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To Paraphrase Mark Twain: The Cost of Fossil Fuel Divestment Has Been Greatly Exaggerated Recently there has been a lot of talk about the role of fossil fuels and divestment of these types of investment holdings. At NorthStar, our contemplations on these issues led us to a paper by Mark Kritzman and Tim Adler that uses mathematical simulations “to quantify the  expected  cost  of  divestment.”  Kritzman  and  Adler’s analysis showed that in  certain  circumstances  “the financial cost of excluding investments based on criteria other than expected performance can be substantial, potentially amounting to hundreds  of  millions  of  dollars.”1 So divestment is wildly costly then, right? After a careful review of this figure, we were able to determine that the actual cost of eliminating the energy sector translates to a real cost to the investor of about 0.3%2 per year. Further,  we  contend  that  even  this  minimal  cost  of  divestment  can  be  mitigated.  While  Kritzman  and  Adler’s   analysis of the cost of eliminating fossil fuels from the portfolio estimates the annual cost of divestment at what calculated out to be 0.3%, we contend that even this low number is actually a worst case scenario given their own somewhat haphazard assumptions and that the actual cost of divestment is potentially much lower. This leads to the conclusion that there is, in fact, no substantive reason for investment fiduciaries to not divest their fossil fuel holdings. Kritzman  and  Adler’s  approach  uses  mathematical  simulations  “to quantify the expected cost of divestment” [emphasis added]. In order to make cost estimates, it is necessary for the authors to assume the size of the original investment in equities ($1 billion), the investment time horizon (20 years), the universe (global equity index),  the  percentage  of  equities  excluded  from  the  global  investable  set  (20%),  the  manager’s  level  of   expertise (52%), portfolio construction methodology (replacement of the excluded securities with stocks of lower  rank  order  with  some  randomization),  the  number  of  stocks  held  in  the  portfolio  (250),  and,  critically,  “an average market return of 8 percent.”  And as a purely mathematical exercise, the authors disregard many real life  considerations.  Herein  we  address  the  impact  of  Kritzman  and  Adler’s  assumptions,  methodology  and   disregard for real life considerations in ratcheting up the estimated cost of divestment. DISCUSSION In order to  evaluate  the  authors’  decision  to  exclude  20%  of  the  global  investable  set,  we  looked  to  the  MSCI ACWI (All Country World Index), which covers “approximately  85%  of  the  global  investable  equity  opportunity   set.”3 At 10.26%, the weight of the ACWI’s  Energy Sector is about half of the percentage of equities Kritzman 1



Adler, Timothy and Mark Kritzman. The Cost of Socially Responsible Investing. The Journal of Portfolio Management. Fall 2008, Vol. 35, No. 1: pp. 52-56 2 0.3% figure stated verbally by Mr. Kritzman in the Boston QWAFAFEW Meeting, Tuesday, 30 Apr 2013. 3 Please see: MSCI ACWI. 



1|Page



and Adler excluded from the stated cost of divestment (20%). For comparison with yet another index, we looked at the S&P 500 Energy Sector whose weight (11.13%4) is only slightly greater than the ACWI. The quantity of companies in the S&P 500 Energy Sector comprises 8.6% of the 500 constituents in the index. It appears that assuming a percentage of restrictions of 10% instead of 20% would be a more appropriate figure, which would also result in reducing the estimated cost of divestment by half to approximately 0.15% annually. It can be seen from the figure below that while the cost of excluding the entire energy sector would have varied from year to year, at no point in  the  past  20  years  would  this  strategy  have  cost  as  much  as  Kritzman  and  Adler’s  claim  using  a   20% figure. S&P 500 Energy Sector Weight Over 20 Years (%)
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Not  only  was  Kritzman  and  Adler’s  cost  estimate  for  divesture  based  on  a  high  20%  restriction  to  the  investable   set, they also chose to report costs for a portfolio with a very large number of stocks (250). A review5 of their work also shows that the estimated cost for portfolios with a small number of securities (50 or fewer) is much smaller than the number Kritzman and Adler chose to report as the potential cost of divestiture—providing evidence  that  the  actual  cost  of  divestment  is  dependent  on  a  socially  responsible  manager’s  specific  investment   strategy, and could be substantially lower than the one the authors chose to highlight. And from their  own  paper,  Kritzman  and  Adler’s  choice  to  highlight  the  potential  cost  of  divestment  using  a   global equity index also resulted in a substantially higher cost estimate than if they had picked the S&P 500 as the investable set. To  put  Kritzman  and  Adler’s cost of divestiture estimate of 0.3% into perspective, we computed annualized returns to the MSCI ACWI, the S&P 500, and the S&P 500 excluding the entire S&P 500 Energy Sector over the prior 20 years through 03/31/2013, as shown in the figure below.
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Average Energy Sector weight of the S&P 500 over the recent 20 year period = 9.20% Based upon verbal statements and tables presented by Mr. Kritzman in the Boston QWAFAFEW Meeting, Tuesday, 30 Apr 2013. 5
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Actual volatility of the S&P 500 ex-energy sector returns (15.16% annualized) was lower than the volatility of the S&P 500 total returns (15.82% annualized), so the risk-adjusted return was higher for the S&P 500 ex-energy than that of the S&P 500. It should be noted that Kritzman and Adler did not report on risk-adjusted return. However, if volatility of stock returns is correlated positively with the total return (locally near the rank cutoff level), then it would be reasonable to assume that a restricted portfolio constructed using their methodology would also have lower volatility than its unrestricted counterpart. This follows from the fact that the Kritzman and Adler methodology replaced divested securities with stocks with a lower return rank (albeit with some randomization). It is also worth noting that a different portfolio construction process (that is, one that did not replace divested securities, but that computed the simulated risk and return) would have generated different results. In particular, under a simple assumption of non-correlated returns within the energy sector (an assumption which is implicit in the Kritzman and Adler approach), the expected return to the divested portfolio is the same as the expected return to the non-divested portfolio. The expected volatility would differ, because the divested portfolio holds fewer securities (in this alternative approach). However, since the impact of adding more securities to the portfolio has a declining marginal effect on volatility, it is possible that the overall impact on the risk-adjusted return would be quite different than the method Kritzman and Adler use. The figure above also shows that the choice of investable universe would have had a much greater impact on performance than the decision to divest the entire S&P 500 Energy Sector. This demonstrates the point that there are other portfolio  construction  factors  that  affect  returns  to  the  portfolio  that  were  ignored  in  Kritzman  and  Adler’s   approach Of note, the S&P 500 Energy Sector had the highest cumulative returns of any S&P sector over the prior 20 years. Going forward, while the energy sector does have a 1 in 10 (sectors) chance of being the top performing sector over the next 20 years, it is unlikely based on random chance (the methodology employed by Kritzman and Adler). Given boom and bust cycles, on a forward looking basis there is reason to believe that energy companies in general, and fossil fuel firms in particular, will underperform in the coming years due to improved energy use efficiencies, increased discovery and production from projects undertaken by fossil fuel companies, and an increase in both the kind and efficiencies of non-fossil fuel alternatives spurred in the recent energy boom cycle. 3|Page



In addition, since the authors chose to give the experts a 52% accuracy in stock picking, in the real world, these managers would charge higher active management fees than would be charged for a passive strategy (for example, an easily implementable passive strategy would be to simply exclude the entire energy sector from the S&P 500 index as shown in the figure above where the difference is 0.25% annually). Assuming an average 0.15% fee  for  the  passive  strategy  and  1.07%  for  Kritzman’s  active  management  strategy6, a passive divestment strategy might even result in a higher total equity return after costs and fees. In effect, in the real world, there could be a premium for a socially responsible strategy that divested fossil fuel stocks—not a cost. Even  the  authors’  choice  of  “an average market return of 8 percent”  can  be  questioned.  Assuming  a  lower  than   8% expected return in future years would have the effect of yet further reducing the estimated cost of divestment. It should be noted that since standard market indexes have historically excluded alternative energy companies from their constituents, one strategy socially responsible investors employ is to augment the universe of investable securities by including these alternative energy stocks. In a mathematical simulation, replacing energy sector stocks with alternative energy stocks replenishes the size of the universe. The authors did not account for this possibility in the analysis. If the fossil fuel stocks were replaced with comparable alternative energy stocks in the investable universe  such  that  the  opportunity  sets  were  equivalent,  then  Kritzman  and  Adler’s  approach   would find not difference in the cost. CONCLUSIONS Even if the entire energy sector in an actively managed global portfolio were divested, the expected cost is only 0.15% annually in a 250 stock portfolio with an average annual expected return of 8%. Reducing the quantity of companies in the portfolio, using a U.S. domestic investable universe, assuming a lower long-run expected return to the market (of say, 6 or 7%), or using a less egregious portfolio construction process all have the potential effect of reducing the expected cost of fossil fuel divestment. The world provides a rich opportunity set that is both broad and deep. Removing even a sizable percentage of the investable set has relatively little impact on carefully selected actively managed portfolios. In  NorthStar’s  view,  fiduciaries’  time  is  better  spent  focusing  on  the  opportunities  presented  by  innovative  and   forward looking solutions to our very real world problems than looking backward to the fossil-fuel driven economy of the last century.



CONTACT: Julie Goodridge NorthStar Asset Management, Inc. [email protected]
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