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Executive Summary

ust as it poses unparalleled social and envi-
ronmental challenges for humanity and the
biosphere, climate change also presents a
unique set of financial challenges and oppor-
tunities to investors. The early entry into force of the
Paris Agreement in November 2016 signals that the
era of a fossil-fuel based economy must and will end
in the coming decades. As the global community
enacts and implements policies to achieve the Paris
Vision of a world well below 2 degrees of warming
and as markets respond to that action, carbon assets
and carbon intensive industries face a fundamental
change of economic circumstances that will affect
not only their long-term valuation but also, in some
cases, their inherent viability. The question now is
not whether this economic transformation will take
place, but how quickly and at what scale. While
substantial uncertainties remain with respect to both
questions, it is increasingly clear that climate change
and climate risk are already reshaping the invest-
ment landscape, and that these effects will grow
dramatically in the years ahead.

This report, together with a companion financial
analysis prepared by Mercer Investments, addresses
the implications of this changing landscape for
pension funds and pension fund fiduciaries.

Public pension fund fiduciaries have the obligation
to act prudently and in the interest of all beneficiaries,
including current retirees and future beneficiaries.
This standard of prudence requires a fiduciary to act
with reasonable care, skill, and caution when making
investment and allocation decisions on behalf of
their fund. This obligation manifests as a number
of distinct fiduciary duties, including the (1) duty to
diversify; (2) duty of loyalty; (3) duty of impartiality;
(4) duty of inquiry; (5) duty to monitor; and (6)
duty to act in accordance with the plan documents.

In the companion report, Mercer Investments pro-
vides an overview of climate change investment risk

for US public pension trustees and provides quan-
titative and governance frameworks through which
trustees can address that risk. Mercer’s analysis
demonstrates that, regardless of the route humanity
chooses, climate change is poised to have dramatic
impacts on pension fund portfolios—and the broader
economy—over the coming three decades. Building
on Mercer’s findings, the present analysis considers
the legal implications of those impacts for pension
fund fiduciaries in light of long-standing principles
of fiduciary duty and ongoing rapid developments
in the field.

The potential financial cost of physical impacts
due to climate change, the inability to generate
revenue from fossil fuel reserves already held
or in development, the costs of transitioning

to a low-carbon economy, and legal liabilities
related to climate change must be taken

seriously by investors.

The potential financial cost of physical impacts
due to climate change, the inability to generate
revenue from fossil fuel reserves already held or in
development, the costs of transitioning to a low-
carbon economy, and legal liabilities related to
climate change must be taken seriously by investors.
For these and other reasons, climate change should
be considered an independent risk variable when
making investment decisions, and it will trigger
the obligations of pension fund fiduciaries.

Pension fund fiduciaries are required to safeguard
the value of their funds, and climate change poses a
direct challenge to that objective. As such, climate
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change and climate-related risks trigger fiduciaries’

duties:

» toinquire, requiring fiduciaries to consider the
prudence of their investment decisions;

» to monitor, requiring reevaluation of investments
already held in the context of new changes in
regulations, international mitigation efforts, and
market trends;

+ to diversify, ensuring that a given portfolio is
amply protected against the known idiosyncratic
risks inherent in certain investment types, includ-
ing investments in fossil fuel assets;

» to act impartially with respect to all beneficiaries,
protecting fund principal over the long-term and
prioritizing preservation of trust capital alongside
maximizing fund growth;

« of loyalty, requiring the trustees to act solely
in the interests of their funds’ beneficiaries, with-
out acting to further personal or ideological
interests; and

» toact in accordance with plan documents.

There are several courses of action pension fund
fiduciaries can take in order to ensure they act with
reasonable care, skill, and caution in the context

of climate change. This can include educating them-
selves on climate-related investment risks and

opportunities; modifying the principles guiding in-
vestment decisions; engaging as active shareholders
in owned companies subject to climate vulnerabilities;
avoiding some climate-vulnerable assets altogether;
and affirmatively investing in clean energy oppo-
rtunities.

If pension fund fiduciaries do not take the finan-
cial risks posed by climate change seriously, they
may be subject to liability. A failure to properly
consider climate change as a risk factor could result
in lawsuits under various theories of liability for
breaches of fiduciary duties.

Climate change presents an environmental, social,
and economic challenge on a scale humanity has not
previously faced. Trustees, fund managers, and their
beneficiaries are not exempt from those challenges.
Indeed, in the years ahead they will be confronted
with unique questions that will at once reshape our
understanding of fiduciary duty and simultaneously
demand strict adherence to the foundational prin-
ciples that define that duty. The transition to a
low-carbon economy will have significant, material
financial consequences which cannot be ignored.
Pension fund fiduciaries should consider their port-
folios’ exposure to climate-related risk and whether

or not they are investing in a manner consistent
with the best interests of their beneficiaries.




TRILLION DOLLAR TRANSFORMATION

PART 1
Introduction

ension fund fiduciaries, including trustees,

investment officers, and their internal and

external investment managers and advisors,

have a responsibility to the beneficiaries of
the funds they manage.' They are obliged to act
solely in the interest of plan beneficiaries, and must
exercise reasonable care, skill, and caution when
making portfolio investment and management deci-
sions.2 These fiduciaries have to balance the interests
of current beneficiaries with future retirees and
benefit recipients, and must ensure stability while
pursuing growth.

These responsibilities are expressed as various
duties imposed on pension fund fiduciaries. These
include the (1) duty to diversify; (2) duty of loyalty;
(3) duty of impartiality; (4) duty of inquiry; (5) duty
to monitor; and (6) duty to act in accordance with
the plan documents.

Climate change, and our global efforts to con-
front it (together “climate-related risk”), presents
financial challenges to pension funds that may trigger
trustees’ fiduciary duties. Major financial institutions
are acknowledging that likely global enactment of
policies to reduce carbon emissions will reduce asset
values in the near-term, not merely over a timescale
of decades.® Accordingly, climate-related risk should,
at a minimum, be considered a material, independent
risk variable along with other modeling and fore-
casting inputs when making investment decisions.

Addressing the materiality of climate-related risk
implicates and triggers several of the duties pension
fund fiduciaries owe to their beneficiaries. As with
any other financial risk, fiduciaries should weigh
climate-related risk when making decisions about
risk management strategies, asset allocation (what
to invest in, what to avoid or divest from, how to
allocate resources), and how to plan for the future.
Indeed, in the face of climate-related risks, and in the
same way that fiduciaries may not pursue agendas

unrelated to achieving adequate risk-adjusted returns,
they must balance investment decisions based on
short-term horizons with long-term return and liabil-
ity considerations, and cannot make such decisions
based on personal economic assumptions, beliefs,
or political preferences.

Moreover, because climate-related risks will likely
affect what funds are available for future beneficiaries
more than current beneficiaries, a lack of consideration
of longer term climate-related risks to the plan’s
portfolio could be seen as an unreasonable bias
favoring short-term gain at the expense of long-term
sustainability; favoring older (current) over younger
(future) beneficiaries.* A failure to consider climate-
related risks generally, a failure to take prudent steps
to manage and mitigate these risks, and a failure
to act to reduce long-term, climate-related portfolio
drag on fund investment could constitute violations
of the fiduciary’s duty to conduct factual inquiry on
material investment issues, to act solely in the finan-
cial interests of beneficiaries, and to act with impar-
tiality between current fund participant generations.

Failure to act with reasonable care, skill, caution,
loyalty, impartiality, and fact-based inquiry in the
face of climate-related risks could expose fiduciaries
and their attorneys and advisors to legal liability.

As the impacts of climate change continue to grow,
the science of climate change attribution grows ever
more precise, and the trend towards more climate
litigation continues, there are a number of claims
that could be brought against pension fund fiduciaries
for breaching their duties to consider and protect
their portfolio from climate-related risks. These breaches
may be viewed as particularly serious when viewed
in light of the considerable known risks and the
corresponding opportunities for improving risk-
adjusted returns available to fiduciaries who do
consider climate change as they perform the

duties entrusted to them.
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PART 2

Fiduciary Duties in Public Pension

Fund Administration

ension fund fiduciaries must abide by

the duties imposed upon them by trust

documents, statute, state constitutions, and

common law. For private pension funds, the
primary governing law is the Employee Retirement
Income Security Act of 1974, as amended (ERISA).
Public pension funds are exempt from ERISA and are
governed by state law. State law, however, is often
very similar to ERISA as the majority of states have
adopted an ERISA-like statute, the 1994 Uniform
Prudent Investor Act (UPIA). Whether embodied in
a state’s local adoption of the UPIA, state common,
statutory and constitutional law, or ERISA, the law
establishes a widely recognized standard of care
applicable to all pension fund fiduciaries. Each
and every pension fund fiduciary must discharge

his or her fiduciary obligations “with the care, skill,
prudence and diligence under the circumstances
then prevailing that a prudent man acting in a like
capacity and familiar with such matters would use
in the conduct of an enterprise of a like character
and with like aims.”®

In exercising “reasonable care, skill, and caution”
in the context of climate-related risk,® the duties
that a prudent trustee must fulfill include: (1) duty to
diversify; (2) duty of loyalty; (3) duty of impartiality;
(4) duty of inquiry; (5) duty to monitor; and (6) duty
to act in accordance with the plan documents. Each
of the above duties is relevant to assessing whether
and how fully a trustee has complied with his or
her overarching duty of prudence.
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PART 3

Climate Change As a Material (Financial) Risk

Ithough climate change is often described

as a global problem with purely global

impacts, in reality climate impacts are, and

will continue to be, experienced by indi-
vidual companies, sectors, and communities around
the world, including the financial sector. These
impacts, coupled with the effects of public efforts
to reduce emissions, will have material impacts on
markets, industries, and individual firms. As such,
climate-related risk must be recognized as an
independent, material market risk for investors.
This is especially true for those managing pension
fund assets who must consider the long-term inter-
ests of future beneficiaries, for whom the effects
of climate change will be most severe.

Climate Change Presents

Multiple Financial Risks

Climate change poses four distinct but interrelated
categories of risk to the value of fund assets: physical
impact risk, carbon asset risk, transition risk, and
litigation risk. These four risks can result in direct
financial losses, reduce the values of various asset
classes, and even threaten the viability of some
common business models. Accordingly, these risks
must be seriously evaluated in any long-term
investment strategy.

Impact risk is the risk of loss due to destructive
physical effects of climate change. As the planet
warms, sea levels are rising, storms are becoming
more violent, and extreme weather events such as
droughts, wildfires, and heat waves are increasing in
intensity and severity.” In addition to their profound
impacts on human life, human well-being, and bio-
logical diversity, the direct impacts of climate change
will result in significant destruction of physical wealth,
as well as the disruption of economic activity across
wide regions and various sectors.

Impact risk is not allocated evenly among asset
classes. Coastal property is especially vulnerable to
storm surges and flooding. Critical infrastructure—
from fossil fuel assets like oil rigs and pipelines, to
municipal drainage, water treatment, and under-
ground transit systems—will be affected by in-
creased flooding from the combined effects of sea
level rises and more intense storms. Changes in

Climate change poses four distinct but
interrelated categories of risk to the value of
fund assets: physical impact risk, carbon asset
risk, transition risk, and litigation risk. These
four risks can result in direct financial losses,
reduce the values of various asset classes,
and even threaten the viability of some

common business models.

wind, rainfall, and temperature may lead to short-
term crop failures or long-term shifts in agricultural
economies. Increased wildfire risk will affect forest,
timberlands, and real estate. Finally, droughts, heat
waves, floods, stronger storms, and other extreme
weather events may simply disrupt the flow of
commerce in particular areas.

Carbon asset risk is the risk that in an increasingly
carbon-constrained world, fossil fuel companies
cannot fully develop and use the massive carbon
reserves they hold, resulting in billions of dollars
in “stranded assets.” In order to hold atmospheric
warming to “well below two degrees Celsius” as
envisioned in the Paris Agreement®—or within the
more ambitious 1.5 degree Celsius supported by
many countries and much of the scientific commu-



nity—we must strictly limit how much additional

carbon dioxide is added to our atmosphere. This
total remaining “carbon budget” is only a fraction
of the carbon emissions embedded in proven oil,
gas, and coal reserves owned by fossil fuel compa-
nies, to say nothing of the fact that many of these
companies are continuing to explore and develop
costly new sources of fossil fuel.

Given this mismatch, and the necessity and
eventual certainty of increasingly stringent green-
house gas emission regulations, the majority of fossil
fuel reserves owned by fossil fuel companies must
ultimately remain undeveloped and unsold. These
companies will have to pay for the debt incurred in
exploring and developing their reserves but will not
be able to profit from them, saddling them with a
massive financial burden. Presently, most fossil fuel
companies are behaving in a “business as usual”
manner, not acknowledging the “stranded asset”
risk, and creating a substantial risk that many of the
investments they make in finding and developing new
reserves will result in significant long-term losses.

Transition risk is the risk that a given business
or asset will be negatively affected by the global

Technology evolution, including falling
renewable energy costs, improving energy
efficiency of buildings and industrial operations,
electric vehicles, and a variety of evolving
“clean technologies” will erode demand

for fossil fuels.

transition to a low-carbon economy, driven by policy,
technology, and market changes. As the global
community shifts away from fossil fuel use, business
models may be negatively affected by new regulatory
schemes, changing social attitudes towards carbon
use, and—perhaps most quickly and abruptly—by
evolving market conditions.

Transition risk includes immediate risks as well
as risks that accrue over time. In the near-term, new
taxes or regulations that increase the price of carbon
may strain individual businesses or entire industries
by virtue of their economic effect. Technology
evolution, including falling renewable energy costs,
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improving energy efficiency of buildings and indus-
trial operations, electric vehicles, and a variety of
evolving “clean technologies” will erode demand
for fossil fuels. Moreover, as public opinion towards
fossil fuel use changes and systems of energy distri-
bution change, business models that appear strong
today may be obsolete in the future. These shifts—
and their attendant risk—are increasingly evident
in the financial sector itself, which is undergoing a
rapid evolution in the recognition of and response
to climate-related risks.

The most direct example of transition risk is
the risk posed to fossil fuel companies. If we are to
transition away from fossil fuel use, business models
based on the extraction, refining, and sale of fossil
fuels will become increasingly unviable. However,
transition risk affects other sectors as well. For ex-
ample, electric utilities will have to adapt to a world
of renewable, low-marginal cost energy and distrib-
uted generation owned by customers. Automobile
manufacturers may need to produce cars that run on
electricity, fuel cells, or biofuels. Construction com-
panies and developers may have to comply with
new regulations regarding energy use or emergency
preparedness. These are just a few of the myriad
examples of how the transition to a low-carbon
world will affect different sectors, markets, and
asset classes, and must be viewed as a material
consideration when making investment decisions.

Finally, litigation risk is the possibility that a
company may be sued as a result of its contribution
to climate change, potentially resulting in significant
litigation costs and financial losses for both the cor-
poration and its investors. Climate litigation risk may
take an array of forms, ranging from suits for direct
damages to suits for misrepresenting the known
risks of carbon emissions. As discussed below,®
this type of litigation is not speculative—climate
change-related cases in the United States and
around the world, brought by governments and pri-
vate citizens, are proceeding and in many instances
succeeding on several different theories of liability.
As such, the risk of possible litigation against major
players in the fossil fuel and related industries is
increasingly significant in both its likelihood and
its scale.

BOX 1

A Rapidly Changing Space

It can be hard to see a major market shift while it’s happening,
but the financial circumstances of the fossil fuel industry are
changing rapidly. Over just a few years the American coal
industry collapsed, with several of the largest coal companies
declaring bankruptcy.' The divestment movement has acceler-
ated faster than even its proponents expected, accumulating
$3.4 trillion assets under management,’ including a US bank
(Amalgamated Bank). BlackRock, the largest asset manager
in the world, issued a warning that “all investors should incor-
porate climate change awareness into their investment
processes.”™ In Europe, France’s largest insurer AXA divested
from coal equities,” and Mark Carney, Governor of the Bank

of England, warned in a speech to Lloyd’s of London of the
looming dangers of climate change. As this report goes to
press, the Securities and Exchange Commission and the Attor-
ney General of New York are actively investigating ExxonMobil,
the largest investor-owned petroleum company, for potential
securities violations and fraudulent misrepresentation in its
accounting and disclosures related to climate risk."' These de-
velopments are not isolated, and reflect a growing understand-
ing that the 20th century business models of the fossil fuel
industry are no longer compatible with a low-carbon future.
Although many investors acknowledge this fact, it remains
common to consider climate risk a problem of the remote
future. In truth, the future is now. Circumstances are changing
quickly, and efforts to game the market and get out in time
may end up saddling investors with heavy losses.

The Risks Presented By Climate Change
Are Significant and Imminent

Climate change poses both systemic risks to the
financial system as a whole, as well as specific risks
to particular investments. The impacts of climate
change will impose increasing costs on the global
financial system, affecting the demand, pricing,

and profitability of fuel stocks and energy sources,
increasing insurance costs, and causing damage to
infrastructure, among other impacts. These impacts,
in turn, may negatively impact the economy at global,
regional, and national scales, and across multiple
interconnected sectors, thus presenting a systemic
risk. As discussed above, well-diversified funds can’t
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fully avoid systemic risk, although they can take
steps to manage and mitigate the risk characteristics
of their individual investments. This is the context

in which climate change and climate-related risk
should be of serious concern to investors.

In the companion report to the present analysis,
Mercer Investments concludes that, over a 35-year
time horizon, returns for a conventionally-allocated
public sector pension fund will be impacted by
climate-related risk.”° This impact will be most pro-
nounced in the Transformation (2 degree) scenario,"
which is projected to experience a net 6% loss over
35 years when compared to a growth future without
climate-related risk. It is important to note that this
is only true for projections into the middle of the
century, after which accelerating climate impacts
severely affect returns under 3 and 4 degree
scenarios. As Mercer observed, “Extending modelled
trends beyond 2050—the end point for this analy-
sis—we would expect the Fragmentation scenarios
to have increasingly large negative impacts on

FIGURE 1

Fossil fuels like oil and coal, as well as utilities,
are uniquely vulnerable to climate risk,
especially in more aggressive emission-reduction
scenarios. Alternatively, low-carbon energy
options like renewables are likely to benefit

most from a Transformation scenario.

returns at the total portfolio level. A Transformation
scenario is expected to better protect long-term
returns beyond this timeframe.”™ As described
above, these projections reflect return scenarios

for traditionally-allocated funds which have not
adjusted their holdings, either in terms of sector

and industry exposure or asset class allocation, to
address the new challenges presented by climate
change. However, the financial impacts of climate-
related risk as described above will not apply equally
to all sectors or asset classes. Specifically, fossil fuels
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FIGURE 2

Median Additional Annual Returns by Asset Class Across Scenarios (over the next 35 years)
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like oil and coal, as well as utilities, are uniquely
vulnerable to climate risk, especially in more aggres-
sive emission-reduction scenarios.” Alternatively,
low-carbon energy options like renewables are likely
to benefit most from a Transformation scenario.”
That the most prominent examples of such
climate-vulnerable investments are in the fossil fuel
industry is unsurprising. Fossil fuel companies that
have rigs and rely on extensive infrastructure face
physical impact risks; the effort to reduce carbon
emissions may strand significant fossil fuel assets;
changing demand for carbon-intensive fuels, the
emergence of new technologies, and evolving regu-
lations will subject fossil fuel companies to transition
risk; and the impacts of climate change on property
and human populations may present significant
litigation risk. Over the next 35 years, the coal
industry can expect to see annual returns reduced
by 26% to 82%.° The oil and utility industries may
also see returns diminish, “with expected median

returns potentially falling by 38% and 60% respec-
tively” over the same timeframe.® Renewables,
however, can expect average annual returns to
increase as much as 53%.”

It is true that, regardless of the scenario, climate
change will impose return drag on traditionally-
allocated portfolios, and that return drag is most
pronounced in a Transformation scenario. However,
the most significant sector-level effects are expected
in the Transformation scenario as well, as a result
of more aggressive action by governments, corpora-
tions, and citizens in response to climate change.

As a result, not only are expected market returns
lower in a Transformation scenario, but the ability
to adjust to those risks is highest, because the
financial impacts will be most concentrated in
specific sectors and asset classes.

These risks have not gone unnoticed. Citigroup,
in anticipation of the 2015 Paris Agreement, noted
that up to $100 trillion in fossil fuel assets may have
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FIGURE 3
Climate Damage Functions
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“Investors can no longer ignore climate
change. . .. We believe all investors should
incorporate climate change awareness into

their investment processes.” — BlackRock

already been economically stranded.® Deutsche Bank
claimed that fossil fuel assets were already subject
to permanent impairment and value loss, with low oil
prices consistent with a low-demand future that may
represent the new normal.”® HSBC declared, “[w]lith
lower oil prices, producers have a choice: continue to
operate and take losses in the hope that prices will
recover, or cut losses and shut down facilities.”?°
Finally, in the wake of the Paris Agreement, Barclays
concluded that the fossil fuel industry is facing reve-
nue losses of $34 trillion over the next 25 years.?
Fossil fuels are not the only sector subject to
climate-related risk,?? although they are likely to be
the hardest hit. In 2010, the Securities and Exchange

Commission released interpretive guidance regard-
ing disclosures relating to climate change.? It served
to “remind companies of their obligations under
existing federal securities laws and regulations to
consider climate change and its consequences,”?*
and it noted that financial disclosure under those
requirements is appropriate, even for many com-
panies indirectly affected by climate change. As the
SEC observed, “Companies that may not be directly
affected by such developments could nonetheless
be indirectly affected by changing prices for goods
or services provided by companies that are directly
affected and that seek to reflect some or all of

their changes in costs of goods in the prices they
charge.”® In December 2015, the Financial Stability
Board established a Task Force on Climate-Related
Financial Disclosures to develop recommendations
for a set of voluntary disclosures relating to climate
change for broad use by firms across industries and
countries.? In 2016, Moody’s announced that it was
incorporating a greenhouse gas reduction scenario
consistent with the Paris Agreement into its analyses,
noting 13 industries that were exposed to a high
degree of transition risk.?” Finally, acknowledging
the transformative nature of the challenges pre-
sented, the Sustainability Accounting Standards
Board released sustainability accounting standards
for 79 different industries, demonstrating the
variety of relationships between industries and
their exposures to climate risk.?

The degree of risk presented by climate change,
including the risk of enormous losses in the fossil
fuel and other industries, should put all investors
on notice. As BlackRock warns in a recent report,
“Investors can no longer ignore climate change. ...
We believe all investors should incorporate climate
change awareness into their investment processes.”?
This is especially true for pension fund trustees,
whose time horizon extends well past that of a typi-
cal investor or market participant. Climate risk poses
a material threat to the value of what might formerly
have been considered a well-diversified portfolio
and should be considered as an independent risk
variable when making investment decisions.
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PART 4

Climate Change Triggers Trustee Duties

he financial risks presented by climate
change implicate many of the fiduciary
duties that pension fund trustees owe to
their beneficiaries. Because they must act
impartially in the interest of all current and future
beneficiaries, trustees are required to safeguard
fund assets in both the near term and over longer
time horizons. In what follows, the first section
outlines how climate change and climate-related
risk implicate trustees’ duty of inquiry, duty to
monitor, duty to diversify, long-term duty to protect
principal, and duty of impartiality. The next section
then discusses how trustees acting with reasonable
care, skill, and caution in the context of climate
change can act to protect their funds and avoid
liability. It describes four categories of action
trustees can pursue, including modifications of
investment principles, active shareholder engage-

ment, avoidance of climate-vulnerable investments,
and proactive investment in clean energy oppor-
tunities.

Trustees Must Act Solely and Impartially
in the Interest of All Beneficiaries

Pension fund fiduciaries must act solely and impar-
tially in the interest of all beneficiaries. This require-
ment applies in the near term, requiring fiduciaries
to protect fund assets from unacceptable risk and
devaluation, as well as over the long term, requiring
fiduciaries to balance the interests of current and
future beneficiaries and ensure investment strategies
mitigate long-term risks and pursue long-term
growth and value creation. These obligations, as
applied to the challenges of climate change, trigger
the fiduciary duties to inquire, to monitor, to
diversify, and of impartiality.
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Safeguarding Fund Assets in the Near

and Medium Term

Pension funds must be able to provide consistent
payments to beneficiaries while protecting the value
of the fund overall. For this reason, pension fund
fiduciaries must safeguard the value of fund assets
over the near term to ensure the fund remains able
to make current payments without impairing its
overall value. The Paris Agreement, which entered
into force on November 4, 2016, sets preliminary
emissions targets that must be reached no later than
2020.%° Global efforts to confront climate change,
including new regulations and other schemes to
curb emissions, will have impacts on financial markets
in real time, not just in the decades over which they
take effect. Climate-related risk therefore presents
near-term challenges to that value preservation that
must be acknowledged and addressed by pension
fund fiduciaries. These challenges trigger fiduciaries’
duties to inquire, to monitor, and to diversify.

Pension funds must be able to provide
consistent payments to beneficiaries while
protecting the value of the fund overall. For this
reason, pension fund fiduciaries must safeguard
the value of fund assets over the near term to
ensure the fund remains able to make current

payments without impairing its overall value.

DUTY TO INQUIRE

Pension fund fiduciaries have a duty to investigate
and consider the prudence of their investment and
management decisions. A trustee must inquire “into
the relevant facts and circumstances surrounding
the investment decision.”®' Fiduciaries are required
to give “appropriate consideration” to the merits

of investments.?? One way in which trustees may
appropriately consider investments is by evaluating
how an investment, as part of the portfolio, presents
“the risk of loss and the opportunity for gain (or
other return) associated with the investment or
investment course of action[.]”** Routine or cursory
reviews may not satisfy a trustee’s duty to inquire as

a prudent investor would.** To determine a fiduciary’s
level of prudence at the time of investment, a court
must conduct a fact-based inquiry as to “whether
the individual trustees, at the time they engaged
in the challenged transactions, employed the appro-
priate methods to investigate the merits of the
investment and to structure the investment.”*®

Because of the financial threat posed by climate
change, and the inevitable, if still uncertain, market
disruptions that will accompany global emission
reduction efforts, fiduciaries should consider climate-
related risk as an independent risk variable when
making investment decisions. Although some of the
effects of climate change will play out over medium-
to long-term timescales, government action and
new regulation can have immediate impacts on
asset prices. For example, in its June 2016 analysis,
Moody’s Investors Service identified 13 industries in
its corporate and infrastructure portfolios that were
highly exposed to carbon transition risk. “For three
sectors—coal, coal infrastructure and unregulated
power utilities—material credit impacts and rating
adjustments are already being felt. For the others,
Moody’s expects that they will be affected over
the next three to five years.”*®

In the context of climate-related risk, this consid-
eration can include investigating the financial impacts
of new regulations, the indirect consequences
of regulations and business trends, the effects of
technological change, and the physical impacts
of climate change, among others.*’

The duty to inquire is an obligation that must
be demonstrated through process, not outcomes.®
The important question regarding the duty of inquiry
is not whether an individual investment was success-
ful, but whether the fiduciary making the investment
decision engaged in an appropriate investigation
of the merits of the investment.

DUTY TO MONITOR

In addition to the duty of inquiry, which requires
trustees to adequately consider their investment
decisions, the duty to monitor requires those same
fiduciaries to continually review their positions and
monitor their portfolios. A fiduciary has a “continuing
duty ... separate and apart from the duty to exercise
prudence in selecting investments at the outset . ..



to monitor investments and remove imprudent
ones.”* This duty means that a fiduciary must
“systematic[ally] conside[r] all the investments of
the trust at regular intervals,” and if an investment
is determined to be imprudent, the fiduciary “must
dispose of it within a reasonable time.”*° In the
same way that buying or selling assets constitutes

an investment decision that warrants investigation,
choosing not to change positions when circum-
stances change is also a decision that must be
made prudently and with care.

In the context of climate change, the duty to
monitor is critical because changes in market condi-
tions, domestic regulations, and international agree-
ments can have drastic and long-lasting effects on
climate-vulnerable investments. The duty to monitor
is usually a periodic responsibility, and review as in-
frequently as annually is often considered adequate.*
However, the duty to monitor is also triggered if and
when fiduciaries receive negative information about
an investment. Events such as major swings in com-
modity prices or the adoption or implementation
of international agreements may require pension
fund fiduciaries to review and reconsider their
climate-vulnerable investments. For example, after
the signing of the Paris Agreement itself, renewable
energy stocks saw an increase in value while coal
stocks saw sharp declines.*?

DUTY TO DIVERSIFY

Pension fund fiduciaries have a duty to diversify
their holdings so as to minimize risk. The objective
for the diversification duty is to minimize loss and
maximize rate of return.*®* The diversification

duty both encourages a fiduciary’s caution while
“express[ing] a warning to trustees, predicated on
the duty to exercise care and skill, against taking bad
risks—ones in which there is unwarranted danger
of loss, or volatility that is not compensated by
commensurate opportunities for gain.”*

To accomplish loss minimization, fiduciaries often
rely on Modern Portfolio Theory (MPT), a dominant
theory of trust law since the 1970s.> MPT empha-
sizes that the prudence of the investment should
be judged based on the risk-reward characteristics
of the portfolio as a whole, rather than on the risks
and returns of individual investments. Individual
investments can have a higher risk profile than the
portfolio as a whole, because investing in diverse,
uncorrelated assets reduces the negative impacts
of individual assets and spreads the risk. The duty
to diversify therefore does not require pension funds
to be riskless; it merely requires that the fund fiducia-
ries don’t take on uncompensated risk. Investments
with different degrees of risk are acceptable if they
produce returns commensurate with their level of
risk. Factors to consider in determining whether a



fiduciary has satisfied the duty to diversify include:
(1) the purposes of the plan; (2) the amount of the
plan assets; (3) the financial and industrial condi-
tions; (4) the type of investment; (5) distribution
as to geographical location; (6) distribution as to
industries; (7) dates of maturity; and (8) the time
horizon over which the plan will be required to
pay out benefits.4®

Climate change may trigger the duty to diversify
by challenging the prudence of investing in climate-
vulnerable assets—which include an added element
of risk—when they are not outperforming non-climate-
vulnerable alternatives. Climate change presents a
systemic risk to the global financial system, which
cannot be easily protected against. But because it
also presents a magnified risk to specific industries
and asset classes, trustees who include significant
fossil fuel, utility, or other climate-vulnerable hold-
ings in their portfolios will be exposing their funds
to risk that is otherwise not present for other
investment vehicles.

This risk persists even if a fund chooses to invest
broadly in the market. As of July 1, 2016, 48 companies
in the S&P 500 index are either oil and gas companies
or electric utilities. Moreover, even companies
ostensibly outside these sectors may be so closely
linked to fossil fuel industries as to be effectively

economically coupled with them. For example, the
collapse of demand for US coal affected not only the
value of the coal companies themselves, but also the
companies that manufactured rail cars for coal; simi-
larly, plummeting crude oil prices affected not only oil
and gas producers, but also shipping firms focused
on oil and gas transport. As a result, even investment
strategies focused on diversified assets may conceal
clusters of concentrated assets that share a common
exposure to fossil fuel intensive industries. Because
of the large presence of fossil fuel and energy com-
panies in the financial system, merely investing in
the market via broad market indexes may not be
enough to adequately avoid dampening portfolio
returns as a result of climate-related risk.

Finally, this risk/return analysis must be evaluated
in the context of the time horizon over which the
fund will be required to issue payments.* Because
public pension funds have virtually indefinite time
horizons, the financial pressure of needing to make
consistent payments amplifies the need to protect
against downside risk. The possibility of adverse
financial outcomes as a result of climate-related risk
is therefore more of a threat to those beneficiaries
who will rely on payments in the moderate to distant
future, and should be a key concern to fiduciaries
administering public pension funds.
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Investing In Climate-Vulnerable Assets

May Prejudice Current Generations Against
Future Generations

The previous section discussed how the financial
risks posed by climate change may trigger a trustee’s
fiduciary duties to inquire, monitor, and diversify.
Those arguments focus on the clear and present
risk posed by climate change in the present and
near-term. Even if such climate-vulnerable invest-
ments produce acceptable returns in the near-term,
it is still possible that they will present undue risks
that trigger trustee duties as they relate to future
generations.

Because climate change threatens the long-
term value of high emitting and energy intensive
companies—and some entire industries—pension
fund fiduciaries should consider the long-term
implications of their climate-vulnerable investments.
The possibility of expansive new regulations and
major changes in market conditions reveals the
incompatibility of certain business models with a
low-carbon future. These incongruences present
the possibility of large, rapid, unpredictable asset
devaluations for investments including, for example,
oil and gas industry stocks and bonds, certain
commodities, and oceanfront real estate. Continued
investments in these industries and assets may not
represent a pursuit of long-term value creation,
but rather an attempt to time the market and exit
at its peak. This kind of investment behavior may
implicate pension fund trustees’ obligations to future
generations by prioritizing short-term returns over
long-term value creation, triggering the duty to
protect long-term principal and duty of impartiality.

DUTY OF IMPARTIALITY

The duty of impartiality requires the trustee to be
“impartial with respect to the various beneficiaries
of the trust” and a “duty to so invest and administer
the trust, or to so account for principal and income,
that the trust estate will produce income that is
reasonably appropriate to the purposes of the trust
and to the diverse present and future interests of

its beneficiaries.”*® A trustee’s duty to future bene-
ficiaries requires that trustees guard against inadver-
tently focusing on the present and, most importantly,
not strive to “provide higher-than-appropriate yield

for the current income beneficiary” by taking undue
short-term risks.* Indeed, trustees must “administer
the system to create and maintain long-term
stability and viability in the system[.]7>°

This duty may also be expressed as a long-term
duty to protect fund principal. Pension fund fiduciaries
have a long-term duty to protect the principal of
their funds, and should prioritize doing so even if it
dampens short-term returns for current beneficiaries.”
Protection of the fund value is a coequal obligation
alongside maximizing growth, and investment
decisions must be made taking into consideration
both obligations.>

Because climate change threatens the long-
term value of high emitting and energy intensive
companies—and some entire industries—
pension fund fiduciaries should consider

the long-term implications of their climate-

vulnerable investments.

Because climate-vulnerable investments may
devalue rapidly, they present a looming danger
to the value of a pension fund irrespective of their
current rates of return. Even if such investments are
performing adequately, there is a constant risk of
new regulations, major technological disruptions, or
other market changes that can quickly and sharply
reduce the value of those investments. For example,
following the unveiling of President Obama’s Clean
Power Plan, the financial website Motley Fool cited
the plan’s adoption as a factor in Peabody Energy
Corporation’s plummeting share prices and abrupt
bankruptcy.> Exposure to such intensely climate-
vulnerable assets in a period of rapid regulatory
and technological change may threaten a pension’s
long-term stability, as major downturns in asset
values could permanently impair overall fund value.

The previous section explained that climate-
vulnerable assets which yield market-rate returns
may be considered too risky because of their greater
downside risk. However, because pension fund fidu-
ciaries must consider the interests of future benefi-
ciaries, even assets that provide a higher rate of
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return than the market may be deemed imprudent
if they threaten the core of the fund’s value. Pension
fund trustees should therefore take special care
when considering their climate-vulnerable invest-
ments, as they may threaten the long-term value

of the fund despite producing acceptable returns

in the present.

Because climate-vulnerable investments may
devalue rapidly, they present a looming danger
to the value of a pension fund irrespective

of their current rates of return.

THE DUTY OF LOYALTY

A trustee’s duty of loyalty is the duty to act solely
in the interests of the pension fund beneficiaries.>
ERISA and similar statutes (and the common law
of trusts) require trustees to discharge their “duties
with respect to a plan solely in the interest of the
participants and beneficiaries and for the exclusive
purpose of: (i) providing benefits to participants
and their beneficiaries; and (ii) defraying reasonable
expenses of administering the plan[.]”>® In adminis-
tering the fund, a trustee is “not to be influenced
by the interest of any third person or by motives
other than the accomplishment of the purposes of
the trust.”® “It is, of course, obvious that a fiduciary
cannot allow personal motives to interfere with

the discharge of its fiduciary duties.””’

While discussion of the sole purpose rule within
the duty of loyalty often focuses on the stringent
requirements of trustees to avoid self-dealing and
conflicts of interests, the undivided duty of loyalty
extends beyond those two transgressions and fun-
damentally requires fiduciaries to weigh carefully
and decide what is the best course of action for all
beneficiaries of the fund.>® Moreover, trustees “have
a duty to protect plan participants from misleading
information. Thus, if a fiduciary is aware that partici-
pants have been misinformed about facts that impli-
cate the stability of their retirement assets, he or
she must take action to protect the participants.”>®

This duty can be violated by a number of behaviors,
but this section discusses two in particular. First,

compensation structures that reward short-term
gains may incentivize investment managers to take
risks that are otherwise inappropriate for the fund.
Second, a failure to consider climate change as

a risk factor due to social or political pressure

may constitute a violation of the duty of loyalty,
exposing the fund to risks it otherwise could avoid.

INCENTIVE STRUCTURES MAY PROMOTE
VIOLATIONS OF THE DUTY OF LOYALTY

Pension fund fiduciaries, especially third-party
investment managers and officers, may be compen-
sated based on the performance of their fund. These
performance incentives may misalign with what is
best for the fund, especially when weighing short-
term risk against long-term stability in the climate
context. Thus, short-term profits from fossil fuel or
other investments may benefit a fiduciary personally,
but expose the fund itself to an inappropriate level
of risk. This is a greater risk when there are no down-
side disincentives—i.e., a fiduciary benefits when

a fund performs well but does not suffer compen-
sation loss when the fund loses value.

This possibility of a breach of the duty of loyalty
is inherent in the issues related to climate change
and climate-related risks. If a fiduciary invests in
fossil fuel or climate-vulnerable assets to seek higher
returns in the near-term then they may be exposing
their fund to a higher degree of risk than is appropri-
ate for a pension with long-term liabilities. Subjugat-
ing the needs of the fund (and, therefore, the bene-
ficiaries of the fund) for personal gain in this way
would be a breach of the fiduciary duty of loyalty.

POLITICAL OR SOCIAL PRESSURE MAY LEAD
FIDUCIARIES TO VIOLATE THE DUTY OF LOYALTY

Fossil fuels are a large part of many peoples’ lives,
and the oil, gas, and coal industries employ many
thousands of workers. It is to be expected, especially
in parts of the country where oil, gas, or coal produc-
tion are major components of the local economies,
that pension fund trustees may have friends, relatives,
or other relationships with individuals in industries
contributing to climate change. In the United States,
this situation is further made difficult by the position
of climate change as a contentious issue in domes-
tic politics.
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Publicly acknowledging the problems inherent in,
and caused by, fossil fuels may be challenging from
a social or political perspective for some pension
fund trustees. It might have real consequences for
peoples’ personal lives or political prospects. This is
not, however, a valid reason for fiduciaries to ignore
the realities of climate risk as it affects a pension
fund’s portfolio. As detailed more fully in the Mercer
analysis, climate change poses both investment risks
and opportunities that make it a material factor to
be considered in shepherding fund assets responsibly.

A failure to acknowledge the climate risks inher-
ent in fossil fuel and other climate-vulnerable assets
for social or political reasons would constitute a
breach of a trustee’s duty of loyalty, as it subjugates
the interests of fund beneficiaries to the trustee’s
personal preferences.

Acting with Reasonable Care, Skill, and
Caution in the Context of Climate Change
The financial risks posed by climate change may
trigger trustees’ fiduciary duties, requiring them to
take action to protect their funds from harm. This
section discusses four ways in which pension fund
trustees can act to prevent or reduce harm to the
funds they administer and shield themselves from
liability. These methods include modifying the fund’s
investment principles (beliefs or policies), avoiding
the most climate-vulnerable investments, actively
engaging with the companies whose stock the fund
owns, and investing in clean energy opportunities.

BOX 2
Considering the Full Cost of Climate Change

to Beneficiaries

Pension fund trustees must consider the interests of future
beneficiaries, and it is reasonable for trustees to consider the
human interests and quality of life of those future beneficiaries
and their families as well. Investments in clean energy can help
move the needle toward a future where catastrophic climate
change is avoided and societal climate goals are achieved.
Current employees who have yet to retire, as well as future
beneficiaries who haven’t yet been born, have a genuine inter-
est in a viable world with vibrant ecology, ample resources,
and a stable environment, as well as a sustainable economy
that will support their families.

Future generations can be expected to want a livable
planet, and that interest is real, legitimate, and substantial.
Keith Ambachtsheer, a leading thinker on pension fund gover-
nance, has recommended that when considering investment
strategies, duties to future beneficiaries may mandate that
trustees try to accelerate the shift away from fossil fuels and to
pursue low-carbon, clean energy investments to help mitigate
the future adverse effects of climate change.’ Citing the
Urgenda case in the Netherlands, he notes “collaboration
efforts toward achieving the transformation outcome have a
potentially large payoff.* Arguably, the study findings suggest
such efforts amount to the required exercise of fiduciary duty.”

A failure to acknowledge the climate
It is increasingly recognized that investment

strategies that incorporate environmental, social,
and governance (ESG) factors where the social

risks inherent in fossil fuel and other climate-
benefits are collateral to the investments themselves vulnerable assets for social or political reasons
are appropriate within the framework of a trustee’s
fiduciary duty.®® The Department of Labor has affir-
matively approved this investment strategy in multi-
ple interpretive bulletins.® In these cases, the assets
invested in have a commensurate risk-return profile

would constitute a breach of a trustee’s duty

of loyalty.

analysis on fiduciary responsibility prepared for the
United Nations Environment Programme’s (UNEP)
Finance Initiative, the globally recognized law firm
Freshfields concluded:

as other alternatives, and the fact that they have
social benefits is merely a tie-breaker.

More importantly, a growing body of analysis
from both the United States and the international
sphere recognizes that ESG factors often represent
an underappreciated and frequently unaddressed

We believe that through the integration of
ESG issues into investment policymaking and

source of financial risk. In a widely cited legal decisionmaking, institutional investors—and the



18 CENTER FOR INTERNATIONAL ENVIRONMENTAL LAW

companies that they invest in—will be able to
sustain their wealth creation role and play their
fundamental role in the creation of a more sus-
tainable global economy that invests in real and
inclusive long-term growth, genuine prosperity
and job creation[.]%?

More recently, the UNEP Finance Initiative and the
Principles for Responsible Investment declared that
“fiduciary duty requires investors to take account of
ESG issues in their investment processes, in their ac-
tive ownership activities, and in their public policy
engagement.”®3

The investment approach suggested by this
paper includes ESG factors as material economic
considerations to be considered in investment
decisions. This approach is explicitly supported
by the Department of Labor’s interpretive bulletin
2015-1, which states, “ESG issues may have a direct
relationship to the economic value of the plan’s
investment. In these instances, such issues are not
merely collateral considerations or tie-breakers,
but rather are proper components of the fiduciary’s
primary analysis of the economic merits of com-
peting investment choices.”®

BOX 3

CalPERS Sustainability Guidelines

The California Public Employees’ Retirement System (CalPERS),
the largest public pension fund in the United States, has incor-
porated sustainability concerns into its Global Governance
Principles. These principles guide CalPERS trustees and
employees in making decisions about how to engage as a
shareholder and what to consider when making investment
decisions.* CalPERS recommends that “[t]o ensure sustainable
long-term returns, companies should provide accurate and
timely disclosure of environmental risks and opportunities
through adoption of policies or objectives, such as those
associated with climate change.”™ Moreover, CalPERS explicitly
promotes the Global Framework for Climate Risk Disclosure

as the guidelines that owned companies should adhere to
when making such disclosures. i Though CalPERS principles
do not explicitly call for divestment, it does outline a model of
engagement and states unequivocally that climate change is

a material risk that should be addressed by owned companies.

Modification of Investment Principles

The most fundamental thing a pension fund can do
to protect itself from climate-related risk is to modify
its investment beliefs and policies to acknowledge
and incorporate that risk. Several of the largest pub-
lic pension funds—including the largest, CalPERS—
have already incorporated investment beliefs to
address climate vulnerabilities. These modifications
include explicitly recommending adoption of the
Global Framework for Climate Risk Disclosure®> and
promotion of the 14-point Ceres Climate Change
Governance Checklist® as tools to assist in that
disclosure.

For those pension fund trustees who are uncer-
tain of the best course of action to take regarding
climate-related risk as it pertains to their fund’s port-
folio, a modification of investment principles can
serve as a guidepost for dealing with unexpected
developments in the future. Climate change will
affect markets, although impacts will vary depend-
ing on when and how we respond to it. The major
differences in financial outcomes will be the result
of new legal regimes, market trends, and the
effects of changes in climate and weather patterns.
Even were trustees to conclude that no investment
changes are appropriate when they make their
evaluation, installing guidelines for how to respond
to changes in the global effort to confront climate
change can help a fund, and the investment officers
to whom it delegates, navigate what might other-
wise be a more difficult situation. This is especially
important when considering the large time scale
over which these decisions will be made and the
new generations of trustees that will succeed current
fiduciaries, and who may need to rely on embedded
best practices and institutional knowledge.

Modification of Investment Principles

Alone Is Not Sufficient

Although modification of investment beliefs or policies
to incorporate climate-related risks and opportunities
is a good initial step, it may not be enough to pro-
tect a fund from climate-related risk. If the change
in principles is not followed by action, then pension
fund trustees may find themselves in breach of the
duty to act in accordance with plan documents.
Moreover, whereas changes in investment principles
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may offer new insight about how climate-related
risk may affect investments, pension fund trustees
already have a mandate to protect the long-term
value of the fund and provide income to current and
future beneficiaries. Pension fund trustees should
adopt specific strategies to protect against climate-
related risk, including avoidance of carbon-intensive
and climate-vulnerable investments, engagement
with owned companies, and proactive investing

in clean energy opportunities.

DUTY TO ACT IN ACCORDANCE WITH
PLAN DOCUMENTS

In addition to the several duties discussed above,
pension fund trustees have a duty to act in accor-
dance with plan documents.®” Plan documents may
include current investment policies and procedures.
Because the duty to act in accordance with a plan
documents is an affirmative duty, “a trustee may
commit a breach of trust by improperly failing to
act, as well by improperly exercising the powers

of the trusteeship.”®®

This duty applies not only to the creation of
the plan’s documents, but also when the terms
of a trust—in this case a public pension fund—are
reformed.®® If pension fund investment policies are
modified to address climate change and related
ESG risks and opportunities, trustees and other
fiduciaries will be held accountable for fully adher-
ing to those changes. A failure to follow up on new
commitments or to implement new procedures
would be a breach of the duty to act in accordance
with plan documents. Modification of fund beliefs
or policies should therefore be thought of as one
component of a fiduciary’s prudent management
of fund assets, not as an end in itself.

It is worth reiterating that, even if pension fund
fiduciaries do not make adjustments to their funds’
investment principles, it is likely that existing provi-
sions in the plan documents will contain mandates
that require consideration of climate-related risk
insofar as it is a material financial concern. The
following three sections describe methods by
which pension fund trustees can manage the
climate-related risk in their portfolios and ensure
they are tackling these challenges head-on.

BOX 4

Amalgamated Bank Becomes First US Bank to Divest

On September 19, 2016, Amalgamated Bank announced that
it was divesting from fossil fuels.®ii This announcement makes
Amalgamated Bank the first US bank to begin the process of
divestment. Though this decision only affects assets owned
by the bank (not managed for its clients), Amalgamated also
announced it is developing new low-carbon financial tools for
its clients to use in managing their assets. “We are committed
to managing our clients’ assets in accordance with our fiduciary
obligations,” the bank explained in its Climate Risk Policy.v
“Therefore, we commit to working with clients seeking to
divest from carbon risks, and instead invest in positive impact
investments, which include climate solutions and the just
transition to a low carbon economy.”

Even if pension fund fiduciaries do not make
adjustments to their funds’ investment principles,
it is likely that existing provisions in the plan
documents will contain mandates that require
consideration of climate-related risk insofar

as it is a material financial concern.

AVOIDANCE

The cleanest and simplest way to avoid climate
vulnerability in a portfolio is to divest or, at minimum,
dramatically reduce exposure to fossil fuel and other
highly climate-vulnerable holdings. There is no legal
obstacle to risk-based negative screening—or selling
or avoiding high-risk investments generally—as long
as the rest of the portfolio is performing adequately.”®
Doing so may be preferable for risk-averse trustees
who do not have confidence that the companies

in which their fund is invested will adapt to the
challenges posed by climate change or respond to
shareholder engagement. Divestment or minimizing
exposure may also be the best option for trustees

at funds which lack the resources or capacity for
sustained, active monitoring of fossil fuel investment
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risks. Amidst this changing landscape, it is increasingly
likely that some asset categories (e.g., coal mining
companies) would be deemed de facto imprudent
to own already, or will be made so by the continuing
evolution of society’s response to climate change.

Given both the global commitments to climate
action and the clear necessity of additional regula-
tory action to reduce emissions, many fossil fuel
and other highly climate-vulnerable companies
will at some point be subject to devaluation.

The Paris Agreement aims to hold “the increase in
global average temperature to well below 2°C above
pre-industrial levels and pursuled] efforts to limit
the temperature increase to 1.5°C above pre-industrial
levels” and make “finance flows consistent with
a pathway towards low greenhouse gas emissions
and climate-resilient development.” As of October 5,
2016, more than 55 parties representing more than
55% of greenhouse gas emissions have ratified the
Agreement, which is the threshold established in
Article 21 of the Agreement. The Agreement there-
fore entered into force on November 4, 2016.”

As the recent announcement that the SEC is
actively investigating ExxonMobil for its climate
accounting practices demonstrates, the timeline over
which value losses will be disclosed remains highly
uncertain. In light of these realities, a trustee who
continues to invest in such assets is implicitly hoping
to profit off of the “greater fool” theory of investing,
not from the generation of long-term value. Namely,
the trustee is hoping they can time the market well
enough to sell off assets before they lose value.
Although many pension fund trustees have not
affirmatively acted to reduce the climate risk in
their portfolios, such industry-standard behavior is
not a shield to claims of liability. Regardless of its
prevalence, this form of investing may be imprudent.
As explained by Judge Learned Hand, “there are
precautions so imperative that even their universal
disregard will not excuse their omission.””> Moreover,
as highlighted in a forthcoming report by the 2
Degrees Investing Initiative, the tendency of current
investment analyses to assess risks on a short-term
basis, even for long-term investments, creates
substantial blind spots for risks that may material-
ize more than three to five years in the future.” In
the climate context, the potential for unpleasant

surprises is dramatically increased. The mere fact
that some or even a majority of trustees have yet
to take action to minimize exposures to climate-
vulnerable assets does not prove that status quo
management is prudent—only that it remains the
status quo despite rapidly changing circumstances.
For those most-vulnerable assets, avoidance may
be the only appropriate action.

ENGAGEMENT

If pension fund trustees believe it is still appropriate
to retain their fossil fuel or climate-vulnerable invest-
ments, they should undertake “asset stewardship”

or “active ownership” and actively engage with
company boards and management as a shareholder
to ensure the companies in which they invest are
prepared for climate change.

Specifically, for carbon intensive enterprises
whose business models are particularly vulnerable
to the impending climate change transition (e.g.
coal, oil, gas, carbon-based electric power), those
companies have an urgent need to address how
their businesses intend to adapt to changes in policy,
market dynamics, and consumer values. These
adjustments can include scenario analysis (e.g., 2
degree policies), disclosures about carbon inventories
and business plans consistent with internationally
agreed upon (Paris Agreement) carbon budgets,
greenhouse gas reduction targets, changes in execu-
tive compensation to disincentive further spending
on high risk exploration and development, investing
in diversified, clean energy businesses, and modify-
ing dividend or share repurchase policies to align
with long-term value creation, not short-term share
price support. As a recent analysis of eight major
fossil fuel producers by the Union of Concerned
Scientists documents, however, few if any of the
most climate-vulnerable companies have put such
plans in place.” Prudent shareholder engagement
could promote these and other actions by owned
companies through, for example, filing shareholder
resolutions, voting to replace unresponsive board
members, or voting to change company bylaws.

Efforts to obtain disclosures are especially salient
in the climate context. Pension fund trustees have a
duty to inquire as to the prudence of an investment.
If companies owned by their funds do not disclose



relevant information as described above, engage-
ment can be a way to obtain some certainty as
to the prudence of an investment.

INVESTING IN CLEAN ENERGY OPPORTUNITIES
Whether or not a fund reduces its exposure to
fossil fuel and other climate-vulnerable investments,
investing in clean energy assets may act as a form
of diversification or hedging against climate risks.
Mercer’s “Investing in a Time of Climate Change”
indicates that the Transformation scenario, wherein
society achieves the 2 degree threshold, has materi-
ally positive investment implications relative to the
Fragmentation scenario, wherein the planet warms
4 degrees or more.” To avoid the direst impacts of
climate change, it is in the interest of nations and
investors to pursue the Transformation, or 2 degree,
scenario. This suggests both that there will be
massive growth in the clean energy sector and
that pension funds have an additional incentive
to support that transformation.

If the 4 degree Fragmentation scenario occurs,
then the physical impacts of climate change will

affect the market broadly and will be difficult to
hedge against. In that scenario, climate change is

a truly systemic risk. Alternatively, an accelerated
transition to a low-carbon economy will have more
predictable winners and losers that will be easier
to anticipate. As discussed above, over a 35 year
period the coal, oil, and utility industries may be
facing significant losses, whereas annual returns
for renewables may increase up to 53%.7° Moreover,
the difference in returns by sector will amplify over
time. As explained in a recent report from Black-
Rock, while long-term investors, like pension funds,
are vulnerable to climate-related risk, they are also
“better positioned to invest in new technologies
that take time to bear fruit.””” By actively investing
in a Transformation scenario, and seeking to benefit
from the clean energy transition, a prudent pension
fund can potentially achieve higher returns by
avoiding those industries and corporations nega-
tively affected by the transformation (e.g. fossil
fuels) and investing in industries and corporations
which will thrive because of it (e.g. clean energy).
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PART 5

Potential Liability

he variety of harms caused by climate
change mirrors the variety of climate-related
litigation that is already underway. Climate
litigation is increasing as climate impacts
intensify, attribution science better apportions liability,
and evidence mounts that ExxonMobil and other
major fossil fuel producers actively promoted climate
misinformation efforts that contradicted their own
internal understanding of the climate science. Cases
range from investigations into potential corporate
fraud and misrepresentation, to tort cases for
compensation due to impacts, to cases anchored
in human rights law. The variety of claims illustrates
the numerous ways in which courts have determined
climate impact cases as validly justiciable. Consider-
ing the emergence and rapid growth of climate litiga-
tion, pension fund fiduciaries should take an active
role to avoid claims in the current litigation context.

Climate Litigation

Both private and public entities have been sued
under various constitutional, statutory, and private
tort claims for injury caused by climate change. For
example, public trust law could implicate the federal
government for climate-induced harm while acting
as a trustee of public lands.”® The organization Our
Children’s Trust brought one such case against the
government, representing 21 youth as well as future
generations.” It alleges that the federal government
failed to mitigate carbon pollution despite knowing
that its effects on climate change would harm public
lands, over which the government is a trustee.®® This
case is particularly significant because a federal court
denied the federal government’s motion to dismiss
for each of the plaintiff’s allegations, determining
that factual allegations based upon harm from
climate change could plausibly result in a court

finding against the federal government for
“enable[ing] continued exploitation, production,
and combustion of fossil fuels.”® Notably, industry
groups representing fossil fuel interests have
intervened as defendants in the case.

ExxonMobil and other major fossil fuel
producers actively promoted climate mis-
information efforts that contradicted their own
internal understanding of the climate science.
Cases range from investigations into potential
corporate fraud and misrepresentation,

to tort cases for compensation due to impacts,

to cases anchored in human rights law.

Even more saliently, government entities are now
actively investigating major fossil fuel companies
under an array of climate related claims. These inves-
tigations have arisen in the wake of mounting public
evidence that ExxonMobil and other major fossil fuel
companies were on notice of the potential for carbon-
based fuels to contribute to climate change earlier
than widely recognized.® This evidence of industry
awareness of climate risks casts a new and more
legally significant light on the long-standing evidence
that ExxonMobil and other companies actively
funded climate misinformation campaigns targeted
at the public and/or the investment community.8
Both the Massachusetts and New York Attorneys
General have issued subpoenas to ExxonMobil
demanding records for pending investigations related
to potentially deceptive statements to consumers or
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investors.®* New York’s Attorney General has already
secured a settlement with Peabody Energy that
requires it to end its misleading statements with
regards to climate change and to begin disclosing
its risks.®®> The Attorneys General of California and
Maryland may also follow this trend.t® In September
2016, after several other oil companies had taken
write-down losses on their fossil fuel assets, the
Securities and Exchange Commission opened an
investigation into ExxonMobil, examining the com-
pany’s accounting practices and determining if it
had overvalued its fossil fuel holdings.®” By October
2016, the company announced that it would write
down billions of barrels of reserves based on the
drop of global oil prices, leading to the launch of a
class action suit on behalf of investors.2® The rapid
change in the value of ExxonMobil’s fossil fuel hold-
ings serves to demonstrate how quickly devaluations
may occur in the fossil fuel sector given the multiple

threats of regulation (transition risk) and changing
economics (carbon asset risk).

All of this does not guarantee that charges will be
brought or penalties levied, however, these investi-
gations demonstrate that the federal and state gov-
ernments are examining the evidence in earnest, and

may produce more documents, more charges, and
more defendants.

Private individuals are filing suit against fossil
fuel companies for potential harms caused by climate
impact. The Conservation Law Foundation (CLF)
recently filed a complaint against ExxonMobil for
failing to include known climate change factors into
its Storm Water Pollution Prevention Plan (SWPPP)
for a facility based in flood prone coastlands on the
Mystic River.®? In its complaint, the Conservation
Law Foundation (CLF) alleges that ExxonMobil
should have prepared an SWPPP that took into
account what it knew about climate change, how
it would cause rising sea levels and increased
frequency of storm surges, and failed to disclose
and accommodate for these specific hazards.?®

International plaintiffs are also suing fossil fuel
producers in tort for money damages. Saul Luciano
Lliuya, a Peruvian farmer, is suing German energy
company RWE for its contribution to climate change.”
His village lies below a glacial lake that has increased
in volume more than 30 times as a direct result of
glacial melt, putting both Liuya and a city of 100,000
people at risk of catastrophic flooding when the dam
holding back the lake succumbs to rising waters.*




Mr. Lliuya has sued RWE on the grounds that its
production of fossil fuels has contributed to melting
caused by global warming; accordingly, he seeks a
financial contribution from the company in support
of Peru’s efforts to lower the water level behind the
dam and install a warning system to warn villagers
of impending floods.”® Notably, Mr. Lliuya is only
asking RWE for 0.47% of the total cost of such an
installation, equivalent to the pro-rata emissions
contribution RWE is responsible for based on the
amount of fossil fuel it has extracted and sold.** This
legal challenge is emblematic of an emerging trend
toward suits against climate impacting companies
for contributing to damages caused by climate change.
Across the world, climate litigation has acceler-
ated under theories of international human rights.
In June 2015, environmental group Urgenda won its
case against the Netherlands, whereby the court or-
dered the government to regulate climate-impacting
companies to reduce the country’s greenhouse gas
emissions by 25% by the year 2020.%° In the case,
Urgenda argued that failing to limit greenhouse gas
emissions constituted a human rights violation in the
low-lying nation, whose population is vulnerable to
several climate-related impacts.® Significantly, the
count in Urgenda held that, even though not directly
enforceable by the plaintiffs, the international com-
mitments undertaken by the Netherlands under the
UN Framework Convention on Climate Change and
international human rights agreements, informed

the Dutch government’s duty to its own citizens—
including future generations of citizens—under
domestic law. The court held, moreover, that the
government’s efforts to reduce the near-term eco-
nomic costs of climate action by shifting climate
risk to those future generations violated the Nether-
lands’ duty of care to those future citizens.

Other human rights based strategies involve suing
fossil fuel producers directly. Victims of the impacts
of climate change in the Philippines recently filed a
petition with the Commission on Human Rights of
the Philippines.®” This petition requested that the
Commission investigate the human rights violations
resulting from climate change in the Philippines and
hold the corporate actors (specifically 50 investor-
owned fossil fuel companies, including ExxonMobil,
Chevron, and Shell) accountable for the harms suffered
by Filipino people and communities.?® The Commis-
sion formally accepted the petition and agreed to
launch an investigation into the climate harms asso-
ciated with the historic emissions traceable to the
largest investor-owned fossil fuel companies.®®

Taken together, this body of litigation demon-
strates that, although still in its early stages, climate
change litigation is real, and climate change is a
justiciable issue. Cases are proceeding in several
courts, casting renewed light on governmental and
corporate obligations to individuals, the international
community, and future generations.
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Potential Basis for and Risks of Climate
Litigation for Pension Fund Trustees
Pension fund beneficiaries have rights that can be
enforced against pension fund fiduciaries. These
rights and the obligations of trustees may give rise
to a number of causes of action, including private
common law and statutory causes of action, as well
as federal and state enforcement. Potential private
common law claims include breach of fiduciary duties,
negligence, gross negligence, negligent supervision,
breach of contract, unjust enrichment, voluntary
assumption of a legal duty, common law fraud, and
negligent misrepresentation. Of these, one of the
most troubling for fiduciaries in the climate context
may be negligent supervision because when pension
fund fiduciaries delegate their oversight duties to
investment advisors, those advisors may not focus
on or seriously consider climate-related risk.

In addition to a negligent supervision claim,
traditional claims against pension fund fiduciaries
may arise in the climate context. Indeed, a common
law breach of fiduciary duty claim for a fiduciary’s
breach of his/her duties of impartiality, loyalty, and/
or prudence may arise under ERISA or common law.
While ERISA only regulates private pension funds,
non-ERISA pension funds are likely subject to ERISA
standards. This is because Congress intended ERISA
to simply be a codification of the common law gov-
erning all pension fund management law. To state a
cause of action for breach of any fiduciary duty, the
plaintiff must allege (1) the existence of a fiduciary
duty, (2) a breach of that duty, and (3) damages
proximately caused by the breach. Damages can also
be found in various ways, which may open up pension
fund fiduciaries to expansive types of remedies.

Who Is A Fiduciary?

In any breach of fiduciary duty claim, the plaintiff
must establish the existence of a fiduciary duty. A
person is a fiduciary if they are named as a fiduciary
or functionally fulfill fiduciary duties.”®® According to
ERISA, a person is a fiduciary if he or she performs
functions to the extent that:

“(i) he exercises any discretionary authority
or discretionary control respecting management
of such plan or exercises any authority or control

respecting management or disposition of its
assets, (ii) he renders investment advice for a

fee or other compensation, direct or indirect, with
respect to any moneys or other property of such
plan, or has any authority or responsibility to do
so, or (iii) he has any discretionary authority or
discretionary responsibility in the administration
of such plan.”™

BOX 5
9 Questions Pension Fund Fiduciaries Should Ask

Their Lawyer

1. Do the fiduciary duties of loyalty and impartiality require
that | consider and manage climate-related risks irrespec-
tive of my personal beliefs regarding climate change?

2. Given the long time horizon over which climate impacts are
expected to occur and the relative unpredictability of those
impacts, could climate change trigger my fiduciary duties
more or differently than traditional risk/return variables?

3. With respect to climate change, what new factors should
| consider when making investment decisions to satisfy
my duty of inquiry?

4. As an asset owner with exposure to all sectors and
several asset classes, do | need to consider and manage
the impacts that certain investments are likely to have
on my portfolio as a whole?

5. Would it be prudent to modify plan documents, including
investment mandates, to consider and manage climate-
related risks?

6. Does the duty to diversify prevent negative screening
or divestment from investments whose returns may not
justify their risks?

7. Could incentive structures that favor short-term returns
present conflict of interest issues?

8. With the uncertainty and dynamism of the climate change
trajectories, how do | fulfill my fiduciary duties? Do climate-
related risks require particular attention to the duty to
monitor?

9. Could | be sued for breach of fiduciary duties if | don’t
consider and manage climate-related risks and the fund
underperforms the market? On the other hand, what if
| do thoughtfully consider climate-related risks and act
to manage those risks, and the fund underperforms
the market?
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Thus, a fiduciary duty does not attach to a person,
but rather to the particular duties an individual con-
ducts within the pension fund.”°? Case law has indi-
cated that this definition is expansive.®® Individuals
have been held liable as fiduciaries even when the
precise extent of their fiduciary status was uncer-
tain.’** Therefore, actors beyond merely pension fund
trustees have a fiduciary duty to pay attention, and
take action,to mitigate climate-related risks in the
portfolios by which they are employed. This may
encompass investment advisors, chief investment
officers, and others beyond those who are named
fiduciaries in a pension fund’s plan documents.!°>
Although investment managers may shield
pension fund trustees from liability,°® these invest-
ment managers must meet certain requirements.”’
The Department of Labor has also recognized that
trustees who formally appoint these managers
have a fiduciary duty to prudently select investment
managers and continually evaluate their performance.
If pension fund trustees find that such investment
managers are not prudently considering climate
risk in their portfolio when they should be, trustees
may be liable for failing to adequately monitor
these investment managers.'®

Negligent Supervision

Beneficiaries might also bring a claim of negligent
supervision against a public pension fund fiduciary
for failing to supervise a fund or its employees
despite having an affirmative duty to do s0.°° To

be successful, a negligent supervision claim requires
finding that a principal negligently selected, trained,
retained, supervised, or otherwise controlled the
agent.

Pension fund trustees are particularly vulnerable
to claims of negligent supervision even if trustees
formally appoint an investment manager. Specifically,
case law indicates that trustees who rely on indepen-
dent advisors must “exercise reasonable judgment
in relying on the advice of independent advisors.”™
Exercising reasonable judgment in the climate
context means that trustees must monitor their
investment advisors and ensure that the advisors’
information is up to date and complete.”? Specifi-
cally, trustees should engage with their investment
advisors to ensure that they are adequately consid-

ering the rapidly evolving risks and opportunities
related to climate change. Trustees cannot simply
place blind faith in trusted individuals or institu-
tions.™ If pension fund trustees do not withdraw
their capital when they know or should know that
the investment is no longer proper for that pension
plan, then they may be liable™ If trustees hire in-
vestment managers who do not consider these fi-
nancial impacts flowing from climate-related risks,
then trustees may be liable for having placed blind
faith in investment managers. In sum, trustees who
fail to engage with their investment advisors regard-
ing the investment impacts of climate change may
be liable for losses due to negligent supervision.

Trustees should engage with their investment
advisors to ensure that they are adequately
considering the rapidly evolving risks and
opportunities related to climate change.
Trustees cannot simply place blind faith in

trusted individuals or institutions.

Breach of the Fiduciary Duty of Loyalty

The fiduciary duty of loyalty requires pension fund
fiduciaries to conduct their duties with an “eye single”
to the interests of their beneficiaries. If fiduciaries
are found to be incorporating personal biases or
political beliefs into fiduciary tasks, they may be
liable. Courts have used two avenues to determine
whether a fiduciary has violated the duty of loyalty:
(1) determining whether there are substantial potential
conflicts of interest between fiduciaries and benefi-
ciaries, and (2) a broad inquiry into the fiduciaries’
actions where they may have substantial interests.™
Fiduciaries may be subject to suit if acting, affirma-
tively or negatively, upon a personal or political
belief that climate change does not exist. Further,
any ties to organizations that advocate against
climate change may implicate a potential conflict

of interest with beneficiaries.

Breach of the Fiduciary Duty of Impartiality
Pension fund trustees who fail to maintain the viability
of the plan in the long term may be liable for
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breaching their fiduciary duty of impartiality to
long-term beneficiaries. Indeed, if climate-related
risk causes significantly reduced portfolio returns
(especially for funds that are already subject to a
high percentage of unfunded liabilities), these funds
may be unable to satisfy their obligations to future
beneficiaries. In this case, a court could find the
trustees had not acted in the best interests of all
beneficiaries, including future ones."™ Courts can

find that current trustee action is to the detriment

of future beneficiaries and liability can attach. A duty
to preserve the corpus of the trust in the long-term
is found in Bogert’s Treatise on Trusts (cited by the
US Supreme Court),” which reads, “[t]he trustee has
a duty to protect the trust property against damage
or destruction. He is obligated to the beneficiary

to do all acts necessary for the preservation of the
trust res which would be performed by a reasonably
prudent man employing his own like property for
purposes similar to those of the trust.”™

Breach of the Fiduciary Duty of Prudence
While courts hesitate to second-guess a trustee’s
application of business judgment or exercise of fidu-
ciary discretion, claims for breach of the fiduciary
duty of prudence for pension fund trustees are con-
ceivable. The Supreme Court’s recent case makes

it clear that pension fund trustees have the duty to
monitor existing investments and can be held liable
when they fail to remove imprudent investments."
Climate-vulnerable assets could be considered im-
prudent when their risk level is compared to their
returns. And while a trustee’s prudence is generally
considered on the portfolio level, trustees have been
held liable even in well-diversified trust funds for
making investments that were too risky.*° Because
some climate-vulnerable investments may not pro-
vide the composite returns demanded by their risk
level, a trustee may potentially be held liable for

a failure to account for that risk.

Damages and Remedies

Finally, to bring a successful claim, beneficiaries
must be able to show that the breach in fiduciary
duty can be remedied.” The breach must be “fairly
traceable” to an injury.??> However, the fiduciary does
not have to have personally committed the act that

causes injury to establish standing.”* Even when
no actual loss was found, trustees have had to
pay damages in the difference between what the
pension plan would have earned had the assets been
prudently invested and what the pension plan had
earned due to the actual imprudent investment.?*
Indeed, “an ERISA plan need not demonstrate that
it suffered a loss in order to obtain a disgorgement
remedy.”?>

When beneficiaries successfully show damages,
judges have prescribed equitable remedies, such
as injunctions, against any and every responsible
fiduciary.”?® Fiduciaries are personally liable for any
breach of fiduciary duty,” as are co-fiduciaries who
participate in, knowingly conceal, or fail to remedy
a known breach of fiduciary duty,””® so any person
conducting fiduciary duties will be subject to
remedies when damages are found. Such a remedy
must be paid to the plan as a whole, even if an
individual brought suit.®®
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PART 6
Conclusion

limate change is already affecting human

lives throughout the United States and

across the planet. The financial sector

is not immune to these effects. Climate
change, and governmental, societal, and market
responses to it, will have financial consequences for
decades to come. Challenges including loss due to
physical impacts, emission regulation, carbon asset
stranding, transition costs, and litigation will all have
material financial impacts on the market as a whole,
various sectors and asset classes, and individual
companies. Pension fund fiduciaries should be
considering and acting to mitigate the growing
climate-related risk in their portfolios. The types of
financial consequences, including rapid devaluation
and systemic shocks, as well as the likely impacts
over the time scale over which pension funds must
operate and concern themselves, make these forms

of investment organizations specifically vulnerable
to climate risk.

The fiduciary duties owed by pension fund fidu-
ciaries—the duty to inquire, duty to monitor, duty
to diversify, duty of loyalty, duty of impartiality, and
duty to act in accordance with plan documents—
serve to guide how fiduciaries should manage the
portfolios they are responsible for in the context
of climate change and other sources of material
financial risk and opportunity. All of these duties are
triggered by the reality of climate change and how
it will impact our financial markets, our society, and
our global economy. Actively engaging with these
financial challenges and opportunities can shield
a fund from unnecessary risk and loss while allow-
ing it to achieve prudent, safe growth. A failure to
acknowledge and act to address these risks may
lead to financial loss, litigation, and liability.
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