January 2016
Report on West Yorkshire Pension Fund and fossil fuel divestment
For Bradford council committees: Corporate Overview and Scrutiny committee and Governance and Audit committee
Reason for report
The Bradford full council meeting on 20.10.15 voted to review the fossil fuel investments of the West Yorkshire Pension Fund, following a motion requesting the WYPF divest from fossil fuels.   A joint review was requested to be carried out by the Corporate Overview and Scrutiny committee and Governance and Audit committee, to report back to full council in 6 months.
The information below is intended to support the committees in their decision.

Introduction

This report defines fossil fuel divestment, and summarises the main reasons for divestment: both environmental and financial.  It addresses the concerns raised by the West Yorkshire Pension Fund (25.11.15) in a briefing note1 about divestment, and provides examples of other local authority pension funds who have divested from fossil fuels. 
Summary

There are environmental and financial grounds for divestment.
· Environmental – fossil fuels are causing climate change, which makes extreme weather more likely, as seen by shock flooding in West Yorkshire in December. These risks will increase until we move off fossil fuels.

· Financial – holding fossil fuels stocks is a growing risk, as governments increasingly act to tackle climate change. Over 80% of existing fossil fuel reserves will have to stay in the ground to meet the Paris climate agreement.
· Fiduciary duty does allow divestment on environmental grounds.  Moving out of fossil fuels can be done without causing financial detriment.
· Additionally, divestment on financial grounds can be considered as part of fiduciary duty, as high carbon stocks are a material and growing risk.
· Divestment is not being called for outside of coal, oil and gas production. Transport sectors are major consumers of fuel but alternatives are possible and growing.  There is no case for divesting from transport and utilities.
· Engagement has had some success on reporting, but it is not working on the core issue of fossil fuel exploration and production.
· If West Yorkshire Pension Fund invests in companies whose actions are causing climate change it is increasing the risks of flooding and misery for West Yorkshire citizens.
· The Fund can divest without causing financial harm, and doing so will also protect members from medium-term financial risks.

What is fossil fuel divestment?
‘Divestment is …the removal of stocks, bonds or funds from certain sectors or companies.  The global movement for fossil fuel divestment (sometimes also called disinvestment) is asking institutions to move their money out of oil, coal and gas companies for both moral and financial reasons.  These institutions include universities, religious institutions, pension funds, local authorities and charitable foundations’.2
Fossil fuel divestment can be partial – for example just moving out of coal stocks, or moving out of the oil and gas sector as well.  The definition is limited to fossil fuel production - coal companies and oil and sectors; it does not include sectors that use fossil fuels.  Divestment can also involve moving proportions of stocks into ‘low carbon’ indices, as has happened recently with Haringey Pension Fund.3
Why do organisations divest?

Divestment from fossil fuels is the fastest growing divestment movement in history.  Divestment has a positive track record in the anti-apartheid campaign, and when applied to climate change, demonstrates that it is achievable to ‘leave carbon in the ground’.

Divestment is a visible public demonstration of the need for fossil fuel companies to change; companies whose moral license to operate is questioned or damaged are more likely to change their behaviour.  Fossil fuels are the main contributors to climate change.  While the fossil fuel industry is currently prospecting for more fuel to extract, estimates are that up to 80% fossil fuels must stay underground in order to avoid temperatures rising above 2 degrees C. The Paris Agreement signed in December 2015 committed world governments to a stronger target of 1.5 degrees, which has been interpreted as a signal of the beginning of the end of fossil fuels.4 
Divestment from other sectors (eg transport, utilities, consumer goods) is not advocated by the Fossil Free movement and is limited to the companies listed in the Carbon Underground 200 list5 so the threat to diversification of the Fund is kept to a minimum. 
The alternative to fossil fuel investment
Pension funds can move funds out of fossil fuels and into “low carbon indices”.  This is the approach recently taken by Haringey Pension Fund3 and it is noteworthy that such funds regularly outperform general indices.
WYPF has stated1 that it has reservations about investing in renewable energy "with companies frequently relying on government subsidies which are funded from domestic energy bills, adding to fuel poverty", yet it is undoubtedly the case that extensive subsidies and tax breaks are given to the fossil fuel industry6 which currently come out of taxpayers’ money.  The cost of renewable energy has rapidly declined and is becoming increasingly competitive with fossil fuels on price.  Many economists forecast that fossil fuel assets will become stranded as the price of renewables continues to fall.
According to the Confederation of British Industry and many others the fight against climate change can now be job creating not destroying7.  ‘One Million Climate Jobs’ is a comprehensive report which details how this is possible.8
Financial reasons to divest from fossil fuels
Failure to divest early will increase the risk of WYPF holding ‘stranded assets’.  Once markets realise that continued burning of carboniferous fuels (and resultant ‘dangerous’ global warming) is no longer sustainable, the assets on which the oil, coal and gas companies’ share prices are predicted will become worthless.  Pension funds and other financial institutions are recognising the increasing risk of investing in fossil fuel companies.  For example, due to the potential impact of climate change on the value of their portfolio, pension giant Aviva recently commissioned a report on the cost of inaction.  The report urges institutional investors to assess their climate-related risks and take steps to mitigate them.  Aviva have subsequently stated that they will divest from highly carbon-intensive fossil fuel companies if they feel the companies are not making sufficient progress towards the engagement goals set.9  Investment experts Mercer consider climate change ‘A new investment risk that demands action by investors’.10
Other prominent figures within the financial sector have spoken out about the need to consider climate risk and take seriously the risk of stranded assets.  Mark Carney recently warned investors that they could face “potentially huge” losses from climate change action that could make vast reserves of oil, coal and gas “literally unburnable”.11
Fossil fuel free indices can equal or perform better than indices with fossil fuels in them (see FTSE fossil fuel exclusion indices and research by MSCI).12
We would further argue that the historic financial performance of the fossil fuel shares should not be seen as evidence of future performance, especially following the strong climate targets set out in the Paris Agreement in December 2015. 
Who has divested from fossil fuels?
To date 500 organisations worldwide have committed to divest in some way from fossil fuels.  This includes over 60 in the UK with 13 universities eg Sheffield, Warwick, Glasgow; the UK Environment Agency; the British Medical Association; Haringey Pension Fund; the South Yorkshire Pension Fund, and the Church of England.13
Fiduciary duty
Fiduciary duty is rightly and legally a core concern for pension funds.  Recent legal guidance makes it clear that fiduciary duty does not prevent local authority pension funds from divesting from sectors as long as there is not significant financial detriment. 
In March 2014 the Local Government Association (LGA) (England & Wales) published a legal opinion on how fiduciary duties affected the scope for a Local Government Pension Scheme fund to incorporate Environmental, Social and Governance (ESG) risks into their decision making, concluding that as long as authority's powers are used only for investment purposes “the precise choice of investment may be influenced by  wider social, ethical or environmental considerations, so long as that that does not risk material financial detriment to the fund.”14
A wider review of fiduciary duties was produced by the Law Commission (England & Wales) in July 2014 which stated that “the primary aim of an investment strategy is therefore to secure the best realistic return over the long term, given the need to control for risks.”  Financial risks to take into consideration included environmental degradation, poor safety record, and risks to a company's long-term sustainability.  The advice also confirmed that non-financial factors, such as members’ views and quality of life, may also be taken into account so long as this does not result in significant financial detriment.15  WYPF have acknowledged this point in their quarterly report (2014, p15, Q3) and cite the Law Commission’s review on fiduciary duty:

The conclusion is that there is no impediment to trustees taking account of environmental, social or governance factors where they are, or may be, financially material.
We would argue here that ESG factors are indeed financially material, for the reasons given in this report, that fossil fuels may become ‘stranded assets’, potentially resulting in financial losses for WYPF members.

In conclusion, both Local Government Association (LGA) legal advice and Law Commission guidance say fiduciary duty rules do allow pension funds to consider ESG factors in investment decisions, so long as these do not negatively affect financial performance and are not contrary to members’ wishes.  As the Environment Agency recently said on its decision to decarbonise its equity portfolio: 
The fund's fiduciary duty is to act in the best long-term interest of our members and to do so requires us to recognise that environmental, social and governance (ESG) issues can adversely impact on the Fund's financial performance and should be taken into account in the funding and investment strategies, and throughout the funding and investment decision making process.16
Engagement vs divestment

We value the achievements cited by WYPF regarding shareholder

resolutions (especially relating to annual reporting), when they have engaged with BP and Shell.1  However, we would challenge the statement that "A simple sale would achieve the opposite of those calling for divestment".
Evidence indicates that shareholder engagement can work in some sectors where the change required does not challenge the companies' core business model, eg getting a company to remove a certain product from its supply chain.  However, engagement does not work well where the core business model requires change.  Attempts to move Shell and BP over the past two decades have not worked.  This is evidenced by the failed Beyond Petroleum project - BP pumped billions of pounds into low carbon technology and green energy but gradually retired the programme to focus almost exclusively on its fossil fuel business.17
Indeed, while Shell and BP have stated publicly that climate change is a global threat, they continue to actively prospect for new fossil fuel reserves. 
Leading environmentalists such as Jonathan Porritt and Bill McKibben believe fossil fuel companies will never play a leading role in a move to a low carbon economy.  In 2015 Jonathan Porritt, founder director of Forum for the Future, who spent years working on sustainability projects with BP and Shell, stated that engaging with major fossil fuel companies on climate change has become futile as they are not able to adapt to the need to exit fossil fuels. 18  There are no examples of shareholder engagement being able to change the core business of a company.

The position taken by the Institutional Investors Group on Climate Change (IIGCC)
We are pleased that WYPF is a member of the IIGCC.  The WYPF may be interested to hear the following reactions from the IIGCC to the December Paris Agreement:

Change is likely to be swift as pension funds recognise their fiduciary duty to address climate risk in all parts of their portfolios and, where necessary, to reallocate investment away from high carbon-related activity likely to destroy substantial shareholder value in a remarkably short time.  (Donald MacDonald, Chair of the Institutional Investors Group on Climate Change and trustee director of BT Pension Scheme.)
The Paris Agreement is a historic turning point for investors...sending a very strong signal to business and investors that there is only one future direction of travel to reduce emissions in line with a 1.5 degree pathway. Investors across Europe will now have the confidence to do much more to address the risks arising from high carbon assets.   (Stephanie Pfeifer, CEO, Institutional Investors Group on Climate Change)19
UK Pension Funds who have divested from fossil fuels
The UK Environment Agency pension fund has made a commitment to divest from fossil fuels: in coal by 90%, 50% for oil and gas by 2020.  They are on record as saying they have made a credible plan to deliver strong long term financial returns and would be pleased to discuss with other institutional investors their approach to addressing the impacts of climate change.  They have provided the following contacts that are happy to be approached: Faith Ward, Chief Responsible Investment & Risk Officer (faith.ward@environment-gency.gov.uk), and Mark Mansley, Chief Investment Officer (mark.mansley@environment-agency.gov.uk) 20
The South Yorkshire Pension Fund has decided to divest from coal and tar sands21 and on 14.1.16 Haringey council voted to divest a significant proportion of its fossil fuel investments.3
Conclusion

Outlined above are the latest arguments with evidence for the environmental and financial benefits of fossil fuel divestment.   We have addressed the specific concerns raised by WYPF and give examples of local authority pension funds that have divested from carbon.  Please contact the Fossil Free West Yorkshire Pension campaign if you have any questions or wish to discuss any aspect of this report.  We would be happy to come to a committee meeting to discuss the case for divestment from fossil fuels further.
 West Yorkshire Pension Fund could be proud to join the above organisations and set a strong example of how we can manage the transition to a low carbon economy.  To quote James Randerson “This is the most exciting and hopeful time for anyone interested in solving the biggest problem humanity faces.”22 
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