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Introduction
Across the market, institutional investors are waking up to the reality of climate-related financial 
risk. Yet as they seek to harden their portfolios against the challenges of a warming world, 
they face a problem. The traditional energy sector stands disproportionately proximate to 
many of the causes and effects of climate instability — yet, by many evaluations, is refusing to 
meaningfully adjust course.

In response to this climate risk, commentators have traditionally theorized two options: exit, 
or voice. Should institutional investors cut exposure to the most misaligned assets? Or should 
they retain a seat at the table and try to steer corporate policy from within?

A growing body of evidence suggests that the choice is not so binary in practice. This briefing 
note summarizes ongoing developments in investor practice and standard-setting that illustrate 
how investors do not need to choose between meaningful portfolio-wide engagement and 
intentional deployment of divestment.
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Briefing Note

• For many investors, the debate around fossil fuel investments once centered around 
engagement vs. divestment. But the experience of fiduciaries today is leading to 
another realization: It’s “and,” not “or.”

• Engagement strategies need divestment on the table if they want to be credible — and 
divestment decisions can facilitate fulfillment of broader stewardship goals.

• The need for action is heightened by fossil fuel companies’ long history of rejecting 
good-faith investor engagement on issues of climate risk.

• When faced with risky corporate behavior, investors must act swiftly to reduce threats 
to their portfolio. This means being willing to use the right tool for the job.
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Investors should engage across their portfolio to reduce risk exposure and transition 
misalignment and should see divestment as an important tool to achieve the same ends. In 
practice, the approaches strengthen and facilitate each other. Engagement needs divestment 
to have teeth, and a specific divestment decision can strengthen fund-wide stewardship efforts. 
They are two sides of the same coin.

Engagement and Divestment: Rivals or Partners? 
Arguments for an engagement-only approach claim that when investors divest from a company 
or sector, they give up their ability to exert powerful influence as shareholders. Yet from both 
a market-shaping and a risk-management perspective, this assertion lacks crucial nuance. 
By ruling out divestment from the start, asset owners abandon leverage and restrict their own 
ability to confront threats to the value of their portfolio.

Shareholder engagement is best conceived of not as a singular  
approach but as a range of tools.

Investors should be engaging across their portfolio to reduce climate risk. But as IEEFA has 
written elsewhere, shareholder engagement is best conceived of not as a singular approach 
but as a range of tools. When seeking to shape markets and influence corporate decision 
making, investors’ suite of options includes (but is not limited to) sending letters, making calls, 
and holding meetings with company management and directors; making public statements; 
filing shareholder resolutions; casting votes against directors or for alternative board members; 
launching litigation; and divestment. Binding this all together is the principle of credible and 
time-bound escalation: An investor starts with the simplest and most direct path to make 
change, and turns to more forceful means if its earlier actions fail to achieve desired results. 
Ruling out divestment from the outset conveys a lack of seriousness about an investor’s goals. 
Companies have little incentive to listen to an investor who weakens his or her own negotiating 
position. Such actions undermine the credibility of the investor’s broader stewardship strategy.

From a risk management perspective, too, it makes little sense for investors to tie their 
own hands. Pensions or endowments attempt to engage companies because they think 
such efforts will help fulfill fiduciary goals. Unquestioning and indefinite engagement leaves 
portfolios without recourse even if risks continue to pile up. Altering investment strategies to 
defend a portfolio from threats to its value is a standard part of fiduciary practice; the impacts 
of a warming world are no exception.¹ If continued exposure is not providing a pathway to 
meaningfully reduce systemic or idiosyncratic risks, investors need the ability to change 
course. By keeping all tools on the table—up to and including divestment—asset owners 
preserve their agility in responding to risk. 

A number of standard-setters and market commentators have remarked on the coherence of 
pairing these strategies. Some noteworthy examples include the following:

• The International Association of Insurance Supervisors (IAIS) suggests that engagement 
should be “documented and time-bound” with “escalation measures in case those 
objectives are not achieved, including reductions of investments or exclusion decisions.”

https://ieefa.org/resources/two-economies-collide-competition-conflict-and-financial-case-fossil-fuel-divestment
https://www.iaisweb.org/uploads/2022/01/210525-Application-Paper-on-the-Supervision-of-Climate-related-Risks-in-the-Insurance-Sector.pdf
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• The Science-Based Targets Initiative (SBTi) is developing net-zero criteria for the financial 
sector that establish how engagement should include deadlines, minimum benchmarks, 
and clear exit strategies when counterparties fail to listen.

• The Glasgow Financial Alliance for Net Zero (GFANZ) describes “an escalation process 
with consistent and transparent criteria” as critical for net-zero management—and 
highlights the “three-strikes-and-you’re-out” approach of French insurer AXA as a 
paradigmatic example.

• The United Nations-convened Net-Zero Asset Owner Alliance encourages investors 
to drive transition alignment through engagement, and simultaneously to explore exit 
strategies when “they consider the risks posed by laggard companies too great.”3

• Shareholder engagement proponents like ShareAction and As You Sow have emphasized 
the indispensability of divestment in credible escalation pathways.4

• A growing body of academic literature supports the idea that exclusion rationales fit firmly 
within broader shareholder voice strategies.

Engagement, in other words, is not a counterargument against divestment or vice versa. 
At a conceptual level, investors need both to protect their portfolios and meet stewardship 
goals. Rather than debating one vs. the other, best practice for investors is to embrace the 
full toolkit — and to apply the best tools for a given job.

Evolving Investor Practice
A number of leading funds are providing case-studies for how engagement and divestment 
intersect in the real world. 

Consider the case of the New York State Common Retirement Fund (CRF) and ExxonMobil. 
As fossil fuel holdings began to come under increasing scrutiny in the early 2010s, CRF initially 
rejected divestment, instead expressing a desire to change companies from within. The fund 
stepped up its lobbying of management and filed shareholder resolutions, in some cases 
winning important victories. In 2017, for example, CRF spearheaded a successful shareholder 
resolution calling on ExxonMobil to heighten climate risk disclosure. Yet the oil giant proved 
largely unresponsive to these resolutions. In 2018, the CRF commissioned a panel of outside 
experts to advise on more robust decarbonization pathways. In 2020, citing the company’s 
“disappointing, frustrating” responses to shareholder counsel, CRF confirmed that it would 
review its energy sector holdings against “minimum transition readiness standards.” For the 
first time, divestment was explicitly on the table for energy companies failing to make adequate 
net-zero progress. Meanwhile, the fund backed a slate of dissident directors for ExxonMobil’s 
board, three of whom won board seats but were largely sidelined by the company.5

In 2024, the fund chose to divest the company and several peers from its debt and active 
equity portfolios, as well as to diminish fossil fuel exposure in the passive equity portfolio 
over time.6 The fund’s actions were taken after a systematic review was conducted of 
selected segments of the oil and gas sector, coupled with focused engagement efforts. The 
review was not only of corporate adoption of sustainability plans, but also how companies 

https://www.gfanzero.com/our-work/financial-institution-net-zero-transition-plans/
https://www.gfanzero.com/our-work/financial-institution-net-zero-transition-plans/
https://onlinelibrary.wiley.com/doi/epdf/10.1111/joms.12957
https://www.osc.ny.gov/files/reports/special-topics/pdf/esg-report-mar2017.pdf
https://insideclimatenews.org/news/31052017/exxon-shareholder-climate-change-disclosure-resolution-approved/
https://ieefa.org/resources/ieefa-op-ed-shareholders-need-not-be-denial-exxonmobil
https://www.osc.ny.gov/files/reports/special-topics/pdf/decarbonization-advisory-panel-2019.pdf
https://www.nytimes.com/2020/12/09/nyregion/new-york-pension-fossil-fuels.html
https://www.osc.ny.gov/press/releases/2020/12/new-york-state-pension-fund-sets-2040-net-zero-carbon-emissions-target
https://www.reuters.com/business/energy/exclusive-new-york-state-pension-fund-backs-activist-nominees-exxon-proxy-fight-2021-04-23/
https://www.reuters.com/business/energy/exclusive-new-york-state-pension-fund-backs-activist-nominees-exxon-proxy-fight-2021-04-23/
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were performing under those plans. This concentration on implementation results 
represents an important step forward for investor action on climate change. While many 
oversight and monitoring efforts by funds and external groups remain concentrated on 
whether plans exist, CRF made its judgment on whether existing plans were credible and 
whether company performance was meaningful.

Tellingly, the fund approached its decision as part of its broader engagement and stewardship 
goals—an important framing, since fossil fuel companies are only one component of the 
broader systemic climate risk puzzle. The fund’s whole-portfolio decarbonization plan 
had been a direct outgrowth of divestment debates, and CRF consequently structured its 
divestment reviews within this wider net-zero push. The movement towards divestment led to 
the implementation of additional climate initiatives, such as more forceful proxy voting across 
the portfolio and expanding investments in climate solutions. The decision has also provided 
an opportunity for the fund to redirect engagement efforts towards other sectors with better 
evidence of impact. (Since CRF’s decision to first begin exiting from fossil fuels, ExxonMobil 
has continued to frustrate shareholders—most recently, with its decision to sue investors who 
filed a shareholder resolution on net-zero alignment.)7

Many large-scale institutional investors have taken similar paths to New 
York by dropping broad swaths of the fossil fuel sector from their portfolio.

Of course, this story goes far beyond New York or ExxonMobil. Climate Action 100+, for 
example, finds that no major fossil fuel company is fully aligned with the goals of the Paris 
Agreement, and CDP (formerly known as the Climate Disclosure Project) even finds evidence 
of some industry regression on climate readiness. In light of the potential transition risk that this 
misalignment creates, many large-scale institutional investors have taken similar paths to New 
York by dropping broad swaths of the fossil fuel sector from their portfolio  once it becomes 
clear that this is the best means to fulfill their fiduciary goals. New York City’s pension systems, 
for example, chose to shed fossil fuel equity and fixed income after rigorous independent 
analyses of the strategy’s fiduciary soundness and in light of evidence that the sector was not 
making adequate progress towards net-zero.8 After earlier engagement practices attracted 
charges of inadequacy, the Church of England pension added explicit benchmarks and red 
lines to its stewardship strategy, eventually resulting in an exit from remaining fossil fuel 
holdings. Dutch pension giant PFZW paired forceful engagement with time-bound escalation, 
and chose to exit most fossil fuel holdings after finding that “we cannot keep talking forever.” 
Institutional investors like CalPERS have placed such actions at the core of their sustainable 
investing strategy going forward.

It is also notable that many of the institutional investors with the boldest and broadest strategies 
for addressing systemic climate risk began with fossil fuel exclusion policies and built from 
there. In practice, attention to escalation and divestment has tended to open doors for broader 
attention to economy-wide climate risk, creating opportunities to double down on engagement 
with other systemically important sectors, restart stuck dialogue with companies,9 shift 
capital towards decarbonization solutions, elevate shareholder demands from disclosure to 
performance,10 and engage with regulators and governments to address climate misalignment. 

https://ieefa.org/resources/new-york-state-common-retirement-fund-takes-action-protect-new-yorkers-further-losses-oil
https://www.osc.ny.gov/files/reports/special-topics/pdf/decarbonization-advisory-panel-2019.pdf
https://www.osc.ny.gov/press/releases/2024/02/ny-common-retirement-fund-announces-new-measures-protect-state-pension-fund-climate-risk-and-invest
https://www.netzeroinvestor.net/news-and-views/briefs/new-york-pension-fund-highlights-climate-risk-as-top-voting-engagement-priority
https://www.climateaction100.org/net-zero-company-benchmark/
https://www.climateaction100.org/net-zero-company-benchmark/
https://www.cdp.net/en/articles/media/research-reveals-no-oil-and-gas-companies-have-plans-in-place-to-phase-out-fossil-fuels
https://divestmentdatabase.org
https://www.netzeroinvestor.net/news-and-views/laura-hillis-how-the-church-faced-the-ultimate-escalation-of-oil-and-gas-divestment
https://www.netzeroinvestor.net/news-and-views/laura-hillis-how-the-church-faced-the-ultimate-escalation-of-oil-and-gas-divestment
https://www.netzeroinvestor.net/news-and-views/not-all-roads-lead-to-paris-pfzw-on-navigating-climate-risks-and-engagement-strategies
https://www.calpers.ca.gov/docs/board-agendas/202311/invest/item06d-01_a.pdf
https://www.calpers.ca.gov/docs/board-agendas/202311/invest/item06d-01_a.pdf
https://ieefa.org/resources/passive-investing-warming-world
https://ieefa.org/resources/passive-investing-warming-world
https://www.pionline.com/esg/4-nyc-pension-funds-turn-heat-banks-over-fossil-fuel-financing
https://ieefa.org/resources/passive-investing-warming-world
https://ieefa.org/resources/passive-investing-warming-world
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Divestment is sometimes portrayed as an investor giving up their influence. But in the hands 
of prudent and careful actors, it seems to do the opposite: strengthening the ability to respond 
to risks and exercise voice in the process. Addressing industry-specific risks to a portfolio is 
fully consistent with other actions to drive decarbonization of the real economy. By keeping 
divestment on the table, investors are preserving their capacity to do both.

Choosing the Right Tool
Converging signals from investor practice, standard-setting, and academic/practitioner 
literature all indicate that divestment should be on the table—even and especially within the 
context of an engagement plan. But when does it come time to actually take the off-ramp? 
When is an exit strategy the best option? There is no one-size-fits-all template for climate 
risk mitigation, and each investor needs to develop a plan that meets individual needs and 
goals. But several factors can help inform fiduciary decision making.

One key indicator: a company’s risk profile. When a company faces significant, long-term 
market headwinds yet fails to satisfactorily respond, indefinite investment is hardly conducive 
to sound investing. For the fossil fuel industry, this picture is beginning to come into focus. 
As IEEFA research has shown, the fossil fuel industry has substantially underperformed the 
stock market for the last 10 years — a pattern that the significant temporary spikes in global 
oil and gas prices due to Putin’s invasion of Ukraine and the COVID-19 recovery have been 
unable to reverse. Absent the tailwind of Russia’s invasion, returns would have fared far worse. 
Meanwhile, the sector has seen its market weighting in the Standard & Poor’s 500-stock 
index slip from almost 30% to the low single digits since 1980. Fiduciaries have a fundamental 
responsibility to protect their funds from continued losses, and any stewardship strategy should 
also be in service of this goal.

https://ieefa.org/resources/passive-investing-warming-world
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Figure 1: Fossil Fuel Stocks Harm Investment Returns

Another important test: whether credible pathways for change exist. There is plenty of 
evidence that shareholders can persuade companies to shift business practices, but less 
precedent for shifting fundamental industry-wide business models. In a traditional energy 
producer’s case, a decline in fossil fuel use strikes at the very core of its revenue stream—and 
it remains uncertain whether the sector’s alternative revenue streams will deliver as expected. 
Any prudent investor must carefully consider how to most efficiently allocate and target its 
engagement efforts, and this means making a careful and measured judgment about what a 
company’s past record, present agility, and long-term pathways say about its ability to ensure a 
commercially viable future.11

A third test is the company’s good faith: its willingness to take shareholder dialogue seriously, 
even where it might not initially agree. When a company repeatedly signals that it has little 
interest in considering investor counsel, it is right to ask whether it is making decisions in a way 
that leaves it well-positioned to manage shareholder value in the long run.

Climate change and the energy transition present serious challenges and opportunities 
for institutional investors. Engagement remains an important response to this reality. But 
sometimes, the exercise of options along a well-known, well-designed, generally accepted 
pathway for negotiating conflict fails. When risks pile up and change proves elusive, the 
patience of asset owners can’t last. Investors eventually must ask whether continued exposure 
to a company or sector with diminished relative size, poor financial performance and a negative 
long-term outlook is truly in their fund’s best interest—or helpful for their broader stewardship 

goals.

https://ieefa.org/resources/two-economies-collide-competition-conflict-and-financial-case-fossil-fuel-divestment
https://www.theguardian.com/business/2024/jan/22/us-oil-company-exxonmobil-investors-climate-follow-this
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