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Dear Assistant Secretary Wilson,

This comment is being submitted by the Sierra Club Foundation. The Sierra Club Foundation provides a 403(b)
benefit to 8 employees. We are opposed to the proposed rule and request that it be withdrawn because the
adoption of the rule may result in diminished risk-adjusted returns for our beneficiaries, thus defeating the
purpose for which the rule was crafted in the first place.

We believe that we can prudently enhance returns for our beneficiaries by investing in funds that overweight
the securities of companies with more sustainable business models and underweight those with less
sustainable business models. Sustainability implies that a company offers products and services that are in
growing demand at reasonable prices. It also implies that its workforce, including that of its supply chain, is
stable and appropriately skilled. It also implies that it is not subject to undue regulatory, legal, or technology
risk. It also implies that the company possesses a social license to operate. Sustainability means that a
company exhibits the ability to survive and thrive long-term when faced with rapidly changing economic
conditions. This is the essence of sustainable investing. Sustainable investing is not simply, as the Department
puts it, an “environmental, social, corporate governance, or similarly oriented investment mandate,” although
environmental, social and corporate governance considerations certainly enter into the investment decision
process. Sustainable investing looks at the totality of risk and opportunity that every company faces. The
intent of sustainable investing is often to provide solely pecuniary benefits, in a style known as “ESG
integration.” The proposed rule completely overlooks this variety of sustainable investing, which is dominant
in the U.S. Its view of sustainable investing is an antiquated conception of “negative screening” that dates
from the days of the South African divestment movement of the mid-1980’s, and is in desperate need of
updating.



How sustainable investing enhances investment returns

Investing in companies which are proactive in anticipating environmental and social risks and opportunities,
and avoiding those which are not, enhances returns in at least four ways:
1. Transparency regarding environmental and social practices improves returns;
2. Progress on social and environmental practices can reduce the cost of capital;
3. Money flows into sustainable funds may cause the constituents of these funds to outperform;
4. Anticipation of risks can help companies to avoid or mitigate disastrous impacts on their securities
prices.

Transparent disclosure of environmental and social practices enhances returns

Several studies have connected increased transparency of disclosure with better financial performance.’ This
work has recently been carried forward in the area of environmental and social disclosures. Khan et al.” find
that the stock performance of firms with good ratings on material sustainability disclosure topics is
significantly better than firms with poor ratings on these issues. Since that study was published it has been
replicated by Russell Investments® and TruValue Labs.? There is little doubt that fiduciaries consider ESG
information to be financially material; among the world’s largest asset managers, both BlackRock’ and State
Street Global Advisors® have incorporated financially material sustainability disclosure into their proxy voting
guidelines.

Progress on social and environmental practices can reduce the cost of capital

Perhaps the Department has not heard of sustainability-linked loans.” These loans, often used to refinance
consortium loans, link preset sustainability targets, such as reduced carbon emissions or expanded levels of
diversity on the board of directors, to the financial terms of the loan. When sustainability targets are met, the
interest rate of the loan is reduced. These loans tie improved ESG performance directly to improved financial
performance. At the end of the third quarter of 2019, sustainability-linked loans totaled $71.3 billion, more
than double the $32 billion in deals raised during the same period of 2018.8
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Money flows into sustainable funds may cause the constituents of these funds to outperform

Flows into investment products with an environmental, social, or governance focus are topping earlier
records, gathering over $15 billion in just the first six months of 2020.° These flows are considered to be part
of a decades-long trend.® BlackRock theorizes that these long-term flows will have the effect of inflating asset
prices of ESG funds, and the securities preferred by these funds. Thus, ESG funds may see decades of
outperformance relative to conventional funds.

Anticipation of risks can help companies to avoid or mitigate disastrous impacts on their securities prices

Earlier this month, the U.K. fashion brand Boohoo saw its stock price drop precipitously following allegations
of unfair labor practices.™ “In our view, part of the problem Boohoo has had through these accusations is that
it does not appear to have full transparency on all of its supply chain, particularly its Tier 2 suppliers,” said a
Bank of America analyst comment. Unfortunately, stock price risks like these, related to insufficient corporate
attention to social license to operate, are all too common.*? ExxonMobil has been a horrible stock; in the last
five years its price has dropped by 48%, compared to a 52% rise in the S&P 500. Much of the drop is
attributable to a poor supply/demand balance for oil and gas, but Exxon has also significantly underperformed
its U.S. oil major peers. Exxon has underperformed due to its greater exposure to regulatory and legal risk
stemming from its poor climate disclosure and its lobbying efforts related to climate denial. In each case, ESG
analysis could help beneficiaries avoid these pitfalls.

If the Department wishes to impose restrictions on sustainable or ESG investing, it should get its facts straight.
Our desire to have sustainable investment options for our QDIA would enhance our beneficiaries’ returns, not
damage them. The Department has provided zero evidence to show that sustainable investing damages
beneficiaries’ risk-adjusted returns.

The Department has adopted an antiquated view of the relationship between sustainable investing and
non-pecuniary motives

The Department seems to assume that all ESG investing involves a non-pecuniary motive. But a great deal of
ESG investing takes place solely to derive pecuniary benefits. The Department appears confused about the
variety of ESG strategies. The 2018 Global Sustainable Investment Review classifies ESG strategies into
negative, positive and norms-based screening; ESG integration, thematic investing, and impact investing.13
ESG integration, “the systematic and explicit inclusion by investment managers of environmental, social and
governance factors into financial analysis,” is the dominant variety in the U.S.

Negative screening, which may or may not incorporate non-pecuniary goals, was an original ESG strategy that
grew out of the divestment movement. But negative screening is also undertaken with pecuniary benefits in
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mind. When California State Teachers Retirement and CalPERS both divested their tobacco holdings in 2000, it
was on the basis that regulatory and legal risks to the industry were unacceptably high.14 The University of
California made its 2019 decision to divest from fossil fuels for exactly the same reason.™ ESG integration, the
dominant form of sustainable investing in the U.S., is explicitly concerned with pecuniary benefits. The
Department in this proposed rule has tarred all forms of sustainable investing with the same brush, and has
provided no explanation, nor justification.

The Administrative Procedure Act prohibits regulations that are “unsupported by substantial evidence” or
“unwarranted by the facts.”® The proposed rule implies, without evidence or facts, that all ESG investing
involves non-pecuniary motives. In addition the Department has performed zero analysis to refute our
contention that ESG integration provides beneficiaries with enhanced, not diminished, returns. In this regard
the DOL will continue the Trump administration’s dismal record of promulgating regulations that do not
survive judicial review.!” The proposed rule should be withdrawn.

Sincerely,

Dan Chu, Executive Director
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