From: Gray, Laura [Laura.Gray@vermont.gov]

Sent: Tuesday, February 09, 2016 10:04 AM

To: bobcatalyst@gmail.com

Subject: VPIC Packet

Attachments: VPIC_Packet 07282015 _FINAL (1).PDF

Updated NEPC analysis. Working on decarbonizer.
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STATE OF VERMONT
OFFICE OF THE STATE TREASURER

VERMONT PENSION INVESTMENT COMMITTEE

AGENDA
Tuesday, July 28, 2015
Pavilion Auditorium
109 State Street - Montpelier, VT
8:30 a.m.

Agenda Approval and Announcements

UNCLAIMED PROPERTY DIVISION
TEL: (802) 828-2407

ACCOUNTING DIVISION
TEL: (802) 828-2301
Fax: (802) 828-2884

Joint Meeting with Pension Boards to Consider Investment Return

Assumption

Consent Agenda
= Minutes of June 23, 2015 — Regular Meeting
= Routine Contract Amendments and Renewals

Director of Investments Report and Action Items

Discussion Items and Updates
= Vermont State Treasurer’s Update
= June Flash Report

=  NEPC Investment Manager Watch List: PIMCO, Schroder

Fossil Fuel Divestment Discussion/Action
= ESG Policy Framework
= NEPC and Staff Recommendations
O VPIC Current Coal/Coal Related Holdings

Lunch

Investment Management Fee Review
Economic and Financial Market Dashboard
Future Agenda Topics/New or Other Business
Public Comment

Adjourn

109 STATE STREET ® MONTPELIER, VERMONT 05609-6200

TREASURER: (802) 828-2301 e TOLL-FREE (IN VT ONLY): 1-800-642-3191 e FAX: (802) 828-2772

www.vermonttreasurer.gov




VERMONT PENSION INVESTMENT COMMITTEE
AGENDA
Tuesday, July 28, 2015
Pavilion Auditorium
109 State Street - Montpelier, VT
8:30 a.m.

Future Meetings:
Tuesday, August 25, 2015
Tuesday, September 22, 2015

August Meeting
= Q2 and Fiscal Year Investment Performance Review
= Asset Allocation Work Plan/Potential Impact of Increased Portfolio Volatility
=  Review Investment Manager Benchmarks and Contract Guidelines
=  Comprehensive Investment Manager Reviews

September Meeting
= QOperational Risk Management Review
= Governance Review
= Annual Review of Chair
= Annual VPIC Policy Review



Tuesday, July 28, 2015



CONSENT AGENDA
ROUTINE CONTRACT AMENDMENTS AND RENEWALS

The Treasurer’s Office Director of Investments recommends that the Committee adopt the
following resolution as part of the consent agenda:

Amend the Investment Guidelines for the Mondrian Global Fixed Income Account.

WHEREAS, the Committee entered into a contract dated as of July 1, 2015 (the
“Contract”), with Mondrian Investment Partners, Ltd. (“Mondrian”), governing
investment in separately managed accounts pertaining to International Equities and
Global Fixed Income, respectively; and

WHEREAS, Mondrian has requested revisions to the permissible investments for the
Global Fixed Income Account, as more particularly set forth below, that define
“emerging market debt” and clarify the limitations concerning investment in any single
foreign government or foreign government agency.

NOW THEREFORE, the Committee hereby authorizes amendment of the Contract to
revise the guidelines for permissible investments for the Global Fixed Income Account as
set forth below.

FURTHER, the Chair, or in his absence the Vice-Chair, is, upon the advice of counsel,
authorized to execute the Contract amendment.



STATE OF VERMONT Contract # 29217
STANDARD CONTRACT FOR SERVICES
Mondrian Investment Partners, Ltd.

Revisions to the existing guidelines are highlighted, below.

Permissible Investments for the Global Fixed Income Account

a.

The Contractor shall invest in U.S. and foreign government obligations, government
agency obligations, corporate bonds, debentures, commercial paper, certificates of
deposit, Yankee bonds, mortgage-backed securities and other domestically issued fixed
income instruments.

Domestic fixed income investments may include U.S. dollar denominated debt of non-US
issuers including: corporate, sovereign, supranational, foreign agency and foreign local
government entities (including Emerging Market Debt).

Foreign investments may include up to 15% in Emerging Market Debt at the time of
purchase. “Emerging Market Debt” is defined as debt issued by countries that are neither
in the Citigroup World Government Bond Index nor designated as advanced economies
by the IMF. Emerging Market Debt securities must comply with these Investment
Guidelines; provided, however, holdings of individual Emerging Market countries shall
not be greater than 5% of the Portfolio at the time of purchase.

No more than 5% of the market value of the portfolio may be invested in the debt
securities of any one issuer. This limitation does not apply to obligations of foreign
governments, foreign government agencies or U.S. Government and Federal Agencies.

The Portfolio may hold no more than 36%35% of its assets, at market value in the debt
securities of any single foreign government or sren-Sforeign government entityagency.
No single non-government debt security shall constitute more than 5% of the global bond
portfolio, at market value. Securities issued by AAA/Aaa (or the equivalent) rated
Supranational Organizations (such as the World Bank) shall be considered to be
government equivalents.

Short-term reserves may be held in U.S. dollar denominated or local currency securities
or investment vehicles available through the State‘s custodian.

The minimum quality rating of the fixed income issues purchased or held in the Portfolio
shall be Baa3/BBB- (or the equivalent and all gradations, or “investment grade”), as rated
by Moody‘s, Standard & Poor’s or Fitch. The overall weighted average quality of the
Portfolio shall be A or better as rated by the Nationally Recognized Statistical Rating
Organization (NRSRO).

The Contractor may enter into forward exchange contracts on currency provided that use
of such contracts is designed to dampen portfolio volatility rather than lever portfolio risk
exposure. Opportunistic currency positioning may be used to hedge and cross hedge the
Portfolio‘s currency risk exposure or in the settlement of securities transactions. The



STATE OF VERMONT Contract # 29217
STANDARD CONTRACT FOR SERVICES
Mondrian Investment Partners, Ltd.

Contractor may vary the Portfolio‘s exposure to currency from fully unhedged to fully
hedged; provided, however, the Contractor may not be net short any currency or long
more than 100% of the Portfolio.

i.  The Contractor may purchase or sell currency on a spot basis to accommodate securities
settlements.

j.  The average duration (interest rate sensitivity) of the Portfolio shall be limited to a range
of 1-10 years.

k. Any mortgage-backed securities (MBS) are subject to the following constraints.

(1) Federal Agency fixed and floating rate pass-throughs, U.S. Treasury securities and
cash equivalents can be held without limitation.

(i1) Fixed rate PAC I (Planned Amortization Class), PAC II and Sequential Collateralized
Mortgage Obligations can be held without limitation.

(i11)The State recognizes that the calculation of the duration of a mortgage-backed
security involves assumptions as to the expected future prepayment rate for the
security at the time of calculation and that prepayment rates cannot be precisely
determined in advance. The manager should calculate expected duration prior to the
initial purchase of a security and on a routine basis in monitoring the portfolio‘s
compliance with these guidelines.

1. 144A Privates (non-registered debt issued by corporations) rated Baa3/BBB (or the
equivalent) or better by Moody‘s, Standard & Poor‘s, or Fitch and non-convertible
preferred stock are limited to 15% of the portfolio.

In the event that the portfolio moves out of compliance with these guidelines (as identified in
the Contractor’s regular review of the portfolio), through market conditions or other changes
outside the control of the Contractor, the Contractor must notify the State immediately and
inform the State of how the portfolio will be brought back into compliance within a timely
manner or may request permission from the State to hold the investment for a longer period.
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VERMONT PENSION INVESTMENT COMMITTEE
JUNE 23, 2015
DRAFT; NOT YET APPROVED BY COMMITTEE

VPIC Members Present:

STEPHEN RAUH, CHAIR

BETH PEARCE, VICE-CHAIR, Vermont State Treasurer

JOSEPH MACKEY, VSTRS Representative, term expiring June 30, 2015
VAUGHN ALTEMUS, Governor’s Delegate, term expiring June 30, 2018
ROBERT HOOPER (PHONE), VSERS Representative, term expiring June 30, 2016
KAREN PAUL (PHONE), Governor’s Delegate, term expiring June 30, 2018
THOMAS GOLONKA, VMERS Representative, term expiring June 30, 2016

VPIC Member(s) Absent:

VPIC Alternate Members Present:

STEVEN JEFFREY, VMERS Alternate, term expiring June 30, 2016
DAVID STARR, Governor’s Delegate Alternate, term expiring June 30, 2016
JEFF BRIGGS, VSERS Alternate, term expiring June 30, 2016

VPIC Alternate Member(s) Absent:
LINDA DELIDUKA, VSTRS Alternate, term expiring June 30, 2017

Also attending:

Stephen Wisloski, Deputy Treasurer

Matt Considine, Director of Investments
Nick Foss, Investments Analyst

Katie Green, Investments Manager

Jaye Pershing-Johnson and Jesse Moorman, Attorney General’s Office
Doug Moseley and Chris Levell, NEPC LLC
Roger Dumas, Vice-Chair of VSERS

Jillian Mayer, 350VT

Jenna Rice, Member of the Public

Nora Rice, Member of the Public

Tammy Leno, Member of the Public

George Plumb, Member of the Public

Bob Messing, Member of the Public

Deb Messing, Member of the Public

Robb Kidd, Sierra Club

Eric Brattstrom, Member of the Public
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CALL TO ORDER:

The Chair, Mr. Rauh, called the Tuesday, June 231 meeting to order at 8:30 am, which was held
in the Pavilion Auditorium, 109 State Street, Montpelier, VT.

ITEM 1: Agenda Approval and Announcements

The Chair, Mr. Rauh, reviewed the agenda with the Committee and, hearing no objection
indicated the agenda was approved as written.

ITEM 2: Consent Agenda

e Previous VPIC Meeting Minutes
e Routine Contract Amendments and Renewals

The Chair, Mr. Rauh, indicated the items in the Consent Agenda today were the minutes and
routine contract items.

Hearing no objections, Mr. Rauh indicated the Consent Agenda was approved as written.

ITEM 3: Director of Investments Report and Action Items

Mr. Considine reviewed the Director of Investments Report with the Board. He outlined the
Portfolio Asset Allocation table and notified the board that, as of May 31*, the VPIC composite
AUM was at $4 billion and the allocations were in line with their target allocations. Mr.
Considine informed the Board that staff met with Morgan Stanley Investment Management and
Aberdeen Asset Management for a regular review of the products held in the VPIC portfolio. In
addition, Mr. Considine reviewed the previously provided Mellon Capital memo with the
Committee and answered any questions they had.

¢ Mondrian Global Fixed Income Contract Guideline Amendment

Mr. Considine concluded by providing the Committee with a brief update on current contract
amendments and negotiations, which included an investment guideline alteration in the Mondrian
Global Fixed Income Fund.

On a motion by Joe Mackey, seconded by Beth Pearce, the Committee unanimously
accepted the proposed changes to the Mondrian Global Fixed Income investment
guidelines.

Discussion followed and the Committee decided to table the motion in order to clarify certain
language in the proposed guidelines.
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e Annual Report to Legislature — attendance, education

Mr. Considine presented a draft of the attendance table of the Annual Attendance & Educational
Events Report to the Committee and asked for any edits to be submitted to Staff. A draft of the
full report will be provided at the July VPIC meeting

ITEM 4: Discussion Items and Updates
e Vermont State Treasurer’s Update

The Treasurer, Ms. Pearce, shared with the Committee that the Experience Study meeting has
been scheduled with the individual retirement boards (VMERS, VSERS, VSTRS) on July 27™.
Ms. Pearce informed the Committee that the individual Boards are expected to vote on all
pending items, with the exception of the assumed rate of return, which is a joint requirement that
be done by the boards of trustees and the VPIC. That joint session is scheduled for the July VPIC
meeting.

e May Flash Report

NEPC reviewed with the Committee members the May Flash report. NEPC responded to the
questions posed by the Committee members.

e NEPC Investment Manager Watch List: PIMCO, Schroder

NEPC reported to the Committee that both PIMCO and Schroder remain on NEPC'’s Investment
Manager Watch List.

ITEM 6: Economic and Financial Market Dashboard

The Economic and Financial Markets Dashboard was moved up on the agenda as Mr. Considine
felt the charts were germane to the current asset allocation discussion. Mr. Considine presented
the charts and responded to any questions posed by the Committee members.

ITEM7: VPIC Asset Allocation Follow-up

Custom Peer Group Data

Risk Layering Analysis

Inflation Hedges and GAA Sector
Investment Process and Core Beliefs

Mr. Moseley and Mr. Levell reviewed with the Committee NEPC’s Asset Allocation
Recommendation & Peer Group Info document and responded to questions posed by the
Committee members. In addition, Treasurer Pearce and the Investments Staff reviewed with the
Committee the document titled Asset Allocation/Peer Group Review and responded to questions
posed by the Committee members. The Committee concluded by deciding to continue with the
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current policy asset allocation until additional research and a cohesive work plan could be
constructed to look at additional asset allocation mixes.

ITEM 8: Future Agenda Topics/New or Other Business

e Format of Divestment Discussion Planned for July Meeting
Mr. Rauh discussed a number of upcoming agenda topics and asked the Board if they had any
additional items they would like added to future agendas. The format of July’s discussion on

fossil-fuel divestment was discussed with a decision reached that fossil fuel divestment as a
whole, rather than a particular focus on coal, would be reviewed.

e Topics for October Educational Session
Mr. Rauh noted that Joe Mackey would be organizing VPIC’s annual educational session to be
held in October. Mr. Rauh requested that if other Committee members had suggestions that they
be provided to Joe or himself.
ITEM 9: Public Comment
Jillian Mayer, Jenna Rice, Nora Rice, Tammy Leno, George Plumb, Bob Messing, Deb Messing,
Michael Horowitz (testimony presented by Deb Messing), Bob Atchinson (testimony presented
by Jillian Mayer) Robb Kidd, Eric Brattstom, Joaniec Maclay, and Roger Dumas gave testimony
on the topic of divestment.
ITEM10:  Adjournment
Mr. Rauh adjourned the meeting at 12:40pm.
Respectfully submitted,

Nick Foss
Investments Analyst



CONSENT AGENDA

ROUTINE CONTRACT AMENDMENTS AND RENEWALS

The Treasurer’s Office Director of Investments recommends that the Committee adopt the
following resolutions as part of the consent agenda:

1.

Extend term of the S&P 500 Equal Weighted Index contract with the SSgA for three
months.

WHEREAS, the Committee entered into a contract dated as of July 1, 2005 (the
“Contract”), with State Street Bank & Trust Company, acting through its investment
management division, State Street Global Advisors (“SSgA”), for investment the SSgA
S&P 500 Equal Weighted Index Fund; and

WHEREAS, the current term of the Contract ends on June 30, 2014; and

WHEREAS, the Committee has authorized the Treasurer’s Office to negotiate a
consolidated investment contract with SSgA that, when executed, will become the
governing instrument for this investment and the four other bank commingled fund
investments SSgA currently manages for the VPIC; and

WHEREAS, a short term extension of the Contract will prevent inadvertent expiration
during the pendency of such negotiations concerning a consolidated investment contract.

NOW THEREFORE, the Committee hereby authorizes a three-month extension of the
term of the Contract.

FURTHER, the Chair, or in his absence the Vice-Chair, is, upon the advice of counsel,

authorized to execute the Contract amendment.

Increase maximum amount payable under the SSgA S&P 500 Cap Weighted Index
contract.

WHEREAS, the Committee entered into a contract dated as of September 1, 2010 (the
“Contract”), with State Street Bank & Trust Company, acting through its investment

management division, State Street Global Advisors (“SSgA”), for investment in the
SSgA S&P 500 Cap Weighted Index Fund; and

WHEREAS, the current maximum amount payable under the Contract is insufficient to
pay the full amount of SSgA’s current quarterly invoice.

NOW THEREFORE, the Committee hereby authorizes a one thousand dollar increase to
the maximum amount payable under the Contract, from $200,000 to $201,000.

FURTHER, the Chair, or in his absence the Vice-Chair, is, upon the advice of counsel,
authorized to execute the Contract amendment.
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ELIZABETH A. PEARCE
STATE TREASURER

RETIREMENT DIVISION
TEL: (802) 828-2305
FaX: (802) 828-5182

TO:

FROM:

RE:

DATE:

STATE OF VERMONT
OFFICE OF THE STATE TREASURER
Vermont Pension Investment Committee
Matt Considine, CFA / Katie Green / Nick Foss
Director of Investments Report

July 20, 2015

UNCLAIMED PROPERTY DIVISION
TEL: (802) 828-2407

ACCOUNTING DIVISION
TEL: (802) 828-2301
Fax: (802) 828-2884

Following is the Director of Investments Report for July. This report reviews:

1. Portfolio Asset Allocation Update
2. Manager Update

3. Quarterly Contract Update

4. Coal Divestment Review

VPIC members are encouraged to provide comments and suggestions regarding the content and
presentation of the material in this report.

1. Portfolio Asset Allocation Update

As of June 30th, VPIC’s composite assets under management were $4.0 billion and the asset
allocation at the end of July is expected to be in-line with target allocations of 31.5%, 33%,
15.5% and 20% for equities, fixed income, alternatives and multi-strategy (respectively), as
detailed on the attached asset allocation table. As noted in past meetings, the target
allocation models a 2% allocation to Private Equity, which represents the total amount of
capital that can be called rather than the total that will be likely allocated at any particular
point in time.

2. Manager Update

Siguler Guff

Staff was contacted by Siguler Guff to inform the VPIC of an additional offering they are
raising exclusively from current limited partners of the DREOF II fund. Each investor can
upsize their position by a pro-rata amount of the $250mm target fund size being raised. The
cutoff date for notification of interest is August 31, 2015. The firm is offering this fund,
because they are seeing additional opportunities in the market. They anticipate this to be a
two year investment period with a mix of direct and co-investments only. They will have a
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hard fix at $250mm for the size of the fund and a hard close in 2016. The pro-rata share
available to VPIC was quoted at $11mm.

3. Quarterly Contract Update

Mondrian:

The Mondrian guideline changes as discussed at the previous meeting have been updated and
the amendment is ready for the Chair’s signature.

SSgA:
This contract is in the process of being negotiated between the Attorney General’s office and
SSgA’s counsel.

4. Divestment Review

Staff reviewed the prospect of divesting from fossil fuels with the VPIC ESG policy. The
write-up is attached.

Please reach Matt via telephone at 802-828-3668 or e-mail Matt.Considine@state.vt.us, Katie
Green (802-828-3708/Katie.Green(@state.vt.us) or Nick Foss (802-828-1492 /
Nick.Foss(@state.vt.us) if you have any questions or concerns regarding this report.




VERMONT

Allocations By Manager

Vermont Pension Investment Committee

*NEPC Policy allocation voted on February 26, 3013 and implemented June 1, 2014.

Asset Asset NEPC Manager/ Manager Long Term Actual Planned
Class Sub-Category Policy* Fund Name Target Targets on 6/30 as of 7/31
Equity Large Cap 10.0% SSgA Equal Wgt 3.0% 3.0% 2.8% 2.8%
SSgA Cap Wgt 8.0% 8.0% 8.7% 8.6%
10.9% 11.0% 11.5% 11.4%
Mid Cap 2.5% Champlain Partners 2.0% 2.0% 2.0% 2.0%
SSgA S&P 400 Mid-Cap Index 0.5% 0.5% 0.6% 0.6%
2.5% 2.5% 2.6% 2.6%
Small Cap 2.5% Wellington 2.0% 2.0% 2.1% 2.1%
SSgA Russell 2000 Gr 0.4% 0.5% 1.1% 1.1%
2.4% 2.5% 3.2% 3.2%
International 10.0% Acadian 4.0% 4.0% 4.0% 4.0%
Mondrian 4.0% 4.0% 4.0% 4.0%
SSgA ACWI Ex-US 1.9% 2.0% 2.5% 2.5%
Emerging Market 6.0% Aberdeen (hard close) 6.0% 6.0% 6.2% 6.2%
15.9% 16.0% 16.7% 16.7%
|Total Equity 31.0% 31.7% 32.0% 34.0% 33.9%
Fixed Income Diversified Bonds 21.0% PIMCO Core Plus 5.0% 5.0% 5.3% 5.3%
PIMCO Unconstrained Bond 2.5% 2.5% 2.5% 2.5%
GAM Unconstrained Bond 4.5% 4.5% 3.9% 3.9%
Allianz 2.0% 2.0% 2.8% 2.8%
Wellington DAS 3.0% 3.0% 2.7% 2.7%
SSgA Barclays Aggregate Index 3.0% 3.0% 3.1% 3.1%
20.0% 20.0% 20.3% 20.3%
High Yield Bonds 4.0% Guggenheim 3.0% 3.0% 3.1% 3.1%
KDP Asset Management 1.0% 1.0% 1.0% 1.0%
4.0% 4.0% 4.1% 4.1%
Global Bonds 3.0% Mondrian GFI 3.0% 3.0% 2.8% 2.8%
3.0% 3.0% 2.8% 2.8%
Emerging Market Debt 5.0% Wellington EMD (hard close) 5.0% 5.0% 5.2% 5.2%
5.0% 5.0% 5.2% 5.2%
TIPS 3.0% Barclays TIPS 3.0% 3.0% 3.0% 3.0%
3.0% 3.0% 3.0% 3.0%
|Total Fixed Income 36.0% 35.0% 35.0% 35.6% 35.6%
Alternatives Real Estate 6.0% Various Managers 5.0% 5.0% 5.0% 5.0%
Siguler Guff 1.0% 1.0% 0.4% 0.4%
Private Equity 3.0% HarbourVest Partners IX: Credit Opportunities 0.1% 0.0% 0.0%
HarbourVest Partners 1X: Buyout 0.6% 0.2% 0.2%
HarbourVest Partners IX: Venture 0.3% 0.2% 0.2%
Dover VIII 0.6% 3.0% 0.4% 0.4%
HIPEP VII 0.4% 0.0% 0.0%
HarbourVest Partners X: Venture 0.4% 0.0% 0.0%
HarbourVest Partners X: Buyout 0.9% 0.0% 0.0%
Hedge Funds 5.0% Grosvenor 5.0% 5.0% 5.1% 5.1%
Permal 0.0% 0.0% 0.0% 0.0%
GAM 0.0% 0.0% 0.0% 0.0%
Commodities 3.0% Schroders 3.0% 3.0% 3.0% 3.0%
|Total Alternatives 17.0% 17.3% 17.0% 14.4% 14.4%
Multi-Strategy Risk Parity 8.0% AQR 8.0% 8.0% 8.0% 8.0%
Global Asset Allocation 8.0% PIMCO All Asset 6.0% 6.0% 5.9% 5.9%
Wellington GAA 0.0% 0.0% 0.0% 0.0%
Mellon GAA 2.0% 2.0% 2.2% 2.2%
|Total Multi-Strategy 16.0% 16.0% 16.0% 16.1% 16.1%
|cash 0.0% 0.0% 0.0% 0.0% 0.0%
Grand Totals 100.0% 100.0% 100.0% 100.0% 100.0%
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VERMONT PENSION INVESTMENT COMMITTEE
ENVIRONMENTAL, SOCIAL AND GOVERNANCE INITIATIVES
NOVEMBER 26, 2013

The Vermont Pension Investment Committee (“Committee”) Investment Policy sets
forth the Committee’s investment purposes and objectives. This document sets forth
the Committee’s policy (“ESG Policy”) for evaluating opportunities to either make or
divest from investments for the purpose of achieving certain environmental, social or
governance (“ESG”) goals that do not appear to be primarily investment-related,
including investments that are intended to have a direct and measurable benefit to
economic or community development in the State of Vermont (“ESG Initiatives”).

The Committee is responsible for the investment of the assets of the three State pension
systems and the assets of municipal systems with which the Committee has an
agreement (“the Portfolio”). The Committee is required by law to strive 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 (the “prudent investor rule”). Further, the three State
pension plans are qualified plans in accordance with Section 401(a) of the Internal
Revenue Code. Federal and State law prohibit the use or diversion of any part of the
corpus or income of the plans at any time prior to the satisfaction of all liabilities with
respect to members and their beneficiaries for purposes other than the exclusive benefit
of members and their beneficiaries.

The Committee may choose to consider ESG Initiatives, provided they are consistent
with the Committee’s obligations to the members and beneficiaries of the participating
retirement systems and with the standard of care established by the prudent investor
rule. In cases where investment characteristics, including return, risk, liquidity, and
compliance with the allocation policy are appropriate for the Portfolio, the Committee
may consider ESG Initiatives that have a substantial, direct and measurable benefit to
the economic interests of the Portfolio.

ESG Initiatives will be evaluated according to the following factors:

1.) Any ESG Initiative must add to or complement and not dilute or compromise the
overall Portfolio strategy. ESG Initiatives will be evaluated within the context of the
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Portfolio as a whole and not in isolation. The Committee is a long-term investor that
strives to maximize investment returns without undue risk of loss.

2.) The ESG Initiative must target risk-adjusted, market-rate returns and provide net
returns equivalent to or higher than other available investments at commensurate
levels of risk. Social benefits of the ESG Initiative will not justify lower risk adjusted
returns or higher investment risk for the Portfolio or any asset class within the
Portfolio.

3.) ESG Initiatives must not exceed a reasonable weighting in the Portfolio, or skew a
reasonable weighting in the Portfolio as a result of investment in or divestment from
any one investment strategy, sector or geographic location. ESG Initiatives should
maintain the overall Portfolio’s compliance with its asset allocation strategy. Social
benefits of an ESG Initiative will not justify deviation from the Asset Allocation Plan
adopted by the Committee.

4.) ESG Initiatives requiring an investment should be managed by qualified discretionary
investment managers. The Committee will not make any direct investments.
Similarly, any divestment of Portfolio assets should be accomplished by a qualified
discretionary investment manager in a manner designed to minimize transactional
costs and minimize losses to the Portfolio.

5.) Any benefits of ESG Initiatives should be able to be quantified, reviewed and
monitored by the Committee, State Treasurer’s staff and third-party consultants
without inappropriate expenditure of time and resources. A review of both the
investment performance and the collateral benefits will be undertaken for the
purpose of determining whether the Committee will maintain an ESG Initiative. The
collateral benefits of an ESG Initiative shall be measured, in terms of foregone
return, transaction costs and monitoring costs, alongside the estimated return of the
ESG Initiative.

All ESG Initiatives will be submitted to Treasurer’s Office Staff and the Investment
Consultant for review and recommendation to the VPIC. Evaluation of proposals for ESG
Initiatives will be considered using the following criteria:

1.) Clarity of the proposed ESG Initiative and its parameters and goals.

2.) The extent to which the proposed ESG Initiative will produce the anticipated risk-
adjusted return and collateral benefits.

3.) Ability to implement a proposed ESG Initiative without inappropriate expenditure of
time and resources.

4.) Measurement of the opportunity cost created by the ESG Initiative, in the context of
the overall Portfolio goals.

5.) The appropriateness of any terms and conditions which may be attached to the ESG
Initiative.
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The Committee supports and prefers the use of constructive engagement to further
environmental, social and governance goals where possible and has adopted both
Domestic and International Proxy Voting Policies for this purpose. As an institutional
investor, we have standing and rights as a shareholder and have the ability as a
shareowner to influence corporate and governmental entities to act responsibly through
constructive engagement. This includes but is not limited to shareholder resolutions,
shareholder sign-on letters, and supporting policy initiatives for transparency.
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Extracts from VPIC Minutes of February 26, 2013 and November 24, 2014

Extract from VPIC Minutes of February 26, 2013:

ITEM 7: Fossil Fuels Divestment Bill

Presentation of Staff and NEPC Draft Reports on Divestment
Discussion

Public Comment

Adopt VPIC Position on Divestment Bill

Consider Development of VPIC Divestment Policy

The Chair, Mr. Rauh indicated how this agenda item would proceed. Ms. Pearce provided the
Committee members background information on Bill H.271. It was discussed how VPIC’s
recommendation should be presented to the legislature. NEPC and Mr. Considine presented their
draft reports on divestment indicating the one-time and ongoing costs and the performance and
risk penalties that would likely be incurred if the bill were to pass into law.

(Mr. Mackey left the meeting during this agenda item.)

The Committee members provided their thoughts on the draft reports. The Committee members
discussed divestment. Ms. Pearce shared with the Committee a statement she wrote concerning
this issue.

On a motion by Mr. Altemus, seconded by Mr. Hooper, the Committee unanimously moved
to accept both the NEPC and Treasurer’s Office report, with the stated revisions to the
Treasurer’s Office report, and the Treasurer is to convey to the appropriate legislative
committees the recommendation of VPIC to not go forward with this bill.

For the record Ms. Paul indicated she was informing VPIC that the Burlington City Council voted
for a resolution that recommended divestment. (Ms. Paul later clarified to Mr. Considine that the
Burlington City Council vote was with respect to tar-sands-related companies.)

It was the consensus of the Committee to review the larger policy issues concerning divestment.

It was indicated staff would continue to work on this.

Extract from VPIC Minutes of November 24, 2014:

ITEM 9: Discussion of VPIC Position on Fossil Fuel Divestment

Mr. Rauh delegated time to the Director of Investments Matt Considine, VSERS member Bob
Hooper, Doug Moseley, Treasurer Pearce, and JT Lukens. Each member shared their material and
opinion on Fossil Fuel Divestment, and then the Committee engaged in a discussion on the topic.
At the end of the discussion the Committee agreed to leave VPIC’s position against Fossil Fuel
Divestment unchanged.
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VSEA
RESOLUTION

Tuesday, July 28, 2015
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e ~ RESOLUTION CONCERNING INVESTMENT OF PENSION FUNDS

WHEREAS:
Vermont State Employees contribute to their retirement plan throughout their careers;

AND WHEREAS:
Monies invested into the Vermont State Employees' Pension Fund belong to the persons who have

cqntributed to this fund;

AND WHEREAS:
Monies in the Vermont State Employees' Pension Fund are being ethically, professionally and

successfully managed;

AND WHEREAS:
The Vermont State Employees' Pension Fund is fiscally solvent;

AND WHEREAS: _
Members of the Vermont Pensions Investment Committee carefully consider return on investments as

well as ethically responsible investments;

AND WHEREAS: ‘
Monies invested in the Vermont State Employees' Pension Fund are not the property of the State of

Vermont or the general citizenry;

AND WHEREAS: . :
Tt is the responsibility of Vermont Pension Investment Committee, and not the Vermont Legislature, to

decide which ethically appropriate investments will provide the best return on investments, within an
acceptable range of risk; ‘

NOW THEREFORE BE IT RESOLVED: , ,

That members of the Vermont State Employees' Association, Inc. (VSEA) Retirees' Chapter
recommend to the members of the VSEA Board of Trustees and VSEA Council that they do all in their
power to prevent the passage of legislation that would enable members of the Vermont Legislature to
be involved in the decision of how or whete the monies in the Vermont State Employees' Pension Fund

be invested.

ADOPTED BY MEMBERS OF THE VSEA RETIREES' CHAPTER BOARD OF TRUSTEES
DECEMBER 11, 2014. : :

ADOPTED BY MEMBERS OF THE VSEA BOARD OF TRUSTEES DECEMBER 10, 2014

ADOPTED BY MEMBERS OF THE VSEA COUNCIL DECEMBER 16, 2014
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DIVESTMEN

FCOMMENDA

Tuesday, June 23, 2015
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ELIZABETH A. PEARCE
STATE TREASURER

RETIREMENT DI1VISION
TEeL: (802) 828-2305
Fax: (802) 828-5182

UNCLAIMED PROPERTY DIVISION
TEeL: (802) 828-2407

ACCOUNTING D1visiON
TeL: (802) 828-2301
FAx: (802) 828-2884

STATE OF VERMONT
OFFICE OF THE STATE TREASURER

To: Vermont Pension Investment Committee

From: Matt Considine, CFA, Director of Investments
Katie Green, Investments Manager
Nick Foss, Investments Analyst

Subject: Fossil-fuel Divestment Analysis

Date: July 28, 2015

Executive Summary

The VPIC asked Treasurer’s Office Staff (“Staff’) atthe May 26, 2015 regular VPIC meeting to
provide information on the extent of coal holdings in the VVPIC portfolio. An additional request
to re-examine the issue of fossil-fuel/energy sector divestment and evaluate how managers are
incorporating climate change concerns into their investment processes was made at the June 23,
2015 regular VPIC meeting as well. This memo addresses those requests and also takes the
opportunity to update the February 20, 2013 analysis provided to the Committee regarding issues
associated with fossil-fuel/energy divestment. Staff has evaluated the requested initiatives in
accordance with VPIC’s Environmental, Social and Governance Initiatives policy which was
adopted by the VPIC “for evaluating opportunities to either make or divest from investments for
the purpose of achieving certain environmental, social or governance (“ESG”) goals that do not
appear to be primarily investment related ...” Accordingly, Staff has considered the following:

1. Clarity of the proposed ESG initiative and its parameters and goals.

2. The impact of divestment on the return and risk characteristics of the VPIC
portfolio;

3. Costs of the ESG initiative and impact of the implementation on time and
resources;

4. Governance considerations; and

5. Benefits of ESG initiative.

Staff recommends that proposals for fossil-fuel/energy divestment be rejected. Staff believes
that analysis demonstrates that such divestment fails to satisfy the criteria set forth in the

109 STATE STREET @ MONTPELIER, VERMONT 05609-6200
TREASURER: (802) 828-1452 e ToLL-FReE (in VT only): 1-800-642-3191
Www.vermonttreasurer.gov
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VPIC ESG* policy, presents significant governance challenges, and is not in the best interests
of the pension beneficiaries.

1. Clarity of proposed ESG initiative and its parameters and goals

The various divestment proposals fail to specify a reliable resource for purposes of identifying
the scope of the initiative. The June 23, 2015 VPIC discussion of divestment encompassed
holdings in the energy sector as a whole, as well as coal specifically. A variety of company
classification approaches are available, with “GICS” being one of the most widely accepted
industry-assignment schemes. The “Carbon Tracker” list has also been proposed, although there
is nothing to Staff’s knowledge to suggest that it is necessarily the most accurate list. For the
purpose of this analysis Staff used Global Industry Classification Standard “GICS™? for the
purpose of analyzing the separate account portion of the VVPIC portfolio, as well as an
interpretation of a list published in November 2014 by carbontracker.org as the Carbon Tracker
200 list. ~ Staff notes that, there are other lists (e.g. the PERI 100 Greenhouse list, maintained by
the Political Economy Research Institute at UMass/Amherst) which are substantively different.
An inability to distinguish narrowly defined activities (e.g. biodiesel, renewables) further
complicates the screening process, as does the multi-industry membership of many companies
(notably, utility companies with energy exposure and vice versa)®. In this analysis, the energy
sector classification is used interchangeably with the “fossil fuels” sector.

The various fossil-fuel/energy divestment (hereafter, “divestment”) proposals fail to distinguish
between common shares and other forms of investable securities (e.g. debt securities, derivatives,
futures) which may be otherwise permitted in an Investment Manager’s investing guidelines. On
the assumption that it would be inconsistent to divest from only one class of security, this report
assesses the overall VVPIC portfolio.

The various divestment proposals also fail to distinguish between separate and commingled

accounts. On the assumption that it would be inconsistent to expect that commingled accounts
would be excluded, this report includes that portion of the VPIC portfolio in the analysis. @
Commingled account exposure is based on estimates and manager feedback.

Additionally, the various divestment proposals fail to distinguish between being “long” securities
versus being “short” securities. It would be an unprecedented override of delegated investment
advisory responsibility to assume that only shorting energy sector securities is permitted. This
report assumes that no distinction is made among strategies and their ability to be either “long”
or “short” securities.

! More on legislative activity, portfolio background and the ESG policy may be found in Appendix I and Il

2 A classification scheme developed jointly by Morgan Stanley and Standard & Poor’s :
https://en.wikipedia.org/wiki/Global_Industry Classification Standard
https://www.msci.com/gics
http://www.spindices.com/documents/index-policies/methodology-gics.pdf

% It is worth noting here that assertions by 350Vermont “that ALL of Vermont’s energy sectorinvestments are in
fossil fuels” are incorrect, ignoring holdings in solar-related companies, companies with portions of their business
related to renewables, etc.
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Finally, the various proposals for divestment have failed to articulate any quantifiable or
otherwise measurable benefits. Instead, divestment is presented as a tactic to “politically
bankrupt™ specific companies. As such, Staff has been unable to determine any meaningful
impact from the initiative, such as actual reductions in production or consumption of fossil-fuels,
or any change in behavior created from VPIC’s not owning a security.

Staff recommends against divestment as the ambiguity of the initiative and the lack of
demonstrable benefit are in conflict with the VPIC ESG policy’s requirement for clarity of
purpose and need for a measurable benefit.

2. Impact of divestment on the return and risk characteristics of the VPIC portfolio

A. Energy allocation in separate accounts of the VVPIC portfolio

The profile of the energy and utility holdings (as identified by GICS codes) in the separate
accounts in the VPIC portfolio as of June 30, 2015:

Dollar Exposure * Energy (ex Coal) Coal Utilities Total
Common shares $48,724,985 $241,887 $21,827,821 $70,794,693
Bonds, etc $17,551,799 $1,206,375 $8,683,052 $27,441,226
Total $66,276,784 $1,448,262 $30,510,873 $98,235,919
Total 1.7% 0.0% 0.8% 2.5%

The profile of the energy and utility holdings (as identified by Staff’s interpretation of the
Carbon Tracker list) in the separate accounts in the VPIC portfolio as of June 30, 2015:

Dollar Exposure *

Carbon Tracker

Carbon Tracker

Oil** Coal**
Common shares $32,501,222 $4,211,841
Bonds, etc $6,105,277 $1,763,300
Total $38,606,499 $5,975,141
Total 1.0% 0.2%

* Estimated total VPIC exposure, as of 6/30/2015. Separate accounts
comprise approximately 35% of total VPIC assets.

** There may be some overlap between the two lists due to the manner in
which they are constructed

4
From
http://www.npr.orq/2015/04/11/398757780/students -push-college-fossil-fuel-divestment-to-stigmatize-industry

“That stigma is key. Climate change activist Bill McKibben, who visited Swarthmore on day eight of the sit-in,
explained that divestmentisn't meant to stop the flow of cash to well-capitalized energy companies.

"No one's under the illusion that if Swarthmore or any other college sells its shares in Exxon, that will

immediately bankrupt Exxon,” he says."What itwill do is begin the process, further the process, of politically
bankrupting them."” (emphasis added)

29


http://www.npr.org/2015/04/11/398757780/students-push-college-fossil-fuel-divestment-to-stigmatize-industry
Austin
Highlight

Austin
Highlight


The table below provides an estimated breakdown of the VPIC portfolio’s commingled accounts’
energy-related holdings, according to estimates provided by the relevant investment managers
and extrapolation of index exposure. The estimated additional contribution to VPIC portfolio
exposure is $165,186,016 (4.2%):

$ Exposure to

VPIC Investment Manager Fossil Fuel
Industry
VPIC SSGA S+P 500 CAPWT $35,423,334
VPIC AQR (Global Asset Allocation) $32,973,484
VPIC GROSVENOR (Hedge Fund-of-Funds) $20,355,756
VPIC PIMCO ALL ASSET (Global Asset Allocation) $19,133,184
VPIC ABERDEEN (International Equities) $14,234,120
VPIC SSGA ACWI EX US INDEX $12,695,883
VPIC ALLIANZ (Domestic Fixed Income) $11,312,836
VPIC WELLINGTON EMERGING DEBT (Emerging Mkt) $4,683,517
VPIC SCHRODER (COMMODITIES) $3,787,170
VPIC SSGA U.S. AGGREGATE BOND $3,230,134
VPIC MELLON ALPHA (Global Asset Allocation) $2,634,045
VPIC SSGA S&P 400 MIDCAP (Domestic Mid Cap Equity) $2,412,325
VPIC GAM UNCONSTRAINED $2,265,098
VPIC HARBOURVEST $1,682
VPIC BARCLAY'S TIPS (Tips) $0
VPIC REAL ESTATE ( Real Estate) $0
VPIC WELLINGTON (Global Asset Allocation) $0
VPIC WELLINGTON DAS (Domestic Fixed Income) $0
VPIC SIGULER GUFF DISTRESSED REAL $0

B. Energy allocation in indices

In various asset classes and indices, energy companies have significant size. In the S&P 500 and
other World equity indices, the sector is approximately 11% of the universe. According to
Wellington, in 2013 approximately 10% of market issuance in Emerging Markets was accounted
for by oillgas companies. In the Barclay’s Aggregate and other global fixed income indices,
energy companies comprise approximately 5% of assets. In the commodities area, 33%-75% of
the assets are invested in energy securities (such as commodity futures and derivatives),
depending upon the benchmark chosen.

Staff recommends against divestment from an industry or sector of large magnitude. The
VPIC ESG policy specifically notes that an initiative “must add to or complement and not
dilute or compromise the overall Portfolio strategy,” and an initiative “must not exceed a
reasonable weighting in the Portfolio, or skew a reasonable weighting in the Portfolio as a
result of investment in or divestment from any one [...] sector.” Staff recommends against
divestment in light of the second evaluation criterion in the ESG policy (“The extent to which
the proposed ESG Initiative will produce the anticipated risk-adjusted return and collateral
benefits”) due to anticipated reductions in risk-adjusted returns.

Staff recommends against an action that would restrict the ability of investment managers to
select securities, which in their professional judgement provides opportunities for above-

30



average returns. First, the VPIC Investment Policy requires the VPIC to select high quality
service providers with the experience and capabilities to provide investment services to the
VPIC. The VPIC has elected to adopt the Investment Managers’ proposed investment
guidelines in order to obtain the full benefits of the respective Managers’ proposed investment
strategy. Second, factor 1 of the VPIC ESG policy notes that an ESG initiative “must add to or
complement and not dilute or compromise the overall Portfolio strategy.” Staff again
recommends against divestment in light of the second evaluation criterion in the ESG policy
(“The extent to which the proposed ESG Initiative will produce the anticipated risk-adjusted
return and collateral benefits”) calls for divestment should be rejected due to anticipated
reductionsin risk-adjusted returns.

C. Diversifying element and inflation hedge in a portfolio

As evidenced by S&P sector data, the energy sector offers a diversification benefit to the VPIC
portfolio, with some of the lowest correlations to other sectors in the index°. The ubiquitous role
of energy in the global economy not only creates investment opportunities in its own right, but
also provides a catalyst for other parts of the economy to do well when the commodity price is
low. This role also directly provides a natural inflation hedge within the portfolio. It should be
noted here that the VPIC’s statutory standard of care (14A V.S.A. 8 902) identifies inflation as a
factor for the VPIC to consider; further, 14A V.S.A. § 903 requires diversification of the
investments of the VPIC portfolio, absent a VPIC determination that the purposes of the VPIC
are better served without such diversification.

By eliminating a diversifying element of the portfolio, risk —and in this particular case, risk
includes both volatility and risk due to the lack of an inflation hedge - would necessarily rise.
This could result in an increase in the volatility of a component of the annually required
contribution. Due to the dominance of energy securities in the commodities asset class, VPIC’s
commodities allocation would be eviscerated. 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 $9,000,000 annually.®

Staff recommends against restricting the ability of managers to select securities which in their
professional judgement provide opportunities for above-average returns and which provide
both a diversifying element and an inflation hedge to the portfolio. The VPIC ESG policy,
factor (1), notes that an initiative “must add to or complement and not dilute or compromise
the overall Portfolio strategy”; factor 2 notes, “Social benefits of the ESG Initiative will not
justify lower risk adjusted returns or higher investment risk for the Portfolio or any asset class

® 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 putthis in context, the fluctuation in the large cap US equity holdings
would increase by approximately $1,760,000.(11% of $4.0 billion is $440 million. 0.4% of this is $1.760 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.

® See endnote
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within the Portfolio”; and factor 3 notes “Social benefits of an ESG Initiative will not justify
deviation from the Asset Allocation Plan adopted by the Committee.”

3. Costs of ESG initiative and impact of the implementation on time and resources.
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 (currently approximately two-thirds of the
VPIC portfolio) to separate accounts that conform to divestment requests are unknown but likely
significant.

Also significant would be the costs associated with trying to unwind any private equity, real
estate or private debt investments for which multi-year capital commitments have been made.
These costs would arise from a markdown to the NAV associated with the sale of a position in
the secondary market. The relative illiquidity of such positions due to the VPIC contractual
commitment to fund capital calls would likely lead to a large “haircut” in the sale price compared
to the current market value of the underlying collateral.

Further costs could be incurred and foregone investment opportunities suffered if some managers
were unwilling or unable to provide investment advisory services with the restriction imposed by
divesting. Four of the existing SSgA equity fund contracts would need to be terminated. Other
commingled funds which all require broad discretion to implement their strategies would not be
willing to accommodate this requirement. And as noted abowve, the current commodities
allocation would of necessity need to be abandoned. These actions would require RFP
processes, manager selection efforts, contract negotiations and possibly higher management fees
relative to the prior managers. Staff is aware of at least one instance in which this would occur
with a separate account.

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.
The VPIC would be unable to invest in traditional low-cost index funds. Advisory and
monitoring fees would also increase as specialized investment benchmarks would need to be
created to monitor performance of the divested funds and customized compliance monitoring and
proxy-voting efforts would need to be instituted.

C. Soft costs
There would be a diversion of Staff’s time toward the implementation and ongoing monitoring of
the new portfolio, reducing resources available for other investment-related activities in the

Treasurer’s Office.

Assuming 0.25% as a total cost of converting all accounts to fossil-fuel-free holdings, one-
time transaction costs could approximate $10,000,000. Even at 10 basis points, this cost
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would be approximately $4,000,000. The extent of recurring costs cannot be estimated at
this time’. Staff notes for comparison purposes that the University of Washington expects
that its $2.6 billion CEF (“Consolidated Endowment Fund”) portfolio will suffer the
following losses over 20 years ®:

Estimated impact to CEF from divestment based on prior performance*
Projected impairment Projected impairment . Pr.GlECTF’;{L
due to fossil fuel due to full coal 'H}“iﬁgﬂ:ll ch:I!
divestment divestment divestment

Annual Cost Impact on Rolling )
CEF returns from divestment -20 bps -3 bps -1 bp
Cumulative Cost Impact on CEF
Market Value over 20 years ($250,000,000) ($39,000,000) (13,000,000)
Cumulative Cost Impact on CEF
Distributions over 20 years {$58,000,000) ($9.000,000) (3.000,000)

*Estimates based on analysis of historical monthly returns of market indices and applied to UW CEF palicy portfolio.
Source data provided by MS5CI, a global provider of stock market indices.

Staff recommends against divestment in general which does not satisfy factor (5) of the VPIC
ESG policy, as there is no demonstrable benefit to the portfolio from the action yet there are
potentially significant expenditures of time, resources and money necessary to effect the
changes. In the specific case of coal common shares, the amount of the holding is small
enough to represent a minor one-time transaction cost. It isunclear what the foregone
opportunity costs would be from eliminating this industry from future investment. Itis
unclear at this time what the cost would be of converting commingled accounts to fossil-fuel
free alternatives; however, it is certain that commingled fund managers would not accept this
restriction on their investment authority. At the very least, funds such as SSgA’s commingled
equity funds would need to be replaced and the commodities allocation would effectively cease
toexist. Allianztrades S&P futures contracts for alpha over the ten year Treasury;
presumably this investment would also need to be terminated. It is also certain that some
commingled accounts (e.g. AQR) would have no fossil-fuel free counterpart, necessitating a
restructuring of the entire VPIC asset allocation structure. The investment guidelines,
benchmarks and potentially fee structures for all separately managed accounts would need to
be renegotiated. Finally, it would not be possible to monitor forgone return or lost opportunity
cost, as provided by ESG factor 5 and ESG evaluation criteria 3 and 4. For VPIC managers’
current investment thesis on coal please see Appendix I1.

4, Governance considerations

" Overall, if nearly the entire VPIC portfolio were to be converted to energy-free separate accounts, the dissolution
of advanced strategies, commingled funds and separate accounts could approach $10,000,000. This assumes 0.25%
impact from a combination of transaction costs, bid-askspread realization, and possible market-impact. None of the
costs noted in the recurring costs section can be estimated at this time.

8 page 20: http://www.washington.edu/regents/files/2015/05/2015-05-F-9.pdf
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A. Prudent Investor Rule

The VPIC is required to make its investments in accordance with the standards of care
established by the prudent investor rule® 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.

B. Development of VPIC’s investment process and strategy

In accordance with its statutory standard of care and other applicable Vermont law, the VPIC
meets monthly to consider new investments, oversee the suitability of investments already made
and remove imprudent investments. Decisions regarding investment management contracts,
investment policies and proxy-voting are codified in the VPIC’s Investment Policy Statement
and proxy-voting guidelines available online and by request. Expert advice is obtained from
third-party consultants and investment managers with a fiduciary duty to the VPIC. The VPIC
directs 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
policies which govern the investment of the VPIC portfolio.

In accordance with VPIC’s current legislative mandate to maximize total return on investment,
within acceptable levels of risk, this process has resulted in a portfolio structure which solely
utilizes 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 the contemplated divestment campaign’s targets
were particularly poor, a manager’s existing investment process would either eliminate those
holdings from the portfolio or not identify a particular investment as attractive in the first place.
The current processes for evaluating ESG factors by VPIC’s investment managers is outlined in
Appendix V.

By restricting the opportunity set from which managers may choose, VPIC potentially reduces
not-only the choice of managers available to VVPIC but also the range of strategies that VPIC and
its managers can be employ.

Staff recommends against a divestment which necessarily has the result of arbitrarily
restricting the asset allocation from utilizing all managers and strategies that might otherwise
provide opportunities for above-average returns and which could provide diversifying elements
tothe portfolio. The VPIC ESG policy, specifically factor (1), notes that an initiative “must
add to or complement and not dilute or compromise the overall Portfolio strategy.”

® Relevant Federal law: 26 USC 401(a)
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C. 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 “exclusive benefit rule” is codified in State law as follows:

Under any trust or custodial account, it shall be impossible at any time prior to the
satisfaction of all liabilities with respect to members and their beneficiaries for any part
of the corpus or income to be used for, or diverted to, purposes other than the exclusive
benefit of members and their beneficiaries. (3 V.S.A. 472a(b))

Divestment actions are projected to have an economic impact (through a combination of
diminished expected return, increased risk and/or increased costs), which may raise the issue of
whether this proposed divestment is consistent with this “exclusive benefit rule.” Because the
status as a qualified plan provides for: 1) deferral of taxation on employer “pick-up”
contributions on behalf of members; and 2) 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:

e Employer contributions could become taxable to employees as income at present;
The income of the plan could become taxable;
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 optto collect withholding taxes from the
employer);

e Inthe event of an IRS review of the plan, the tax liabilities could be assessed
retroactively under certain circumstances;

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

5. Benefits of ESG initiative

A. Measurable benefit as required by the ESG policy

The goal of divestment proponents is not to have any direct impact on companies, but rather to
stigmatize them. As such, the envisioned benefit is one anchored in publicity and furthering of a
message. Further, as the sale of a security pre-supposes the simultaneous purchase of that same
security by another party, the notion that “stigma” presents an obstacle for fossil-fuel companies
to overcome is flawed, for there would otherwise be no buyer for the security in the first place.
“Stigma” is neither a measurable nor a demonstrable benefit, as required by the ESG policy.

Regardless of opinions about the current structure of the global economy, it is inescapable that
fossil-fuel/energy sources are a ubiquitous and necessary component of the current economy. An
evolution to an infrastructure based on some other power source necessarily requires a transition,
a process that has both an uncertain direction and timeframe. To restrict managers’ professional
judgement about the manner in which to best navigate the transition away from fossil-fuels is in
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conflict with the existing VPIC investment process and would not allow the VPIC managers to
take advantage of opportunities created by a transition in a manner that best suits their expertise.

B. Loss of proxy voting rights

VPIC’s ability to independently assess issues of relevance to the portfolio has resulted in
adoption of progressive proxy-voting guidelines'® which direct investment managers to vote
VPIC shares as follows:

e VPIC managers should generally vote FOR shareholder proposals seeking greater
disclosure of the company’s environmental practices, and/or environmental risks and
liabilities.

e VPIC 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
mmpact the company’s core businesses.

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

e 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.

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

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

e Generally support requests asking a company to formally adopt the CERES*!
Principles;

e Generally support the adoption of reports to shareholders on environmental issues.

In addition, a number of managers retained by VPIC are signatories of the Principles for
Responsible Investment*?.

10 Relevant proxy-voting guidelines may be found on pages 60-62:
http://www.vermonttreasurer.qgov/sites/treasurer/files/pdf/misc/VermontProxyGuide linesDOM ESTIC2010.pdf

1 «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

12 «“The United Nations-backed Principles for Responsible Investment (PRI) Initiative is an international network of
investors working togetherto 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

10
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The practical effect of divesting from any company 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'®. Staff concludes that divestment will undermine the credibility of
existing constructive engagement efforts which are undertaken in line with both the proxy
voting guidelines as well as the ESG policy.

C. 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 if a
particular shareholder sells its stock, because it has already received the proceeds at the initial
public offering and the secondary sale has no effect on its balance sheet. As such, a company
with policies and practices that Vermont would raise an issue with is likely to be increasingly
controlled by those that do not share the same values as articulated by the VVPIC Proxy Voting
guidelines, since the shares sold are being bought by another party willing to accept affiliation
with the company’s policies and practices.

Staff recommends against divestment as an action as its lack of effectiveness presents a
conflict with the ESG policy, in particular factor 5, which implies a need for an action to have
a benefit

D. Impact on constructive engagement

As noted in the VPIC ESG policy:

“The Committee supports and prefers the use of constructive engagement to further
environmental, social and governance goals where possible and has adopted both Domestic and
International Proxy Voting Policies for this purpose. As an institutional investor, we have
standing and rights as a shareholder and have the ability as a shareowner to influence corporate
and governmental entities to act responsibly through constructive engagement. This includes but
is not limited to shareholder resolutions, shareholder sign-on letters, and supporting policy
initiatives for transparency.”

The VPIC is able to help effect change in companies’ procedures, as well as industry standards
through active ownership. To VPIC this means participation in organizations advocating
sustainability (e.g. Ceres, INCR), progressive proxy voting policies, filing of shareholder
resolutions, and challenging federal regulatory bodies’ (e.g. SEC, FASB) enforcement and
interpretation of existing policies for the oil and gas industry. The VPIC has collaborated with
organizations that promote sustainability to support shareholder resolutions, gain media attention
on environmental issues and to pressure companies to reduce emissions. To combat
management decisions lagging in environmental disclosure the VPIC has an aggressive proxy
voting policy that it reviews annually. This policy often votes against management on
environmental disclosure and planning matters. VPIC’s shares give it the right to inform
management through shareholder resolutions, letters of concern and direct meetings, when they
are taking on perceived unjustifiable risks. Complimenting these efforts is VPIC’s partnership

13 per Staff conversations with VPIC’s proxy voting consultant (ISS).
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with organizations and investors to move the policy discussion to focus on enforcing existing
laws and regulations targeting the oil and gas mdustry’s disclosures about risks associated with
climate change. Pressure by concerned shareholders through letters and direct meetings moves
regulators to discuss disclosure issues and over time to act on enforcement requests and the
creation of stricter policies.

VPIC’s broad involvement in the ESG fight strengthens its position to put pressure on the oil and
gas industry to acknowledge climate change and plan long term for the challenges it will create.
The VPIC’s mvestment managers analyze the companies and account for these risks, while the
VPIC as an active owner advocates for more transparency through its proxy voting policy and
direct engagement efforts. This ensures VPIC managers have the best data to evaluate a
company’s risks when investing for VPIC. Divesting from oil and gas companies’ shares would
constrain the VPIC’s ability to effect change in the industry. The VPIC would not be able to
attend the shareholder meetings to share its views with management, vote its proxy against
management’s recommendation or have direct meetings with management to find ways over
time to get companies to agree to changes in policies and processes. To find out more about
VPIC’s active ownership activities please read the Treasurer’s Sustainability Report located on
the Treasurer’s homepage or upon request.

Staff recommends against divestment as there would be a reduction in the ability to be an
active owner and constructively engage firms, as described in the ESG policy.

Conclusion

As of June 30, 2014 the funded status of the State Employees’, State Teachers’ and Municipal
Employees’ plans were 78%, 60% and 86% 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 could be to worsen the funded status of the plans, which
would likely require increased future contributions to the retirement systems.

One point cannot be emphasized enough: Beyond potential impacts to funding ratios over
time, divestment would not serve any tangible purpose beyond making a symbolic gesture
that potentially comes at a great cost to the pension plans. VPIC takes a step backwards by
removing its voice from the discussion of issues that give rise to calls for divestment, particularly
when it is using that position in discussions to try to effect change. By undertaking divestment,
VPIC would be avoiding or undermining meaningful engagement with the very companies with
which it should be most concerned. Finally, if it is believed that there is an ethical problem in
owning the securities of companies targeted for divestment, this tactic only substitutes for that
problem the far more troubling one of knowing that discussions were avoided in which we could
help make a difference by being engaged as credible shareholders. Staff recommends against
divestment as it fails to satisfy the criteria set forth in the VPIC ESG policy, presents
significant governance challenges, and is not in the best interest of the pension beneficiaries.
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Appendix I:
Background
Portfolio profile

As of June 30, 2015 the VPIC portfolio had $4.0 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 System. These assets are
invested across 14 asset classes or strategy types and in 34 funds, 11 of which are separately
managed accounts**. This structure represents a significant evolution in the management of the
pension assets over the last ten years, from atime 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 May,
2015, the annualized performance of the State Employees portfolio during the last 3- and 5-year
time frames has been 8.9% and 9.1%, respectively.

Statutory Standard of Care — 14A V.S.A § 902

8 902. Standard of care; portfolio strategy; risk and return objectives

(@) Atrustee shall invest and manage trust assets as a prudent investor would, by
considering the purposes, terms, distribution requirements, and other circumstances of the trust.
In satisfying this standard, the trustee shall exercise reasonable care, skill, and caution.

(b) A trustee's investment and management decisions respecting individual assets must be
evaluated not in isolation but in the context of the trust portfolio as a whole and as a part of an
overall investment strategy having risk and return objectives reasonably suited to the trust.

(c) Among circumstances that a trustee shall consider in investing and managing trust
assets are such of the following as are relevant to the trust or its beneficiaries:

(1) general economic conditions;

(2) the possible effect of inflation or deflation;

14 A separate accountis one in which VPIC has 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 WPIC funds —is onein which VWPIC owns shares with particular net asset values, akin to shares in a
mutual fund that an individual investorwould own. Such a fund could have significant exposure toa
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.
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(3) the expected tax consequences of investment decisions or strategies;

(4) the role that each investment or course of action plays within the overall trust
portfolio, which may include financial assets, interests in closely held enterprises, tangible
and intangible personal property, and real property;

(5) the expected total return from income and the appreciation of capital;
(6) other resources of the beneficiaries;

(7) needs for liquidity, regularity of income, and preservation or appreciation of
capital; and

(8) an asset's special relationship or special value, if any, to the purposes of the trust or
to one or more of the beneficiaries.

(d) A trustee shall make a reasonable effort to verify facts relevant to the investment
and management of trust assets.

(e) Atrustee may invest in any kind of property or type of investment consistent with
the standards of this chapter. (Added 2009, No. 20, 8 1.)

ESG policy

Divestment is covered by the VPIC Environmental, Social and Governance Initiatives (ESG)
policy, dated November 26, 2013. The ESG policy identifies the governing State law (14A

V.S.A. 902), IRS code (Section 401(a)) and other considerations that bear on the question of
divestment. The policy is included in this report as Appendix Il. It is also available online at

http//www. vermonttreasurer. gov/sites/treasurer/files/pdf/retire\VVPIC/policy/ESG VPIC Policy
11182013.pdf

Timeline of VPIC-related divestment legislation

To date, there have been two legislative sessions during which bills have been introduced. The
first introduction included a more expansive definition of targeted companies than did the second
effort. The second effort has used the “Carbon Tracker” List to identify companies for
divestment.

Legislative Session 2013-2014 (H.271, S.131): “An act relating to divesting state retirement
funds from companies that extract, produce, or refine fossil fuels.”

VPIC regular meeting, February 26, 2013: Staff and NEPC provided reports on the divestment
legislation, each of which described estimates of costs and hurdles to be expected in
implementing a fossil-fuel-free restriction. The Committee voted unanimously to accept the
reports and “to convey to the appropriate legislative committees the recommendation of VPIC to
not go forward with this bill.”
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Legislative Session 2015-2016 (H.229, S.28): “An act relating to divesting State retirement
funds from the 200 publically traded companies that hold the largest carbon content fossil fuels

reserves.”

VPIC regular meeting, November 24, 2014: VPIC’s position on fossil fuel divestment was
discussed, with the Committee agreeing to leave VPIC’s position on divestment unchanged.

15

41



Appendix II:

VERMONT PENSION INVESTMENT COMMITTEE
ENVIRONMENTAL, SOCIAL AND GOVERNANCE INITIATIVES
NOVEMBER 26, 2013

The Vermont Pension Investment Committee (“Committee”) Investment Policy sets forth the
Committee’s investment purposes and objectives. This document sets forth the Committee’s
policy (“ESG Policy”) for evaluating opportunities to either make or divest from mvestments for
the purpose of achieving certain environmental, social or governance (“ESG”) goals that do not
appear to be primarily investment-related, including investments that are intended to have a
direct and measurable benefit to economic or community development in the State of Vermont
(“ESG Initiatives”).

The Committee is responsible for the investment of the assets of the three State pension systems
and the assets of municipal systems with which the Committee has an agreement (“the
Portfolio”). The Committee is required by law to strive 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 (the “prudent mvestor
rule”). Further, the three State pension plans are qualified plans in accordance with Section
401(a) of the Internal Revenue Code. Federal and State law prohibit the use or diversion of any
part of the corpus or income of the plans at any time prior to the satisfaction of all liabilities with
respect to members and their beneficiaries for purposes other than the exclusive benefit of
members and their beneficiaries.

The Committee may choose to consider ESG Initiatives, provided they are consistent with the
Committee’s obligations to the members and beneficiaries of the participating retirement systems
and with the standard of care established by the prudent investor rule. In cases where investment
characteristics, including return, risk, liquidity, and compliance with the allocation policy are
appropriate for the Portfolio, the Committee may consider ESG Initiatives that have a
substantial, direct and measurable benefit to the economic interests of the Portfolio.

ESG Initiatives will be evaluated according to the following factors:

1.) Any ESG Initiative must add to or complement and not dilute or compromise the overall
Portfolio strategy. ESG Initiatives will be evaluated within the context of the Portfolio as a whole
and not in isolation. The Committee is a long-term investor that strives to maximize investment
returns without undue risk of loss.

2.) The ESG Initiative must target risk-adjusted, market-rate returns and provide net returns
equivalent to or higher than other available investments at commensurate levels of risk. Social
benefits of the ESG Initiative will not justify lower risk adjusted returns or higher investment
risk for the Portfolio or any asset class within the Portfolio.

3.) ESG Initiatives must not exceed a reasonable weighting in the Portfolio, or skew a reasonable
weighting in the Portfolio as a result of investment in or divestment from any one investment
strategy, sector or geographic location. ESG Initiatives should maintain the overall Portfolio’s
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compliance with its asset allocation strategy. Social benefits of an ESG Initiative will not justify
deviation from the Asset Allocation Plan adopted by the Committee.

4.) ESG Initiatives requiring an investment should be managed by qualified discretionary
investment managers. The Committee will not make any direct investments. Similarly, any
divestment of Portfolio assets should be accomplished by a qualified discretionary investment

manager in a manner designed to minimize transactional costs and minimize losses to the
Portfolio.

5.) Any benefits of ESG Initiatives should be able to be quantified, reviewed and monitored by
the Committee, State Treasurer’s staff and third-party consultants without inappropriate
expenditure of time and resources. A review of both the investment performance and the
collateral benefits will be undertaken for the purpose of determining whether the Committee will
maintain an ESG Initiative. The collateral benefits of an ESG Initiative shall be measured, in
terms of foregone return, transaction costs and monitoring costs, alongside the estimated return
of the ESG Initiative.

All ESG Initiatives will be submitted to Treasurer’s Office Staff and the Investment Consultant
for review and recommendation to the VPIC. Evaluation of proposals for ESG Initiatives will be
considered using the following criteria:

1.) Clarity of the proposed ESG Initiative and its parameters and goals.

2.) The extent to which the proposed ESG Initiative will produce the anticipated risk-adjusted
return and collateral benefits.

3.) Ability to implement a proposed ESG Initiative without inappropriate expenditure of time and
resources.

4.) Measurement of the opportunity cost created by the ESG Initiative, in the context of the
overall Portfolio goals.

5.) The appropriateness of any terms and conditions which may be attached to the ESG Initiative.

The Committee supports and prefers the use of constructive engagement to further
environmental, social and governance goals where possible and has adopted both Domestic and
International Proxy Voting Policies for this purpose. As an institutional investor, we have
standing and rights as a shareholder and have the ability as a shareowner to influence corporate
and governmental entities to act responsibly through constructive engagement. This includes but
is not limited to shareholder resolutions, shareholder sign-on letters, and supporting policy
initiatives for transparency.
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Appendix I:
VPIC Investment Manager’s Coal Thesis

The following manager summaries are adaptations from email responses received by Staff from
managers with their consent to republish.

Guggenheim

Guggenheim holds two bonds with a market value of $1.35mm in their portfolio with exposure
to the coal industry. They most recently added to this position in March 2015, when the company
refinanced a note at 8.25% due in 2020. The investment thesis to hold this name is that Consol
Energy is transitioning from a coal company with exploration and production assets to a pure
play exploration and production business. Most recently the company filed to register its coal
assets into a master limited partnership (MLP), which it is interpreted by Guggenheim to be a
step toward exiting the coal industry by selling off this division of the firm. Essentially the firm
is divesting itself from coal and by purchasing the bonds issued by Consol; Guggenheim is
funding the company’s transition. This opportunity would be lost to anyone who divests from
coal.

As for the Guggenheim outlook on the coal industry as a whole, it’s negative. Coal mining
companies have come under considerable pressure in recent years as a result of cyclical and
secular issues. Thermal coal, used to generate electricity, has faced secular demand headwinds
from plant retirements due to old age; conversion of coal fired generators to natural gas or other
alternatives, and the record low natural gas prices due to the shale boom has added a cyclical
element that has exacerbated the market weakness. Metallurgical coal, used in steelmaking, face
slowing Chinese steel consumption (50% of global consumption) and a shifting away from coal
intensive methods of production that has created an oversupply in the market. Guggenheim does
not see the sector as attractive; however, as a firm with a bottom-up investment process they still
review all names in the sector and try to find opportunities, such as that of Consol Energy, when
they arise.

Champlain

Champlain chooses not to hold shares in companies that are predominately generating revenues
related to coal assets, because they do not feel the sector is currently profitable. First, there is a
300+ year supply of coal that is easy to access, so coal producers seldom have any sustainable
pricing power. Second, natural gas competes with coal, and there is a surplus of natural gas
currently. Lastly, if politicians want to restrict fossil fuels or tax carbon, coal will most likely be
the most impacted by such legislation. Therefore, the firm does not hold any coal sector assets at
this time.

Aberdeen

Aberdeen does not hold any exclusively coal or coal-related companies in their portfolio at this
time. Their analysis has led them to conclude that these holdings do not meet their quality
criteria and are not a better opportunity than the broader opportunity set in Emerging Markets.
They do hold companies that have limited exposure to coal stakes, such as Astra International,
BHP Billiton and Vale; however, these companies have a diverse asset base and Aberdeen would
not consider them at risk if their coal assets lost value. Aberdeen’s quality definition that the coal
sector does not meet is due to three facts. The first, coal mining companies are price takers in
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the global market and there is an abundance of supply, so the market is very cyclical. Aberdeen
prefers consistent cash flow generating companies. Second, in most Emerging Market countries
ownership of coal resources is highly politicized, which raises various other risks that are
difficult to quantify. As such, many countries require political connections for companies to
secure licenses to extract coal, and this is a risk Aberdeen wishes to avoid. Lastly, ownership of
coal resources in Emerging Markets often is by politically connected families or oligarchs.
Aberdeen feels these two types of ownership lack integrity in their business dealings and
interactions with the capital markets. For these reasons Aberdeen chooses to not hold coal
exclusive companies in their portfolio.

KDP

KDP’s outlook on coal-related companies is that of extreme weakness. In the high yield market,
coal producers have over levered balance sheets due to a secular decline in thermal coal demand.
Bankruptcies and debt restructurings are currently underway and KDP expects more to follow.
Given the VPIC portfolio is a defensive high yield fund, the analysts do not feel the risks
associated with coal-related assets is appropriate for the fund. As a firm they see value in the
secured loans of a few coal-related companies, such as Alpha Natural and Peabody; however, the
risk of downgrade has made them inappropriate to hold in the VVPIC portfolio.

One name in the VPIC portfolio, ArcelorMittal, is on the Carbon Tracker 200 list. KDP defines
this company as an integrated steel producer. It has exposure to coking coal, because it along
with iron ore are the primary raw materials used in the production of steel. KDP finds the yields
attractive given the company’s strong credit metrics. They would not define the company’s
revenue stream as primarily coal-related.

Acadian

This strategy employs a multi-factor model to analyze every security in the investable market
available through the contract guidelines for Acadian. They allocate to companies that have
attractive profiles based on four fundamental sectors: valuation, growth, quality and technical
signals. In Acadian’s opinion there are very few coal-mining companies, as defined by the GICS
data that are attractive compared to the opportunity set. Their model considers coal-mining
companies to be reasonably priced but not cheap, and their growth, quality and technical signals
are all ranked poorly. As such, there are only two companies that the model finds attractive in
the sector, but that were decided as not appropriate for the VPIC fund given its risk tolerance.
Acadian would prefer the VPIC not divest from coal, because if the model did find an attractive
opportunity in this sector they would not want the VPIC beneficiaries to miss out on the positive
returns it could generate, which goes for any sector that may be a consideration for divestment.

The Carbon Tracker 200 list identifies two holdings in the Acadian portfolio as “coal
companies”: Mitsubishi Research Institute (0.13%) and Itochu Enex (0.033%). Acadian does not
consider these to be coal companies. Itochu Enex is classified using GICS standards as an Oil &
Gas Refining & Marketing company, while Mitsubishi is classified as “IT Consulting & Other
Services” company. While these firms may hold some type of coal-mining operation, it is not a
predominant part of their revenues and was not considered coal related by Acadian when they
determined their investment thesis for each company to hold in the portfolio.
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Appendix 1V

Investment Managers’ Incorporation of Climate Change Concerns into their
Processes

In December 2014, the Treasurer’s Office Staff (“Staff”) surveyed several of the mnvestment
managers (“Managers”) who contract with the Vermont Pension Investment Committee
(“VPIC”) to understand how they are incorporating concerns related to climate change into their
security selection, fund allocation decisions, and strategic fund initiatives. The following
manager summaries are adaptations from the email responses received from the managers with
their consent to republish. As a reminder, separate account managers are investing in securities
on behalf of the VPIC, so these firms are able to respond about the exact experience of the VPIC
holdings. The VPIC holds shares in Commingled funds along with several other investors, so the
managers of those funds responded to this survey with regard to the firm-wide position and
integration of ESG factors into their investment philosophies and processes.

Several of the asset managers investing money for the VVPIC are signatories of the United
Nations Supported Principles for Responsible Investing (UN PRI), which underscores their
longstanding commitment to integrating ESG into their investment processes, asset stewardship
activities and throughout their organization. These firms include Aberdeen, Acadian, Allianz,
AQR, BlackRock, Deutsche Asset & Wealth Management, Grosvenor Capital Management,
HarbourVest Partners, Mellon Capital Management, Morgan Stanley Investment Management,
PIMCO, Schroders, Siguler Guff & Company, SSgA, UBS Global Asset Management, GAM
Holding AG, and Wellington Management. This is a big commitment that requires active
ownership of shares, transparent reporting on responsible investing activities, and integration of
ESG risk analysis in the firm’s investment process. Please note that ESG is neither ethical- nor
values-based investing (as Socially Responsible Investing “SRI” screens are) and does not
employ negative screens. Instead ESG factors are evaluated for a company in any industry to
decipher which hold a greater/lesser risk to any given factor that may add risk to the holding or
allow them to avoid a catastrophic event if it indeed has less exposure. This analysis can greatly
affect the valuation of a holding.

PIMCO

The firm integrates ESG factors into its firm wide macroeconomic view that it determines at its
annual Secular Forum. This forum focuses on factors that PIMCO anticipates will shape the
macroeconomic environment on a 3-5 year time horizon. Over the last three years, ESG related
risks have been explicitly discussed as part of the forum. From a bottom-up, fundamental
analysis perspective, PIMCO trains its credit analysts to incorporate ESG concerns into their
credit research reports. The firm believes, “with early identification and rigorous incorporation
of ESG risk factors into our credit, equity, and sovereign research processes, we can potentially
minimize value deterioration in securities that are negatively affected by ESG developments”

and “identify proactive opportunities to generate alpha by investing in sectors/issues that are
likely to benefit from ESG trends.”*

15 \/SERS ESG Report, December 2014
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AQR

AQR believes that Environmental, Social and Governance (ESG) based considerations provide
an alternative perspective for valuation and risk assessment for investments, but also a unique
set of challenges in portfolio design for their clients who hold diversified portfolios across the
entire capital market.

In order to address these challenges as a business, AQR established an ESG Working Group in
2013 and became a signatory to the UN Principles for Responsible Investing (PRI) in January
2014. The Working Group is a formally recognized group within AQR and endorsed by charter
by AQR’s Strategic Planning Committee, AQR’s ultimate management and governance
committee. The Working Group has been established with representation from senior client-
facing staff globally. Business strategy and portfolio management functions are also represented
to provide appropriate perspective and access to resources to effectively complete the objective
of the Working Group.

The ESG Working Group is overseeing the evaluation of several areas of research that the firm
believes may be the most promising avenues to incorporate ESG signals that may improve the
risk and/or return of their portfolios, while delivering on the key ESG mission principles. AQR
expects at least several of these initiatives to be considered for inclusion in their portfolios in the
near future.

KDP

Per the energy sector, supply and demand play a large role in the KDP forecasts, which include
a 3-year projection for every company held by the firm’s portfolios. Whether it is secular shifts
in supply/demand due to climate change expectations, implemented or anticipated
legislative/regulatory changes, or other exogenous factors, these figures weigh heavily in KDP'’s
analysis of energy companies and in arriving at a KDP Default Risk Ranking. This Ranking is
central to the analysis process and determines if KDP's clients are being adequately
compensated for the credit risk of a specific company at the price the market is setting for the
security.

Mondrian

Mondrian addresses climate change concerns and other investment challenges through its
bottom-up analysis. Mondrian uses long term investment models to evaluate the operating
environment of each firm over an extended time horizon. By applying these models, Mondrian
uses a forward-looking dividend discount methodology to estimate the future dividend stream
(both current levels and future growth rates) for each company. The objective is to evaluate the
potential risk and effect on share prices due to climate change and other longer term issues that
may develop. It is Mondrian’s view that de-carbonization of the economy will take place over an
extended period of time to allow primary energy producers to adjust their investments to adapt
to new emissions policies and production expectations while over the same time horizon newer
technologies (such as carbon capture and storage) can emerge and establish infrastructure to
support the new policies. This requires global cooperation, which takes significant coordination
and time.

With regard to the stranded asset thesis, Mondrian does not “believe the risk of stranded assets
applies equally across the fuels as the world must consider the substitutability of each fuel, and
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the cost to implement substitution.” Mondrian believes “coal is most at risk, given its higher
carbon intensity and the ease of substituting its use in generating electricity. Oil, while next in
line in terms of carbon intensity, is primarily used in transportation, and despite multi-year
investments in alternatives, the world still has not found an economically viable substitute.
Finally gas, with its lower carbon intensity, would appear to have the lowest risk of stranded

2

reserves.

Mondrian recognizes that climate change must be considered as a risk to the long-term future of
economies and individual businesses. They consider the long term viability of the business
models of all the corporations in which they invest, and assess their conclusions in the context of
the company'’s share price and their expected return forecasts. As part of this evaluation, they
engage firms’ management teams for detailed one-on-one meetings to discuss the sustainability
of the companies’ processes, including how the firm can better report on their future growth
expectations in the face of climate change risks. Given the current depressed energy valuations
of oil & gas producers, it is Mondrian’s position that the long-term challenges are priced into
the stock and therefore the companies must take notice and plan accordingly for the future
welfare of their business.

Guggenheim

Guggenheim incorporates ESG factors into their evaluation of corporate issuers and companies’
management as part of their investment philosophy and process. In its credit research,
Guggenheim analyzes information about how a company approaches environmental issues, such
as climate change, in its business activities. A company’s ESG disclosure score is reviewed and
the research analysts, as part of their bottom-up, fundamental research process, evaluate the
credit risks such as litigation, regulatory sanctions or loss of business opportunities associated
with the company’s EGS practices. It is Guggenheim’s belief that companies that follow “best
practices” can reduce credit risk, and are preferable to the investment team.

Aberdeen

As an investment manager offering SRI specific funds, ESG/hybrid funds and ESG risk
assessment for mainstream portfolios, Aberdeen (AAM) undertakes robust ESG analysis on its
equity holdings. Using a bottom-up, fundamental analysis approach to investing, which is built
on and complements the firm’s equity investment process, AAM’s Responsible Investing (RI)
team researches global equity buy list names (approx. 300) on SRI and ESG-related issues and
tracks the progress of holdings over a ten year period. The RI team determines whether a
company is a Pass or a Fail for the SRI specific funds and also undertakes ESG risk assessment
for both the ESG/hybrid and mainstream portfolios. The RI team conducts risk assessment on
companies in the global equity buy list, including emerging market names, to determine the
effectiveness of a company’s risk assessment framework, understand how its material ESG risks
sit in relation to its financial risks, analyze how a company sets targets for the mitigation of risks
and how this is linked to both key performance indicators for executive remuneration and overall
group strategy. The team engages investee companies on these issues on a continual basis. The
analysis that the RI team undertakes includes material risks assessment associated with CO2
emissions, reporting practices, and environmental hazards. VPIC's fund, with no SRI overlays,
benefits from the ESG risk assessment and engagement conducted by the RI team, as this
analysis gives AAM'’s equity analysts a more complete picture of the risk and opportunity set of
each investment and also augment’s AAM’s stewardship role by ensuring investee companies
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have a healthy risk management process in place for all their risks. Where necessary, the RI
team encourages companies in their portfolio holdings to make improvements that can benefit
the companies and investors over the longer term.

Aberdeen became a signatory to the UN Principles for Responsible Investment (PRI) in
December 2007 and is committed to looking at the ESG risks and opportunities offered by our
equity investments. The firm’s Responsible Investing team looks specifically at material ESG
issues, including climate change, to determine their impacts on the securities. This bottom-up
research, done in-line with Aberdeen’s equity investment process, is held centrally by the firm so
that all of the regional equity teams have access to it and can integrate it as required.

SSGA

SSGA is one of the largest managers of ESG assets in the world and began managing ESG
portfolios in 1986. They are compliant with the UK Stewardship Code and are a signatory of the
United Nations supported Principles for Responsible Investment (PRI), which underscores their
longstanding commitment to integrating ESG into their investment process, asset stewardship
activities and throughout their organization.

As one of the world’s largest managers of index equity assets (including the VPIC funds), SSGA
is a significant holder of thousands of company names. They centralize their active engagement
activities and proxy voting policies within the corporate governance team so that they can exert
greater influence to encourage companies to strengthen their ESG practices. In their 2014
Annual Stewardship Report they identified climate change and its impact on business as an
engagement focus topic. In that report they also provided information on their engagement
effortsin 2013 on ESG issues and identified engagement successes on sustainability matters. In
2014, SSGA further strengthened their ESG engagement capabilities by developing an active
ESG engagement screen to identify target companies for engagement, and they published
guidance for managements and boards on their expectation as an investor on the development
and oversight process on their Corporate Social Responsibility (CSR) program. The VPIC
passive portfolios are part of this greater effort by SSGA and are benefiting from their proactive
policies on ESG factors.

Champlain

The firm incorporates climate change into its long-term investment analysis process. As long-
term investors, Champlain is concerned with the sustainability of firms’ business models. They
believe climate change is real. While the timeline for severe impacts on companies from climate
change is well beyond most investors’ time frames, they are cognizant of the risks associated
with global warming that companies are exposed, specifically in the Property & Casualty
insurance industry holdings in the portfolio. Champlain is confident that their models are
incorporating weather-related risks adequately in their expected return expectations on these
positions. Furthermore, they also contemplate reduced actual demand for carbon-based fuels in
their investment analysis. Such efforts would be most impactful to the industries closely
associated with air travel and transportation. Some of the current industrial and machinery
holdings in their portfolios are involved with producing more fuel efficient airplanes, creating a
more climate friendly natural gas industry, producing more energy efficient factories, as well as
helping auto makers produce lighter vehicles. Champlain expects in the short-term the most
serious actionable item to impact the portfolio related to climate change would be a policy effort
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to curtail greenhouse gases in a meaningful way, which would likely have negative consequences
for economic growth.

Wellington

Wellington is a signatory of the UN supported Principles for Responsible Investment (PRI) and
believes that integration of ESG factors in its analysis is both “return enhancing and risk
mitigating.” Wellington points to two studies that display how integration of ESG factors has
enhanced returns in peer groups in the past. In May 2012, a Harvard Business School study
compared a group of firms that incorporated ESG analysis into their processes to a control
group that did not. The firms’ returns were observed over an eighteen year period and it was
found that the firms that employed ESG factors in their analysis outperformed their peers.
Additionally, Goldman Sachs conducted a study that ranked companies based on ESG principles
and compared them to the performance of the MSCI ACWI index since the middle of 2007. They
found a cumulative outperformance through June 2012 of 39%.

Wellington has a team dedicated to ESG research and engagement initiatives. This team uses
engagement and proxy voting as the core of their process. They conduct in-depth reviews of
their portfolio holdings company-wide to identify ESG-related opportunities and risks. Once
identified, the team and the sector analysts attend company meetings and host one-on-one
meetings with management where they raise concerns about the firm'’s business model. In 2012,
Wellington hosted more than 10,000 company management meetings. By frequently engaging
with management the analysts are able to observe deterioration of ESG issues within firms
quickly and integrate this knowledge into their portfolio decisions. Wellington gave the
following example of how the ESG team adds valuable business model details to the investment
team’s research through their one-on-one management meetings:

Case Study: Sustainability risk policies for project financing and lending
practices

Two ESG analysts met with representatives of a large multinational bank
to discuss the company’s recent ESG efforts. The company spent time
explaining how they implemented sector-specific sustainability policies for
all lending practices, project financing and other forms of advisory work.
Climate change risks, water usage, and stakeholder relations are
examples of some of the issues addressed within the policies to avoid
future losses for the firm. Customers are monitored annually through an
audit process and ranked according to various “compliant” or “non-
compliant” categories. Relationships with customers or potential
customers that do not meet the established criteria are discontinued. To
implement this framework by the end of 2012, the company trained over
6,000 employees globally.

In addition, the ESG team provides proprietary ESG research including market analysis, sector
trends, and portfolio-specific reviews to the firm’s portfolio managers. Wellington’s sector
analysts integrate the ESG team’s analysis of ESG sector trends into their long-term investment
thesis, which the portfolio manager then uses to make sector weighting decisions. For example,
carbon pricing and environmental regulation risk are core factors within the natural gas sector
analyst’s long-term forecasts, which will then be reflected in their risk/return assumptions that
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are integrated into the portfolio manager’s decisions to underweight or overweight the natural
gas sector. This research is also integrated into a proprietary tool that gives detailed highlights
of high/low ESG risks within each portfolio managers’ holdings, so that they are aware of all the
risks associated with their portfolio.

VPIC’s Opportunistic Emerging Markets Debt fund is implemented by the Emerging Markets
Debt team whose investment process is influenced by ESG criteria. Wellington places the most
emphasis on social considerations when evaluating EM sovereign investment opportunities. They
have found that these types of issues can have a direct and immediate impact on political
stability and economic policy, both of which are key to evaluating any country’s credit profile.
Governance — as measured both by the strength of institutions, as well as the quality of policies —
is also critically important to their assessment of sovereign risk. Environmental factors are
important, but tend to have a less immediate economic, political, and market impact than the
other two factors. They do not independently prohibit countries/sectors/companies based solely
on ESG criteria unless they believe they are insufficiently compensated for the risks associated
with these factors. Wellington’s analysts conduct their assessment of ESG factors as part of their
overall effort in evaluating any country’s probability of default.

With regard to the VPIC'’s Small Cap Value investment with Wellington, the team has considered
governance, and the external impact of business practices, as an important element of the
investment process since the inception of the approach. As bottom-up fundamental investors, the
team seeks to account for any company specific risks that could materially impact investment
outcomes, and the behavior of management is a critical, qualitative factor in that regard. The
analysts closely follow corporate SEC filings, other external information pertaining to the
behavior and practices of management teams, as well as exogenous impacts that a given
company may have. The firm believes that identifying managers who are aligned with
shareholders, and who take a long-term view of their businesses, is integral to their investment
success. Similarly, given their long-term investment horizon, they are cognizant of corporate
behavior as it relates to potential creation of liabilities through questionable environmental or
labor practices, and account for this in their assessment of a company’s intrinsic value. To
supplement their knowledge of these issues, the Wellington ESG Team conducts regular reviews
of the approach, and provide the team with reports detailing companies that score particularly
well or poorly on an ESG basis. These reviews serve as an additional conduit for information,
through which Product Management can identify key issues, and highlight these to the Small
Cap Value investment team.

Grosvenor

As an investment manager and advisor for hedge fund investments, Grosvenor does not directly
invest in companies. Therefore, they do not actively engage with companies on ESG issues, since
they do not hold shares in the firm. Nonetheless, Grosvenor takes the topic seriously. They seek
to promote responsible investing and environmental stewardship in the firm and within the
alternative investment management industry they belong. In July 2012, Grosvenor became a
signatory to the United Nations' Principles for Responsible Investment ("UNPRI™). The firm
views the UNPRI as a high-level framework for appropriately considering ESG issues in their
investment process. They believe that they are setting an industry standard by being a signatory
and seeking to set higher standards of responsible investment and business practices. Atthe
firm-wide level Grosvenor is focused on making significant progress towards adhering to the
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UNPRI. They have formed a Corporate Social Responsibility (CSR) Team, comprised of senior
employees representing most divisions within Grosvenor. With respect to investment manager
due diligence, they have included a CSR module to their formal investment and operational due
diligence materials. Grosvenor's due diligence process is comprehensive, focusing not only on
investment merits, but also on aspects of the overall firm and business that may impact the firm's
success and their relationship with the firm long-term. Grosvenor believes there is value in a
manager that incorporates environmental, social and corporate governance policies into its
business, helping to align interests with clients and provide attractive opportunities both from a
social and investment perspective. This focus is consistent with Grosvenor's culture and
commitment to diversity, the environment, and socially responsible investing, and when possible
they look to support organizations that work to incorporate these values into their culture and
investment process.

As one aspect of Grosvenor's standard due diligence procedures, they ask that all Grosvenor-
approved investment managers provide responses to a robust annual questionnaire that
addresses a broad range of topics. They leverage this information to obtain an overview of the
manager and any changes or updates that have occurred within the last year. The questionnaire
contains questions that specifically address the managers' policies on environmental, social, and
corporate governance. The managers' responses to these questions allows the firm to better
understand the culture of the firms and raise ideas for potential new products and policies going
forward that incorporate ESG issues.

Grosvenor has established an environmental program that focuses on improving internal
efficiencies related to protecting and improving the environment. The firm adheres to a multi-
faceted approach which focuses on energy/waste reduction, recycling and employee education.
They encourage energy-conscious and waste-reducing practices across the Firm. We promote
responsible production, use and disposal of goods related to day-to-day business operations.
Through education and example, they also foster a commitment to environmental responsibility
in all of their employees as an integral part of their professional and personal lives. Grosvenor
is dedicated to reducing their carbon footprint through research and evaluation of additional
steps they can take to reduce their impact over time.

Acadian

Acadian is committed to responsible investing and they were the first quantitative investment
manager to become a UN PRI signatory (October 2009). Acadian integrates Responsible
Investing practices throughout the investment process (forecasting, portfolio construction, etc).
Currently, climate change related considerations are integrated into the forecasting framework
through earnings expectations and recommendations from external analysts. As an example,
risks on lower future profitability caused by ‘anti-carbon’ legislation would likely impact
company return forecasts, rendering affected companies less attractive and lower their overall
portfolio exposure. Environmental signals and other ESG considerations are an active and
important area of research; however, industry-wide companies are not mandated to report
climate change risk related statistics, so Acadian cannot reliably implement them into the model.
If companies did disclose more information in a standardized approach throughout the industry
then these factors could be implemented into the valuation process.
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BlackRock

BlackRock is a strong supporter of action on climate change and became a signatory to the
United Nations Principles for Responsible Investment in 2008. The firm is one of more than 300
of the world’s institutional investors calling on government leaders to act on climate change
policy. BlackRock has signed the “2014 Global Investor Statement on Climate Change”
alongside other institutional investors. The goal of the Statement is to demonstrate global
investor support for stronger national and international climate and clean energy policies that
support significant increases in clean energy and low carbon investment.

BlackRock emphasizes a long-term, predictable policy framework and believes it is important to
long-term investors to incorporate environmental considerations in their analysis and decision-
making. Therefore, BlackRock is a member of all three of the regional investor groups on
Climate Change:

. Institutional Investor Group on Climate Change (Europe)
. Investor Network on Climate Risk (US)
. Investor Group on Climate Change Australia/New Zealand (Australasia)

BlackRock also supports climate change research viathe Carbon Disclosure Project and
incorporates climate risk in their investment process. In conventional portfolios portfolio
managers are expected to integrate climate change-related factors into their invest analysis and
proactively discuss with companies where they are likely to have an economic impact. The
factors include:

. Regulatory changes (e.g., emissions trading, standards)

. Climate change opportunities (e.g., government incentives for renewable energy)

. Physical impacts (e.g., flooding or other extreme weather events, changes in
temperature)

. Risk of litigation

In indexed strategies managed by BlackRock engagement with companies is the key means to
integrate ESG factors into investing. Engagement allows BlackRock to share their philosophy
and approach to investment and corporate governance with issuers to enhance their
understanding of BlackRock’s objectives. There are a range of approaches they may take in
engaging companies depending on the nature of the issue under consideration, the company and
the market. Every year, BlackRock engages around 1,500 companies or approximately 10%
to15% of their investments for the benefit of their clients.

To prioritize their engagement process, the firm employs a range of sources to inform their

process:
. Client specific ESG evaluations;

. Analysis of shareholder votes;

. Research by our fundamental investment teams;

. Screening and governance / social, ethical and environmental specific research;
. Data from our internal scientific active models; and,

. Research by investment banks and external governance specialists.

BlackRock has a centralized, specialist Corporate Governance and Responsible Investment
(CGRI) team within the firm. The team supports the portfolio management teams in fulfilling
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their fiduciary duties to clients and their commitments under the Principles for Responsible
Investment. Foreach engagement, the CGRI team works with portfolio managers and their
regional committees to determine the firm objectives and how best to reach them. The materiality
and immediacy of a given issue will generally determine the level of engagement.

The approach to engagement has long been one of having a private dialogue with companies,
setting out BlackRock’s views and any concerns and discussing ways these could be addressed.
Where they have sizable holdings they believe it is even more important to engage in a discreet
manner and to build relationships with companies that will enable them to effect change when
necessary. Examples of their work are available in their Annual Reviews which can be found on
their website at http://www.blackrock.com/corporate/en-zz/about-us/responsible-
investment/responsible-investment-reports

In addition, BlackRock engages in the public policy debate on issues that affect their clients
through a specialist Government Relations team. Their interest is in ensuring that policy makers
understand issues of corporate governance, investor responsibilities and shareholder rights from
the perspective of BlackRock and its clients. BlackRock works to achieve the most effective
balance between regulation and best practice guidance to ensure a framework that supports a
sustainable investment environment. As part of their broader government relations program,
BlackRock meets regularly with elected representatives, officials and regulators to discuss
emerging corporate governance issues and how reform might affect their clients’ investments.

Allianz Global Investors

Allianz Global Investors has been a signatory to the UN PRI signatory since 2007, but has ESG
capabilities since 2000. The firm integrates ESG and climate change concerns into its
processes, including security selection and fund allocation decisions, with support from its ESG
team. The team is seven strong with each analyst having responsibility for ESG research, proxy
voting and engagement, which includes company and individual issuer engagements, public
policy and collective investor initiatives, and active proxy voting, along with creating the firm's
perspective on ESG issues. The team sits across three offices and its research is integrated
across the Allianz Global Investors investment platform. The focus is on multi-stakeholder
initiatives to improve market governance, integrating ESG issues into investment decisions, and
encouraging improved governance and ESG performance of investee companies.

In addition, Allianz Global Investorswas a signatory to the Global Investor Statement on
Climate Change, requesting that policy makers develop national laws and regulations to
incentivize investment firms to invest in capital to transition to a low carbon and climate resilient
economy. To this end, Allianz Global Investors pledged to work with policy makers, identify and
evaluate low carbon investment opportunities, assess risks and opportunities created by climate
change and climate policy, work with companies they invest in to ensure they are minimizing and
disclosing the risks and maximizing opportunities created by climate change, and report on their
progress on addressing climate change. Allianz Global Investors is a member of the Cambridge
Institute for Sustainable Leadership Investment Leaders Group and is lead on a work stream
focused on building a model (already piloted by AllianzGI in 2014) that enables investors to
financially model carbon and energy regulation impact on high carbon sectors and companies.
The ESG Team has also built an ESG Footprint reporting tool for portfolios which helps clients
and portfolio managers to evaluate the relative ESG footprint of their investments including
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carbon intensity. On a regular basis the ESG Team publishes ESGMatters a quarterly
publication which provides thought pieces from the ESG Team on current and emerging ESG
topics ranging from board diversity to climate change risk. Allianz Global Investors is a regular
speaker and participant at various ESG conferences and workshops covering a wide range of
ESG topics, with contributions ranging to the UNEP FI Inquiry: Design of a Sustainable
Financial System to the Bank of England Prudential Regulatory Authority Roundtable on
Climate Change.

Allianz Global Investors believes their multi-spectrum approach to ESG integration and climate
change analysis allow them to effect change in the most efficient manner and bring awareness to
risks and opportunities climate change creates.

HarbourVest

As a UN PRI signatory, Harbourvest is dedicated to incorporating the principals into their
internal policies and investment products. As a Fund-of-funds manager, Harbourvest strives to
educate, evaluate and monitor the usage of ESG principles embedded in the UN PRI with its
General Partners. To this end they have created an ESG committee that is represented by all
facets of the firm that meets monthly to organize and monitor the integration of the firm’s ESG
Policy into the investment process and firm’s management. One such tool that is being
integrated is a manager scorecard, so that Harbourvest can evaluate their General Partner’s
investments based on sustainability or resource efficiency. This scorecard will not be used to
exclude Partners, but instead be a useful tool to monitor the progress of ESG adoption in the
private equity market and monitor the correlation between managers’ success with higher ESG
ratings in the long run. In addition, Harbourvest has been looking for opportunities created by
climate change. In 2008, the firm launched a cleantech-focused fund-of-funds that invests
directly in cleantech-focused companies.

Schroders

The firm aims to have a long-term investment process that incorporates ESG value drivers to
allow them to meet the needs of the current generation without putting the needs of future
generations at risk. To reach this goal the firm has a dedicated ESG team that enables them to
be active owners of the companies they invest through proxy voting and direct engagement. In
addition, the firm has significant industry involvement by sponsoring sustainability forums;
advising on industry-wide research projects; and participating in several organizations, such as
a founding member of the Institutional Investors Group on Climate Change, a signatory to the
Carbon Disclosure Project since 2006, an original member of the Carbon Action Initiative to
encourage public disclosure targets on emissions reductions by companies, and a signatory to
the UN PRI since 2007.

Schroders views company engagement as a useful tool to seek change in ESG performance and
processes that will enhance share value. In 2013 the firm engaged on a wide range of topics,
including environmental factors such as Arctic drilling, climate change and sustainable palm oil.
This amounted to 13,396 meetings with companies they held in their equity portfolios and 3,231
meetings with firms in their fixed income portfolios. The firm produces quarterly and annual
summaries on its shareholder engagement activities for its investors.
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GAM

GAM became a signatory of the UN PRI in December 2014. The firm is currently implementing
steps to move towards compliance with the six principles of the PRI. To date, they have
approved a set of high level guidelines for integration of ESG factors into the investment
decision making process that enables them to retain their cultural philosophy that each
investment team should have freedom to think independently and manage the assets using their
own methods. GAM’s PRI Working Group are currently mapping how the individual investment
process for each of the fifteen investment teams of GAM incorporates ESG considerations and
evaluating their potential impact on clients. By the end of Q3 they will recommend to the GAM
Management Board how to take forward the integration of ESG factors into their processes and
how to document and report on their impact. The firm expects to have a plan in place by
December 2015 to disclose active ownership efforts, be it proxy voting, company engagement
efforts or another form of active ownership.

Mellon Capital

The firm became a signatory of the UN PRI in August of 2013 and of the CDP (formerly the
Carbon Disclosure Project) in 2014. Mellon has established an ESG Committee to monitor and
establish efforts of Responsible Investing, such as setting ESG objectives in investments and
engagements, formalizing policies to incorporate ESG factors into the investment philosophy,
integrating the UN PRI principles, and creating transparent reporting reflecting this work.

Conclusion

In summary, the majority of Investment Managers contracted by the VPIC are evaluating the
risks associated with ESG factors within their portfolios. In addition, they are voluntarily
becoming signatories to the UN supported Principles of Responsible Investing, which holds them
accountable to a high standard that requires them to integrate ESG issues into their investment
analysis and decision-making process and pledges them to be active owners of their shares.

They are obligated to exercise their voting rights, engage companies directly or through
collaboration, integrate ESG factors into evolving research and analysis, among other steps to
evaluate ESG risks in their portfolios. These steps are required to be reported publicly by each
signatory, along with all responsible investment activities, in a standardized format to ensure it is
transparent and thorough. VPIC investment managers are industry leaders through their
participation in forums, policy discussions and organizations advocating sustainability. All those
firms surveyed were aware of the risks created by climate change and have taken steps to ensure
their holdings will not be stranded and no opportunity costs will be lost due to challenges
elevated by climate change.
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Endnote

Using annualized S&P data, staff estimates that the reduction on large cap equity returns from divestment
only during the last ten years would have been onthe 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 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 $7,680,000. (32% of the portfolio is targeted to US and
International equities. 32% of $4.0 billion is $1.28 billion, the performance of which would be reduced by
0.6% or $7.68 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
$1,000,000 in annual return. The incremental 0.13% is derived from an estimate of what a new portfolio
would be expected to return, using the new efficient frontier and therisk level that had been adopted prior
to divestment. In order to remove the incremental 0.4 standard deviations of risk on the new frontier, one
would need to accepta lower expected return, as shown in the chart below. (Note thatthis does notinclude
an estimate of lost return in the fixed income or alternatives space.)
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TO: VERMONT PENSION INVESTMENT COMMITTEE

FROM: 350VERMONT

SUBIJECT: DIVESTMENT FROM COAL HOLDINGS

DATE: JULY 17,2015

cc: VERMONT CHAPTER OF SIERRA CLUB, CLEAN YIELD ASSET MANAGEMENT,

SUNCOMMON, VPIRG, VNRC, TRILLIUM ASSET MANAGEMENT, PROGRESSIVE
ASSET MANAGEMENT, SOLAVIDA.ORG

On May 26, 2015, following 350Vermont’s public comment on divestment, VPIC requested
that their investment manager, NEPC, provide information on VPIC’s coal holdings, including
comingled funds, and the ramifications that would be involved with divesting from coal. We are
pleased to be able to provide information and expertise to complement NEPC'’s findings, as you
consider this important issue at your July 28t meeting. Below, please find three issue areas to
consider as you move forward.

PERFORMANCE OF COAL SECTOR

Financial experts are warning that coal is in a structural, as opposed to a cyclical, decline
and that coal reserves are most at risk for becoming a “stranded asset”. In January, Goldman Sachs
said the use of coal for power generation is nearing its peak as the world turns to cleaner burning
fuels and demand slows!. CitiGroup has stated that coal faces a "triple threat" from the
environment, renewables and gas as well as slowing demand from China, and, in May, it slashed
its long-run forecasts for metallurgical coal from $US170/tonne to $US125/tonne2. HSBC cites coal
as the fossil fuel most at risk of stranding, partially because coal companies face the greatest
regulatory risks3. In March, Carbon Tracker released the report, titled, “The U.S. Coal Crash -
Evidence for structural change,” which highlights that the Dow Jones Total Market Coal Sector Index
is down 76 percent in the last five years compared with the Dow Jones Industrial Average that grew
by 69 percent in the same period4. Finally, global consultant Mercer collaborated with 16
investment partners to model the impact of climate change over the next 35 years and reported
that coal sub-sectors are on track to see an 18 to 74 percent fall in average annual returns.>

Additionally, many institutions, foundations, and businesses are divesting from coal. The
French insurance giant, Axa, is divesting €500m of high-risk coal funds in a move that reflects long-
term concerns in the insurance industry over climate change. Norway’s Government Pension Fund
Global, worth $900bn, will divest from coal-related investments totaling $8bn. A member of the
governing Conservative party described coal investments as a global warming risk and a financial

1 Goldman Sachs Sees Thermal Coal at ‘Retirement Age’ 26 January 2015

2 Coal Headwinds Tipped to Drive Down Coal Prices 28 May 2015

3 Stranded Assets: What Next? 16 April 2015

4 US Coal Crash Serves as a Warning to Investors Betting on Carbon 23 March 2015
5 Investing In a Time of Climate Change 2015
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riské. Other entities divesting specifically from coal include Stanford University, Georgetown
University, and the University of Washington. Coal divestment is often a logical first step for entities
wishing to reduce their carbon risk.

EXPERTISE IN ENERGY SECTOR AND SOCIALLY RESPONSIBLE INVESTING

To date, both Treasurer Pearce and VPIC have relied heavily on the 2013 memo from NEPC,
titled, “Preliminary Analysis of Potential Impact of Energy Sector Divestment” however, we urge
VPIC to seek out additional expertise before deciding on coal divestment. In fact, we have arranged
for financial experts from Clean Yield and Trillium Asset Management to present during the allotted
public comment time on July 28th,

In testimony delivered to the Senate Government Operations Committee, Eric Becker, Chief
Investment Officer of Clean Yield Asset Management, said the NEPC report “far overstates the hard
costs of divestment, as well as the potentially increased risks and diminished returns.”?
Additionally, the estimated return penalty of $10 million annually that has been emphasized by
Treasurer Pearce, is from a “deeply flawed analysis” which uses a “naive assumption that
outperformance [of the energy sector] will continue.”?” Estimates of the possible return penalty of
divestment range from 0.0034% (Aperio study)8to 0.02301% (Dartmouth study)? to 0.25 - 0.50%
(NEPC). Using the Aperio estimate, the expected losses would be on the order of $125,000, a
fraction of the $10 million figure, and additionally this figure is based on divestment from the entire
energy sector. The transaction costs for divestment also appear to be exaggerated by the NEPC
report.

NEPC provides consultation to other pension fund trustees who are considering divestment.
In Seattle, Nick Lacata, Seattle City Councilor and chairman of the Seattle City Employees
Retirement System board, has raised concerns about NEPC. Mr. Lacata wrote in the Seattle Times,
“NEPC’s report echoes the [fossil fuel] industry’s refrain that divestment would result in increased
risk and reduced returns. They even based findings upon an industry lobby group in their initial
report. NEPC has arguably discounted evidence and cherry-picked financial theories to create a
narrative against divestment.”10 We urge VPIC to consider additional sources and perspectives on
the ramifications of divestment on the pension funds.

DIVESTMENT — REINVESTMENT COMMITTEE

Finally, we request that VPIC creates a new committee to take a long-term approach to
divestment of fossil fuel holdings and, perhaps, additionally guide reinvestment into more
sustainable sectors. Given the success of the Local Investment Advisory Committee (LIAC) which
invests up to 10% of Vermont’s cash balance into local, sustainable investments, a divestment-
reinvestment committee could likewise oversee and guide investments out of fossil fuels and into
thermal efficiency projects, clean energy investments, and similar initiatives. There is an
overwhelming need for weatherization funds and funds to stimulate renewable energy
development in Vermont.

6 Norway Confirms $900bn Sovereign Wealth Fund's Major Coal Divestment 5 June 2015

7 Testimony regarding S.131 before the Vermont Senate Committee on Government Operations, Eric Becker,
CFA, Clean Yield Asset Management. 27 March 2013

8 Building a Carbon-Free Equity Portfolio 2014

9 Divestment From Fossil Fuel Investments 27 February 2014

10 Seattle can still lead in fossil-fuel divestment 26 March 2015
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It is worth noting that the return penalty analyses noted above ignore the effects of
redirecting funds withdrawn from fossil fuels into investments that lie with the “new energy
economy” sector - which includes energy efficiency, renewable generation, efficient vehicles, mass
transportation and the like. Given that the new energy economy sector is experiencing strong
growth globally!?, and is projected to continue to benefit from many years of systemic global
investment in clean energy!2, a more complete investment analysis would assess the potential
benefits of shifting away from high risk investments in fossil fuels and into investments associated
with the rapidly expanding new energy economy.

One example of an initiative that could grow out of a divest-reinvest program is the
partnership between the AFL-CIO and the American Federation of Teachers (AFT). As part of the
Clinton Global Initiative’s Commitment to Action project, the New York City Teachers Retirement
System has pledged $1bn to new investments in infrastructure projects, including improvements to
transportation, power, water, communications, and housing in and near New York City. “Together
the work will benefit our future not only in terms of more efficient buildings and reducing the
threat of climate change, but also in the lives of teachers, construction workers, and in lowering
energy costs for people all over America,” said President Clinton13.

SUMMARY

In conclusion, we urge the members of VPIC to review our sources on the long-term decline
of the coal sector, to consider additional investment expertise, and to establish a new committee or
advisory group to assist in a long-term, measured approach to reduce carbon risk in the pension
funds and reinvest in the new energy economy.

ACKNOWLEDGEMENTS:

This memo was prepared in part by 350VT, Vermont Chapter of Sierra Club, SolaVida.org,
and several volunteers, including Catherine Lowther, Goddard College, and Ed Stanak, past
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following groups: VPIRG, VNRC, Clean Yield, and Progressive Asset Management.

11 Carbon Crash, Solar Dawn: Deutsche Bank on why solar has already won. 3 March 2015

12 Five Seismic Shifts to Shake Global Electricity Over Next 25 Years. 23 June 2015

13 NYC Teacher Pension Fund Pledges $1 Billion to Investments in Post-Sandy Reconstruction and Other
Critical Infrastructure. 13 December 2012
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The majority of Fossil Fuel reserves are State owned or privately held. Just 6% of the world's oil reserves are investor owned companies. Divesting from investor owned oil &
gas companies would leave companies holding 94% of reserves unopposed. In addition, those that are investing in renewables are largely part of the oil and natural gas
industry (32%), so divesting from them leaves the potential for missing out on an opportunity to be part of the transition away from fossil fuels. In addition, the Oil & Gas
sector is not the largest emittor of GHGs within indices. Divesting from oil & gas companies would not address the largest emissions. For example, American Electric Power
Company is the third largest GHG emitting company in the S&P 500; however, it doesn't appear on the Carbon Tracker 200 and is a part of the GICS "Utilities" sector.

1970 2007 Carbon Mitigation Investment by Investor Group
(2000-2012 in Billion $)
$79.7 Bilion
°' "‘" i $91.2 w-u Federal
Industry (32%) Government (32%)
I_ J—
. . - T < . i Other Private
B Exclusive National Oil Owned Comp 1 Russian Comp | Available Under B ©Oil & Natural Gas e Bl Federal Government (32%)
Companies (NOC) Control aocs) Negotiation with NOCs LadustSze) REETEE)
Source: "Energizing America" commissioned by the American Petroleum Institute Source: "Energizing America" commissioned by the American Petroleum Institute
9.000

2013 Largest Oil Companies (percent of worldwide proved reserves)

c
- = 8000
Petroleos de Venezuela SA _| 18.09 E
Saudi Arabian Oil _| 16.15 » 7,000
Mational Iranian Ol _| 9.56 [
Iraq il _| 8.52 O“ 6,000
Kuwait v | 6.17 ©
Abu Dhabi National il _ /G0 T 5.000
National il Corp (Libya) _ |- > 4 ‘g
Nigerian National Petroleur _EE———7 26 g 4,000
Qatar Petroleurn _[E— 1 53 €
OAD Rosnelt _ |1 51 T 3000
OAO Luksil _|" 0.80 g 2000
Sonatrach . 0.74 M Hationalized Owned Campany 8
ExxonMobil _J=e 0.69 B Investor Ownad Company 1,000

PetroChina _ I () 56
Patrolec Brasileiro SA [ .65
Bp W 052

3 sap so0 [
o [
Petroleos Ms::::: = 3.56: —_—— . Utilities Basic Chemicals Ol & Gas Food &
Petroleos del Ecuador [ 0.50 Resources Beverage
Patroleum Development Oman 0.33 MSCI Europe .

Total SA 0.33

Chaevron 0.26 MSCI Asia ex-Japan .

Source: ICCR Commissioned report by TruCost "Carbon Risks and Opportunities in the S&P 500"

Source: "Energizing America" commissioned by the American Petroleum Institute
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Global Production

Virtually everything is private
with the exception of China and

|ﬂd|a. HOWEVE’I‘, n many countries Russia The restructuring of the Russian coal industry led to the

land may be govemment O\p"\.l’l'WEdf privatization of coal assets and all coal mining is now carried out

Sl F by joint stock companies with private ownership. This has led to
S0 Wlthln f-ﬂetals and mining the emergence of a number of large enterprises, management

ther‘e iS St||| heavy governr‘ﬂent companies and holding companies owning coal assets

regulation and involvement. -
) ) i ® China A big portion is owned by
Coal productlonfconsumptlon by region Germany In Europe, most of the thermal coal ® quasi-sovereigns (Shenhua, China
Million tonnes oil equivalent reserves are captive assets held by power faglfa= welkas local government
generation operators. The vast majority of lignite quasi-sovereigns. Outlook is blgak due
mining assets are private with only one public k2 declln.mg property cgns‘truc‘qon and
Production by region Consumption by region entity (LMBV), but their task is to decommission desire to reduce air pollution
‘Asia Pacific 4500 4500 and re-cultivate former open pit lignite mining [ ]
:ﬂ_ﬁe - areas in the east of Germany. India Majority Indonesia All coal reserves actually
= EJM&EWS@ 4000 2000 government bel_or_ﬁg to the government, but the
m S & Cen America owned via mining rights are given for a fixed
w North America —_— 3500 Se00 Coal India period of time which can be
| | renewed, so the producers are mix
Rl 3000 ® of private enterprises and
— E—— | . . government, though likely more
2800 500 South Africa Ownership of and access to mineral resources skewed towards the former
| | are regulated by the Minerals and Petroleum Resources
2000 2000 Development Act of 2002, which recognizes the state's ®

custodianship over the country's mineral resources. The three
major coal producers are BHP Billiton Energy Coal South
Africa, Anglo American Coal and Xstrata. Eskom (gowit owned
utility) sources its coal via long term supply arrangements, but
they do not own the mining assets.

Australia most coal
production is privately
owned.

Source: PIMCO

4

Source: BP
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