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To divest, or not to divest? A key
question for investors seeking to
promote sustainability goals
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Environmental, social and governance
(“ESG”) concerns increasingly

drive major investment decisions

by institutional and retail investors
alike. The strategy for investing in
companies that already prioritize

ESG goals is clear, but the strategy

for investing in other organizations is
more complicated.

When considering an investment
in an organization that is not
currently promoting ESG practices
(or not sufficiently promoting ESG
practices), investors face two options:
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divest or retain their investment. This
article examines the pros and cons

of each approach based on recent
research and examples and, ultimately,
argues that investors can effectuate a
greater impact on organizations when
they maintain their investments and
take an active role in driving internal
change.

Background

Over the past seven years, investors
have increasingly selected their
investments based on environmental,
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social, and governance goals.! ESG
broadly stands for sustainable
corporate practices and policies
relating to critical global issues like
climate change, fair labor standards,
and sufficient internal controls. Under
the ESG framework, corporations are
held to a set of standards related to
their sustainability efforts which allow
investors to assess each corporation’s
ESG impact.?

Investors increasingly rely on
these standards, and prioritize
corporate sustainability, when making
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investment decisions. This marked
increase has been confirmed by
several recent studies. For example,

in January 2024, Morgan Stanley
published a report containing the
results of an investor survey which
found that “more than half of investors
say they plan to increase sustainable
investments in the next 12 months.”®
The same study concluded that climate
action was among the most important
of the concerns to investors.*

The Institute for Energy Economics
and Financial Analysis issued a report
in June 2024 that confirmed “inflows
into sustainable [investment] funds
remain strong, especially in Europe.”®
In a May 2024 study, ISS-Corporate
similarly identified high shareholder
interest in governance goals within the
Us.c

The global rise of ESG-driven
investing has prompted institutions
and investors to consider the efficacy
of various investment strategies in
advancing their ESG aims. These
considerations beg the question: what
strategy has the greater impact on
corporations, divestment or retention?

The Divestment Approach

As investors consider various
strategies for enhancing corporations’
commitment to ESG practices,
divestment appears to be an obvious
option. CNN defines divestment as
the practice of “sell[ing] off [] shares
of a company to avoid complicitly in
activities [investors] deem unethical or
harmful.”” At its core, the goal of this
strategy is to signal to corporations
that their continued engagement in
such practices will result in a loss

of shareholder funds.® Consider for
example, a large institutional investor
invested in a variety of publicly traded
corporations. If a corporation were
found to be engaging in corrupt
practices, the institutional investor
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may vehemently disagree with
the company’s corrupt and illegal
activities. In order to demonstrate
the institution’s disagreement, the
institutional investor could sell off all
of its shares (in some cases totaling
millions of dollars) to send a clear
message that the institution would not
stand idly by as the corrupt practices
continue.

Calls for the implementation of
this divestment strategy were widely

publicized in 2024 —particularly on
college campuses. That is, students
called upon their universities to divest
from various corporations associated
with poor environmental standards.
A group of students at Columbia
University, known as “Sunrise
Columbia,” are working to fight the
climate crisis and have called for
complete divestment from fossil fuel
companies.” To support their calls for
divestment, the students cited
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to several points in the University’s
history where officials divested from
organizations that failed to align

with the University’s mission. As
another example, in 2015, Columbia
University made the decision to divest
from the private prison industry in
the wake of student protests, and in
2017 the University made a similar
divestment decision to cut ties with
companies generating over 35 percent
of their revenue from thermal coal
production. Now, students are
pointing to these examples to call for
complete divestment from fossil fuel
companies.'”

Harvard University faced similar
calls for divestment in 2021 when the
Climate Defense Project, together with
local officials, faculty, and alumni, filed
a complaint against the University
alleging that its continued investment
in fossil fuel companies violated its
fiduciary duty."

Universities are not the only
institutions willing to divest
from organizations like fossil fuel
companies. Indeed, a joint report by
the Institute for Energy Economics
and Financial Analysis, Stand.earth,
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C40, and the Wallace Global Fund
found that 1,485 institutions involving
$39 trillion in assets have publicly
committed to divesting from fossil fuel
companies,12

Does Divestment Have Investors’
Desired Effect?

As evidenced by the above examples,
the divestment strategy has gained
traction among many investors

and institutions. Even so, several
experts question the true impact of
divestment in reshaping organizations’
commitment to ESG practices.

One working paper, The Impact of
Investing, published in 2021, concluded
that divestment does not have the
desired effect that ESG-minded
investors are seeking.'” Mainly, the
paper found that too few investors
were divesting from the at-issue
organizations to have a significant
impact—meaning that, in most cases,
organizations could continue on with
existing practices without feeling
compelled to change. In addition
to eliminating shareholders’ voices
in calls for change, divestment also
consolidates ownership into the hands
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of the remaining investors who are
likely indifferent to concerns about
climate change or other critical issues.”*
While seemingly attractive on its face,
divestment may not have the desired
impact unless the level of divestment
is significant enough to hinder a
company’s overall financial structure.
Bill Gates acknowledged this reality in
2019 when he stated that “[d]ivestment,
to date, probably has reduced about
zero tons of emissions. It’s not like
you've capital-starved [the companies]
making steel and gasoline.”®

Retaining Investments

To Promote Internal Change
While divestment has not had the full,
desired effect, investors do have an
alternative strategy: maintain their
investments and push for change.

At first glance, such a strategy may
appear counterintuitive, but research
and industry examples demonstrate
that investors have made significant
progress by advocating for change
within organizations—i.e., in their
capacity as shareholders. Indeed,
when analyzing this strategy, Harvard
Business School senior lecturer Mark



Kramer stated “[i]f you want to do
impact investing with publicly traded
securities, you have to be actively
engaged with management.”'

Shareholders are uniquely
positioned to engage with
management due to several specific
rights which legally allow them to vote
on company proposals, raise concerns
about corporate management and
advocate for solutions."” In the case of
divestment, investors relinquish these
key rights upon the sale of their shares.
However, when investors maintain
their shares, they may utilize these
privileges to advance ESG aims.

This strategy gained significant
media attention in 2024 when
Engine No. 1, a small hedge fund
aimed at fighting climate change,®
engaged in activist activities in an
effort to create long term change at
ExxonMobil—initiating a battle for
board seats. However, Engine No. 1is
just one example of many institutions
engaging in activist investing that vary
by form and degree of hostility. For
example, in 2023, German investment
institution, Union Investment, was key
in initiating seven activist campaigns
against German companies. European

shareholders have continued to follow
suit evidenced by their increasing
engagement in activist efforts."”

In addition to taking an activist role,
shareholders of publicly traded U.S.
corporations may avail themselves
of other rights. For example, in some
cases, it makes sense for shareholders
to utilize U.S. investor protection laws
that compel engagement rather than
simply encouraging it. Many Fortune
500 companies are incorporated in
the jurisdiction of Delaware in the
U.S. to take advantage of a robust
set of laws that have developed for
corporate governance. Because
these major companies are subject to
Delaware law, investors may initiate
engagement with U.S. corporations
via various jurisprudence in Delaware
laws developed to effectuate good
governance. Specifically, Delaware
General Corporation Law Section
220 provides investors with the
ability to access corporate books
and records to, among other things,
investigate breaches of fiduciary duty,
suspected corporate wrongdoing,
mismanagement, or governance
shortfalls. Thus, in the event that
collective shareholder action and

corporate communications prove
ineffective, investors can demand
direct documentation by the company.
This documentation will allow the
asset manager to better understand
each company’s ESG practices and
sustainability efforts and will help
engagement efforts because investors
will then be armed with relevant
company documents. Through a
Section 220 demand, asset managers
can directly investigate ESG practices
and sustainability efforts, engage
with companies on these issues and
then propose and negotiate specific
corporate initiatives or reforms to
address these issues. And, beyond
investigations, investors are afforded
the opportunity to engage in litigation
as needed to compel reforms.

With these avenues for engagement
and effective change, the case for
the retention strategy is becoming
increasingly strong in both the U.S.
and Europe. Shareholders’ continued
investment and involvement in these
efforts will drive meaningful internal
change to promote sustainability
efforts worldwide and continue to
preserve, and in many cases, drive up
shareholder value.
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