 
But this mathematical simplicity hides a more complicated ethical issue; discounting is a process for comparing future benefits 
against present sacrifices (or vice versa). When we are talking about long-term issues such as climate change, we are comparing 
costs of transitioning to a sustainable energy system today against benefits for future generations. The discount rate we use will 
determine how we evaluate this trade-off. This is clearly an ethical issue in its own right – discounting is not value-neutral. And is 
it not clear that the discount rates that we routinely use to compare cash flows accruing at different points in time are even 
relevant for assessing questions like climate change. An expected cash flow coming in 2050 has little economic value today, but 
that does not mean that potential disruptive climate change in 2050 and beyond is – or should be – irrelevant to us. 24 

Approaches to ethical considerations 

It is of course far beyond the scope of this report to give a full account of possible ethical dilemmas connected to fossil fuel 
investments, drawing on a body of philosophical and religious thinking that has developed over millennia. For the purposes of 
this discussion, we will constrain ourselves to looking at two approaches to ethical considerations: 
 

 Ethics based on the application of ethical norms and standard; and 
 Ethics based on evaluation of the outcomes of various actions. 

Of course, these are not mutually exclusive. In many cases, emphasis on norms and emphasis on outcomes will lead to the 
same result – considering outcomes is of course how many norms have been established in the first place. In other cases it is 
not so clear-cut. It is a violation of ethical norms to lie, but a “white lie” can still be ethically acceptable. 
 
In the area of fossil fuel investments, it is also clear that the two approaches will often be seen in context. You may find that 
fossil fuel investments (or some of them) are against your norms, but if the probability of achieving change through ownership 
strategies is sufficiently high, you may still choose to remain invested – at least until ownership strategies have been tested. 

                                                                 

 
22 The concept of fiduciary duty and how this relates to ESG issues is discussed in the report ”Fiduciary Duty in the 21st Century”, available at 

http://www.unepfi.org/fileadmin/documents/fiduciary_duty_21st_century.pdf  
23 Astrid Lindgren (1947): ”Do you know Pippi Longstocking?” 
24 Some issues related to this in the context of setting a proper price on emissions are discussed by Bob Litterman in this paper: 

http://www.rijpm.com/pre_reading_files/Pre-Reading_Robert_Litterman.pdf  

http://www.unepfi.org/fileadmin/documents/fiduciary_duty_21st_century.pdf
http://www.rijpm.com/pre_reading_files/Pre-Reading_Robert_Litterman.pdf
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Exclusions based on norms 

Exclusions based on norms have a long history – going back at least to the 17th century when Quakers avoided investments 

linked to the slave trade – and are a regular feature of ethical guidelines. 2526 The norms-based approach has as its main purpose 

to achieve consistency between a fund’s investments and the values of its beneficiaries. The focus is thus on avoiding making 

profits in a way that is seen as illegitimate.  

 

For instance, in the Norwegian Government Pension Fund Global (GPFG), exclusion is used to avoid investments in companies 

involved in the production of either certain weapons or of tobacco, or when there is a risk that a company might be responsible 

for or contribute to unethical conduct, currently or in the future.27 The exclusion criteria are thus forward-looking. Exclusions 

in the GPFG are not intended to “punish” companies for things they have done in the past, but rather to avoid association with 

the Fund through ownership in possible future violations of norms. Similarly, many investors investing according to the 

principles of Islamic finance will avoid investments linked to alcohol and gambling. 

 

Norm-based exclusions are generally aimed at making investments consistent with a given set of norms. As such, the primary 

objective is to avoid the investor being complicit to – or profiting from – activities that are in breach of these norms. Exclusions 

achieve this by severing the link between the investor and the activity in question. That others buy it, and that the unethical 

conduct may continue, is not relevant. With a purely norms-based approach, any effect on company behaviour is incidental. 

When investors have excluded tobacco, weapons or alcohol from their portfolios, it is often not because they think it will affect 

the companies in question in a material way, but simply because these activities are seen as illegitimate sources of profit. 

 

It should be noted at this stage that investors are not only applying norms to their portfolios – they may also be creating norms 

through their actions. When certain thresholds are set for exclusion, for instance, this sends a signal about what constitutes 

acceptable behaviour. Similarly, norms may be set through expectations documents, voting and other instruments of 

ownership strategies. We will return to these aspects of investor strategies later.  

 

For now, we will discuss how relevant a norms-based approach is for the fossil fuel industry. It will be useful to distinguish 

between the production and use of fossil fuels as such (what a company produces) and ways of producing and using fossil fuels 

(how a company produces). In this context, the issues will thus be: 
 

 Is it reasonable to exclude some or all fossil fuel-related investments through a products-based approach – in other 

words, can the production and/or use of fossil fuels in itself be considered to be in breach of relevant norms for an 

investor? 

 Can there be cases in which the production or use of fossil fuels is carried out in a way that represents a breach of 

norms for conduct at a level that should lead to exclusion, and what should the criteria for such exclusions be? 

A product-based approach 

It should be said at the outset that there is no “right” or “wrong” answer to the question of which norms should underpin 

product-based exclusions. Of course, in many cases there will be strong external norms that will guide these decisions – for 

instance domestic or international law and binding treaties. In the case of the GPFG, for instance, emphasis has been placed 

on consistency with Norwegian policies and commitments, for example as expressed through treaties on disarmament or 

human rights. This has led to exclusion of a number of weapons producers and other companies. 

 

It is, however, not straightforward to apply such external norms to fossil fuel investments. An alternative approach is to take 

as a starting point any existing exclusion criteria and the general threshold for the use of such a mechanism set there. If the 

existing exclusion mechanism is calibrated to target the “worst forms” of ethical breaches, the question becomes whether it is 

reasonable to claim that certain forms of production of fossil fuels or certain activities linked to the use of fossil fuels may be 

defined as being seriously unethical because of the link to long-term climate change.  

                                                                 

 
25 We will use ”exclusion” to denote avoidance of investments based on purely ethical considerations and ”divestment” when the primary objective of 

selling an asset is financial, but sometimes the lines between these considerations are blurred. 
26 One can argue that the history of norms-based exclusions go back even further; In biblical times, Jewish laws laid down directives on how to invest 

according to ethical values and other religious texts have similar rules. 
27 The guidelines can be found at https://www.regjeringen.no/globalassets/upload/fin/statens-pensjonsfond/guidelines-for-observation-and-exclusion-14-

april-2015.pdf  

https://www.regjeringen.no/globalassets/upload/fin/statens-pensjonsfond/guidelines-for-observation-and-exclusion-14-april-2015.pdf
https://www.regjeringen.no/globalassets/upload/fin/statens-pensjonsfond/guidelines-for-observation-and-exclusion-14-april-2015.pdf
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As a starting point, it is perhaps useful to emphasise that energy is an input in all economic activity to various degrees. The 

process of climate change is not regionally specific – it is global. Attributing greenhouse gas emissions to a specific part of the 

chain of energy production and consumption is therefore not an easy exercise. As access to energy is a key determinant of 

economic development worldwide, taking part in the global economic system also means contributing to climate change. 

Currently, the necessary energy infrastructure is to a large extent based on energy derived from fossil fuels. Coal is the least 

climate-friendly of these sources. The transition to a low-carbon economy, however, will not happen overnight, as we have 

seen earlier. In fact, the social costs of a quick transition may be unacceptably high. At the same time, the consequence of a 

too slow transition may be environmental, social, and economic collapse due to rapid climate change. 

 

Emissions are a result of a complex system of production and use of energy involving producers as well as consumers. In some 

cases, the end users are the billions of people consuming, for example, fuel for transportation. As has been pointed out by the 

Interfaith Center on Corporate Responsibility28 (ICCR) “the energy industry should not be seen as sole creators of the problem as 

long as global markets remain inextricably linked to fossil fuels to propel growth.” The ICCR therefore argues for a policy of holding 

fossil fuel companies to account through active ownership and “maintaining a seat at the table”. Other faith-based investors have 

reached different conclusions. The Swedish Church has decided to divest from all pure coal companies and has gradually reduced 

its fossil fuel exposure since 2009, whereas the Church of England thus far has decided on a policy of engagement, with divestment 

reserved as a potential response to the worst cases. Similarly, Stanford University Endowment has decided to sell its investments 

in pure coal companies, while Harvard and Brown have decided to retain their coal mining stocks. 

 

On balance, it seems unreasonable to consider fossil fuel companies’ energy production, energy use or CO2 emissions per se 

to be contrary to generally accepted ethical norms, as these products and activities constitute an important basis for our 

society. Fossil fuels will remain part of the energy mix for decades to come, even in a 2-degree scenario. This is true for both 

petroleum and coal. While coal clearly is the least climate-friendly energy input today, it is still the case that coal is a major 

world energy input with vital importance for millions of people, and that the production of coal will not end in the near future, 

even in the “2 degree scenario”.  

 

Some will obviously disagree with this view. To some extent it may be a question of differing time horizons. When the 

underlying problem is that we have created an unsustainable energy system dependent on fossil fuels, it seems difficult to 

justify setting a norm that implies that we would have liked these companies to stop producing their products overnight. But 

this does not mean that fossil fuels will always be ethically acceptable. As we transition to a low-carbon energy system, we will 

(hopefully) reach a point were fossil fuel production is unneeded and unwanted. Then the ethical considerations would also 

be different than today. Of course, some may believe that divestment today will help the transition to a low-carbon energy 

system. But this is not a question of norms, but of consequences, and implies an instrumental approach to divestment. We will 

come back to this in section 5 when we discuss asset allocation approaches more generally.  

 

A further consideration on this issue is the following: Since the average investor by definition must hold a market-weighted 

portfolio of assets, the issue is not whether investors will own these assets (as long as they exist), but which investors will hold 

them. A relevant question is, then, what the characteristics of the “optimal investors” of such assets are from an investment 

and a broader societal point of view. It is not obvious that investors who presumably care less about the climate than those 

who are divesting will be “better” owners in this respect. We will come back to this when we discuss the importance of 

engagement strategies. 

A company-based approach 

We argued above that the ethical issue at the heart of the fossil fuel debate is not that all fossil fuel companies are inherently 

unethical, but rather that we have collectively created an entire energy system that is unsustainable. But stating that all fossil 

fuel companies (even all coal companies) are not unethical per se is not the same as stating that none of them are. While it is 

clearly difficult to establish a direct causal link between the conduct of individual companies and climate change, it seems 

reasonable to expect that they meet certain minimum standards with respect to how their business activities impact climate 

change.29 We must therefore ask what these standards might be.  

 

                                                                 

 
28 ICCR (2013), Insights for Investors Working for Bolder Intervention on Climate Change, p 5. 
29 There are of course many other standards that should be met, for instance regarding local environmental impact, labour standards etc. These may also 

constitute grounds for exclusion under a system to exclude worst offenders. But the focus here will be strictly on climate-related exclusions. 
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One set of such standards was developed by the Expert Group established to evaluate fossil fuel investments in the Norwegian 

Government Pension Fund Global (GPFG), as outlined in Box 1. 30 These criteria were derived from an application of existing 

ethical guidelines for the GPFG and may not be directly applicable for other investors. 31 But they illustrate some features that 

could be relevant to include in a norms-based exclusion criterion directed at individual companies in the fossil fuel sector 

(rather than the whole sector): 
 

 The criteria are directed at the worst offenders, and as such will contribute to establishing norms for unacceptable 

behaviour from companies with respect to climate change. This establishes an important principle of responsibility – 

even if it is difficult to characterise the entire fossil fuel sector as unethical given society’s dependence on their 

products, this does not mean that these companies should have a “free pass” in terms of individual behaviour. Fossil 

fuel companies are not the only ones responsible for our dependence on fossil fuels, but they are also responsible, 

and they must abide by some minimum standards of corporate responsibility also in respect of climate change. 

 It seems natural to base criteria on emissions intensity and benchmark each company against relevant peers. This 

ensures that the criterion is dynamic – the norms for acceptable emissions will change over time as new technology 

is developed and industries transition to a low-carbon economy.  

 The criteria should in principle not be directed at a particular sector. The issue is greenhouse gas emissions; the sector 

from which these emissions emanate is irrelevant. For reasons of practicality it may be natural in the first instance to 

focus on companies within industry sectors with significant absolute levels of emissions. It is clear that, in particular, 

the energy sector and the production of electricity from fossil fuels will be central in this respect.  

 The application of company-based criteria should be linked to active ownership efforts directed at climate change risk, 

so as to achieve a concerted and integrated exclusion and ownership effort. This reflects that there are important 

synergies between exclusion and engagement. We will return to this issue in Section 6 below. 

The discussion so far has centred on emissions from companies. It is natural that this forms a central part of company-based 

criteria since emissions from companies is a root cause of climate change. However, other elements could be relevant. 

 
We have argued that the market failure of insufficient pricing of greenhouse gas emissions reflects a political failure to 

implement carbon pricing. Investors should be concerned that lack of proper carbon pricing sends wrong price signals to 

companies, which in turn can have serious negative effects on capital allocation and long term capital returns. Investors should 

thus generally support the introduction of carbon pricing or other measures to address the market failure regarding proper 

pricing of emissions. Likewise, investors should engage with companies that actively lobby against international agreements 

aiming at reducing greenhouse gas emissions or otherwise hinders the development towards a global strategy on climate 

change. 32 These companies are acting against the interests of their owners (and using the owners’ money to pay for it). We 

will return to this when discussing engagement strategies in Section 6 below. In this context, we will note that lobbying in 

principle also could be reason for exclusion under company-based criteria if engagement efforts fail.  

 

 

In summary, we have argued that climate change and fossil fuel investments are not just financial issues – they have important ethical 
aspects investors should consider: 
 

 It seems difficult to establish a norm stating that all production and use of fossil fuels is per se unethical – fossil fuels are 
part of an unsustainable energy system, and that is a shared responsibility for consumers and producers of energy.  

 Nevertheless, it is reasonable to expect that fossil fuel companies meet certain minimum standards with respect to how 
their business activities impact climate change.  

 There is therefore a role for ethically motivated exclusions at the individual company level. The criteria set for such 
exclusions will help establish norms for acceptable behaviour for fossil fuel companies with respect to climate change. These 
criteria will thus also form an important basis for engagement efforts. 

 An ethical consideration based on examination of consequences rather than application of norms should also consider the 
potential effects of exclusions on the ownership structure of investee companies. Fossil fuel companies need active, engaged 
owners who can discipline capital spending. It is therefore not obvious that it is better for the climate that ownership is 
concentrated in the hands of investors who presumably care less about the climate than the investors who are divesting. 

                                                                 

 
30 Available at https://www.regjeringen.no/contentassets/d1d5b995b88e4b3281b4cc027b80f64b/expertgroup_report.pdf 
31 They are available at https://www.regjeringen.no/no/aktuelt/endringer-i-mandat-og-retningslinjer-for-statens-pensjonsfond-utland/id2473251/, but not 

yet in English translation. 
32 The PRI has a Corporate Climate Lobbying engagement program, for which ACSI is acting as lead investor for 4 large ASX-listed companies (2 diversified 

extractives, 2 energy utilities). 

https://www.regjeringen.no/contentassets/d1d5b995b88e4b3281b4cc027b80f64b/expertgroup_report.pdf
https://www.regjeringen.no/no/aktuelt/endringer-i-mandat-og-retningslinjer-for-statens-pensjonsfond-utland/id2473251/
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Box 1: Exclusion criteria in the GPFG 

 
The Expert Group established to evaluate fossil fuel investments in the Norwegian Government Pension Fund 
Global (GPFG) set out some possible exclusion criteria for fossil fuel companies. As a general rule, the Group 
suggested that companies should be excluded “if there is an unacceptable risk that the company contributes 
to or is responsible for acts or omissions that, on an aggregate company level, are severely harmful to the 
climate”. 
 

The Group discussed some of the implications of the wording of this criterion. First, it noted that the 
proposed new criterion explicitly refers to “acts or omissions”. For the fossil fuel sector, an “omission” could 
for instance be failure to invest in commercially available new technology for reducing emissions. 
 

Second, the Group noted that the proposed new criterion refers to conduct that, “on an aggregate company 
level”, is severely harmful to the climate. This qualification is necessary in order to specify that in this case, 
one must assess the totality of a company’s operations, because it is the totality of CO2 emissions and impact 
on climate change that is at the core of the criterion. In considering the severity of a breach of ethical norms 
in this area, it seems reasonable to focus on emission intensity, not necessarily absolute emissions. It could 
be problematic to have a system in which a large emitter of CO2 in absolute terms were to be excluded, while 
the exact same emissions would be allowable if the company had been split into smaller pieces that 
individually had much lower emissions. The issue of measuring emission intensity is closely linked to the 
concept of “carbon foot printing” (see Section 5 below). 
 

The qualifying term “severely harmful to the climate” is meant to indicate that the criterion should only apply 
to the “worst” offenders, in line with the current practice of the GPFG in other areas. The assessment of 
individual companies should take into consideration such “worst forms” within specific comparable 
operations, sectors, and industries, based on, for example, what is considered generally acceptable 
international standards. 
 

One specific issue for carbon emissions relates to the location of emissions. The system of curbing CO2 

emissions and limiting global climate change is based on an underlying supposition that activities in one area 
can be offset by activities in other areas, for example by the trading of carbon permits. This is a fundamental 
difference from the usual application of norms-based exclusion criteria. The whole idea behind emissions 
trading schemes is that a political decision is made to regulate the total level of emissions from activity 
covered by the scheme, and that the price signals from the quota market contribute to achieving this level 
in the most efficient way. It may thus be hard to argue that CO2 emissions covered by an efficient trading 
scheme are unethical since the emitter must have contributed to offsetting reductions elsewhere by buying 
quotas. This is not to say that buying quotas (or adhering to any type of regulation or scheme) would 
necessarily be regarded as sufficient to avoid exclusion.  
 

There have been instances in the GPFG in which exclusions of companies based on an environmental 
criterion have followed from activities in areas with weak institutions or insufficient regulations, for example 
in cases concerning illegal logging. Decisions to move production to inadequately policed areas or areas with 
insufficient climate legislation or other attempts to benefit from weak institutions, coupled with actual 
severe environmental damage through very high carbon intensity in production, could in this way lead to 
exclusion. 
 

As with the present criteria, it follows from the wording of the Ethical Guidelines of the GPFG (“if there is an 
unacceptable risk”) that the assessment should be forward-looking. Companies with concrete and credible 
plans for reducing carbon emissions from their operations to an acceptable level should not necessarily be 
excluded, even if present emissions are high. Conversely, companies can be excluded if there is sufficient 
reason to believe that their carbon footprint is about to get significantly worse through new investments in 
carbon-intensive activities. 
 

The proposed changes to the exclusion mechanism were approved by Parliament. In addition, Parliament 
requested the development of a product based exclusion criterion for companies with significant 
involvement in the production or use of thermal coal, defined as more than 30% of revenues. This criterion 
took effect on February 1, 2016.  
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6. Asset allocation approaches 

The preceding section dealt with some of the ethical aspects of investing and in particular the issue of to what extent the 

application of ethical norms could guide investors’ actions in relation to fossil fuel investments.  In its pure form, the norms 

based approach is about separating oneself as investor from investments that are inconsistent with one’s own norms and 

values. Any effects on investment performance or company behaviour are incidental. 

 

We will now look at some of the financial issues related to fossil fuel investments as well as discuss the question of possible 

ways investors can exert influence on fossil fuel companies indirectly through their investment decisions. We will come back 

to the issue of direct influence through engagement strategies in section 6 below. 

 

At the heart of this are two separate but related issues: 
 

 What are the possible effects of climate change and climate policies on investments, and how should investors take 

account of that in their approach to investing? 

 What are the possible effects of investor actions on the climate? 

The first question sees investors taking their external environment as given and relates to how they should adapt to maximise 

the expected value of their investment portfolios. The second question is based on an assumption that investors can change 

their external environment through the decisions they make – in this case, change fossil fuel company behaviour in a way that 

can affect both the climate and the risk and return properties of these companies. 

 

Role of investors 

It is first useful to reflect on what a useful and relevant role for investors might be in relation to climate change and fossil fuel 

investments.  

 

In principle, investor action on climate change is not a necessary condition for achieving climate policy objectives; other 

instruments for achieving climate objectives – such as political agreement on sufficiently high prices on greenhouse gas 

emissions – are clearly available (the probability that they will be used is a different issue). 

 

A more difficult issue is whether investor action on climate change could be a sufficient condition for achieving climate 

objectives – could investors through their own actions bring about a sufficient reduction in greenhouse gas emission to achieve 

climate change objectives? The short answer to this must be “No”. First, the publicly traded companies investors own hold 

only a small part of total fossil fuel reserves. 33 The majority of reserves are held by state owned enterprises that are probably 

not much influenced by investors. Second, there are obviously limits as to how far investors can push companies in one 

direction if the economic incentives given through price signals in the market pull in another.  

 

In short, it is not reasonable to expect that investors can solve a climate policy problem where the political system – so far – 

has failed. But this is not to say that they cannot make useful contributions that are also well anchored in their role as investors 

and consistent with their fiduciary duty. Accepting the role of a financial investor – and not a climate policy instrument – does 

not imply that the actions and policies of the investor cannot or will not have positive effects on climate issues. And it should 

be noted that there probably are important feedback loops between investor actions and political decisions; increased 

awareness and concern among investors probably contributed to the political environment that made the Paris agreement 

possible.  

 

                                                                 

 
33 http://www.theguardian.com/environment/2015/apr/19/carbon-reserves-held-by-top-fossil-fuel-companies-soar  

http://www.theguardian.com/environment/2015/apr/19/carbon-reserves-held-by-top-fossil-fuel-companies-soar
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A general equilibrium perspective 

It is useful to take as a starting point for a discussion of asset allocation two basic facts about asset markets; all existing assets 

must by definition be owned by someone, and the average investor must by definition own the market portfolio – i.e. a 

portfolio that represents a scaled-down version of all investable assets. 

 

Since all assets are held by someone in equilibrium, the prices of all assets must be such that supply equals demand for each 

asset. This in turn determines the expected return for each asset, which reflects the expected future cash flows to the owner 

of the asset relative to that asset’s current price. 

 

It follows that all instances where an investor is underweighted in a particular asset relative to the market portfolio must be 

matched by a corresponding overweight in the combined portfolios of other investors. And to be specific on the issue of fossil 

fuels: Any attempt for investors to “decarbonise” their portfolios by divesting from fossil fuel assets must be matched by a 

corresponding “recarbonisation” of other investors’ portfolios.34 Equilibrium prices – and hence expected returns – on these 

assets must equate supply and demand and thus reflect the compensation for risk that the average investor requires to hold them.  

 

Active management 

This leads naturally into a discussion of so-called “active management”. By this we mean a management strategy that is based 

on actively tilting the portfolio away from the market portfolio to achieve better risk-adjusted returns. 

 

At the outset, it should be recognised that successful active management is very difficult. By definition, the average investor 

holds the market portfolio, so the sum of all deviations from the market portfolio created by active management decisions 

must be zero. Hence, the sum of all excess returns must also be zero – and negative when management costs are factored in. 

However, there can still be rational arguments for active management. Not all investors can be passive – someone has to 

ensure that market prices of assets have some link to expected future cash flows.35 So there is a question of what the 

comparative characteristics of different investors are and how likely it is that they belong to the group of “naturally active” 

investors.36 And “active” is usually – and for good reasons – defined relative to a very simple benchmark. There can be benefits 

to deviating from such a benchmark, and in a system of delegated asset management this can happen through giving the 

manager some room for discretion in trying to improve the risk and return characteristics of the investment portfolio relative 

to a simple benchmark set by the owner. 37 

 

As a general rule, managers operate under a mandate set by the owner (for instance the Ministry of Finance in the case of a 

Sovereign Wealth Fund) or trustees representing the beneficiaries (in the case of a superannuation fund). The mandate will 

normally stipulate the extent to which the fund can deviate from a given benchmark index, which is usually determined by 

market weights. This reasonably standard system of delegated management ensures that the owner of the fund makes the key 

decisions regarding the overall risk in the fund, but that operational decisions are left to the manager.  

 

A clear and reasonably simple governance structure is crucial for good long-term management of any fund. Financially 

motivated divestment built into the mandate is generally not consistent with this. Excluding a whole sector based on an 

assumption of mispriced risk – especially if markets generally are assumed to be able to price all other types of risk relatively 

efficiently – is not appropriate as a foundation for the strategic benchmark construction developed or approved by an owner. 

                                                                 

 
34 At least initially. We will later discuss whether divestment can affect the total level of carbon risk in the financial system. 
35 This argument goes back to Grossman and Stieglitz (1980) who argue that perfectly efficient markets are an impossibility, for if markets were perfectly 

efficient, the return to gathering information would be nil, in which case there would be little reason to trade and markets would eventually collapse. So 

there is an “equilibrium degree of disequilibrium” to allow those who spend resources on processing information compensation for their efforts. Article 

available at https://www.aeaweb.org/aer/top20/70.3.393-408.pdf  
36 There is, for instance, compelling evidence of herd behaviour and lower returns for retail investors, so it is still possible for the sum of all institutional 

investors to outperform the market. 
37 The academic literature on this issue is summarised eloquently in a report on active management commissioned by the Norwegian Ministry of Finance 

available at https://www.regjeringen.no/globalassets/upload/fin/statens-pensjonsfond/eksterne-rapporter-og-brev/ags-report.pdf  

https://www.aeaweb.org/aer/top20/70.3.393-408.pdf
https://www.regjeringen.no/globalassets/upload/fin/statens-pensjonsfond/eksterne-rapporter-og-brev/ags-report.pdf
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It is generally not a proper role for an owner to make time-critical investment decisions based on perceptions of mispricing in 

the market. Such mispricing – to the extent that it exists – could, of course, lead to opportunities for active management for 

the manager. These opportunities must compete with other opportunities within the given risk budget. 

 

Some investors have linked opportunities for active management to specific beliefs about how expectations are formed in the 

market. Robert Litterman has argued that while it is well known that emissions markets have not yet priced climate risk 

appropriately, what is not well understood is that today’s equity markets build in expectations that climate risk will not be 

priced rationally for a very long time. 38 The market expects a slow increase in emissions prices over the next several decades. 

What the market does not yet realise, according to Litterman, is that this expectation, sometimes referred to as the “slow 

policy ramp,” is irrational. Litterman writes that the actual rational expectation for the price path of emissions is a sudden jump 

of global carbon emissions prices to a level high enough so that incentives are created that will, with extremely high probability, 

eliminate any threat of catastrophic climate change. He also expects this “rational pricing of emissions” to be much higher and 

to arrive much sooner than the market expects.  

 

More generally, investor short-termism is an argument observers often use in this context.39 However, the empirical evidence 

on short-termism in financial markets is mixed. It is true that average turnover in the stock market has increased significantly 

and that investors can be said to be more short-termist in this sense. 40  This is not the same as saying that investors 

systematically attach too little weight to future events – such as the possibility of higher carbon prices – that may influence 

corporate earnings. For instance, there is solid empirical evidence showing that over the long term, investing in companies 

with above-average growth prospects (as indicated by a high ratio of stock price to book value or dividends) has produced a 

disappointingly low return. Conversely, investing in companies that have below-average growth prospects has produced a 

superior long-term return. So, in hindsight, investors have been too long-termist, in the sense that they have let assumptions 

about growth in revenues in the future colour their present valuation of assets too much. 41  

 

If carbon risks have not in the past been fully priced by asset markets, then developments in the last few years may make it 

less likely that this will still be the case. In 2013, the financial data provider Bloomberg introduced the Carbon Risk Valuation 

Tool, which allows users to test companies’ valuations against various oil price or “decarbonisation” scenarios. Recently, the 

financial services provider MSCI launched a Carbon Emissions and Fossil Fuels Reserves Analytics, designed to support carbon 

reduction and fossil fuel-free investment strategies and reporting on carbon exposures.42 As climate risk has been articulated 

very clearly, markets can be expected to incorporate stranded-asset risk into security prices.  

 

Alternative indices 

An alternative option for so-called “decarbonisation” of investment portfolios is to invest in a low carbon index.43 These indices 

are constructed to lower the allocation to assets that are heavily exposed to carbon risk. In this sense, they represent a more 

rules-based version of active management designed to lower carbon risk. In operational terms, the investments are “passive”, 

since they track a predefined index, but in economic terms they are “active”, since they represent a tilting away from 

companies and sectors that are heavily exposed to carbon risk. If you expect this to outperform the market portfolio on a risk-

adjusted basis, you must believe that carbon risk is mispriced in the markets – i.e. believe that at least for this risk factor, 

markets are inefficient. 

                                                                 

 
38 See http://ensia.com/voices/the-other-reason-for-divestment/ 
39 For example, Caldecott and McDaniels (2014) write that the phenomenon of short-termism in financial markets undermines the ability to invest and 

manage risk with due consideration for environmental-related risk factors. They link this short-termism to the practices and regulations that govern financial 

institutions, such as, for example, benchmarks for performance measurement, decreasing CEO tenure, the application of mark-to-market accounting 

practices, and liquidity requirements, see Caldecott and McDaniels (2014),Smith School of Enterprise and the Environment Working Paper, Financial 

Dynamics of the Environment: Risks, Impacts, and Barriers to Resilience, Working Paper for the UNEP Inquiry available at: 

http://www.smithschool.ox.ac.uk/research/stranded-assets/UNEP-SSEE%20Working%20Paper%20-

%20Financial%20Dynamics%20of%20the%20Environment.pdf 
40 One should be a bit careful with this interpretation, however, since much of the increase in turnover is due to the advent of high-frequency trading and 

thus might not represent an increase in the holding period of the median investor. 
41 Elroy Dimson, Paul Marsh, and Mike Staunton, Global Investment Returns Sourcebook 2014, pp. 49–51. 
42 See http://news.msci.com/read/archive?id=8166&e=wm%40fin.dep.no&x=4fc169c3 
43 See for instance https://www.msci.com/msci-low-carbon-indexes  

http://ensia.com/voices/the-other-reason-for-divestment/
http://www.smithschool.ox.ac.uk/research/stranded-assets/UNEP-SSEE%20Working%20Paper%20-%20Financial%20Dynamics%20of%20the%20Environment.pdf
http://www.smithschool.ox.ac.uk/research/stranded-assets/UNEP-SSEE%20Working%20Paper%20-%20Financial%20Dynamics%20of%20the%20Environment.pdf
http://news.msci.com/read/archive?id=8166&e=wm%40fin.dep.no&x=4fc169c3
https://www.msci.com/msci-low-carbon-indexes
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Some indices of this kind are constructed to minimise so-called tracking error against a market benchmark – i.e. mimic the 

returns of the market portfolio as closely as possible while at the same time reducing exposure to carbon-intensive 

investments.44 The underlying investment idea is that carbon risk is fundamentally mispriced and that this mispricing will 

sooner or later be corrected. The index is intended to provide a “free option on carbon”; until the introduction of limits on CO2 

emissions, investors in the index will in theory obtain the same returns as on a benchmark index, but the day when CO2 

emissions are properly priced, the low carbon index will outperform the benchmark.  

 

As with active management generally, these indices do not represent a general equilibrium approach to carbon risk – all 

investors can obviously not invest in such indices simultaneously. If and when the volumes committed to such indices increase, 

it should in principle be more and more difficult to track a market-weighted index with one large sector excluded. Moreover, 

the approach of creating a “synthetic” market portfolio rests on the stability of historically estimated correlations between  

various assets that may or may not be stable going forward. If you are assuming that carbon risk is a real risk that rational 

investors in equilibrium would be willing to pay to avoid, and at the same time believe that there is a way of getting that 

insurance at zero cost by combining a portfolio of assets in a specific way, you are obviously making some implicit assumptions 

about imperfections in the pricing of these assets. How much these theoretical limitations of the approach will impact the 

practical implementation of these strategies remains to be seen. In any case, they represent a rules-based low-cost alternative 

to other active strategies directed at exploiting perceived mispricing of carbon risk. 

 

Risk management tools 

Modern financial markets provide a range of tools that effectively separate risk and ownership. For example, investors can 

mitigate carbon risk through a total return swap — a derivative that creates cash flows to the investor, positive or negative, 

equal to the total return that would be generated by owning a basket of specified long and short underlying equity exposures. 

In the case of fossil fuels, such a swap would create the equivalent economic benefit of selling carbon-related assets at current 

valuations and investing those proceeds in the broad equity market, but without actually doing this.45 As management of 

carbon risk comes more to the attention of investors, it is reasonable to assume that there will be a growing market for various 

forms of financial instruments designed to let investors manage this risk. 

 

This separation of risk and ownership is potentially significant. It implies that risk concerns are not per se a valid reason for 

divestment, as the economic effects of divestment can be easily mimicked through use of derivatives. Moreover, this approach 

to managing carbon risk will allow investors the opportunity to continue exercising ownership, thus eliminating the perceived 

trade-off between carbon risk management and engagement strategies. These are in reality separate issues – carbon risk can 

be managed without selling the underlying assets, giving full opportunity to implement engagement strategies. 

An instrumental perspective on divestment 

In an asset allocation context – and separate from the ethical issues discussed previously – divestment is just an extreme case 

of underweighting carbon-related assets in an investment portfolio. As such, this is just a special case of active management, 

which should be based on the same general investment beliefs and views on comparative characteristics as investor as we 

have discussed more generally for active management above. 

 

The public debate on fossil fuel investments has, however, highlighted an alternative perspective on divestment. This is using 

divestment/exclusion as an instrument to achieve change. So far, we have discussed exclusion based on norms or divestment 

based on financial considerations from the point of view of the investor. The instrumental perspective on divestment takes the 

opposite approach and asks how divestment might affect the companies one divests from and their investment decisions.  

 

 

  

                                                                 

 
44 See https://www0.gsb.columbia.edu/faculty/pbolton/papers/Hedgingclimaterisk(v35).pdf  
45 This example comes from Robert Litterman who has applied this tool as Chair of the Investment Committee of the World Wildlife Fund, see 

http://ensia.com/voices/the-other-reason-for-divestment/ 

https://www0.gsb.columbia.edu/faculty/pbolton/papers/Hedgingclimaterisk(v35).pdf
http://ensia.com/voices/the-other-reason-for-divestment/
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It is immediately clear that this is a qualitatively different approach. At first glance, it seems to directly contradict the obligation 

to observe fiduciary duty – after all, the focus has now turned to how a fund can be an instrument of climate policy rather than 

a vehicle for financial saving. But it can still be reasonable for an investor to consider this approach. First, the ethical aspects 

of fossil investments have been discussed above. If divestment can – somehow – bring about reductions in greenhouse gas 

emissions, can it be an ethical obligation for an investor to contribute in this way? Second, and looking at this from a financial 

perspective – if divestment can affect the investment decisions of fossil fuel companies, can it in turn affect the total level of 

carbon risk in the financial system and not just how it is distributed between investors? 

 

To assess these issues, it is necessary to discuss how divestment from (a growing number of) investors might affect fossil fuel 

companies and their investment decisions. Generally, the arguments have centred on two main channels of influence that we 

will discuss in turn – effects through the relevant companies’ cost of capital and effects through their so-called “social license” 

to operate.46 

Cost of capital 

The theory behind this argument is relatively straightforward: If many investors shun investments in a particular sector, these 

companies have to offer a higher expected return to attract capital. Looking at it from an equity valuation perspective, this is 

the same as saying that these stocks will have a lower price relative to other stocks with the same expected cash flow. Higher 

costs of financing should in turn lead to lower investments and lower overall activity from the affected companies.  

 

Does this work in practice? There is research on so called “sin stocks” (tobacco, alcohol and gambling) that indicates that these 

companies indeed have given higher risk-adjusted returns than other sectors, and that this can be attributed to divestment 

from (some) institutional investors.47  

 

Quantitative studies on this effect have estimated that annual risk-adjusted returns in sin stocks have been around 2% higher 

per annum.48 However, the total cost of capital for companies depends not only on the cost of equity, but also on the cost of 

debt. As the cost of debt for these companies does not seem to be higher than for other companies, we would expect 

companies that are constrained in the market for equity to rely relatively more on debt finance. Again, this is supported by 

empirical evidence: Companies in the “sin industries” seem to have significantly higher debt ratios than peers in other sectors.49 

This reduces the effect of higher equity costs on total average cost of capital for them.50 All in all, these findings seem to 

indicate that total capital costs in the “sin industries” could be around 1% - 1.5% higher on a risk-adjusted basis. 

 

Is it reasonable to assume that an effect on cost of capital of this magnitude can have an effect on fossil fuel-related 

investments and hence on greenhouse gas emissions? While it would be unreasonable to completely rule out that there can 

be an effect, it seems unlikely that it can be significant.  

 

It could first be noted that this potential increase in financing costs is marginal compared to the significant reduction in 

financing costs in recent years due to falling interest rates and well within a reasonable margin for uncertainty in future 

financing costs. It could also be noted that the effect of (relatively widespread) divestment and higher capital costs on tobacco 

production seems to have been negligible.51 This is perhaps not surprising; we would expect a significant effect only if there 

was concentration of investment opportunities that are marginal, and which would fail to meet required returns if the return 

hurdle were set slightly higher. For investment opportunities that clear the hurdle by a comfortable margin anyway, a slightly 

higher hurdle would not be expected to have an impact. 

 

                                                                 

 
46 These effects are claimed not only for divestment, but also for some of the available alternative index products where effects on cost of capital and 

reputational issues connected with not being included in the relevant index is seen as potential drivers of change in corporate behaviour. See for instance 

http://etindex.com/images/assets/ET_Index_Briefing_Note_01_FTSE_100.pdf  
47 See http://responsiblebusiness.haas.berkeley.edu/documents/Moskowitz_2011_CSR_Cost_of_Capital.pdf  
48 Hong and Kacperczyk (2009), available at http://pages.stern.nyu.edu/~sternfin/mkacperc/public_html/sin.pdf  
49 See above 
50 It also suggests that more attention should be paid to lenders in relevant sectors. We will return to this when we discuss engagement strategies. 
51 Global tobacco production is at high levels by historical standards, see http://www.statista.com/statistics/261189/global-tobacco-production-since-1980/  

http://etindex.com/images/assets/ET_Index_Briefing_Note_01_FTSE_100.pdf
http://responsiblebusiness.haas.berkeley.edu/documents/Moskowitz_2011_CSR_Cost_of_Capital.pdf
http://pages.stern.nyu.edu/~sternfin/mkacperc/public_html/sin.pdf
http://www.statista.com/statistics/261189/global-tobacco-production-since-1980/
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A more careful examination of the cost of capital argument reveals another problem with it; We are assuming that the 

managers of fossil fuel companies will be observing that their shares are trading at lower prices relative to expected earnings 

and hence implicitly have a higher expected return than shares in other sectors and that they will incorporate this information 

into their investment decisions. But we have already assumed that there are principal-agent problems in the relationship the 

owners and managers of these companies, and that managers are not necessarily investing to maximise shareholder value. 

This is one of the central justifications for why investors should be concerned about climate issues in the first place, and not 

just leave the matter to the managers of the companies they invest in. It is true that new capital raised through issuing shares 

may be more expensive, but this is a minor source of funding compared to retained earnings and various forms of debt 

financing.52 53 And increased cost of new capital will not necessarily giver greater discipline in the spending of retained earnings. 

This is a proper focus for engagement strategies, to which we will return later. 

Licence to operate 

This argument assumes that divestment will stigmatise the fossil fuel sector to a point where they will lose their social license 

to operate.54 This, in turn, will lead to lower investments in the sector and gradually lower greenhouse gas emissions.  

 

It seems reasonable to assume that general norms established through an exclusion mechanism could constitute a channel of 

influence that may exceed the effects of just ceasing to be an owner. Stigma can, for example, lead to restrictions on 

government purchases from companies, consumer backlash, or more restrictive regulation. There is some anecdotal evidence 

that exclusion campaigns to a certain degree influenced producers of cluster munitions to stop producing them, due to the 

increasing political stigma connected to the weapons during the 2000s.55 There is also some evidence that stigma played a role 

in influencing previous campaigns against tobacco and investments in apartheid South Africa.56  

 

One could, however, question how relevant these historical experiences are for assessing the potential effects on the social 

license to operate of fossil fuel companies. In the case of cluster munitions, no company had this as their only or even most 

important product. Tobacco is an economically marginal product with no social value. Fossil fuels, on the other hand, are 

central to the world’s energy system – and will be for quite some time. Nevertheless, there is no doubt that the divestment 

movement has contributed to raising awareness about the climate issue and the long-term viability of the fossil fuel business 

in a climate-constrained world. 

 

However, these effects do not necessarily rest on the application of a broad product-based exclusion criterion. For an exclusion 

criterion targeted at the worst performers within a sector, it is also reasonable to assume that there could be an effect through 

setting a norm for acceptable standards.57 The same is true for standards set in expectations documents and promoted through 

engagement strategies. So while investors can set and promote norms through their actions – and through this also potentially 

affect investee companies’ social license to operate – this is not in itself an argument for product-based exclusions. 

Other consequences of divestment  

If one does take an instrumental approach to divestment and consider it a legitimate (or necessary) tool for investors to 

influence investee companies and their investment decisions, one should also look at other possible side effects. 

 

The website gofossilfree.org defines divestment as “the opposite of an investment — it simply means getting rid of stocks, 

bonds, or investment funds that are unethical or morally ambiguous”.58 But “getting rid of” in this context means selling the 

                                                                 

 
52 In 2014, total financing raised in the global metals and mining sector was USD 230 bn. Equity accounted for USD 21bn, or under 10% of the total according 

to http://www.ey.com/Publication/vwLUAssets/EY-ma-and-capital-raising-in-mining-and-metals/$FILE/EY-ma-and-capital-raising-in-mining-and-metals.pdf 
53 In simple theoretical models, internal and external sources of funding are seen as perfect substitutes, but research focusing on market imperfections show 

that internal funding can have cost advantages over external. See for instance http://www.brookings.edu/~/media/Projects/BPEA/1988-

1/1988a_bpea_fazzari_hubbard_petersen_blinder_poterba.PDF  
54 See for instance http://e360.yale.edu/feature/why_the_fossil_fuel_divestment_movement_may_ultimately_win/2898/  
55 The Council on Ethics has reported cases of companies, citing reputational concerns, asking what it takes to be either excluded or included in the GPFG.  
56 Ansar, et. al. (2013) “Stranded assets and the fossil fuel divestment campaign: what does divestment mean for the valuation of fossil fuel assets”, Stranded 

Assets Programme, University of Oxford’s Smith School of Enterprise and Environment. 
57 A similar norm-setting effect could come through the use of alternative indices based on emissions intensity. 
58 http://gofossilfree.org/frequently-asked-questions/  

http://www.ey.com/Publication/vwLUAssets/EY-ma-and-capital-raising-in-mining-and-metals/$FILE/EY-ma-and-capital-raising-in-mining-and-metals.pdf
http://www.brookings.edu/~/media/Projects/BPEA/1988-1/1988a_bpea_fazzari_hubbard_petersen_blinder_poterba.PDF
http://www.brookings.edu/~/media/Projects/BPEA/1988-1/1988a_bpea_fazzari_hubbard_petersen_blinder_poterba.PDF
http://e360.yale.edu/feature/why_the_fossil_fuel_divestment_movement_may_ultimately_win/2898/
http://gofossilfree.org/frequently-asked-questions/
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shares to some other investor. One immediately apparent consequence of divestment is thus the concentration of ownership 

in the hands of investors who – presumably – care less about the climate than those investors that have divested.59 Given the 

principal-agent problems between owners of companies and managers of companies described above, one should consider 

whether this increases the risk of these companies being subjected to too little scrutiny from their owners and that the 

disciplinary pressure on new investments in the sector from asset owners will be too weak. 

 

The fossil fuel divestment movement has – at least so far – been particularly centred on coal companies. It seems likely that 

widespread divestment from coal will lead to the breaking up of both mining and utility companies into pure-coal and non-coal 

entities.60 Furthermore, it is likely that the ownership structures of the pure-coal and non-coal companies will gradually diverge. 

In a recent report, the audit and consultancy firm EY points to new players entering the market for coal assets.61 Private equity 

and hedge funds seem set to acquire coal assets as a shorter-term financial investment as valuations are pushed lower due to 

industry restructuring and mining companies selling off coalmines. But low valuation also presents an opportunity for users of 

coal to secure cheap long-term supplies through buying shares in mining companies and delisting them. The EY report mentions 

in particular Chinese and Indian state-owned enterprises and steelmakers as likely buyers. Some such transactions have occurred 

already: In 2011, Indian GVK Power acquired Australian Hancock Coal to secure long-term supply of coal.62 

 

These trends – which may be intensified through the pressures of the divestment movement to dispose of coal assets – are 

worrying from a climate policy point of view. When integrated mining companies face pressure to reduce their exposure to 

coal, their rational response is to sell off the coal-related assets to other owners. This presents users of coal with an opportunity 

to lock in low prices of their coal supply by buying the coalmines and taking them off the market.63 This is the flip side of the 

cost of capital argument: If divestment is “successful”, it pushes down the value of the assets relative to expected future cash 

flows. From the perspective of the buyers of coal, it pushes down the cost of securing long-term supply of coal today (through 

simply buying the coalmines themselves) relative to the expected future cost of buying coal in the open market. When long-

term coal supplies can be secured at low cost, the incentive to switch to other sources of energy of course becomes much 

weaker. So there is a potential risk that the current restructuring of ownership of coal-related assets – partly encouraged by 

the divestment movement – will delay the transition to a low carbon economy.  

Impact investing 

Given the need to redirect global investments to the building of a new, non-carbon based energy system, it is natural briefly 

also to comment on the possible role of so-called impact investing in the context of asset allocation strategies. 

 

Figure 5 below is one way of categorising different approaches to investing.64 At the far left is the “traditional” approach to 

investing – looking only at near-term financial prospects for individual companies and largely ignoring externalities or other 

factors that may impact longer-term risk and return characteristics of potential investments. At the far right is philanthropy – 

giving charitable contributions. These two endpoints of the indicated spectrum are both inappropriate for a pension fund. 

Having no regard for environmental, social and governance (ESG) factors in investing is not consistent with the fiduciary duty 

to assess factors that may have material impact on risk and long-term returns. On the other hand, pure philanthropy – 

essentially giving away money belonging to beneficiaries – is also normally inappropriate and inconsistent with the mission of 

a pension fund. 

 

In addition to possible ethical screens (exclusions) and other forms of ESG integration, impact investing is a tool for investors 

to align their investment activities with broader societal objectives and the values of their beneficiaries without (necessarily) 

sacrificing returns.  

                                                                 

 
59 And to the extent that the ”cost of capital” ”-argument is correct, they are also being rewarded for this through higher expected returns as noted above. 
60 This is the same process the tobacco industry went through, with many tobacco assets being spun off into separate entities. Investors are also pushing for 

this to easier control fossil fuel exposure in their portfolios, see for instance http://www.smh.com.au/business/mining-and-resources/norways-sovereign-

wealth-fund-asked-miners-to-consider-coal-demergers-20160205-gmmuqb.html  
61 http://www.ey.com/Publication/vwLUAssets/EY-ma-and-capital-raising-in-mining-and-metals/$FILE/EY-ma-and-capital-raising-in-mining-and-metals.pdf  
62 http://articles.economictimes.indiatimes.com/2011-09-17/news/30165613_1_gvk-power-gvkpil-australia-s-hancock-coal  
63 The EY report refers to valuations in mining transactions as low as 40 cents per tonne of coal. 
64 It is taken from http://www.unpri.org/areas-of-work/implementation-support/environmental-and-social-themed/ ,which also has more resources on the 

topic. 

http://www.smh.com.au/business/mining-and-resources/norways-sovereign-wealth-fund-asked-miners-to-consider-coal-demergers-20160205-gmmuqb.html
http://www.smh.com.au/business/mining-and-resources/norways-sovereign-wealth-fund-asked-miners-to-consider-coal-demergers-20160205-gmmuqb.html
http://www.ey.com/Publication/vwLUAssets/EY-ma-and-capital-raising-in-mining-and-metals/$FILE/EY-ma-and-capital-raising-in-mining-and-metals.pdf
http://articles.economictimes.indiatimes.com/2011-09-17/news/30165613_1_gvk-power-gvkpil-australia-s-hancock-coal
http://www.unpri.org/areas-of-work/implementation-support/environmental-and-social-themed/
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Within the category of impact investing, a distinction can be made between “themed investments” made on a pure for-profit 

basis and “impact-first investments” where some financial trade-off is accepted, for instance in the form of accepting higher 

risk for a given expected return.  

 

Traditionally, development finance institutions (DFIs) have been important players in the “impact-first” segment, but we are 

also seeing increased cooperation between DFIs and pension funds in for profit themed investments as witnessed for instance 

in the agreement between Norfund and Norwegian pension fund KLP on financing of solar power plants in South Africa.65 66  

 

Figure 5. Approaches to responsible investing 

 

Dutch pension fund APG states that: 

 

 “For a long time, APG has actively sought to make high sustainability investments. These are activities that 

contribute to solutions for climate change, water shortage, a water surplus, pollution, the need for microfinance, 

and the loss of habitats or species. Here, too, it is essential that they not only contribute to sustainable development 

but also to a good return.” “67  

 

                                                                 

 
65 http://www.norfund.no/norfund-news/klp-and-norfund-co-invest-in-solar-energy-article919-322.html  
66 For transparency I should disclose that I am member of Norfund’s board. 
67 https://www.apg.nl/en/vvb2013/14.05.46c2-verslag_verantwoord_beleggen_gb.pdf  

http://www.norfund.no/norfund-news/klp-and-norfund-co-invest-in-solar-energy-article919-322.html
https://www.apg.nl/en/vvb2013/14.05.46c2-verslag_verantwoord_beleggen_gb.pdf
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These investments total 4% - 5% of the fund’s total portfolio. Many other pension funds have similar investment schemes – 

the Norwegian GPFG has an environmentally oriented investment program focusing on various forms of clean energy. 

 

The transition to a low-carbon economy will require massive investments. Clearly, a total reorientation of the world’s energy 

system away from fossil fuels is a disruptive event that will provide many investment opportunities. A note of caution is 

nevertheless in order. These investments will typically be in “growth” companies – companies where a lot of the present value 

is derived from expected cash flows in the future, as opposed to “value” companies that have positive cash flows now but 

more limited growth prospects. Perhaps counter to intuition, and as described in the introduction to this section, financial 

theory and empirical studies show that value companies have outperformed growth companies over long periods of time.68  

 

The recent history of returns to investors in “clean energy” companies illustrates the risks involved. Over the last eight years, 

this sector has significantly underperformed other asset classes and had much higher risk. 69 One should be careful in drawing 

inferences about future returns from a relatively short observation period. But there may be some structural issues in the clean 

energy sector investors should be mindful of; Rapid technological change with associated falls in prices gives increased risk 

that a current investment may become obsolete and uncompetitive against later investments. So “stranding” of assets is not 

restricted to fossil fuels – technological change can also strand clean energy investments. While it seems immediately attractive 

to “invest in a growing business”, it is thus important to properly analyse these aspects of themed investments to make sure 

that they properly reflect the desired risk and return characteristics of the fund’s investments.  

                                                                 

 
68 Elroy Dimson, Paul Marsh, and Mike Staunton, Global Investment Returns Sourcebook 2014, pp. 49–51. For a broader discussion of the so-called “value 

premium” see Antti Ilmanen’s excellent book “Expected returns” (2011) 
69 Detailed in a report commissioned by the Norwegian Ministry of Finance published in December 2015. Available at 

https://www.regjeringen.no/contentassets/f353169233704a55b3af6b0b36fb3129/ekspertrapport_eiendom_infrastruktur.pdf  

https://www.regjeringen.no/contentassets/f353169233704a55b3af6b0b36fb3129/ekspertrapport_eiendom_infrastruktur.pdf
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7. Engagement strategies 

We have established that climate change and climate policy are important and relevant issues for investors – particularly in 

the context of fossil fuel investments – and discussed pros and cons of various asset allocation strategies, including divestment. 

It is now time to turn to engagement as a possible tool to address these issues.  

 

It should be noted at the outset that the history of engagement goes back to the establishment of the first modern corporations 

over 400 years ago. 70 It was immediately recognised that there was an important role for investors in the governance of such 

corporations – it is not a viable option to delegate all matters to the board of the company. This reflects principal-agent 

problems that in many ways are hardwired into our economic and financial system.  

 

Modern corporations were established to undertake projects of a scale and complexity that earlier ways of organising 

enterprises were not able to accommodate. This in itself creates an issue of asymmetric information between the owners of 

the company and its managers. Almost by definition, modern corporations are so large and complex that it difficult for 

outsiders to get a complete picture of them – that is why they were established as corporations in the first place. This issue of 

asymmetric information is amplified through the financial imperative of divestment. In a modern financial economy, owners 

hold tiny shares of a large number of individual companies. This is a good way of diversifying risk, but it comes at the cost of 

reduced control over each individual investment. Moreover, it is difficult to write a contract between owners and managers of 

a company that completely aligns their interests. 

 

Engagement – and corporate governance work more generally – is a tool to address these inherent principal-agent problems. 

One important aspect of successful engagement is striking the right balance between appropriate checks and balances on the 

one hand and sufficient delegation on the other. 71 It is in this context we must consider relevant engagement issues regarding 

fossil fuel investments and the appropriate tools to address those issues.  
 

Engagement tools 

Shareholders have a number of formal rights in the overall governance structure of corporations. While these rights vary a bit 

from jurisdiction to jurisdiction, they may include the right to appoint or approve the board of the company (but not always 

the right to nominate board members), the right to appoint the auditor, the right to decide or approve dividends and the 

issuance of new capital and the right to vote on resolutions and other issues put before the annual meeting of shareholders. 

In addition, legislation and standards set by for instance stock exchanges will normally regulate the timing and minimum 

contents of reporting from companies to their owners.  

 

For Australian listed companies, among other things shareholders have the right to: 
 

 Elect directors for a three year term (with no formal maximum tenure) apart from the CEO. 

 Remove directors (following 100 shareholders putting a resolution to the AGM). 

 Approve a non-binding remuneration report. 

 Approve the issue of the company’s own shares or derivatives, or termination payments above a certain threshold, to 

senior executives and directors. 

 Approve the maximum aggregate fees that non-executive directors can receive. 

 Approve or ratify issues of capital up to 15% if it is not pro rata. 

 Approve selective buybacks. 

 Approve major M&A transactions (target shareholders only). 

                                                                 

 
70 The Dutch East India Company, established in 1602, is generally regarded as the first such company – characterised by a separate legal personality, limited 

liability and freely transferable shares. 
71 Consensus on what a good balance is has naturally shifted quite a bit back and forth over time. The adoption of ”Stewardship Codes” in several countries 

in recent years – particularly after the global financial crisis – is perhaps an indication that consensus is now shifting towards a greater role for investors. 
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Shareholders in Australia do not, however, vote on dividends, pro-rata issues of capital, market buybacks, pro-rata buybacks 

or appointment of the auditor. Also, most management entrenchment mechanisms like ‘poison pills’ are also formally banned 

for Australian-domiciled companies. 

 

These formal tools are complemented by a number of informal tools. Companies will often seek to have an ongoing dialogue 

with shareholders. Shareholders engage with companies individually or as part of groups, for example through the engagement 

platform provided by the Principles for Responsible Investment (PRI).72 ACSI also coordinates engagement for its members in 

Australia and internationally, specifically with regard to large ASX listed companies. This is a way of raising issues of concern 

with companies outside the formal setting of the annual meeting. Collaborative efforts on engagement reduce the cost of 

engagement and make engagement a feasible option also for smaller, resource-constrained investors. 

 

Investors with a very diversified portfolio will normally hold shares in several hundred – if not thousands – of companies. For 

these investors, expectations documents can be a way of communicating views on general corporate governance issues or 

more specific industry issues in a transparent way to a broad set of companies. A useful starting point for formulating 

expectations in various areas can be found in the guidance documents developed by the UN Global Compact. 73 The standards 

developed by the UN Global Compact or investors themselves through expectations documents or other policy documents 

form a natural basis for engagement. 

 

In addition to engaging with individual companies in the portfolio, it can be relevant to engage with regulators, standard 

setters, and industry organisations and participate in various investor initiatives. In many cases, these types of engagement 

can be more effective if the underlying issue implicates broader industry standards rather than individual company conduct. 

Climate change is not a problem linked primarily to the conduct of individual companies. These more broadly based initiatives 

are thus an important supplement to ownership strategies at a company level. 

 

Engagement issues 

The starting point for prioritisation of issues for engagement should be twin challenges of lack of proper carbon pricing and 

principal-agent problems in the relationship between company owners and company managers. It is this twin challenge that 

creates the risk that investments in new capacity in the fossil fuel sector in the coming years can be harmful for long-term 

investor returns as well as lock in use of coal and fossil fuels. Engagement on this issue is thus an area where the financial 

interests of investors are well aligned with climate policy and broader societal concerns. 

 

The fossil fuel sector is planning substantial investments in the years ahead. This will be needed to meet overall demand for 

fossil fuels – including under policies consistent with a “2 degree scenario” for global warming. However, there are legitimate 

concerns about the robustness of the financial analysis behind investments in marginal sources of supply under reasonable 

assumptions about future climate policies and the degree to which this is adequately reflected in the internal incentive 

structure of producers.  

Transparency and robustness of business models 

A constructive engagement on this issue should start by requiring fossil fuel companies to increase transparency on their 

underlying demand and price assumptions and the robustness of their business models under various climate policy scenarios. 

For the bigger companies these assumptions are increasingly public. 74  Investor demand for information and various 

engagement efforts already appear to have achieved some results, with larger oil companies now publishing the long-term 

assumptions underlying their investment decisions. Shareholder resolutions were recently passed in BP, Shell and Statoil asking 

for more transparency on these issues, while similar resolutions at ExxonMobil and Chevron were not passed.75 

                                                                 

 
72 For transparency I should disclose that I am Chair of the PRI 
73 These are available at https://www.unglobalcompact.org/library  
74 The Carbon Disclosure Project’s (CDP) 2014 report says that 150 companies that report to CDP are using carbon pricing in their planning. See 

https://www.cdp.net/CDPResults/global-price-on-carbon-report-2014.pdf  
75 http://insideclimatenews.org/news/28052015/exxon-chevron-reject-shareholder-measures-climate-change-again  

https://www.unglobalcompact.org/library
https://www.cdp.net/CDPResults/global-price-on-carbon-report-2014.pdf
http://insideclimatenews.org/news/28052015/exxon-chevron-reject-shareholder-measures-climate-change-again
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As with other investment decisions, in practice one sees different companies using different demand assumptions in their long-

term planning. Many companies clearly do not currently plan according to a “2 degree world”76, presumably partly due to lack 

of credible political commitments to effective climate policies. This implies that some of the investments these companies 

currently make will be at risk in a more climate-friendly environment. These concerns are why organisations like CTI (Carbon 

Tracker Initiative) encourage companies to take seriously the potential for a 2 degree pathway in their long-term energy 

outlooks.  

 

Systematic work on measuring the carbon footprint of portfolios can support targeted engagement in this area. Due to lack of 

standardisation in data and methodology, it is not straightforward to use carbon foot printing of companies as an absolute 

measure, but it may still give indications of relative performance that can be a useful input to the overall investment analysis. 

At the total portfolio level, foot printing can help identify total exposure to carbon risk relative to a market benchmark. At the 

level of the individual investment, it can form a basis for engagement, for instance if individual companies seem to have carbon 

intensities that are significantly higher than relevant peers.  

Capital structure and dividend policies 

Capital structure and dividend policies are central issues in the relationship between owners and investee companies. They are 

one of the few areas that are reserved for a direct vote by shareholders in most jurisdictions. Shareholders vote both on the 

distribution of capital in the form of dividends and on issuing new share capital.  

 

It is not the role of an investor to micromanage the companies in which they invest or to second-guess the assumptions 

underpinning company investment decisions. It is, however, the responsibility of a long-term shareholder to question the 

robustness of financial analyses behind significant new investments when investors could receive higher dividends instead. It 

is not an area investors should delegate to the managers of the companies they have invested in. 

 

Investor engagement on dividend policy is thus directly linked to the issue of robustness discussed above. It is an approach 

that targets the root cause of carbon risk in the financial system through limiting the investment capacity of companies without 

investment opportunities compatible with reasonable scenarios for climate policies.  

 

The Carbon Tracker Initiative points out that reducing high-cost options may be viewed favourably by the market as a way of 

cutting investments and maintaining dividends for such companies. Reports such as the ones developed by the Carbon Tracker 

Initiative enable investors to challenge companies on their underlying demand and price assumptions and should aid in 

engagements with such companies and in the efficient pricing of these companies. 

 

Fossil fuel companies face the prospect of decline and must adapt to new circumstances to survive. If managed well, this 

adaptation can enable them to leverage their present strengths in a low-carbon energy system. Since this transition inevitably 

will take time, these companies will need the engagement and support of large long-term investors. By engaging on climate 

resilience and transition strategies for fossil fuel companies, investors will be actively managing the climate change related risk 

exposure to their portfolios and protecting the long-term value of their investments. 77 

Other areas for engagement 

Since principal-agent problems in many ways lie at the heart of the carbon risk challenge, it is natural to consider engagement 

areas directly linked to companies’ incentive structures and decision-making processes. This can include areas like 

compensation policies, the company planning process and the role of the board in risk management and investment planning.78 

We have noted above the important role of financial institutions as providers of debt capital for fossil fuel companies. These 

corporations, too, should be challenged to address the issue of climate policy resilience of their business models and how they 

through their lending practices risk financing an unsustainable accumulation of carbon risk in the financial system.  

                                                                 

 
76 In fact, based on the above, they appear to be planning for a four-degree world or thereabouts. This still means, however, that they expect a more rapid 

transition to a low-carbon economy than a static extrapolation of current trends would indicate. 
77 But it should be noted that the history of corporate transformations indicates that such transitions are difficult. Disruptive change almost always happens 

through newcomers attacking the positions of incumbents, and not through change from within large organisations. For investors, this raises the question of 

how to balance an engagement agenda between reinvesting earnings in new business areas within existing corporations on the one hand and pushing for 

higher dividends to reinvest in new ventures outside existing corporations on the other.  
78 A very useful overview of possible engagement issues and strategies can be found in Carbon Tracker’s ”Fossil fuel transition blueprint”, available at 

http://www.carbontracker.org/report/companyblueprint/  

http://www.carbontracker.org/report/companyblueprint/
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A global consensus on policies for addressing climate change – including mechanisms for the pricing of emissions – will reduce 

risk for long-term investors. Thus, long term investors should support and promote efforts to establish such a consensus. 

Investee companies should be expected to provide information on their position on climate change legislation and regulation 

and the nature of their interactions with policymakers and regulators. In this context, companies should also be urged to 

promote the conditions for well-functioning markets and not actively hinder the development towards a global strategy on 

climate change.  

 

Synergies and the limits of engagement 

Engagement and divestment are sometimes portrayed as opposites. In reality, they should be viewed as complementary tools 

with potential synergies and spillover effects.  

 

A norms-based exclusion mechanism at the individual company level contributes to setting a minimum standard for corporate 

behaviour. This is a natural basis for engagement. The existence of an exclusion mechanism can also make engagement more 

effective, if the company in question attaches a negative stigma effect to being excluded. From the point of view of an investor, 

the exclusion mechanism represents a “safety valve” and a natural end point for an unsuccessful engagement. The financial 

risk of investing in companies that are unable or unwilling to respond to well-founded investor concerns may in itself be a 

reason to divest. 

 

This highlights an important difference between behaviour-related exclusion criteria at the company level and product-related 

exclusions at the sector level. For the former, there is an important link to engagement. For the latter, this link is much weaker. 

You can engage with a company on dividend policies, labour standards, environmental risk management and a range of other 

issues – you cannot credibly engage on the line of business itself. 

 

This has given rise to a misconception about the potential role of engagement in the fossil fuel sector. Since one cannot credibly 

engage with a coal mining company to switch to producing renewable energy, it is easy to conclude that engagement “doesn’t 

work” in the sense that it cannot make fossil fuel companies change their business models. This is true, but it does not imply 

that engagement cannot play an important role by focusing on the profitability of new investments, capital structure and 

dividend policy. The transition to a low carbon economy will be delayed if there are investments in new fossil capacity now 

that will bring new supply with low marginal production costs to the market over the coming years. An engagement strategy 

focusing on capital expenditures is a direct and targeted approach to addressing this issue. 

 

The growth in engagement activities in recent years, as evidenced also by the growth of companies and organisations 

facilitating it, proves that engagement can work – otherwise it is unlikely that rational, profit-maximising financial institutions 

in highly competitive markets would spend resources on it. But this does of course not guarantee that it will work everywhere. 

The efforts to require large oil companies to publish stress tests of their business models against climate policy scenarios took 

time, and as we have seen, have not so far been successful everywhere.  

 

Research on engagement suggests that successful engagements are followed by positive abnormal returns. 79 Success in 

engagements is shown to be more probable if the engaged firm has reputational concerns and higher capacity to implement 

changes.80 Moreover, collaboration among investors is instrumental in increasing the success rate of engagements. After 

successful engagements, particularly on environmental and social issues, companies experience improved accounting 

performance and governance and increased institutional ownership. Clearly, engagement strategies should be a central part 

of the toolkit of institutional investors.  

                                                                 

 
79 Dimson, Elroy and Karakaş, Oğuzhan and Li, Xi, Active Ownership (August 7, 2015). Review of Financial Studies, Forthcoming . Available at SSRN: 

http://ssrn.com/abstract=2154724  
80 This supports the argument about synergies between exclusion and engagement made above. 

http://ssrn.com/abstract=2154724
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8. Applications to an Australian context 

The question of how investors should address climate change issues – and fossil fuel issues in particular – is very relevant for 

Australian superannuation funds for several reasons: 

 

 Australia has a large fossil fuel sector, and fossil fuel companies constitute a relatively large share of total stock market 

capitalisation. 

 Australia’s economy is generally emissions intensive, and that high intensity may lead to cost impacts for listed energy 

user companies that export or are import competing. 

 Australia has a large superannuation system by international standards. 

 These funds generally have a higher allocation to equities than funds in many other countries and invest a large share 

in the local equity market. 

It is thus relevant to discuss what the implications of these characteristics of the Australian economy and its superannuation 

funds could have for how Australian institutional investors should think about the investment issues raised in this report. 

 

Fossil fuels and the Australian equity market 

Australia has a large fossil fuel industry, and relies on fossil fuels to a higher extent than most other developed countries. This 

is especially true for coal, which represents 36% of total primary energy supply in Australia (2013), against 20% on average in 

OECD countries.81 Conversely, the share of renewable energy in total primary energy supply is only just over 6%, against an 

OECD average of just over 9%.  

 

The dominance of fossil fuels – and coal in particular – is reflected in relatively high emissions of CO2. Emissions per capita are 

around 16 tonnes per year, or 60% above the OECD average. The carbon intensity of the economy (measured as CO2 emissions 

per unit of GDP) is around 50% higher than the median of OECD countries.82 

 

The importance of fossil fuels for the Australian economy is also evident in the weight fossil fuel companies have in the 

Australian equity market. The FTSE “All-World Ex Fossil Fuels” index series is a capitalisation-weighted index designed to 

represent the performance of constituents of the FTSE All-World Index after the exclusion of companies that have a certain 

revenue and/or reserve exposure to fossil fuels. The application of this particular screen excludes around 10% of the Australian 

equity market, but only around 5% of the global market.83 The relative importance of coal in the Australian market is illustrated 

by the FTSE “All-World Ex Coal” index, which excludes almost 7% of the Australian equity market, but only 0.5% of the global 

market.84 

 

It is thus obvious that the transformation from a carbon-based to a carbon-neutral energy system – and especially the gradual 

phasing out of coal as the most carbon-intensive source of energy – will have greater consequences for Australia than for most 

other developed countries. It is natural to ask which implications this should have for the optimal strategies of Australian 

investors. But first it is useful to look at some characteristics of the Australian superannuation system and the role of domestic 

superannuation funds as investors in the Australian market. 

 

The Australian superannuation funds 

Australia has a two-pillar pension system. The first pillar is composed of a means-tested, tax-financed public Age Pension that 

provides basic benefits. The second pillar forms the backbone of the Australian pension system, and is made up of funded 

individual pension accounts provided by superannuation funds.  

                                                                 

 
81 http://www.iea.org/media/countries/slt/AustraliaOnepagerAugust2014.pdf  
82 Ibid. 
83 http://www.ftse.com/Analytics/FactSheets/temp/789884dd-ffc1-4ed3-be9c-a88efa5b87b4.pdf  
84 http://www.ftse.com/Analytics/FactSheets/temp/9664dc3e-587d-4cb2-ac8d-cc8cdb91b3ef.pdf  

http://www.iea.org/media/countries/slt/AustraliaOnepagerAugust2014.pdf
http://www.ftse.com/Analytics/FactSheets/temp/789884dd-ffc1-4ed3-be9c-a88efa5b87b4.pdf
http://www.ftse.com/Analytics/FactSheets/temp/9664dc3e-587d-4cb2-ac8d-cc8cdb91b3ef.pdf
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Australia introduced compulsory occupational pensions in 1992, when it made contribution into the superannuation fund system 

mandatory for all employees between 17 and 70 years of age with earnings over a certain minimum level. This is a defined 

contribution (DC) system that requires a minimum contribution to a superannuation fund. Before the compulsory superannuation 

system was introduced, defined benefit (DB) schemes were the more popular form of occupational pension provision.  
 

The country has a number of types of superannuation funds including industry-wide funds and retail funds, which are offered 

to the public and to employers by financial service providers.  
 

A relatively early introduction of compulsory superannuation compared to other countries has led to Australian 

superannuation funds becoming large by international standards. The combined assets of Australian superannuation funds are 

currently around AUD 2 trillion, well over 100% of Australian GDP. As a share of GDP, only a few OECD countries have a similar 

sized pension industry – the Netherlands, Iceland and Switzerland are the only other countries with pension fund assets above 

100% of GDP. In absolute (dollar) terms, only the US and the UK have higher total pension fund assets.85  
 

The total superannuation fund market is divided between corporate, industry, public sector and retail funds as set out in Table 

1 below. There are also a large number of self-managed superannuation funds (SMSF), where retail investors manage their 

own pension investments within the superannuation system.86  
 

In the institutional part of this market – excluding the smallest funds – there are over 250 different funds managing in total around 

AUD1.4 trillion. The ten largest funds together have assets of over AUD 350bn, or about 25% of the institutional fund total. 

 

Table 1 Australian Superannuation Funds 
 

 
 

The Australian superannuation funds are not only large; they also have a relatively large portion of their assets allocated to equity 

(Figure 6). This in part linked to the predominance of defined contribution schemes in the Australian market, after the switch from 

defined benefit schemes through the 1992 pension reform. The defined contribution schemes usually have a higher allocation to 

risky assets than defined benefit schemes, which are subject to stronger regulatory constraints on risk taking.  
 

Of a total allocation to listed equities of around 50% for the institutional funds, more than 20% is in domestic equities.87 This 

corresponds to above AUD 300bn for the institutional superannuation funds in total, or around 20% of total stock market 

capitalisation in Australia.88 
 

The superannuation industry is also highly organised. Of particular relevance in the context of this report is the cooperation on 

management of ESG-related risk factors through the Australian Council of Superannuation Investors (ACSI). ACSI represents 29 

Australian superannuation funds and six major international pension funds, with a combined AUD 1.5 trillion under 

management. This translates to more than 10% of the average ASX200 listed company.  
 

ACSI engages with listed companies on ESG issues, provides research, policy and voting advice for its members and interacts 

with regulators on policy issues.  

                                                                 

 
85 http://www.oecd.org/finance/Pension-funds-pre-data-2015.pdf  
86 This is done through the pension system mainly because contributing to superannuation is compulsory and super funds are taxed at lower levels. 
87 The SMSFs have a total equity allocations of around 30%. Almost all of this is domestic. 
88 ACSI members hold about one third of this total. 

http://www.oecd.org/finance/Pension-funds-pre-data-2015.pdf
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Figure 6 

 

Asset allocation of pension funds in 2014 

 
Source: OECD : Pension funds in figures (2015) 

 

Implications for investors 

As noted above, the Australian economy is highly dependent on fossil fuels, and in particular coal. This is reflected also in the 

composition of the Australian equity market. The Australian superannuation funds are large investors in this market. This gives 

them both a high exposure to carbon risk through their investments and – potentially – the opportunity to effectively employ 

ownership strategies. We must now ask what this should imply for the optimal strategies for Australian superannuation funds 

in management of carbon risk. 

Divestment and carbon risk management 

We have argued above that it is important to distinguish between strategies for addressing carbon risk at the level of the 

individual investor and strategies for addressing this risk at a systemic level. This can be directly applied to the Australian 

context; The Australian superannuation fund industry should address the issue of carbon risk collectively, to ensure that it is 

handled in the best possible way at the systemic level, rather than focusing on strategies that would only serve to shift carbon 

risk around between investors. 

 

This recommendation reflects the dominant role the superannuation funds hold in the Australian equity market. It is simply 

not feasible for the funds as a group to reduce their carbon risk by selling their shares to other investors – they collectively 

own such a large part of the market that it will in practice be difficult to find other buyers at reasonable prices. Any attempts 

at large-scale divestment from these funds collectively would be highly disruptive and lead to large price movements in the 

domestic equity market. As we have seen, a negative side effect of this might well be to lock in coal use by making coal assets 

much cheaper to acquire for users. 
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It is also important to realise that carbon risk goes well beyond coal and other fossil fuel companies. The whole energy system 

in Australia is fossil based to a larger extent than in most other developed countries and this affects risk also in industries that 

use energy. Moreover, the financial industry will have exposure to fossil fuels through lending activities.  

 

The Australian superannuation funds are “universal owners” in the sense that they own a (large) slice of the Australian 

economy. They will therefore be exposed to the total carbon risk in the overall economy one way or another. Clearly, it is in 

Australian investor interests to have a smooth and orderly transition to a low carbon economy. This transition will need to be 

managed to minimise impact on growth and employment. Disruptive change leading to low growth and unemployment will 

reduce return on the funds’ assets and may also have direct negative effects on their beneficiaries. Significant value could thus 

be at risk if there is a sudden and unexpected change in fossil-fuel use. The question is therefore how funds can play a 

constructive role in this process – contributing to an orderly transition away from fossil fuels in a way that preserves and 

enhances the value of their total investment portfolios over the longer term. This also reflects the funds’ fiduciary duty towards 

their beneficiaries. 

Engagement strategies 

From the discussion above it is clear that engagement strategies should form a central part of the Australian superannuation 

funds’ response to the challenge of appropriately managing carbon risk. 

 

It can perhaps be useful to divide engagement strategies into three broad categories: Engagement with policymakers and 

regulators, engagement with the fossil industry and engagement with other relevant industries. 

 

Engagement with policymakers should focus on appropriate policies to manage an orderly transition to a new energy system. 

This is a more urgent issue for Australian investors than for investors in most other developed countries, given Australia’s high 

dependence on fossil fuels. A whole range of issues could be addressed under this general heading, including financial 

incentives to switch to low carbon sources of energy, energy efficiency measures, licensing and other policies for the fossil fuel 

sector and incentives to invest in production and distribution of renewable energy. A credible political commitment to a 

transition to a more sustainable energy system will reduce risk for investors and help mobilise financial resources from 

institutional investors. The recent Paris agreement provides a high-level framework for these strategies.  

 

Engagement with regulators and standard setters can focus on strategies for improving market-level disclosure frameworks on 

material ESG risks, including those relating to climate risks. There are several international developments in this area that 

potentially are relevant also for Australia. ACSI is already promoting the adaptation in Australia of international initiatives such 

as the Sustainable Stock Exchanges Initiative and Integrated Reporting. 89  

 

In particular, ACSI strongly advocated the inclusion of recommendation 7.4 of the ASX Corporate Governance Council Principles 

and Recommendations. This recommendation states that:  
 

“A listed entity should disclose whether it has any material exposure to economic, environmental and social 

sustainability risks and, if it does, how it manages or intends to manage those risks.”  

 

As a result of its inclusion, ACSI expects to see further improvement in sustainability reporting practices of ASX200 companies 

in the future.90 

 

A recent initiative from the Financial Stability Board (FSB) aims at developing voluntary, consistent climate-related financial 

risk disclosures for use by companies in providing information to lenders, insurers, investors and other stakeholders.91 When 

this new standard is launched – probably in early 2017 – Australian investors should consider how it could be promoted in 

Australia. 

                                                                 

 
89 See http://www.sseinitiative.org and http://integratedreporting.org  
90 http://www.acsi.org.au/images/stories/ACSIDocuments/generalresearchpublic/Sustainability%20Reporting%20Journey%202014.Jul%2014.pdf  
91 http://www.fsb.org/2015/12/fsb-to-establish-task-force-on-climate-related-financial-disclosures/ For transparency, I should disclose that I am member of 

the Task Force. 

http://www.sseinitiative.org/
http://integratedreporting.org/
http://www.acsi.org.au/images/stories/ACSIDocuments/generalresearchpublic/Sustainability%20Reporting%20Journey%202014.Jul%2014.pdf
http://www.fsb.org/2015/12/fsb-to-establish-task-force-on-climate-related-financial-disclosures/
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Engagement with the fossil fuel industry could usefully focus on capital discipline and dividend policies, as outlined in Section 

6 above. This will give greater assurance about the robustness of any new capital spending in this sector. This falls within the 

existing ACSI engagement initiative concerning how large resources and energy companies are assessing and addressing the 

risks and opportunities relating to climate change, including regulatory, physical and technological impacts. Furthermore, ACSI 

has signed on to a global collaborative engagement program initiated by the PRI, focusing on the use of industry associations 

and trade bodies to influence governments’ climate change policies in ways that appear inconsistent with these companies’ 

stated positions on decarbonisation and/or commitment to global warming targets. 92 This is in line with the more general 

recommendations about how investors should address lobbying described in Section 6 above. 

 

Finally, it will be relevant to engage with other industries, in particular the financial industry. Generally, these institutions will 

be very exposed to changes in the broader economic environment in the countries they operate in, since they are involved in 

almost every sector of the economy. It is clear that the high level of carbon risk for the Australian society as a whole also implies 

a high carbon risk level for its financial industry. There is a direct risk from the lending of these institutions to the fossil fuel 

industry. But there are also important indirect risks – a badly managed transition to a low carbon energy system that reduces 

growth and increases unemployment will lead to lower credit quality and greater risk of losses more generally. As part of its 

carbon asset risk engagement program, ACSI is discussing as with major banks how they factor clients’ exposure to carbon risk 

into their corporate lending decisions.  

                                                                 

 
92 http://www.unpri.org/areas-of-work/clearinghouse/coordinated-collaborative-engagements/  

http://www.unpri.org/areas-of-work/clearinghouse/coordinated-collaborative-engagements/
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