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As State Treasurer and a member of the Vermont Pension Investment Committee, I have a 

responsibility to adhere to fiduciary standards with the objective of achieving effective 

investment of our pension funds. I also support the state’s energy objectives and continue to 

support efforts to promote energy efficiency and renewable energy. These are not mutually 

exclusive and, in the Vermont way of working together, we can achieve both objectives. 

  

Pension plans exist to provide retirement income to pension plan members. The investment 

decisions made by the VPIC impact current and future retirement security for over 46,000 active, 

vested and retired members of the system. We need to maintain and build upon a retirement 

system that provides reliable and adequate income to our members and is at the same time 

affordable to the taxpayer. VPIC has achieved performance that places it among the top tier of 

public funds.  

 

We have had both third party and internal reviews of our current holdings conducted in order to 

determine the exposure to fossil fuels and the impacts of any changes to investment strategy.  The 

proposed legislation would likely have significant one-time and recurring annual costs.  I am 

concerned about mandates outside of our investment process that could impact the portfolio 

performance and risk profile at the potential expense of both the plan participants and the 

taxpayers.   

 

Investors that divest lose their ability to influence corporate behavior from within, as 

shareholders. Through our proxy policy and the established practice of voting our shares, VPIC 

endeavors to promote high standards of corporate governance and ethical standards of conduct. 

We believe that constructive engagement provides an effective means of promoting long-term 

change. I hope to work with the sponsors of the bill to encourage constructive engagement, 

consistent with fiduciary duties, to achieve our mutual goals. 

dylang
Typewritten Text
*Originally delivered to the Senate Committee on Government Operations, April 2013
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To:  Vermont Pension Investment Committee 

From:  Matt Considine, Director of Investments 

Subject: Analysis of fossil-fuel divestment legislation (H.271) on VPIC portfolio 

Date:  February 20, 2013 
 
 
The bill introduced as H.271 requires VPIC to divest from, and prohibits investment in, any 
company which has as a principal business the extraction, production or manufacture of 
petroleum, coal, natural gas, heating oils, light and heavy diesel oil, motor gasoline, propane, 
butane, residential fuel oils, kerosene and aviation fuels (fossil fuels)i.  
 
The VPIC has requested that Treasurer’s Office staff complete a portfolio impact analysis of bill 
H.271.  VPIC’s independent advisor – NEPC – will also be conducting a review.  This memo is a 
preliminary analysis which deals specifically with the costs and governance issues associated 
with divestment. 
 
Assumptions 
 
Staff interprets this legislation as having the effect of banning investments in the energy sector as 
a whole for the purposes of this analysis.  While biodiesel is excluded from the definition of 
“fossil fuels,” it is not a substantial enough industry to warrant exclusion from the data used in 
this study.  Further, staff does not propose a view on climate change generally but considers 
solely the following five points: 
 

1. The impact of the restrictions on the return and risk characteristics of the VPIC portfolio; 
2. The impact on costs incurred by the VPIC  portfolio; 
3. The impact on the governance structure of VPIC and the resulting effect on VPIC 

portfolio construction, management and oversight; 
4. The effectiveness of divestment; and 
5. Funded status of pension plans. 

 

 



Background 
 
As of December 31, 2012 the VPIC portfolio had $3.6 billion in assets, comprised of the State 
pension plan assets (State Employees, Municipal Employees and Teachers Retirement systems), 
as well as the majority of the City of Burlington Employees Retirement Systemii.  These assets 
are invested across 15 asset classes or strategy types and in 33 funds, 12 of which are separately 
managed accountsiii.  This structure represents a significant evolution in the management of the 
pension assets over the last ten years, from a time in which the systems were managed by each 
separate Retirement System Board of Trustees using a more traditional structure consisting 
primarily of separately managed stock and bond accounts.  Consistent with VPIC’s statutory 
mandate, VPIC has implemented a portfolio structure intended to maximize total return on 
investment, within acceptable levels of risk for public retirement systems, in accordance with the 
standards of care established by the prudent investor rule under 14A V.S.A. § 902.  As of 
September 2012, the annualized performance of the State Employees portfolio during the last 3- 
and 5-year time frames has been 10.4% and 2.9%, respectively – equating to performance in the 
top 12% and 37% of public funds. 
 

1. Impact on the return and risk characteristics of the pension portfolioiv 
 
a. Size of fossil-fuel companies in indices affects investment returns. 

In various asset classes or indices, fossil-fuel-related companies have significant size.  In the 
S&P 500 and other World equity indices, the sector is approximately 11% of the universe.  In 
the Barclay’s Aggregate and other global fixed income indices, fossil-fuel-related companies 
comprise approximately 5-7% of assets.  In the commodities area, 33%-75% of the assets are 
invested in fossil-fuel-related securities (such as commodity futures and derivatives), 
depending upon the benchmark chosen. 
 

b. Diversifying element in a portfolio 
As evidenced by S&P sector data, fossil-fuel-related companies offer a diversification benefit 
to the VPIC portfolio, with lower correlations to other sectors than all others with the 
exception of Utilitiesv. 

 
By eliminating a diversifying element of the portfolio, risk would necessarily rise.  In order to 
return to the pre-divestment level of risk, the portfolio would need to be restructured, 
necessitating a reduction in expected return.  Judging from an estimate of historical 
performance, the foregone return could be on the order of $10,000,000 annuallyvi. 
 
2. Increased costs to be incurred because of divestment 

 
a. One-time costs 

Transaction costs to sell existing positions would be incurred as part of the restructuring 
process.  Sale-and-repurchase fees would be less for large liquid stocks, but higher for less-
liquid  stocks and positions.  Costs to convert commingled accounts to separate accounts that 
conform to the legislation are unknown but likely significant. 
 



Further costs could be incurred if some managers were unwilling or unable to provide 
investment advisory services with this restriction.  In such a case, a change in managers 
would require RFP processes, manager selection efforts, contract negotiations and possibly 
higher management fees relative to the prior manager. 

 
b. Recurring costs 

The inability to take advantage of some investment strategies that are only economically 
viable for VPIC within a commingled investment vehicle would represent a recurring 
opportunity cost. 
   
Advisory fees would also likely increase as specialized investment benchmarks would need 
to be created, as would customized compliance monitoring and proxy-voting efforts.   

 
There would be a diversion of Staff’s time toward the implementation and ongoing 
monitoring of the new portfolio, reducing resources available for other fiduciary activities in 
the Treasurer’s Office. 

 
Assuming 0.25% as a total cost of converting all accounts to fossil-fuel-free holdings, one-
time costs could approximate $8,500,000.  The extent of recurring costs cannot be estimated 
at this timevii. 
 
3. Impact on existing governance structure and activities of VPIC 
 
a. Development of VPIC’s investment process and strategy 

VPIC debates issues of relevance to the portfolio at monthly, open-to-the-public board 
meetings, with items for discussion having the potential to come before the board in a variety 
of manners.  Decisions regarding portfolio investment guidelines, policies and proxy-voting 
are codified in investment and proxy-voting guidelines available online and by request.  Input 
is also obtained from third-party consultants.  To date, it has been in the purview of VPIC to 
direct studies of various issues related to the portfolio’s composition and characteristics.  
Both external and staff expertise are brought to bear on investment issues which are brought 
to the VPIC for discussion. The end result of these deliberations is an investment process, 
strategy and set of guidelines which governs the investment of the VPIC portfolio. 
 

b. VPIC Proxy Voting Guidelines 
VPIC’s ability to independently assess issues of relevance to the portfolio has resulted in 
adoption of progressive proxy-voting guidelinesviii which direct investment managers to vote 
VPIC shares as follows: 
 
 Vermont managers should generally vote FOR shareholder proposals seeking greater 

disclosure of the company’s environmental practices, and/or environmental risks and 
liabilities. 

 Vermont managers should generally support resolutions requesting that companies outline 
their preparations to comply with standards established by Kyoto Protocol signatory markets, 
unless: 1) The company does not maintain operations in Kyoto signatory markets; or 2) The 
company already evaluates and substantially discloses such information to shareholders; or, 
3) Greenhouse gas emissions do not materially impact the company’s core businesses.  



 Vermont managers should generally vote FOR shareholder proposals calling for the 
reduction of greenhouse gas emissions under a reasonable timeline.  

 Generally support shareholder proposals seeking increased investment in renewable energy 
sources, taking into account whether the terms of the resolution are realistic or overly 
restrictive for management to pursue.  

 Generally vote FOR shareholder proposals calling for a company to commit to reducing its 
greenhouse gas emissions under a reasonable timeline. 

 Generally support shareholder proposals seeking greater disclosure on the company’s 
environmental practices, and/or environmental risks and liabilities.  

 Generally support requests asking a company to formally adopt the CERESix Principles;  
 Generally support the adoption of reports to shareholders on environmental issues. 
 
In addition, a number of managers retained by Vermont are signatories of the Principles for 
Responsible Investment.x 
 

c.   Independent management expertise 
VPIC’s current legislative mandate to maximize total return on investment, within acceptable 
levels of risk, has resulted in a portfolio structure which utilizes solely outside investment 
managers, in many cases active managers, who have been hired for their skill and particular 
area of focus after an open and competitive selection process.  These managers are given a 
great deal of discretion pursuant to their investment management contracts.  If it were evident 
that the return prospects for contemplated divestment targets were particularly poor, the 
existing process would eliminate those holdings from the portfolio naturally.   
 
Divestment and investment prohibitions would replace the existing structure – which has 
taken years to put in place - with one in which the Legislature rather than professional 
investment advisors determine the desirability of certain classes of investments based on 
factors unrelated to portfolio risk and return. 
 

d.   State Prudent Investor Rule 
The VPIC is required to make its investments in accordance with the standards of care 
established by the prudent investor rulexi under 14A V.S.A. § 902.  This is the standard of 
care to which the VPIC’s investment managers are held as well.  Standards the VPIC is 
required to consider include general economic conditions; the possible effect of inflation or 
deflation;  the role that each investment or course of action plays within the overall trust 
portfolio, the expected total return from income and the appreciation of capital; other 
resources of the beneficiaries; needs for liquidity, regularity of income, and preservation or 
appreciation of capital; and an asset's special relationship or special value, if any, to the 
purposes of the trust or to one or more of the beneficiaries. 
 

e.   Exclusive Benefit Rule 
The State retirement plans are subject to Section 401(a) of the Internal Revenue Code which 
provides that the plans must be maintained and the trustees must act for the exclusive benefit 
of the plans’ beneficiaries.  The proposed divestment legislation is projected to have an 
economic impact, which will likely raise the issue of whether this proposed divestment is 
consistent with this “exclusive benefit rule.”  Because the status as a qualified plan provides 



for  a) deferral of taxation on employer “pick-up” contributions on behalf of members and b) 
tax-exempt advantages on the investment income from the plan’s assets, serious 
consequences would likely result if the qualified status of the trust was lost. Some of the 
consequences of disqualification could include: 
 
1. Employer contributions could become taxable to employees as income at present; 
2. The income of the plan could become taxable; 
3. IRS guidance is not definitive, but the State might be required to pay income tax and 

potentially other taxes (if for instance, the IRS did not penalize employees for being 
participants in a disqualified plan, it could opt to collect withholding taxes from the 
employer); 

4. In the event of an IRS review of the plan, the tax liabilities could be assessed retroactively 
under certain circumstances; 

5. Beneficial plan member actions such as tax treatment of rollover distributions could be 
adversely impacted. 

 
4. The effectiveness of divestment 
 
a. Loss of proxy voting rights 

The practical effect of divesting in fossil fuels is to sell shares to another individual or entity 
interested in owning the shares.  By relinquishing its shares, Vermont will reduce any impact 
it may currently have as a voting shareholder to effect change as currently contemplated 
under the VPIC Proxy Voting Guidelines – guidelines which are already regarded as 
forward-looking and progressive.xii 

 
b. Reduction in pressure for change 

A sale of publicly-traded securities takes place in a secondary market and does not affect the 
capital structure of the underlying company.  (In fact, a given company does not know nor 
perhaps care if a particular shareholder sells its stock.)  As such, a company with policies and 
practices with which Vermont has an issue is more likely to be increasingly controlled by 
those that do not share the same values as articulated by the VPIC Proxy Voting guidelines, 
since the shares sold are necessarily being bought by another party willing to accept 
affiliation with the company’s policies and practices. 

 
5. Impact on funded status 

 
As of June 30, 2012 the funded status of the State Employees, State Teachers and State 
Municipal Employees plans were 78%, 62% and 85% respectively.  Any reduction in 
expected return could increase the unfunded liability, as the discount rate structure is a 
function of expected returns on asset classes.  The effect will be to worsen the funded status 
of the plans, which would likely require increased future contributions to the retirement 
systems.  This is particularly relevant in the case of the Teacher’s System, the effect of health 
care benefits not being separately funded already places an additional burden on that 
System’s assets. 

  



 
Conclusion 
 
There are significant costs, governance issues and fiduciary issues which need to be addressed in 
the implementation of the action contemplated by bill H.271.  Each of these items will have a 
direct impact on the financial performance and potentially the tax-status of the fund.  Further, the 
absence of a shareholder stake reduces the effectiveness of VPIC’s proxy-voting guidelines, 
investment guidelines, and ability to collaborate effectively with other plans in encouraging 
positive corporate governance changes. 

 
                                                 

i Sec. 1. 3 V.S.A. § 523 as amended : 
(h): “On or before January 1, 2014, the Committee shall have developed a three-year plan to divest the 
assets of the State Teachers’ Retirement System of Vermont, the Vermont State Employees’ Retirement 
System, and the Vermont Municipal Employees’ Retirement System of interests in any company which has 
as a principal business the extraction, production, or manufacture of fossil fuels, and shall not invest in any 
such company.  The plan shall make divestment in any company which has as a principal business the 
extraction, production, or manufacture of coal or fossil fuels obtained from tar sands a priority.  As used in 
this subsection, “fossil fuels” means an energy source formed in the earth’s crust from decayed organic 
material.  The term includes petroleum, coal, natural gas, heating oils, light and heavy diesel oil, motor 
gasoline, propane, butane, residential fuel oils, kerosene, and aviation fuels.  However, the term excludes 
biodiesel as defined in 10 V.S.A. § 585. 
 
Sec. 2. EFFECTIVE DATE 
This act shall take effect on July 1, 2013. 

 
ii The City of Burlington invests along with the three State plans in VPIC.  Overall VPIC assets at 
12/31/2012 were approximately $3.616 billion, of which $133 million was the City of Burlington’s. 

 
iii A separate account is one in which we have visibility into the holdings to the specific share level, i.e. 
VPIC owns 1000 shares of XYZ Company.  A commingled account – which is the structure for 24 of the 
36 VPIC funds – is one in which VPIC owns shares with particular net asset values, akin to shares in a 
mutual fund that an individual investor would own.  Such a fund could have significant exposure to a 
particular industry, but VPIC would have no visibility into or control of the amount at any given point in 
time.  But such funds also make available to VPIC diversifying and complex strategies that would 
otherwise not be economically viable for VPIC. 
 
iv The equity sector has been a source of outperformance in the last decade, as evidenced by the sector’s 
performance versus other areas in the S&P 500 (+15% versus the next best performing sector of +11%).  
Similarly, in the fixed income markets, energy has outperformed by approximately 1 percentage point 
annually for the last ten years.  This is based on ten-year annualized total return S&P data as of 9/30/2012 
(source : http://www.sectorspdr.com/performance/) and estimates of fixed income returns from Bloomberg 
and Citigroup data. 

 
v In the case of S&P 500-indexed portion of the portfolio only, it is estimated that the increase in annual 
standard deviation would be approximately 0.4%.  To put this in context, the fluctuation in the large cap US 
equity holdings would increase by approximately $1,590,000. (11% of $3.616 billion is $385 million.  
0.4% of this is $1.540 million.)  Correlation data taken from  http://www.assetcorrelation.com/sectors/3652 
Similar diversification costs are likely in other asset classes and are not estimated here. 

 
vi Using annualized S&P data, staff estimates that the reduction on large cap equity returns only during the 
last ten years would have been on the order of 0.6% each year.  One of VPIC’s international managers used 
a simulation to estimate that not having had energy in the international equity portion of the portfolio under 

http://www.sectorspdr.com/performance/
http://www.assetcorrelation.com/sectors/3652


                                                                                                                                                             
their management would have reduced performance by approximately 0.7% on an annualized basis, using 
data back to 1998.  Assuming all equity accounts were converted to energy-free separate accounts and a 
reduction in performance of 0.6%, it is estimated that there would have been a reduction in annual return of 
approximately $6,725,000.  (31% of the portfolio is targeted to US and International equities.  31% of 
$3.616 billion is $1.121 billion, the performance of which would be reduced by 0.6% or $6.725 million.) 
 
A further reduction in return would be expected in order to return the portfolio to the pre-divestment level 
of risk.  Using large cap US equities as a proxy and assuming a parallel shift in an efficient frontier with a 
positive slope of 32.5%, a 0.6% return reduction and 0.4% risk increase equates to a total reduction in 
expected return of 0.73%.  The incremental 0.13% corresponds to a further reduction of approximately 
$1,200,000 in annual return.  Note that this does not include an estimate of lost return in the fixed income 
or alternatives space. 
 
vii Overall, if nearly the entire VPIC portfolio needed to be converted to energy-free separate accounts, the 
dissolution of advanced strategies, commingled funds and separate accounts could approach $8,500,000.  
This assumes 0.25% impact from a combination of transaction costs, bid-ask spread realization, possible 
market-impact, etc.  None of the costs noted in the recurring costs section can be estimated at this time. 
 
viii Relevant proxy-voting guidelines may be found on pages 60-62: 
http://www.vermonttreasurer.gov/sites/treasurer/files/pdf/misc/VermontProxyGuidelinesDOMESTIC2010.
pdf 
 
ix “Ceres mobilizes a powerful network of investors, companies and public interest groups to accelerate and 
expand the adoption of sustainable business practices and solutions to build a healthy global economy.” 
http://www.ceres.org 
 
x “The United Nations-backed Principles for Responsible Investment (PRI) Initiative is an international 
network of investors working together to put the six Principles for Responsible Investment into practice. Its 
goal is to understand the implications of sustainability for investors and support signatories to incorporate 
these issues into their investment decision making and ownership practices. In implementing the Principles, 
signatories contribute to the development of a more sustainable global financial system.” 
http://www.unpri.org 
 
xi Relevant Federal law: 26 USC 401(a) 
 
xii In the1980’s the international effort to force the government of South Africa to change its policies was 
complemented by a loss of economic support for the government when companies responded to divestment 
campaigns.  In that case, however, the goal was not to put the companies themselves out of business but to 
incentivize change in a third party.  In the particular case of fossil fuels, however, divestment will not 
change the inherent energy-potential of fossil fuels.  As long as economies remain oil-based, addressing 
issues of the amount of fossil-fuels consumed will likely be more productive than addressing issues of the 
quantity supplied. 
 
Another example that can be found is the divestment movement associated with tobacco companies.  Given 
that those companies are a) still in existence, b) have outperformed the overall market, c) people are still 
smoking and d) states are still utilizing tax and settlement fund monies related to smoking to implement 
budgets, it is fair to say that that divestment campaign was a failure. 
 

http://www.vermonttreasurer.gov/sites/treasurer/files/pdf/misc/VermontProxyGuidelinesDOMESTIC2010.pdf
http://www.vermonttreasurer.gov/sites/treasurer/files/pdf/misc/VermontProxyGuidelinesDOMESTIC2010.pdf
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To:  Vermont Pension Investment Committee 

From:  Doug Moseley, Partner 

Date:  February 22, 2013 

Subject: Preliminary Analysis of Potential Impact of Energy Sector Divestment 

 

Overview 

One of the most important concepts of retirement act legislation governing the investment 
of pension assets at all levels of the public and private sectors in the United States is that 
those assets be invested “exclusively in the best interests of plan participants.”  This 
language sharpens focus on strengthening the integrity of the retirement promise, so 
important to our economy and the welfare of both public and privately employed individuals. 

In this environment of subdued returns and economic uncertainty, those provisions take on 
added importance, as most retirement programs are somewhat underfunded and the 
incremental contributions required in the future from employees and employers alike will 
tap increasingly into national, state and local budgets in the public sector and capital 
programs in the private sector, diverting funds that would otherwise be used for more 
productive economic endeavors. 

VPIC Executive Summary 
 
In this context, NEPC conducted a review of VPIC’s Energy sector exposure, the historical 
return and risk characteristics of the sector relative to the broad market indices and the 
potential costs associated with divesting the related assets from the VPIC portfolio.  Based 
on this analysis, we believe that the Energy divestment initiative, if enacted, will have 
significant implications for VPIC, including the generation of immediate transaction costs, 
increase in asset management fees, and most importantly a potential reduction in expected 
return (because the energy sector is forecasted to earn above market rates of return) 
coupled with a  likely increase in portfolio risk (due to the higher concentration of the 
resultant portfolio) for the VPIC Policy portfolio going forward. 
 
While the forward looking, long-term implications of this initiative are hard to quantify, 
NEPC’s preliminary analysis conservatively indicates that VPIC could incur the following 
costs and forgone returns over the time periods indicated: 
 
  

Category Projected Cost* Expected Range* Frequency 
Transaction Cost $1,865,000 $1.4 m - $2.7 m One-time 
Management Fee Increases $820,000 $525,000 – $1,115,000 Annual Estimate 
Reduction in Exp. Return (Beta) $6,050,000 $3.6 m - $8.5 m Annual Estimate 
Reduction in Exp. Return (Alpha) $1,965,000 $1.6 m - $2.4 m Annual Estimate 

  *Please see Assumptions for detail 
 
In addition to these and additional costs that may be incurred, but were not covered in this 
analysis, NEPC believes that divesting of the energy sector will also impact VPIC’s equity 



 
 
 
 
 

 
and total portfolio risk.  Over various periods the energy sector has delivered both higher 
return and higher volatility, both of which have complemented the performance of the other 
market sectors and acted to reduce overall equity market portfolio risk.  NEPC has not 
completed an analysis of the potential impact on overall portfolio risk or tracking error to 
the standard benchmarks as part of this preliminary analysis, but we will work with VPIC’s 
managers to complete that analysis if the divestment initiative moves forward. 
 
Based on our assessment of the potential negative impact outlined in this summary, NEPC 
recommends that VPIC not support the legislative initiative.  Further as fiduciaries to the 
VPIC’s individual retirement systems and their respective participants, NEPC recommends 
that VPIC consider seeking additional funding from the State of Vermont to cover the 
measurable costs and impact on return that we believe will negatively affect VPIC future 
investment results. 
 
Overview: 
 
The energy sector represents a significant portion of the global equity markets, representing 
approximately 11% of the S&P 500 (a measure of domestic capitalization), 8% for the MSCI 
EAFE (a measure of established international market capitalization) and 13% of the MSCI 
EM (emerging market capitalization) indices.  Most of the energy companies in these indices 
are large cap (greater than $10 billion market cap) and most of them are focused on the 
extraction and production of fossil fuels.  The smaller companies that are part of the Russell 
2000 (small cap) Index are generally more focused on providing services and transportation 
to the larger companies in the sector. 
 
Based on NEPC’s assumptions regarding the VPIC portfolio’s energy sector holdings, NEPC 
estimates that VPIC has exposure to approximately $120.8 million in energy sector equities 
and $20.6 million in fixed income energy sector securities.  
 
Implications for VPIC 
 
1) Immediate Transaction Costs – If forced to divest, VPIC would incur transaction costs, 
including commissions, market impact and transactions spreads as part of liquidating the 
energy sector securities and then repurchasing other securities from other sectors. 
 
2) Negative Impact on Manager Ability to Generate Excess Return – In many cases the 
excess return achieved by VPIC’s managers has come from stock selection in the energy 
sector 
 
3) Loss of True Passive Management – A requirement that VPIC shift portions of its portfolio 
from low cost passive management to a customized approach that is effectively actively 
managed. 
 
4) Inflation Protection – The ability of VPIC to structure a Policy portfolio that will provide 
protection during a period of global inflation or dollar devaluation if the energy sector is 
eliminated from the Policy portfolio. 
 
5) Ability to use Commingled Funds – VPIC is currently using commingled funds to gain 
access to low cost passive management and to make allocations to products that require 



 
 
 
 
 

 
larger size and scale to implement, including risk-parity, GAA, commodity and private equity 
investments.  In several cases NEPC believes that existing VPIC managers may be unable or 
unwilling to offer separately managed accounts to accommodate an ex-Energy sector 
mandate.  Therefore, as a result of this proposed initiative VPIC may be forced to make 
Policy and implementation (manager selection) decisions that could negatively impact 
expected return and volatility going forward. 
 
6) Ability to use Derivatives – A mandate to divest from the energy sector may impact 
VPIC’s and its managers’ ability to use traditional market-oriented derivatives to maintain 
market exposure or hedge portfolio risk. 
 
Unintended Consequences: 
 
While there does not seem to be a clearly defined or measurable objective to the outcome 
of the initiative, should energy divestment become broadly accepted in the plan sponsor 
community the effort could result in unintended or collateral results, including the following: 
 

1) Increase in Energy Sector Expected Return - capital flows away from the equity 
and fixed income securities of energy sector companies may result in more 
attractive pricing for those securities, thereby increasing their expected returns 
and potentially attracting other investors 

2) Negative Impact on some Clean Energy programs – while higher fossil fuel 
energy prices may make renewable energy programs more economically 
attractive, many of the energy sector companies targeted also own and sponsor 
renewable energy companies, technology development and projects that could be 
negatively impacted. 

3) Higher transportation and food costs – if the initiative is broadly accepted and 
results in higher fossil fuel prices those costs would impact the cost of food and 
most other consumer goods 

 
Assumptions: 
 
This analysis and the assumptions that NEPC relied on are an effort to provide VPIC with a 
framework to evaluate the potential costs of this initiative.  The impact on actual expenses, 
portfolio return and risk will depend heavily on how a divestment requirement  is 
interpreted and eventually implemented.  The individual implementation decisions will have 
a significant impact on the variability of these projections. 
 
Sector Exposure & Transaction Costs - For this analysis, NEPC reviewed the existing Energy 
sector exposure for the active and passive, US and Non-US equity managers (both 
separately managed and commingled).  NEPC did not have access to a comprehensive list of 
energy sector fixed income securities, so we made assumptions regarding exposure to those 
securities following discussions with VPIC staff. 
 
NEPC assumed that all of the separately managed Energy sector assets would have to be 
sold and a corresponding basket of securities purchased across the remaining market 
sectors.  For commingled funds, we assumed that all of the commingled fund assets would 
have to be transitioned to separately managed accounts.  As part of these potential 



 
 
 
 
 

 
transitions, NEPC made the following assumptions as they pertain to the underlying 
transaction costs for the affected securities: 
 

Asset Class Expected 
Transaction Cost 

Range 

Assumption Used 

US Large Cap  0.10% - 0.30% 0.20% (20 bps) 
US Small-Mid Cap 0.15% - 0.35% 0.25% (25 bps) 
Non-US Developed 0.25% - 0.45% 0.30% (30 bps) 
Non-US Emerging 0.40% - 0.70% 0.50% (50 bps) 
US Fixed Income 0.10% - 0.50% 0.30% (30 bps) 

 
For the fixed income exposure, NEPC made the general assumption that the actively 
managed fixed income accounts (PIMCO) and high yield accounts held 3% of their portfolio 
in energy sector corporate securities.  Further, we assumed that the Mondrian global fixed, 
Wellington Opportunistic EMD and the BlackRock TIPS Index did not include any meaningful 
exposure to the energy sector.  Lastly, this analysis does not include any assumptions 
regarding the exposures or the need to divest from the commingled Hedge Fund, GAA, 
Commodities or Real estate products that are currently in place in the VPIC portfolio. 
 
Management Fees – NEPC assumed that VPIC’s management fees on passively managed 
equity assets ($424 million) would increase by 0.02% (2 bps) due to the need to transition 
to separate accounts and create custom, passive benchmark portfolios.  For actively 
managed equity and fixed income assets with energy sector exposure ($1.47 billion) we 
assumed that fees would increase by .05% (5 bps) due to need for a transition to separate 
accounts and customized mandates that would be run differently than other client portfolios.  
NEPC did not assume that the energy divestment would have any impact on the Policy 
targets as part of this analysis. 
 
Reduction in Expected Market Return (Beta) – For the total global equity portfolio holdings 
($1.21 billion) NEPC assumed that VPIC would experience a reduction in annualized return 
from not holding the Energy sector assets of 0.50% per year on those assets, with the 
projected range of 0.30% to 0.70% included in the analysis.  This assumption is in line with 
the historical impact of the energy sector over longer-term time periods, and close to the 
trailing 10-year annualized return impact of 0.6% calculated using returns provided by an 
index provider.  Importantly, NEPC did not do any analysis of what a reweighted S&P 500 or 
MSCI EAFE Index would have returned without the energy sector results. 
 
Reduction in Expected Manager Excess Return (Alpha) – For the total actively managed 
global equity portfolio holdings ($785 million) NEPC assumed that VPIC would experience a 
reduction in annualized excess return from not holding the Energy sector assets of 0.25% 
per year.  This estimate is based on a review of the portfolio sector attribution over various 
periods for a sample of VPIC’s active managers, so this should be considered highly 
subjective.  While the contribution to excess return can certainly vary over short- and long-
term periods, the Energy sector appears to be a key area where managers have been able 
to make active decisions to add excess return over the benchmark.  NEPC did not make any 
assumption about the impact on the ability of the active fixed income managers to add 
value because the energy sector is a much smaller portion of their benchmark and overall 
opportunity set. 
 



 
 
 
 
 

 
Scope of the Analysis 
 
This analysis did not include any assumptions about how VPIC Policy targets would be 
adjusted to better balance the risk & return profile without the energy sector exposure. For 
the non-equity commingled fund products, including commodities, EMD, GAA and risk 
parity, NEPC did not assume that VPIC would be forced to divest from these strategies in 
order to eliminate indirect energy sector exposure that may exist.  If VPIC was forced to 
divest from these strategies that would likely result in additional transaction costs and 
changes to VPIC’s return and risk profile. 
 
Our analysis did not make any assumption about the impact on the ability of the active fixed 
income managers to add value because the energy sector is a much smaller portion of their 
benchmark and overall opportunity set.  NEPC’s analysis did not examine companies outside 
of the energy sector that may also be involved in the production of fossil fuels.  Finally, 
NEPC did not make any assumptions regarding the impact of managing additional separate 
accounts on custody costs.  
 
Should this initiative move forward VPIC would need to clarify the scope and definition of 
the mandate to divest to clarify whether or not it will require VPIC to use separately 
managed accounts exclusively. 
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