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Preface

House Joint Resolution 392 of the 1993 Session requested the Joint Legislative
Audit and Review Commission (JLARC) to complete a comprehensive study of the
Virginia Retirement System. The study was to focus specifically on the structure and
governance of the system, investment practices and performance, and the actuarial
soundness ofthe retirement funds. To complete the study, JLARC staffwe:re assisted by
Bear Stearns Fiduciary Services, Inc., and Alexander & Alexander Consulting Group,
Inc., who were competitively procured as consultants.

Overall, JLARC staff and the consultants for this study found the Virginia
Retirement System to be financially sound and system assets to be well managed.
Concerns about the governance of the system were well founded, however. The
appointment process for the Board of Trustees, as well as several controversial actions
of the trustees, have resulted in perceptions that the VRS Board is not independent in
its decisionmaking. Also, qualifications for trustees do not currently reflect the need for
investment experience.

To strengthen the independence of the retirement system, this report recom­
mends several actions. First, the Virginia Retirement System should be established as
an agency independent of the executive branch. Second, the appointment of trustees
should be a shared responsibility ofthe Governor and the General Assembly. Third, the
VRS trust funds should be established as independent trusts in the Constitution of
Virginia. Fourth, the structure of advisory committees should be established in law.
Finally, the General Assembly should designate a permanent joint legislative commis­
sion or committee to carry out continuing oversight of the retirement system.

The investment consultant found the asset allocation for the VRS portfolio to be
sound and VRS' investment performance to be acceptable, given the current level of
diversification. The managed futures program was found to bea reasonable investment
for VRS, although some adjustment of fees is needed.

The actuarial consultant found current benefits to be well funded. However,
pay-as-you-go funding of cost of living adjustments could cause future increases in
contribution rates. This issue will need to be addressed by the General Assembly.

On behalf of the Commission staff, I wish to acknowledge the support and
cooperation of the Virginia Retirement System Board of Trustees and staff in the
completion of this study.

Philip A. Leone
Director

January 17, 1994
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. The Virginia Retirement System (VRS)
administers a statewide pUblic employee
retirement system which provides defined
benefit pension plan coverage for State
employees, teachers and non-professional
employees of public school boards, and
employees of participating politicat subolvi­
sions. In addition to the State system, VRS
administersseparateretirementsystems for
Statepoliceofficersandjudges,agroup life
insurance program, a deferred compensa­
tion program, and a health insurance credit
program for eligible State retirees.

Currently222Stateagencies, 146local
school divisions, and 353 political subdivi­
sions participate in the retirement system.
In addition, 132 local school divisions in­
clude their non-professional employees in
the system. At the closeof fiscalyear1993,
VRS had 259,086 active members, and
86,369 retired members, inactive vested
members, and beneficiaries. Totalpension
fund assets were valued at $15.9 billion.
Retirement benefitspaid in FY 1993 totaled
$667.9 million.

HouseJointResolution 392ofthe1993
Session of the General Assembly directed
theJointLegislative AuditandReview Com­
mission (JLARC) to study the structure, in­
vestmentpolicy, andactuarialsoundness of
the VirginiaRetirement System. Theimpe­
tusfor this studygrewoutofconcerns raised
about the independence of the VRS and
about the soundness of some investment
decisions made by the Board of Trustees
(Board). To oomplete the review, JLARC
staffexaminedthestructureandgovemance
of the retirement system. In addition, pro­
fessional investment and actuarial consult­
ants assessed the soundness of VAS in­
vestments andfunding.

Structure and Governance of the
Virginia Retirement System

VRS has experienced tremendous as­
setandmembershipgrowthin recent years.
Thephenomenon of rapidgrowth hastrans­
fonned the management and operation of
VRS into one of considerable complexity.
Consequently, there are now greater de­
mands on the governing structure of the
retirement system.

Recently VAS' system of governance
has been called into Question. Concerns
havebeen raised aboutthe appointment of
trustees to the VRS Board, as well as the
qualifications for Board membership and



the independence of the Board asagovern­
ingbody. Similarquestions have been raised
concerning the Board's two advisory com­
mittees. Furthermore, several recent Board
actions have diverted attention from sub­
stantive issues associated with the sound­
ness of the system, and have created a
negative public perception of VAS, espe­
cially among Stateand local employees.

All Appointments to VRSBoard Are
Made by the Govemor. Virginia is one of
only eight states, all of which have retire.
mentsystems with smallertotalassets than
VAS, in which the Governor has the soLe
powertoappointretirement system trustees
(see figure). This has contributed to a per­
ception amongVASmembers thattheBoard
is not entirely independent of the executive
branch in its decisionmaking. Someof the
appointments made by recent govemors,
suchascabinetmembers, havecontributed
to this perception. In addition, complete
gubernatorial appointment authority does
not property reflectthe General Assembly's
constitutional responsibility for the retire­
ment system. The appointment of trustees
would better reflect the responsibility of the

. General Assembly and improve the inde­
pendence of the Board if some trustees
were appointed by the Legislature.

Recommendation (1). The General
Assemblymaywish toamendSection 51.1·
109 of the Code of Virginia to require the
GeneralAssembly to appoint some mem­
bersoftheVirginia RetirementSystemBoard
of Trustees.

Qualifications for TrusteesAreInad­
equate. In recentyears, oversight of VAS
investmentshas becomethe Board's most
prevalent,and time consuming responsibil­
ity. However, the required qualifications for
serving on the VRS Board have not kept
pace with this growing responsibility.. Cur­
rentstatutoryrequirements for membership
on the VRS Board tend to focus on repre­
sentation of specifictypesof VAS members
ratherthan on professional Qualifications of
the trustees.

According to JLARC's investment con­
sultant, Bear Steams Fiduciary Services,
the issues involved in the area of public
pension fund investment require infonned
jUdgment and significant expertise at the
Boardlevel. Bear Steams concludedthata

~ States in which the Governor Makes All Appointments
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majorityof VRStrustees shouldhaveexpe­
rience in the investment of large employee
benefit funds.

There areotherproblematic aspects of
the current qualification requirements for
Board membership. Onetrustee, while des­
ignatedasthepoliticalsubdivision employee
representative, is actually an elected local
constitutional officer. Twoothertrusteesare
appointed to their positions of employment
in State govemment by the Governor, and
serve at his pleasure. This situation pro­
motes a perception of undue gubernatorial
influence on the Board, and raises ques­
tions about the Board's independence.

Recommendation (2). The General
Assemblymay wish to require thata major­
ity of Virginia Retirement System trustees
have experience in thedirect investment of
large funds. Representation for teachers,
State classified employees, and local em­
ployeesshouldbe continued.

Recommendation (3). The General
Assemblymaywish toamendSection 51.1­
109oftheCodeofVirginia toprohibitelected
officials and executive branch appointed
officials from serving on the Virginia Retire~ .
ment System Boardof Trustees. However,
the State Treasurer couldbe appointed as
an ex-officio, non~voting member.

Perceptions of Board Actions have
Eroded Confidence. Since 1990the VAS
Board has been involved in a series of
eventswhich, at leastatfirstglance,call into
questiontheindependence afthe Boardand
its ability to effectively govern the system.
These recent events have detracted from
the publicimageofVRS. For example, at a
public hearing heldby JLARC,a memberof
the Virginia Governmental Employees As~

sociation (VGEA) stated that,lIin recentyears
a cloudhasbeenplaced over the retirement
system by controversial actions of the VRS
Board, thusthe confidence of the beneficia­
ries of the system has been eroding."

III

Among the issues which have raised
concerns about the retirement system are
the RF&P Corporation acquisition and sub­
sequentappointments to theRF&Pboardof
directors, compliance with the Freedom of
Information Act, the Redskins stadium pro­
posal, and publicdisputes over investment
pa1i")'. All of these events have teft an
impression ofaBoardwhichis influenced by
political considerations, which is unneces­
sarily secretive, and which is unable to et­
fectivelygovem theretirementsystem. While
these impressions may not aU be based on
fact, the perceptions continuetoexistamong
manymembers of the VAS.

The Roleofthe BoardChairNeeds to
Be Redefined. Over a long period of time,
the positionof chairhas acquireda degree
of perceived, but not necessarily intended,
power and authority. This power and au­
thorityappears tostemfromthefact thatthe
chair is appointed by the Govemor. How­
ever, such power is only implied since the
chairhasnostatutory responsibilities. While
the Board recently defined the role of the
chairas part of itspolicies and procedures,
thestatedresponsibilities areminimal. The
Code of Virginia should set out a clear role
for the chair to provide leadership for the
Board and to communicate on its behalf.

Recommendation (4). The General
Assembly may wish to amendthe Code of
Virginia to define the role and responsibili~

ties of the chairof the Virginia Retirement
System Boardof Trustees.

Strong Chief Investment Officer
Needed. The VRS investment staff has
grown graduallywith the increaseinthesize
and sophistication of the fund. Under the
current structure the investment staff is su­
pervised by a chiefinvestment officer(CIO).
However, sincethedepartureof the CIO in
1990, that position has beenvacant.



Most recently, the Board initiated a
search foraCIO. However, according tothe
revised job description for the position, the
CIOseems focusedon management of the
investment department ratherthan on sub­
stantive investment direction and coordina­
tion. Bear Steams reviewed the plans for
theCIOandfoundthat the position maynot
meetVRS' long-tenn needs.

Bear Steams has recommended that
the VAS investment department be man­
aged byaCIOwhohasoverall responsibility
- underthe lAC and the Boardof Trustees
-fortheorganization, structureand perfor-
mance of the VAS investment department
and investment portfolio. BearSteamsalso
recommends that consideration be given to
providing in the Code of Virginia for the
selection, appointment (possibly via a spe­
cialemployment contract), and new report­
jngduties for the CIO at the VRS.

Recommendation (5). The General
Assembly may wish to amend the Code of
Virginia to establish the position of chief
investment officer for the Virginia Retire­
mentSystem. Thedutiesof thechief invest­
ment officer should include coordination of
asset allocation; communication with trust­
ees, advisorycommittees, and theGeneral
Assembly; and staff support for the VRS
Boardof Trustees and its advisory commit­
tees.

Recommendation (6). The General
A.>..o~".--.l ".at WI:';. ~..., provkia Lr the em­
ployment of the chief investment officerby
special employment contract which would
set out performance and formal reporting
requirements. The GeneralAssembly may
also wishto require that theappointeeto the
position be confirmed by the General As­
sembly. The employment contract should
require the chief investmentofficer to make
periodic reports to the General Assembly.

Structure and Role of the Advisory
Committees Can Be Strengthened. The
current advisory committee structure, con-

sisting of the investment advisory commit­
tee (lAC) and the real estateadvisory com­
mittee (REAC), appears to be a fairly weU­
organized and useful system. However, in
orderto ensurethat the advisorycommittee
structurecontinues to serve VRSwell inthe
future, the committees' role and structure
should be formally defined in statute. In
addition, because of the importance of the
investment advice provided to the Board,
the necessaryinvestment-related qualifica­
tions for advisory committee membership
need to be set out in the Code of Virginia..

Recommendation (7). The General
Assembly may wish to amend the Code of
Virginia to require the Virginia Retirement
SystemBoardof Trustees to formallymain..
tainan InvestmentAdvisoryCommitteeand
a Real Estate Advisory Committee. The
Code of Virginia should define the general
respo~m~~sof~ea~~oryoommmee~

Recommendation (8)" The Ge eral
Assemblymay wish to define in the statute
qualifications necesssty formembershipon
theInvestmentAdvisory Committeeandthe
Real Estate Advisory Committee. In addi­
tion, the General Assembly may wish to
require that a majority of the members of
each advisory committee meet such stan­
dards.

Independence of the Trust Fund
Could Be Strengthened. The VRS pen­
siontrust fundis established exclusively for
thebenefitofVRSmembers insection 51.1­
102 of the Code of Virginia. 11'\ ~ddit~on, thr
VRS pension plan is a Qualified plan under
the provisions of the U.S. Internal Revenue
Code. As a result, the pension trust fund is
exemptfrom federal taxation onitscontribu­
tions and investment earnings.

Despite the State statutory language
and the IRS restrictions, Questions have
beenraised periodicallyconcerning thelong­
tenn abilityof the trust funds, and the retire­
mentsystem, to function solelyonbehalf of
VAS members and retirees. For example,



while federal law prohibits transfer of trust
fund assets, maintenance ofspecific conm­
bution levels to ensurethe actuarial sound­
ness of the trust funds is not required.

Because of concerns about the ad­
equacyofcurrentstatutorylanguage estab­
lishing the retirement fund as a trust, a
constitutional amendment would provide a
meansto betterdefinethe independence of
the fund. A totalof13stateshavesomesort
of constitutional provision conceming the
fundingof their retirement systems.

Recommendation (9). The General
Assemblymay wish to consider amending
ArticleX, Section 11oftheVirginia Constitu­
tion to include the following provisions: the
VRS retirementfunds are independentputr
lie tlUsts, the assetsof which arenotsubject
toappropriationby the GeneralAssemblyor
for use as loans for other State purposes;
and the financingof VRS pension benefits
shallbe basedonsoundactuarialprinciples,
withemployercontributions consistent with
the recommendation of the VRS actual}'.

A Proposal for Strengthened Gover­
nance. In order to ensure that VRS is
properlygovernedas it growsinto the next
century, the General Assembly needs to
consider a comprehensive restructuring of
the retirement system. The restructuring
should focus on enhancing the indepen­
denceofVRS, andimposing morestringent
qualifications for Boardmembership to bet­
ter reflecttheincreasing complexity ofretire­
ment system investments.

Implementation of a new structure of
governance for theVirginiaRetirement svs­
tern asoutlined in thebodyof this reportwill
be a complex task, involving the creation of
an independentagency, the transferof ben­
efit programs to another agency, and the
appoinbnent of trustees who meetthe new
qualifications. In order to most effectively
implement the new structure, the current
VRS Board should be dissolved on the ef­
fective date of the new structure. Conse-

v

quently, the newly configured Board and
agencywouldconstitute acomplete repaace·
ment tothe QJrrent system ofVAS governance.

Legislative Oversight of the
Retirement System

Due to the GeneralAssembly's consti­
tutional mandate to maintain a State retire­
mentsysteminthebest interest of themem­
bers, adequatelegislative oversightof VRS
is essential. However, the General
Assembly's ability to provide effectiveover­
sight is limited, in large part, because of
inadequate communications between VRS
and the General Assembly. Without such
information,oversight cannot becarriedout
effectively. To address thisproblem, a new
process for legislative oversight is needed.
SpecifICally,theGeneralAssemblymaywant
to create a permanent oversight commis­
sion for the Virginia Retirement System.

Twenty states havesome type of over­
sight entity responsible for monitoring their
retirement systems. The structureand re­
sponsibilitiesoftheseoversight bodiesvary.
Forexample,someconsistentirelyof legis­
latorswhile others includepublicmembers.
However,all of theseoversight bodies pro­
vide their legislatures with independent
sourcesof retirement system information.

Recommendation (10). The General
Assembly may wish to establish a penna­
nen:Virginia RetirementSystem StudyCom­
mission to provide ongoing oversight and
evaluation of the retirement system. The
Commission shouldbe composedof three
membersfrom theSenate of Virginia, three
membersfrom theHouseofDelegates, and
three qualified professionals appointed by
the Governor. To carry out its duties, the
commission shouldhavea permanentstaff
and theauthoritytohireconsultants. Fund­
ing for the commission shouldbe from the
retirementsystemtrustfundstoensurecon­
tinuityand independence.

Recommendation (11). To ensurean
effective system of oversight, the General



Assemblymaywish to establish the fol/ow­
ing responsibilities for the VRS Study Com­
mission: receive quarterlyand annual re­
ports from the Virginia RetirementSystem
onactuarialsoundnessandinvestmentper­
formance; reviewand report as necessary
on all proposed legislation affecting VRS'
structure, investments, or funding prior to
the consideration by the standing commit­
teesof the GeneralAssembly; prepare and
maintainbackgroundand otherinformation
for use by members of the GeneralAssem­
bly; make an annual report to the General
AssemblyandtheGovernoronthestatusof
theretirement system; andconductspecial
or continuing studies as directed by the
GeneralAssembly.

Investment Policies
and Performance of the
Virginia Retirement System

The investment performance of a pub­
lic pension plan is of great importance to
both plan participants and taxpayers be­
cause of the majorrole investment income
plays in overall financing. As a result, it is
criti~1 that retirement systems develop and
implementfundamentally sound frameworks
to govern investm~nt decisionmaking. The
importance of thisin Virginia isamplified by
the rapidly growing size and sophistication
of the State'spublic pension fund.

The consultants hired by JLARC to
evaluate the Staters retirement systemindi­
cate that the investment program and port­
foliostructure arefundamentally soundand
reasonable inalmostallmajorrespects from
both a procedural and substantive stand­
point. Thereisnocause forconcern ineither
the investment decisionmaking process or
in the results of thatprocess. However, the
consultants recommended several improve­
ments to the investment program.

Statutory Investment Requirements
Need Revision. The type of investment
restrictions imposed by the Codeof Virginia

VI

are commonly referred to as "legal lists."
These types of restrictions are fairly corn­
mon, but a review of other states' statutes
indicates that at least 32 states impose
fewer investment restrictions than Virginia.
By enacting this legislation, the General
Assembly wanted to articulate and impose
standards which would require the VAS
Boardto act with requisitecare and exper­
tise and toprudently construct andoversee
a diversified investment portfolio. In its
current form, however, the statute fails to
achieve these goals and contains many
investment restrictions which Bear Steams
foundto be ambiguous, inapplicable, or su­
perfluous.

Recommendation (12). The General
Assembly may wish to consider amending
the Codeof Virginia by adopting a prudent
personstandard withouta lega/list, compa­
rable to the standard set forth in the Em­
ployee Retirement Income SecurityAct.

An Integrated Investment Po/icy
Statement ;s Needed. The VRS Board is
responsible fordetermining whatobjectives
the fund should seek to attain in order to
generate sufficient cash to pay required
retirement benefits. However, the system
has not adopted an overall "Statement of
Investment Policy and Objectives" for the
entire fund. Generally speaking, such an
investment policy would reduce to writing
the basicobjectives and the overall frame­
workwithin which all investment strategies
should operate.

Recommendation (13). The VRS
Board of Trustees should adopt a written
investment policy statement drawing from
theFNe YearPlan, thePO/idesandProcedures
Manual, andotherappropriate sources.

Recommendation (14). Once this
policy is adopted, the VRS Board of Trust­
eesshould re-eveiuetethe investmentpolicy
statement at least annuallyand eitherreaf..
firmoramenditas appropriate. Periodically
fe-evaluating the investment policy state-



ment has the added benefit of compelling
theBoard, lACand staff to oontinually reas­
sess the VRS' investment objectives and
thebasisfor thoseobjectives.

VR$' AssetAllocation Policy Needs
a Afore Thorough Review. Asset alloca­
tion is theprocess of diversifying an invest­
mentportfolioamongassetclasses. (stocks.
bonds, cash, realestate,etc.). Thisis done
in order to seek to achieve a particular
investment objective, such as consistently
earning a specified total return (i.e., income
and appreciation). Aportfolio'sassetalloca­
tion is important because it has the single
greatest impacton its overall fong-term in­
vestment perfonnance, far greaterthan the
specific securities held in the portfolio.

Because ofthis,a portfolio's asset allo­
cation policy should be reviewed and ad­
justed on a periodic basis as appropriate.
However, asan agendaitematVRS'annual
retreat this issuedoes notappearto getthe
attention it deserves simply because there
arealready so manyother itemscovered at
the meeting.

Recommendation (15). The VRS
Board of Trustees and the lAC should re­
viewthe asset allocationpolicy as a formal
agendaitemfordetaileddiscussion atsome
point eachyear in a setting other than the
annual retreat.

Process for Selecting and Terminat­
ing Managers Can Be Improved. Invest­
ment managers provide money manage­
ment services for a portion of the fund's
assets, tor a fee, on a fully discretionary or
non-discretionary basis. As of August 31,
1993, the total VAS portfoliowas managed
by 75 extemal investment managers. The
processes VRS uses for selecting external
investmentmanagers generallyappearthor­
ough and based on appropriate criteria.
However, some reluctance by the Board
and lAC to makethe difficultchoices among
several Qualified candidates for investment
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management slots wasobserved. Thecon­
sequence of this is a tendency by VRS to
hiremorethanthe required numberoffirms.

Recommendation (16). VRS should
developproceduresto reduceduplication in
thehiringandcontinuedretention ofmanag­
ers, enhance the selection criteria for its
money managers by adding liability insur­
ance, increase the staR responsible for its
domestic equity program, and improve its
policiesfor determiningthe timeperiodover
which a manager must meet required in­
vestmentobjectives.

VRSEmploys Too Many Investment
Managers.. By comparison to plans report­
ing in the recent PENDAT survey by the
Public Pension Coordinating Council/Gov­
ernment Finance Officers Association, the
VRSemploys a high numberof investment
managers. Compared to a more select
groupof fundsthat BearSteamssurveyed,
theVRSalsoseemstohavea largenumber
of managers.

VRS Brokerage Practices Are Rea­
sonable. VRS appears to obtain reason­
ablevaluefor the softdollars it expends and
appears topayreasonable commissions for
thequalityofsecuritiesexecution itreceives.
According to an outside study. VAS' aver­
age commissions have been below the
median costincurredbyotherpension funds
andthesecurities priceswhich brokers have
obtained ontradesfor VRSare reasonable.
According to thesamestudy. theVAS'aver­
agetransaction COSIS ~.e., convnissioncostplus
exerotion ex>st) have been 5.4 cen1s pershare,
whim is beJow1he median cast of6.3cents per
share forothersurveyed pension funcE.

VRS Has Developed A Properly Di­
versifiedandEfficientPortfolio. Theprin­
ciple of diversification is essential to the
VAS portfolio. Although somenewerasset
classes (such as managed futures, venture
capital, andintemational investments) taken



in isolation are often considered riskier in
somerespects thanconventional stocksand
bonds, VAS concluded that these asset
classes havecertainattributes which, when
combined with the stock and bond compo­
nents, mayactuallylowerthevolatility ofthe
total VRS portfolio and raise the expected
ratioof return to risk.

The efficiency of the VRS portfolio was
testedwith computersimulations of various
combinations of the ten subclasses of as­
sets used by the VRS. This comparison
indicates that the VRS asset allocation is
fairlyefficientandthat the expected returns
meettheVASobjectives overthelongtenn.
It wasalso foundthat VAS' assetallocation
appears reasonably structured to produce
satisfactory returns at a relatively low level
ofvolatilityor risk. However, ascompared to
the portfolio structure five years ago, the
newer asset classes have probably also
contributed to retums lower than those of
some other public funds on an absolute
basis.

Performance Meets Internal Objec­
tives but is Less than Typical Pension
Fund. Over the five, three, and one year
periods endingJune 30, 1993, the VRShas
met its own long-term(10-15 years)intemal
objectives of eamingmorethan the actuari­
ally-assumed rate of return and exceeding
the rate of inflation by at least four percent
peryear. TheVRShasnot,however, metits
short term intemal objective of earning at
leastas muchasother farge pension funds.
VRS' total retums over the pastone, three,
andfiveyearsare slightlybelowthemedian
returns for a broadsampling of other public
funds in the widely-used Trust Universe
Comparison Service. In addition, VAS re­
tums fell generallyat the lowtomid range of
returns for a smaller group of public funds
selected for comparison by BearSteams.

Performance is Comparable to Cus­
tomized Benchmarks. Since VRS has a

vln

diversified,complexportfolio, Bear Steams
devised several customized indices to help
evaluate VAS' performance. Bear Steams
calculatedthe risk-adjusted returnsfor VRS
against the three customized indices over
five years. The risk-adjusted returns for the
VRS over the five year period endingJune
30, 1993, wereapproximately equivalentto
the risk-adjusted returns for the three cus..
tomized indices over that same period.

VRS' ManagedFutures Program Is a
Good Diversification Tool. The structure
of the VRS managed futures program is
novel, and - subject to a few important
exceptions- is reasonably well-designed
to deted and control risk. Rather than
contracting directlywithcommoditytrading
advisers(MCTAs") whomanagefutures port­
folios, VRS hashired five registered invest­
ment advisors (AlAs) who, in tum, select
and monitor a wide variety of CTAs. The
criteria for selecting RIAs appear reason..
able. However, the process does not in­
clude consideration of what, if any, errors
and omissions liability insurance each RIA
candidate carries. In addition, one RIA had
not imposed written guidelines on its CTAs
at the time of this review.

Recommendation (17). VRS staff
shouldreview the nature and specificity of
the new guidelines recently imposed on
eTAs toassure thatthestaffissatisfiedwith
them.

Performance of Managed Futures
Program Has Met Expectations but Fees
are Excessive. The performance of the
managed futures program since inception
has been largelyas expected and satisfac­
tory. However, the fees of the outsidecon­
sultant are problematic for two reasons.
First, the structure or formula for thosefees
embodies a potential conflict of interest.
Second, the absolute total amount of fees
paid appears undulyhigh. To the extent a
renegotiation does not achieve sufficient



reductions, re-bidding thefuturesconsulting
and monitoring contractshouldoccur.

Recommendation (1B). VRS should
restructure its fee arrangement with RP
Consulting, tobaseitonlyin minorpan, if at
all, on tumover. Instead, thefee shouldbe
based on the amount of equity in the pro­
gram or a flat fe.e.

Recommendation (19). VRS should
negotiatea lowerfeefor its futurescontract.
If a lower fee cannot be established, VRS
should re-bid the contract.

Actuarial Soundness of the
Virginia Retirement System

VRSprovidescompetitive pension ben­
efits to its members. In order to continue
providing these same benefits, the pension
fund's assets, increased by future contribu·
tions, mustbesufficientto cover the costof
all futurebenefits. An importantobjectiveof
VAS pension funding is to provide benefit
security for its active"and retired members,
so as to ensure that promised benefits will
actually be received by VAS members.

The actuarial firm whichhas servedas
the VAS actuary since 1980 has provided
the VAS Board with competent and respon­
siveaetuariaiservicesandadvice. Partlyas
a result of thisfirmls efforts, accrued retire­
ment benefits are currently adequately
funded. Howeverl thefunding statusofVRS
could deteriorate over the long term.

VRS Funding Status Will Decline
Over theLong Term. According to 3D-year
actuarial projections prepared by JLARC's
actuarial consultant, Alexander& Alexander,
the overall funding status of VRS. as mea­
sured by the ratio of assets to liabilities. will
declinein coming years. Theprimarycause
ofthisdecline isthepay-as-you-goapproach
used to coverthe cost of the COLA benefit.
On the other hand, the value of current "
accrued retirement benefits is funded to a
much greater extent. JLARC's consultant
projects that, mainly due to the lack of

IX

prefundingoftheCOLA,totalVASemployer
contribution rateswill increase significantly
over the next 30 years.

CriteriaforEstablishingFunding Tar­
get. VRS shouldachievethe fundingtarget
over a reasonable period of time, such as
tenyears. Theperiodshouldnot besoshort
as to cause dramaticincreases in contribu­
tion rates. In addition to establishing a
fundingtarget,VASshouldexamineprojec­
tions to detennine the contribution rates
required to meet and maintain the target.
VRS should also specify how the funding
level will be held within a certain degree of
toleranceof the target.

Recommendation (20). The Virginia
RetirementSystem BoardofTrusteesshould
establish a funding target, ensure that its
actuarialassumptions andmethodsareap­
propriate to achieve the target, and then
monitorprogresstowardthe target.

Recommendation (21). The Virginia
RetirementSystemBoardofTrusteesshould
examine the long·term trends in funding
statusthrough theuseatopengroupprojec­
tions. At the same time, the VRS Board
shouldexamine thesensitivityof these pro­
jectionsto theassumptions offuture experi­
ence.

Recommendation (22). The General
Assembly, andthe Virginia RetirementSys­
tem BoardofTrustees, maywishtoconsider
alternative methods otJunding and provid­
ing cost of liVing adjustment benefits.

Recommendation (23). The Virginia
RetirementSystemBoardofTrusteesshould
identify and consideravailable options for
the funding and provision of pension ben­
efits toensure thatshortandlong-term costs
can be held to acceptable levels.

Technical Aspects ofActuarial Cost
Method Cause Contribution Rates to In­
crease. Theentryage normalcostmethod
is generally accepted and in common use.
especially among stateretirement systems.



A majority of the state retirement systems
usethis costmethod.

According to Alexander & Alexander,
certain technical aspects of the valuation
process could result in increased contribu­
tion rates even if all assumptions are met
exactly. These increases occur even if no
changes are made to actuarial methods,
assumptions, or plan provisions. In particu­
lar,threeelementsof thecostmethodappli­
cation should be modified.

Recommendation (24)_ The Virginia
RetirementSystem Boarda/Trusteesshould
modify the actuarial valuation process as
follows:

• Recognize thetiminglagindetermin­
ing the employ~, contribution rate;

• Reduce the amortization period for
currentunfundedaccrued liability by
two years each biennium; and

• Amortize all additionalunfundedec­
cruedliabiJity, fromplanamendments,
actuarial gains and losses, and as­
sumption or methodchanges, seoe­
ratelyovera reasonableperiod, such
as 15years, fromthe inception of the
additionalunfundedliability.

ActuarialAssumptionsAreCurrently
Reasonable, But Need Long-Term Revi­
sion. The current economic and demo­
graphicassumptions used by VRSare rea­
sonable, andsimilar to those used byother
stateretirementsystems.. VRS'approach to,
establishing its assumptions is in line with

accepted actuarial practice. However, uni­
dentified sources of actuarial loss in the
1992 experience investigation point to the
needto reassessall of the assumptions. In
addition, thelong-termimplications ofshort­
term changes inactuarialassumptionsneed
to be determined prior to implementation.

Recommendation (25). The Virginia
RetirementSystemBoardofTrusteesshould
analyzeits economicactuarialassumptions.

Recommendation (26).. The Virginia
RetirementSystemBoardofTrusteesshould
implementthechangesin demographic as­
sumptions recommended byBuckConsult­
ants in its 1992 experience investigation.

Recommendation (27). The Virginia
RetirementSystemBoardofTrusteesshould
ensure that long-term implications of
changes inactuarialassumptionsaredeter­
minedprior to implementation.

Recommendation (28). The Virginia
RetirementSystemBoardofTrusteessno'Jld
analyze the $41.3 million actuarial/ass ior
State employees and the $156.5 million
actuarial loss for teachers resulting from
"other' causes to determine if any of the
reasons for theselossesare likely to recur.

Recommendation (29). The Auditor
ofPublicAccounts, withtheassistance ofan
independentactuary, shouldreviewthe Vir­
ginia Retirement System'sactuarialva/us·
lion, including itsmethodologyandassump·
tions, everyfiveyears. TheAuditorofPublic
Accountsshouldmakerecommendations to
the General Assemblyfor improvements to
the actuarial valuation's methodology and
assumptions.
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I. Introduction

Public employee retirement systems provide for the financing and disburse­
ment of pension benefits for public sector workers. Although increasing numbers of
governments augment their retirement systems with deferred compensation, defined
contribution and supplemental retirement programs, the backbone ofmost government
retirement systems is a defined benefit pension plan. Under a defined benefit plan, an
employee is entitled to a fixed pension benefit upon attaining a specified age and length
of service. Every state has its own state-sponsored retirement system. Some of these
plans, as is the case with the Virginia Retirement System (VRS), are operated for the
benefit of all public sector employees, including state workers, teachers, and local
government employees.

Established on March 1, 1952, the VRS administers a statewide multiple­
employer public employee retirement system which provides defined benefit pension
plan coverage for all State employees, teachers and non-professional employees ofpublic
school boards, and employees of participating political subdivisions. In addition to the
State system, the VRS also administers separate retirement systems for State police
officers and judges, a group life insurance program, a deferred compensation program,
and a health insurance credit program for eligible State retirees.

As of June 30, 1993, 222 State agencies, 146 local school divisions, and 353
'political subdivisions participated in the retirement system. In addition, 132local school
divisions included their non-professional employees in the system. At the close offiscal
year 1993, VRS had 259,086 active members, and 86,369 retired members, inactive
vested members and beneficiaries. Total pension fund assets were valued at $15.9
billion. Retirement benefits paid in FY 1993 totaled $667.9 million.

House Joint Resolution 392 of the 1993 Session of the General Assembly
directed the Joint Legislative Audit and Review Commission (JLARC) to study the
structure) investment policy, and actuarial soundness of the Virginia Retirement
System. The impetus for this study grew out ofconcerns raised about the independence
of the VRS and about the soundness ofsome investment decisions made by the Board of
Trustee (Board).

As part of the review, JLARC staff examined the structure and governance of
the retirement system. In addition, professional investment and actuarial consultants
hired to assess the soundness of VRS investments and funding were competitively
procured. As part of this evaluation, the investment consultants evaluated the perfor­
mance of the VRS portfolio and examined the adequacy of investment policies and
procedures. The actuarial consultants performed an independent valuation of the
retirement system.

Based on these reviews, it appears that VRS investment performance is
satisfactory and that the retirement trust fund is well funded. The investment
consultant found that the asset allocation for the portfolio was sound, and that VRS
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returns were generally acceptable given the high degree ofdiversification whichhas been
achieved. In addition, the managed futures program was found to be a reasonable
investment, though some minor improvements in the management of the program are
warranted. The actuarial consultant found that current accrued benefits are well
funded, but that pay-as-you-go funding of cost of living adjustments could cause
contribution rates to increase significantly in the future.

However, while the system is sound, concerns about the governing structure of
VRS are atleast partiallyjustified. Over the past tenyears the size ofthe retirementfund
has grown more than five-fold, with present assets totalling$16 billion. As a result, VRS
investments have become increasingly complex. Today, the VRS portfolio consists ofa
broad array of investments ranging from stocks to real estate to managed futures.

Despite this change, the structure for govemance has not been modified to
reflect the sophistication of the VRS investment program. For example, the statutory
qualifications for trustees do not reflect the growing need for investment expertise on the
Board. In addition, the advisory committees which are essential for the evaluation ofall
VRS investments have not been incorporated in the statutory structure for VRS. And
finally, the appointment process has resulted in the appearance that the Board is not
independent and may be influenced by political considerations. Moreover, the current
structure and appointment process is not consistent with the General Assembly's
constitutional responsibility for the retirement system. These findings are discussed in
detail in the remaining chapters of this report.

VRS RETIREMENT AND OTHER BENEFITS

VRS exists for the sole purpose of providing its members with benefits at
retirement, or upon disability or death. VRS administers four major benefit programs:
service retirement, disability retirement, group life insurance, and deferred compensa­
tion. The two largest programs, in tenns ofparticipation and benefits paid, are service
retirement and group life insurance.

Se.l ••cc; .. cecirement

Full retirement benefits are payable to VRS members who attain :l.::~ C5 with
at least five years of service, or who are at least 55 years old with 30 years of service.
Members who are at least 55 years old and have at least five years ofservice credit are
eligible to take early retirement with reduced monthly benefits. Approximately $588
million in service retirement benefits were paid in FY 1993. In FY 1993, 71,203 retirees
and beneficiaries received benefits. In addition, there were 15,168 inactive employees
vested to receive retirement benefits. State employees and teachers constitute the large
majority of retirees and beneficiaries (Table 1).
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-------------Table1-------------
VRS Retirees, Beneficiaries, and Vested

Inactive Employees • FY 1993

Vested Inactive
Employee Group Retirees Beneficiaries Emplqyees

VRSState 25,365 2,193 4,133
VRS Teacher 28,298 710 6,852
VRS Political Subdivision 12,967 971 4,162
SPORS 357 47 14
JRS 197 --aa 7

Total 67,184 4,017 15,168

Source: Vu-giniaRetirement System.

The service retirement benefit amount is based on age, years of service, and
average final compensation (AFC). However, there are some differences in benefits for
State police, some local law enforcement officers, and judges. In most cases, the VRS
pension benefit is paid monthly for the remainderofthe retiree's life. However, there are
several alternative methods ofreceiving retirement benefit payments. Under the basic
benefit option, if the retiree dies before he or she receives benefits equal to the amount
of accumulated contributions plus interest, the excess amount is paid in a lump sum to
the designated beneficiary.

There are also two different "survivor" options. Under the first, the retiree
receives a reducedmonthly benefit which continues to be paid to the beneficiaryupon the
death of the retiree. Under the second survivor option, the retiree receives a slightly
higher benefit and the beneficiary receives a reduced monthly benefit upon the retiree's
death. Finally, the social security option provides the retiree with a more level income
prior to becoming eligible for social security, but nothing is payable to the beneficiary
upon death of the retiree.

Disability Retirement

Any VRS member who becomes permanently unable, due to mental or physical
reasons, to perform his or her present duties receives a monthly benefit payable for life.
The VRS disability retirement program provides for regular and work-related disability
retirement. In order to beapproved for disability retirement, approval must be granted
by the VRS Medical Board and the VRS Board of Trustees. The Medical Board is
composed of three physicians who are not eligible to participate in the VRS retirement
plan.
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The monthly disability retirement benefit is equal to the greater of (1) a
percentage ofAFC (detennined byqualification for Social Security Disability Benefits or
Worker's Compensation Benefits), or (2) the result ofa formula based on the member's
highest 36 consecutive months ofsalary and service. More than $74 million in disability
retirement benefits were paid to 9,215 VRS members inFY 1993. Disability retirees were
distributed as follows:

VRS State Employees
VRS Political Subdivision Employees
VRS Teachers
SPORS
JRS

Group Life Insurance

4,224
2,498
2,376

100
17

VRS provides life insurance coverage, without the requirement of a medical
examination, for active and retired employees. During FY 1993, more than $51 million
in claims were paid to 2,601 beneficiaries. Participation in the program is a mandatory
condition ofemployment. Approximately 272,000 active employees and 66,000 retired
employees were covered under the program in FY 1993. Individuals covered under the
group life insurance program were distributed as follows:

VRS State Employees
VRS Teachers
VRS Political Subdivision Employees
SPORS
JRS

119,481
129,324
86,739

1,946
540

The life insurance benefit for natural death is equal to twice the member's salary
rounded to the next highest $1,000. The group life insurance program also provides
accidental death and dismembennent coverage for active employees. If the member's
death is accidental, the benefit is double the natural death coverage. For the accidental
loss of one limb or sight of one eye, the member receives a payment equal to his or her
salarv rounded to the next highest $1,000. For the loss of two limbs, or the total loss of
eYeb.Lg.u",(;he member receives a payment equal to his or her salary rounded to the next
highest $1,000, and then doubled.

A member's life insurance coverage continues after retirement; however, the
amount ofcoverage is reduced by two percent each month until it reaches 25 percent of
the original value. Upon retirement, accidental death and dismemberment coverage
ceases. Upon termination of employment, all group coverage ceases. However, the
individual has the option of converting coverage to an individual policy at non-group
rates.
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Deferred Compensation

Under this program, salaried State employees may defer receipt of current
compensation until a later date. Typically, program participants defer receipt of the
income until retirement. Taxation on the deferred income is thereby delayed along with
any accrued income from interest, dividends, and anyothergains until benefits are paid.
Inorder to receive favorable tax treatment, the income deferred by program participants
must remain the property ofthe Commonwealth ofVu-ginia until such time that benefits
are paid. Participants may annually defer the lesser of(1) 25 percent ofgross income or,
(2) a maximum or $7,500. Plan assets are maintained and invested by the Hartford Life
Insurance Company, and by Mellon Bank. As of June 30, 1993, there were 5,948
participants in the program. This included 5,185 members with active or inactive
accounts, and 763 individuals who received benefits.

Retiree Health Care Credit

The retiree health care credit program was established by the General Assem­
bly on January 1, 1990. The program provides credits against health insurance
premiums for eligible State retirees. VRS has accountingresponsibilities for administra­
tion of the program. During FY 1993, VRS collected $10.4 million in retiree health care
credit contributions from State employers and provided credits of $7.9 million to State
retirees. The retiree health care credit fund has a balance of$9.5 million as ofJune 30,
1993.

ORGANIZATION OF THE VIRGINIA RETIREMENT SYSTEM

The Virginia Retirement System has been organized as a State agency within
the executive branch ofState government. A seven-memberBoard ofTrustees appointed
by the Governor is responsible for developing policies and procedures to guide the
administration of the State's retirement system. The day-to-day management and
operation ofVRS is the responsibility of the executive director who is appointed by, and
serves at the pleasure of the Board. As an executive branch agency, VRS is in the
Administration Secretariat. Figure 1illustrates how the retirement system isorganized.

VRS Board of Trustees

Article X, Section 11 of the Virginia Constitution states that the General
Assembly "shall maintain a state employees retirement system to be administered in the
best interest of the beneficiaries thereofand subject to such restrictions or conditions as
may be prescribed by the General Assembly." To fulfill this responsibility, the General
Assembly has delegated, by statute, responsibility for pension fund assets to a Board of
Trustees.
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Appointment of Tru,tee.. The VRS Board consists of seven members
appointed by the Governor, subject to confirmation by the Gener~Assembly. The Code
ofVirginia requires that the Board include: one official within the executive branch of
State government, one teacher, one State employee, an employee ora political subdivi­
sian participating in the retirement system, and three individuals who are neither
teachers, State employees, nor otherwise in the employ of any governmental body. The
Code ofVirginia also requires that all Board appointees have a significant background .
inone or more ofthe following fields: finance, accounting, investments, private business,
education, or personnel.

Board members are appointed by the Governor for six-yeartenns with members
leaving the Board on a staggered basis. No Board member other than the executive
branch official may serve more than two successive six-year terms. The Governor may
suspend or remove any member of the Board for malfeasance, misfeasance, incompe­
tence, misconduct, neglect of duty, or conflict of interest.

The chairman ofthe Board is selected by the Governor; while the vice chairman
is elected QY the Board Itself The chairman's major function is to set the agenda for and
preside over meetings of the Board. In addition, the chairman makes appointments to
Board committees subject to Board approval.
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Admini.trativeResponsibilitie,oftheBoard. Section 51.1-110ofthe Code.
ofVirginia gives the Board responsibility for a number offunctions related to adminis­
tration of the retirement system. These responsibilities include appointing a director to
serve as chiefadministrative officer, maintaining records of all proceedings, publishing
an annual statement of the receipts, disbursements, and current investments of the
system, and promulgating necessary regulations and procedures to carry out all statu­
tory provisions related to the system. The Board is also required to employ an actuary,
and any other persons and incurring expenditures it deems necessary for the efficient
administration of the system.

A key responsibility ofthe Board is to complete an actuarial investigation of all
of the experience under the system at least once each five-year period while completing
a periodic review and revisionofthe actuarial assumptions. The Boardis also tocomplete
biennially an actuarial valuation ofthe assets and liabilities ofthe system with respect
to each employer and to subsequently publish the results.

Inve.tment Re.ponsibiUties ofthe Board. The Board is responsible for the
promulgation and monitoring ofinvestment policies, procedures, and practices. Itmust
also ensure that the VRS assets are effectively and properly invested in a manner
consistent with the standards set out in the Code ofVirginia. The management and
investment of funds held by the retirement system are arguably the most important
statutory responsibilities of the Board. Sound investments help to generate additional
funds for benefits to retirees, and reduce the burden of contributions by employers and
members. On the otherhand, investments whichare unsound can place atrisk the ability
of the retirement system to fund benefits, and might require the expenditure of State
general funds.

Recognizingthe importance of its responsibility with regard to investments, the
VRS Board, with guidance from the General Assembly, has developed a sophisticated
system for evaluating the appropriateness of various investments. The process, which
has been developed over many years, includes statutory restrictions on the types of
investments that are permitted, VRS investment policies and procedures, a five-year
investmentplan and realestateplan, the use ofadvisorycommittees, and administration
and supervision of investments by a professional staff.

The process is specifically designed to provide the VRSBoardwithcomplete and
accurate information about the investments it considers, including expert advice from
staffand others. It also provides for the orderly and planned execution of investments
in compliance with a well-developed strategy. It is through this process, in part, that the
Board carries out its fiduciary responsibilities for investments. The process ensures "due
diligence" in the execution of investments.

VRS Advisory Committees

In order to assist and advise the Board in discharging its investment responsi­
bilities, the Board has created two advisory committees: the Investment Advisory
Committee (lAC) and the Real Estate Advisory Committee (REAC). Neither of these
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committees are required by the Code ofVirginia. Rather, the structure and responsibili­
ties of the committees have evolved over time.

InveBtmentAtlvi80ry Committee. The primarypurpose ofthe lAC is to advise
the Board on a regular basis concerning matters related to the investment and manage­
ment ofVRS investments other than real estate. The lAC is responsible for evaluating
the asset allocation mix, reviewing the performance ofin-house and external investment
managers, and making recommendations to the Board concerning investments. In
evaluating the outside managers ofVRS assets, the lAC uses benchmarks or goals that
have been set for the managers. This provides an objective standard against which
performance can bejudged. Evaluations are made on a quarterly basis, with. presenta­
tions from the external managers and the VRS staff

The IAC is comprised of at least seven and not more than nine members.
Collectively, the overall make-up of the IAC is required to meet the following two
requirements: (1) at least two, but no more than three of the members must also be
trustees, with at least one ofthese members being a beneficiary representative; and (2)
at least four afthe members must be investment professionals (including, but not limited
to, persons experienced instocks, fixed income, derivatives, etc.) with at least one ofthese
four investment professionals being an academic in an investment related field of
teaching or research. Each member of the lAC may meet more than one of the
aforementioned requirements (e.g, an IAC member may be a trustee and an investment
professional).

The chairman of the IAC is appointed by the Board chairman, subject to the
approval of the Board. The vice chairman is elected by the members of the IAC. The
chairman must also be a member ofthe Board butmay notbethe chairman ofthe Board.
The vice chairman ofthe lAC may be any member ofthe lAC who is not the chairman of
the Board. Each IAC member who is not a member ofthe Board is appointed for a two­
year term and iseligible forre-appointment for up to two additional two.yearterms. Such
members may not serve on the IAC for more than six consecutive years without at least
a one-year break in service. These service,limitations do not apply to Board members
serving on the lAC. All members of the lAC serve at the pleasure of the Board and may
be relieved of their position at any time by a majority vote of the Board.

Real Estate AdviBory Committee. The second investment committee is the
real estate advisory committee (REAC), which advises the Board on a regular basis
concerning matters related to the investment and management ofVRS investments in
real estate. The REAC performs functions similar to the lAC. Some of the main
responsibilities of the REAC include: review, recommend, and update VRS real estate
investment guidelines; review the fund's real estate asset mix; examine additional
sources ofreal estate investment income and ways to increase returns on investments;
and review the competence and performance ofall real estate investment managers. In
addition, because real property is involved, at least one member ofthe committee visits
all properties in which VRS may invest. As is the case for the IAC with regard to equity
investments, the REAC makes recommendations to the Board concerning all invest­
ments related to real estate.
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The REAC is appointed by the chairman of the VRS Board, subject to Board
approval. Under policies established by the Board, the REAC must be comprised of at
least seven and no more than nine members. Collectively, the overall make-up of the
REAC must meet the following two Board requirements: (1) at least two, but no more
than three ofthe members must also bemembers ofthe Board with at least one of these
members being a beneficiary representative; and (2) the remaining members must be
real estate professionals or officials from business or government with related experi­
ence. Each member may meet more than one of these requirements. The chairman of
the REAC is appointed by the Boardchairman, subject to the approval olthe Board. The
vice chairman is elected by the REAC. The chairman althe REAC must bea member of
the Boardbutmay notbethechairman ofthe Board. The vicechairmanofthe REAC may
be any member of the REAC ~ho is not the chairman of the Board. .

Each member ofthe REAC who is not a member ofthe VRS Board is appointed
for a two year term and is eligible for re-appointment for up to two additional two year
terms. These term limitations do not apply to the Board members serving on the REAC.
By Board policy, all members of the REAC·serve at the pleasure of the Board and may
be relieved of their position at any time by a majority vote of the Board.

VRS Standing Committees

The VRS Board has also established two standing committees, the audit
committee and the administration committee. These committees assist the Board in
carrying out its duties in an efficient and effective manner.

AuditCommittee. In order to ensure an accurate accounting ofVRS financial
practices, and to assist the Board in canying out its duties more effectively, an audit
committee has beenconstituted to monitorcompliance with VRSfinancial standards and
objectives. The objectives of the audit committee include the accumulation ofpertinent
information about audits, the functioning of the system, investment accounting, and
related matters. In addition; the committee makes recommendations to the Board for
improvements and other needed actions. The committee consists of three Board
members and is appointed periodically by the chairman of the Board.

Admini.tration Committee. The purpose of the administration committee is
to review administrative issues identified by eitherthe Boardor byVRSstaffand to make
recommendations to the Board related to those issues. Functions of the committee
include: reviewing issues related to benefits where the Board has been asked to make
a detennination; reviewing disability cases brought to the Board; oversight of the
accounting and financial reporting functions; and reviewing agency budget proposals
and proposed 'legislation. .

In addition, the committee reviews reports and recommendations related to
actuarial data and reports and the group life and deferred compensation programs.
Finally, the committee is charged with reviewing the administrative policies and
procedures ofthe Board on an annual basis. The committee is composed of three Board

Chapter I: Introduction Page 9



members with one serving as chair, all ofwhom are appointed by the Board chair subject
to Board approval.

VBSStaff

The VRS staff organization is divided into two major functional departments
(Figure 2). The investmentstafTare responsible for the managementoftheVRS portfolio.
Agency operations staff administer the VRS benefits programs and provide overall
agency support. Currently, the maximum employment level for VRS is 120 positions.

VRS l",ve.tlMnt Staff. The VRS investment program is directed and super­
vised by the Board, with advice from the advisory committees. The investment program
is executed by the professional staffafthe VRS investment department. The investment
department is comprised ofa staffof17 and is divided internally into four distinct units:
domestic equity, international equity and fixed income, alternative investments, and
real estate. The investment staffare supplementedby 75 enema! money managers and
several investment consultants.

Prior to 1990, a chiefinvestment officer (CIO) provided executive level manage­
ment and oversight of the daily operations of the investment department. However, the

,--------------Figure2-------------......
VRS·Staff Organization
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Source: VugiDia Retirement System.
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CIa position hasbeen vacant for the past four years, and VRS has shifted responsibility
for the day-to-day operation of the investment portfolio to the second layer of manage­
ment in the VRS investment department, the managing directors. There are currently
four internal investment managing director positions. These positions include the
managing director for: (1) domestic equity; (2) fixed income and international equity; (3)
altemative investments and derivatives; and (4) real estate. These managing directors
are responsible for the management and oversightoftheir individual portions afthe VRS
portfolio. At present, these positions report directly to the VRS director, and indirectly
to the appropriate advisory committee.

VRS investment staff are responsible for evaluating external investment
managers, searching for new managers, researching and evaluating new investments,
and managing those investments administered in-house. Staff report to the advisory
committees at each monthly meeting, and periodically report to the Board on matters
related to investments. The staffare also a source ofin-house expertise for the advisory
committees and the Board.

Agency Operation. Staff. Inorder toadminister retirementandother benefit
programs and services, and to provide overall agency support, VRS currently has 97
administrative and support staffwho report to the deputy director. These staffperform
functions such as benefitandclaims administration, financial managementandaccount­
ing, data processing, and human resources management. The staffare organized into
two divisions, each headed by an assistant director. In addition, there are four free
standing departments that are not in any formal division. Those department managers
report directly to the deputy director.

The Benefit Programs and Services Division contains three sections: benefit
programs, field services, and publications and information. Functions perfonned by staff
in this division include the processing of applications for service retirement, disability
retirement, and group life insurance benefits. In addition, staff' counsel VRS members
and beneficiaries regarding their benefits. Staff in this division also issue various
publications for VRS members and employers. This division, which has 36 staff, also
initiate monthly benefit payments to VRS retirees and prepares refund vouchers for
members.

The Finance Division has five sections: general accounting, investment ac­
counting/operations, purchasing, membership accounting, and employer control. The
division provides accounting and financial management services to VRS. In particular,
it prepares the annual VRS Component Unit Financial Report. Specific types of
accounting services that the department provides melude investment, payroll, and
membership accounting. This division, which has 32 staff, is also responsible for VRS
purchasing.

The Human Resources section, which has three staff, provides human resource
management services in support ofVRS personnel and assigned projects. For example,
this section develops and administers personnel policies, recruits and screens qualified
applicants for employment, provides orientation to new employees, and coordinates and
manages VRS employee training programs.
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The Operations and Planning section, which has six staff, provides VRS with
management analysis, records management, electronic document imaging, and word
processing services. The section's management analyses focus on areas such as organi­
zational structure, management practices and controls, and operational policies and
procedures. This section also maintains the agency's mailroom and stockroom.

The Computer Services section has 17 staff and is responsible for all inter­
agency data processing. This section also administers VRS databases, maintains the
agency's local area network, and is responsible for systems development and program­
ming.

The Deferred Compensation section, which has just one staffperson, is respon­
sible for administering the deferred compensation program. Specific responsibilities of
the section include recording keeping and accounting, as well as monitoring the
perfonnance of the program's investment managers.

STIJDY MANDATE

The 1993 Virginia General Assembly passed House Joint Resolution 392 which
directs JLARC to study the Virginia Retirement System. In particular, the mandate for
this study directs JLARC to study the structure of the VRS Board of Trustees and its
advisory committees; the structure ofthe VRS pension trust fund; the soundness ofVRS
investments; and the actuarial soundness of the retirement system.

The impetus for this study grewoutofquestions which have been publiclyraised
concerning the day-to-day operations of the Board and some or its investment practices.
Specifically, there are questions on whether changes are needed in the structure ofthe
pension fund and the Board itself to ensure VRS' independence as a public trust. In
addition, questions persist about both the appropriateness and soundness ofthe Board's
investment practices There are also concerns about the long-term financial ability ofthe
retirement system to provide benefits to its members.

STUDY APPROACH

This study was designed to examine three broad areas: (1) the structure and
governance of the Virginia Retirement System, focusing on the independence and
effectiveness ofthe Board ofTrustees, the advisory committees, and the VRS trust funds;
(2) the investment policy and performance of VRS; and (3) the actuarial soundness,
funding policy, and funding adequacy ofVRS. Within these areas, the following issues
were addressed:

• Is the structure and method of appointing members of the VRS Board of
Trustees, and its advisory committees, adequate to ensure independent and
effective governance of the retirement system?
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• Is the structure ofthe VRS trust funds adequate to ensure the independence
ofVRS as a public trust?

• Are the investment policies and procedures ofVRS reasonable?

• Has VRS achieved a satisfactory return on its investments?

• Is the current VRS asset allocation structure optimal?

• Has VRS taken the appropriate steps to reduce risk in its portfolio?

• Does VRS appropriately supervise its money managers?

• Are VRS real estate investments sound?

• Are the actuarial methods and assumptions usedby VRS adequate to promote
sound funding and stable contribution rates for the retirement system?

• What is the current and long-term funding status of the retirement system?

This study did not examine the structure, design, or administration of VRS
benefits. Issues concerning benefit eligibility and adequacy, as well as the effectiveness
and efficiency of VRS in managing benefit administration and claim processing, were
outside the scope of this study. Rather, given the current structure and level ofpension
and life insurance benefits promised to VRS members, this study examines the adequacy
and appropriateness ofVRS governance, investments, and funding to ensure provision
of those benefits over the long term.

A number of research activities were conducted to examIne each study issue.
Many of these research activities required the use of sophisticated investment and
actuarial analysis. For that reason, JLARC retained the services of Bear Stearns
Fiduciary Services, Inc. (Bear Stearns) 88 an investment consultant. JLARe also
retained theservicesofAlexander&AlexanderConsultingGroup(Alexander&Alexander)
as an actuarial consultant. Both consultants were hired after the completion of a
thorough selection process. The selection process included the development of detailed
requests for proposals, distribution of the requests for proposals to investment and
actuarial consulting firms, evaluation of the proposals, and reference checks on those
firms which submitted proposals.

JLARe'sconsultants performed research and analysis in two of the three study
areas (Figure 3). Research activities conducted by JLARC staff were used to examine
certain topics not addressed bythe consultants, developed information to supplement the
consultants' analysis, and enabledJLARC staffto more criticallyandeffectivelyevaluate
theconsultants' findings and recommendations. The next section ofthis chapter provides
a brief discussion of some of the activities that were used to address several of these
issues.
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Overview of Research Plan for the VRS Study
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Review of VRS Structure and Governance

The general focus of this analysis was on determining whether aspects of
structure and governance tended to reduce the independence or effectiveness ofVRS as
a public trust. Once such aspects were identified, the analysis proceeded to evaluate
alternative models ofstructure, governance and legislative oversight, both for the VRS
Board and its advisory committees, as well as for the VRS trust funds.

Structured Interviews. Numerous structured interviews were conducted
with a variety of individuals. Interviews included those with VRS Trustees; lAC and
REAC members; VRS staff; members of the VRS Review Board; stafffrom the Depart­
ment of Planning and Budget, the House Appropriations Committee, and the Senate
Finance Committee; and staffof retirement systems and pension review commissions in
other states.

These interviews focused on identifying problems, and possible remedies,
concerning VRS structure and governance.

VRSIRF&P Subcommittee Public Hearing. On September 13,1993, the
VRSIRF&P Subcommittee of JLARC held a public hearing to receive comments on VRS
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investment policies and performance, the actuarial soundness of the VRS trust funds,
and the soundness of the VRS group life insurance program. Six speakers provided
comments on issues ranging from investment perfonnance to the independence ofVRS
from political considerations.

Moil Survey ofOther State Retirement Sysle"".. Inorder to determine how
otherstate employee retirement systems are structured, a survey was sent toeach state.
Usable responses were received from 32 states. The survey included questions concern­
ingthestructureand appointmentofthe governingboardsand any advisorycommittees.
The survey also contained questions concerning the appointment and responsibilities of
the board chairman, the structure of the pension trust fund, and retirement system
oversight.

Review of Other State Statute. and Conatitutions. In order to obtain
information concerningthe structure ofstate retirement systems that did not respond to
the JLARC mail survey, the statutes and constitutions ofalI50 states were examinedfor
relevant pension fund provisions. This also enabled JLARC staff to collect additional
infonnation that was not requested by the survey.

Observation at VRS Board and Advisory Committee Meetings. JLARC
staffattended all meetings of the VRS Board, the IAC, and the REAC between April and
September, 1993. The purpose of attending the meetings was to observe the decision
making process of the VRS governing and advisory bodies, and to obtain a better
understanding ofVRSoperations.

Analy.i.ofSecondary Data. A numberofsecondary data sources were used
to obtain additional infonnation on the structure and governance of other state retire­
ment systems. These included the PENDAT database prepared by the Government
Finance Officers Association (GFOA) for the membersofthe PublicPension Coordinating
Council. This database was compiled in 1993 using results from a 1992 mail swvey of
325 state and local retirement systems. However, five state employee retirement
systems did not respond to the GFOA survey, and are not in the database.

Literature Review•. A number ofacademic and professional reports concern­
ingpublic pensionfund administration and management were reviewed byJLARC staff
These included the 1992 Special Report ofthe Attorney General ofVirginia.

Evaluation of Investment Policy and Performance

One of the key issues in the study was the appropriateness and quality ofVRS
investments. The majorityofthe research and analysis concerningVRS investments was
perfonned by Bear Steams. JLARC staff conducted a mail survey of other state
retirement systems, performed a quantitative .analysis of VRS investment data, and
reviewed VRS investment policies and procedures.

Review ofInvestment Information. As the first step in its evaluation ofVRS
investments, Bear Stearns collected a great deal of information concerning the invest-
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ment policies and performance of VRS. This information was obtained from written
policies and procedures, various research reports prepared by VRS staff and others,
annual reports from other pension funds, investment industry literature, and surveys
conductedby GreenwichAssociates, GFOA, and the Trust Universe ComparisonSystem.
Bear Stearns also surveyed selected state retirement systems. Responses were obtained
from several comparable retirement systems. Bear Stearns met with stafffrom some of
the state retirement systems to discuss the responses.

Structured Interview.. Bear Stearns interviewed· many people directly
associated with VRS. These included present and fanner VRS trustees, members olthe
lAC and REAC,VRS staff, and various VRS consultants. JLARC staffaccompaniedBear
Stearns on nearly all olthe interviews. BearStearns also attended meetings olthe VRS
Board and the two advisory committees. In addition, Bear Stearns met or spoke with a
variety of individuals representing various types of financial advisory firms active in
different aspects of the pension industry. .

Quantitative and Qualitative Analy.i. of Inve.tments. Finally, Bear
Stearns perfonned quantitative analysis of VRS investment performance and asset
allocation data. Qualitative analysis was performed concerning the appropriateness of
VRS investment policies and procedures. A detailed description of the Bear Stearns
analysis of performance is contained in the Bear Steams technical report.

Mail Survey of Other State,. JLARC staff sent a survey to employee
retirement systems in 20 states. These retirement systems were selected due to their
comparability to VRS in tenns of asset size. The survey contained questions concerning
investment management structure, investment policies and procedures, asset alloca­
tion, and investment performance. Usable responses were received from 12 states.
JLARC also surveyed the remaining 29 state retirement systems concerning the amount
and type oftheir real estate investments. Usable responses were received from 21 states.

Mail Sun,ey to VRS Money Managers. In addition, JLARC surveyed all of
the external money managers retained byVRS. This survey, which had a 100 percent
response rate, contained questions concerning VRS hiring practices, performance moni­
toring and performance evaluation. The survey also asked about the quality ofVRS
investment staff, and the appropriateness ofVRS investment policies and procedures.

Analysis of Actuarial Soundness

A significant objective of this study was to determine VRS' financial ability to
continue to provide benefits that have been promised to active and retired employees. In
order to make this detennination, JLARC retained theservicesofAlexander&Alexander
Consulting Group to perform an actuarial review ofVRS. JLARe staff also performed
research activities in this area, including those designed to determine how VRS
compared to other state retirement systems in terms ofvarious actuarial characteristics.

IndependentAetuariaiValuation andProjections: Alexander&Alexander
performed an independent actuarial valuation ofVRS, SPORS, and JRS. This was done
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in an attempt to duplicate the results of the June 30, 1992 valuation performed by the
VRS actuary. Performance of the valuation enabled Alexander & Alexander to critically
assess the appropriateness ofVRS' actuarial methods and assumptions. Upon complet­
ing the valuation, Alexander & Alexander performed 30year projections ofcontribution
rates and funding status for VRS, SPORS, and JRS. Projections of contribution rates
were made using a variety of assumptions concerning COLA funding, investment
earnings, salary increases, and employee mortality.

Mail Survey to Other State.. In order to collect information on the actuarial
policies, practices, and characteristics of other state retirement systems, JLARC staff
sent a survey to the employee retirement system in each state. Usable responses were
received from 32 states. The survey included questions concerning actuarial assump­
tions and methods, funding status, and contribution rates.

The PENDAT database prepared by GFOAwas used toobtain actuarial dataon
those states that did not respond to the JLARe survey. Actuarial data for those states
that did Dotrespond to either the JLARC surveyor the GFOAsurvey were collected from
the annual reports of the respective retirement systems.

Document Review.. JLARe staffperformed extensive reviews ofVRS docu­
ments, actuarial literature and public pension reports. These included VRS Annual
Component Unit Financial Reports, VRS actuarial valuations, the 1992 Comparative
Study ofMajor Public Pension Plans by the Wisconsin Retirement Research Committee,
the 1980 Report ofthe Virginia Retirement Study Commission, correspondence between
the VRS actuary and VRS staff, and annual reports ofother state retirement systems.

Report Organization

The remaining chapters in this report present the results ofan analysis of the
structure and governance ofVRS, the soundness of its investments, and the adequacy of
pension funding, and the funding and rate structure ofthe group life insurance program.
Chapter II provides a review ofVRS structure and governance. Chapter In presents the
resultsofBearStearns' analysis ofVRS investmentpolicy,procedures, and performance.
Finally, Chapter IV presents the results of Alexander & Alexander's evaluation of the
actuarial soundness of the VRS pension funds.
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II. Governance and Structure of the
Virginia Retirement System

Over the past 15 years, VRS has experienced tremendous asset and member­
ship growth. In 1978, the retirement system's assets totaled $1.3 billion and there were
more than 209,000 active and 29,500 retired members. By 1993, the assets ofVRS had
grown to $15.9 billion, with more than 259,000 active and 71,200 retired members, and
15,100 vested, inactive members. This is an increase 011,100 percent in assets and 141
percent in retired members and beneficiaries. The phenomenon of rapid growth has
transformed the management and operation ofVRS into one ofconsiderable complexity.
Consequently, there are DOW greater demands on the governing structure of the
retirement system.

A strong system of governance is essential for VRS for a number of reasons.
First, the large and growing asset levels ofVRS make it a complex financial organization
which requires competent and proactive leadership. Second, the purpose ofVRS is to
provide benefits to members of the retirement system. The governing system must
operate prudently and effectively in order to safeguard members' assets, and deliver
promised benefits. Third, in order to maintain the confidence of the VRS membership,
the retirement system must be governed ina manner that is, in both appearance andfact,
independent and free of political interference.

This chapter reviews the structure and appointment ofthe VRS Board and its
advisory committees, as well as the independence of the retirement trust funds. In
addition, the chapter assesses the need for stronger legislative oversight of VRS
consistent with the General Assembly's constitutional mandate. By addressing these
issues, the General Assembly can ensure that the system ofgovernance is appropriate
and effective.

GOVERNANCE OF THE RETIREMENT SYSTEM

The Constitution ofVirginia states that "the General Assembly shall maintain
a state employees retirement system to be administered in the best interest of the
beneficiaries thereofand subject to such restrictions or conditions as may be prescribed
by the General Assembly." .As a result of this constitutional mandate, the governance of
VRS is an important priority of the General Assembly. To implement the constitutional
requirement, the General Assembly has delegated governance ofthe retirement system
to the VRS Board ofTrustees (the Board.) The General Assembly has set out in statute
the general framework in which the Board is to administer the system.

Within the statutoryframework prescribed by the General Assembly, the Board
sets policy and provides day-to-day leadership and oversight for the retirement system.
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This system of governance served the Commonwealth well for many years, because the
retirement system was much smaller and less complex than it is today.

Recently, however, VRS' system of governance has been called into question.
Questions have been raised concerning the appointmentoftrustees to the VRS Board, as
well as the qualifications for Board membership and the independence of the Board as
a governing body. Similar questions have been raised concerning the Board's two
advisory committees. Furthermore, several recent Board actions have diverted attention
from substantive issues associated with the soundness of the system, and have created
a negative public perception ofVRS, especially among State and local employees.

In order to restore the confidence ofVRS members and retirees, the competence
and independence ofVRS must beassured. Therefore, modifications to the VRS system
of govemance are necessary and appropriate at this time. Given the Legislature's
constitutional responsibility for the retirement system, the General Assembly should
have a greater role in the appointment of VRS trustees. Also, the qualifications of
trustees should better reflect the increasingly complex nature ofinvestments considered
by the Board. This is true also for the qualifications of members of the two advisory
committees which provide investment advice to the Board. .

To ensure the true independence of VRS, it should be established as an
independent agency, outside of the executive branch. In addition, the retirement fund
should be established as an independent trust in the State Constitution. A joint
legislative/executive oversight commission should be established to provide the neces­
sary accountability for VRS as an independent agency and trust.

All Appointments to the VRS Board are Made by the Governor

Virginia is one of only eight states, all of which have retirement systems with
smaller total assets than VRS, in which the Governor has the sole power to appoint
retirement system trustees. This has contributed to a perception among VRS members
that the Board is not entirely independent of the executive branch in its decisionmaking.
Some of the appointments made by recent governors, such as cabinet members, has
strengthened this perception. In addition, complete gubernatorial appointment author­
ity does not properly reflect the General Assembly's constitutional responsibility for the
retirement system. The appointment of trustees would better reflect the responsibility
of the General Assembly and improve the independence of the Board if some trustees
were appointed by the Legislature.

Appointment Methods Used by Other States. It is rare for a state to allow
its governor to appoint all of the trustees to the retirement system board. Most states
have some type of shared trustee appointment authority (Table 2). In these states, a
number of different entities are given at least some trustee appointments. These entities
include the state legislature, as well as active and retired members of the retirement
system. In addition, many states fill some trustee positions on an ex-officio basis, such
as requiring that the state treasurer or comptroller serve on the board.

ChapterII: Governance and Structureof the
Virginia Retirement System

Page 10



------------- Table2-------------
Board of Trustee Appointment Methods

Used by Other State Retirement Systems

Shared Appointment Authority

Governor
AwoinuAI!

Active

Mtmhm Ex.Qfficjo

Alabama • • • •
Alaska • •
Arizona •Arbnsas • •
California • • • • • •
Colorado • • •
Connecticut • • •
Delaware • •
Georma • • •
Hawaii • • •
Idaho •
Dlinois • • •Indiana • •Kansas • • • •
Kentuckv • • •
Louisiana • • •Maine • • • •Marvland • • •
Massachusetts • • •
MichilWl • •
~ta • • • •
MississiDDi • • • •
Missouri • • • • •
Montana •
Nebraska •
Nevada •NewHamDShire • • • •NewJerscv • • •NewMexico • • •NorthCarolina • • •NorthDakota • • • • •
Ohio • • •
Oklahoma • • • •
Orell:on •
Pennsvlvania • • •
Rhode Island • • • •
South Carolina •South Dakota • • • • •Tennessee • • • •
Texas • • • •
Utah • •
Vennont • •
VDlGINlA •West VirRinia • •
Wisconsin • • • •
Wvomin2 • •TOTAL 8 31 8 21 15 35 15

Note: The state employee retirement systems of Florida, Iowa., New York. and Washington are Dolgoverned by a board
of trustees,

Source: JLARC staff analysis of other state retirement system survey data, and other state retirement statutes.
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Legislatures in eight states, including North Carolina and Kansas, currently
have some trustee appointment authority. For example, in 1993, Kansas reformed its
trustee appointment method under which the governor appointed all seven trustees.
Under the newmethod, the governorappoints four trustees, the legislature appoints two,
the system memberselect two, and the state treasurerserves on an ex-officio basis. There
were two reasons for the change. First, the prior board had presided over a questionable
series of investments. Second, there were indications that the board had become too
politicized as the result of having the governor make all of the appointments.

To some extent in Virginia, as in Kansas, the appointment ofall trustees by the
Governor has raised questions about the independence ofthe Board. This perception has
been strengthened by the nature of some appointments. Over the past 16 years,
appointments to the Board have included two Secretaries of Finance, a Secretary of
AdministratioD, the State Treasurer, the State Comptroller, and the director of the
Department of Planning and Budget. While members of a Governor's administration
cannot form a majority of the Board, their presence and administrative stature gives the
appearance that the Board might be influenced by gubernatorial direction.

This is especially a problem when a Governor has appointed a majority of the
Board, as is the current situation. Only three of the current seven trustees were not
appointed by the present Governor. In fact, three of the past five governors have
appointed majorities to the Board during their tenns. Because of the make-up of the
Board, the next governor can also be expected to appoint a majority to the Board,
including the chairman, within six months of taking office.

Control of the appointments of trustees by the Governor is not consistent with
the General Assembly's ultimate constitutional responsibility for the retirement system.
The constitutional language directing the Legislature to maintain a retirement system
gives the General Assembly a unique obligation with regard to governance ofthe system.
It is reasonable to expect that the General Assembly might want some greater level of
involvement in the selection of the trustees to whom the Legislature has delegated
authority for the system.

Recommendation (1). The General Assembly may wish to amend
Section 51.1-109 of the Code of Virginia to require the General Assembly to
appoint some members of the Virginia Retirement System Board of Trustees.

Qualifications for Trustees are Inadequate

In recent years, oversight ofVRS investments has become the Board's most
prevalent and time consuming responsibility. However, the required qualifications for
serving on the VRS Board have not kept pace with this growing responsibility. Current
statutory requirements for membership on the VRS Board tend to focus on representa­
tion of specific types of VRS members rather than on professional qualifications of the
trustees. The growing sophistication of VRS investments warrants a greater level of
investment expertise for the Board members.
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Current Board Qualification Requirement•• Section 51.1-109 ofthe Code
ofVirginia contains a number ofrequirements for Board membership. The Board must
consist of the following types of individuals:

• one official from the executive branch of State government,

• one teacher,

• one State employee,

• one employee of a political subdivision participating in VRS, and

• three individuals who are neither teachers norState employeesnorotherwise
in the employ ofany government.

The Code ofVirginia broadly defines "state employee" and "local employee" by
including elected and appointed officials, constitutional officers, and other employees at
the State and local level. While these definitions are more likely intended to apply for
determining eligibility for retirement system membership, they have been used in
qualifying appointees and local elected officials for the Board ofTrustees. In addition,
the Code ofVirginia requires that each trustee have a significant background in one or
more ofthe following fields: finance, accounting, investments, private business, educa­
tion, or personnel.

Problemll with the Qualification RequireIMnt•• The statutory provisions
for Board membership are both vague and of questionable value. Under the current
system, it is possible for a person toqualify as a trustee without havingany demonstrated
investment experience or knowledge ofsophisticated retirement systems. Some of the
requirements also add to the perception that the Board is influenced by political
considerations.

The most significant of the problems relates to the professional expertise or
experience ofthe trustees. For example, since almost all ofthe Board's actions relate to
the consideration of investments, it is not clear how the statutory qualifications in
education or personnel relate to the needs of the Board. These qualifications seem only
designed to provide for the backgrounds of trustees whose appointments are already
required elsewhere in the statute. In addition, the specific type of professional back..
ground which constitutes significant experience in "private business" is unclear.

According toJLARe's investment consultant, Bear Stearns Fiduciary Services,
the issues and problems involved in the area ofpublic pension fund investment require
informed judgment and significant expertise at the Board level. Mter its review ofVRS
for JLARC, Bear Stearns concluded that a majority ofVRS trustees should have direct
experience in the investment of large employee benefit funds.

There are other problematic aspects of the current qualification requirements
for Board membership. One trustee, while designated as the political subdivision
employee representative, is actually an elected local constitutional officer (Table 3). The
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--------------Table3--------------
Composition ofVRS Board of Trustees

Desimated Board Seat

Political Subdivision Employee
Executive Branch Official
State Employee
Teacher
Non Government Employee
Non Government Employee
Non Government Employee

Professional Background ofTrnstees

Finance
Personnel
Finance, Personnel
Education
Law
Investments
Investments

Source: JLARC staff analysis of Codeo{VirginilJ and VRS data.

fact that this trustee is an elected official maypromote the perceptionofexternal political
influence, and raises questions about the independence of the Board.

Furthennore, two other trustees (the State employee and the executive branch
official) are appointed to their positions of employment in State government by the
Governor, and serve at his pleasure. As discussed earlier in this report, this situation
promotes a perception of undue gubernatorial influence on the Board, and also raises
questions about the Board's independence.

Recommendation (2). The General Assembly may wish to require that
a majority of Virginia Retirement System trustees have experience in the
direct investment of large funds. Representation for teachers, State classified
employees, and local employees should be continued.

Recommendation (3). The General Assembly may wish to amend
Section 51.1·109 of the Code ofVirginia to prohibit elected officials and execu­
tive branch appointed officials from serving on the Virginia Retirement
System Board of Trustees. However, the State Treasurer could be appointed
as an ex-officio, non-voting member.

Perceptions of Board Actions have Eroded Confidence

Since 1990 the VRS Board has been involved in a series ofevents which, at least
at first glance, call into question the independence of the Board and its ability to
effectively govern the system. Several of these episodes were covered extensively by the
press, and a few were examined in the 1992 report by the Attorney General. As a result
of these events, the Board has found itself subject to a degree of public scrutiny that is
probably unusual for a state retirement system.
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These recent events have detracted from the public image ofVRS. Forexample,
at a public hearing held by JLARC, a member afthe Virginia Governmental Employees
Association (VGEA) stated that, "in recent years a cloud has been placed over the
retirement system by controversial actions ofthe VRS Board, thus the confidence of the
beneficiaries ofthe system has been eroding." During that public hearing, a general lack
ofconfidence in the retirement system on the part ofVRS members was evident. Other
comments from the public hearing included the following:

The VRS fund is not a trust fund in the truest sense of the term. It is
not a truly independent agency, free of the influences of the political
agendas and fiscal policies ....

•••
The Board ofTrostees should have a greater degree ofindependence.
Greater independence would protect them from the burden of the
demands of politics. Therefore, greater independence of the Board of
Trustees would protect us, the present and future beneficiaries of the
VRS.

• ••

In addition to the salary that school employees receive, their next most
valuable economic asset is the vested interest they have in VRS.
Consequently, it is only natural that they become concerned and
perturbed when matters related to VRS are in the headlines month
after month.

Among the issues which have raised concerns about the retirement system are
the RF&P Corporation acquisition and subsequent appointments to the RF&P board of
directors, compliance with the Freedom of Information Act, the Redskins stadium
proposal, and public disputes over investment policy. All of these events have left an
impression ofa Board which is influenced by political considerations, which is unneces­
sarily secretive, and which is unable to effectively govern the retirement system. While
these impressions may not all bebased on fact, the perceptions continue to exist among
many members of the VRS.

The Acquisition of the RF&P Corporation. In October 1991, through a
complex series of asset transfers and stock purchases, VRS became the owner of the
RF&P Corporation (RF&P). The primary assets ofRF&P are real estate. Approximately
30 percent ofthe assets are non-income producing, undeveloped land holdings, with the
largest single parcel of undeveloped land being Potomac Yard in Alexandria.

This investment contributed to a public perception that VRS investments are
increasinglyrisky andspeculative. Muchofthe controversysurroundingthis investment
occurred after the acquisition was completed. Opponents ofthe investment questioned
the decision ofthe Board to commit VRS to this long-term investment and the potentially
high costs associated with the development of RF&P's raw land holdings. However,
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consultants hired by JLARC to review the RF&P acquisition found that the company
could be a sound long-term investment for the VRS.

Much ofthe poor public perception regarding this investmentmay have resulted
from the failure ofVRS to communicate in a timely fashion with the General Assembly
and VRSmembers concerning the rationale for the acquisition, and why itwas in the best
long-term interests of the retirement system. The RF&P acquisition is evaluated in
detail in the JLARC report titled The Virginia Retirement System's Investment in the
RF&P Corporation.

Concerns about the acquisition were exacerbated with the subsequent appoint­
ment ofRF&P board members. Prior to the acquisition, the VRS Board had appointed
the Board chair and another trustee to the board ofdirectors for RF&P. Subsequent to
the acquisition, they were the only two remaining members of the RF&P board. In
October 1991, these two directors elected other members ofthe RF&P board without the
knowledge or advice ofthe rest ofthe VRS Board. While this action appears to have been
within the legal authority ofthe two directors, VRS Board members strongly objected to
the failure to consult them on what they perceived to be a critical operational issue. This
episode contributed to a public perception that the VRS chair and another trustee were
imposing their will on the Board, and inappropriately wielding a disproportionate
amountofinfluence. It also left the impression that the RF&P directors would besubject
to the control of these two VRS Board members.

Virginia Freedom o(InformationAct (VFOlA). InAugust 1992t the Circuit
Court ofthe City ofRichmond ruled that the chairofthe VRS Board violated VFOIA due
to her unwillingness to familiarize herselfwith the statute. The chairman was fined $250
for this violation. The litigation arose from the failure ofVRS to notifyan individual, who
had previously requested written notification, of a VRS Board meeting.

The meeting which prompted the lawsuit was actually that of the Systems
Holding Incorporated (SIn) board which is the holding company for the RF&P. All ofthe
VRS trustees attended this meeting, which was called to discuss the hiringofconsultants
for SHI. However, VRS business was alsoconducted. The actions ofVRS which prompted
this litigation may have contributed to a perception that it is unduly secretive in its
actions. This perception may have been magnified since the litigation concerned, at least
indirectly, matters involving the RF&P.

Redskina Stadium Proposal. In June 1992, Governor Wilder announced a
tentative agreement wherein the Washington Redskins would construct a new stadium
on land owned by the RF&P at Potomac Yard in Alexandria. However, some of the
attempts by VRS to advocate the benefits of the stadium for the system's investment in
RF&P proved somewhat counterproductive. In October 1992 the VRS director wrote a
letter to all State employees which advocated the stadium proposal as "the best
opportunity for an immediate and substantial return on investment for VRS . . .."
However.while this letterwas written with the Board's knowledge, it was written before
the Board received a report on the proposal from its independent consultant, and before
the Board took any action on the proposal.
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Despite the fact that the stadium proposal was ultimately withdrawn, the
proposal added to the increasingly poor public perception of VRS. First, it created
additional concerns about the soundness ofthe RF&P investment, since the proposal was
inconsistent with prior RF&P discussions and preliminary plans regarding the develop­
ment ofPotomacYard. Second, it may have contributed to a public perception that VRS
staff and the VRS Board were improperly influenced by the Governor.

Public Di.pute about lnve.tmenl Policy. Development of consensus and
resolution of disputes is an inherent element of a deliberative, policy making process.
Members of a policy making body J such as the VRS Board, will often disagree on the
merits ofalternative strategies or policies in the course orits decisionmakingprocess. As
members ofa collegial body, it is important that the VRS trustees develop consensus and
resolve disputes internally as a Board.

However, there are recent examples in which this concept ofa collegial Board
was not upheld by one trustee, who made public his personal disagreements with Board
decisions. In one case, VRS used a particular investment strategy as a hedge against
extreme market volatility. Although the nature of the strategy requires that it remain
confidential, the trustee publicly criticized the Board's use of this approach, claiming it
resulted in significant losses.

This public dispute has raised concerns about the Board's ability tomaintain the
confidentiality of sensitive information concerning investment policy. In addition, the
episode has raised questions concerning the credibility of VRS in some sectors of the
financial markets. For example, the Board has charged that the trustee opposed to the
investmentstrategyopenly discussed itwith third partiesatan investmentseminar,and
with the staff of a national investment bank. In addition, the trustee sent a memo
concerning thestrategy to the Attorney General and the SecretaryofAdministration, but
failed to note the confidential nature of the investment program. For these reasons,
following a meeting with its external investment manager in which serious concerns
about confidentiality were expressed, the Board obtained from the trustee a promise to
maintain the confidentiality ofsuch information in the future.

Another example of an inappropriate public dispute involves appointments to
the RF&P Board. As previously noted, when the VRS Board chair and another trustee,
acting as RF&P directors, elected new RF&P board members without the knowledge or
consentofthe VRS Board, the trustees strongly objected. At first, this disagreement was
appropriately confined within the Board. However, one trustee made his disagreement
with the chair public by alerting the media to the situation. On another occasion, one
trustee called publicly for the resignation of two other trustees.

The Role of the Board Chair Needs to be Redefined

Over a long period of time, the position of chair has acquired a degree of
perceived, but not necessarily intended, power and authority. This power and authority
appears to stem from the fact that the chair is appointed by the Governor. However, such
power is only implied since the chair has no statutory responsibilities. While the Board
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recently defined the role of the chair as part of its policies and procedures, the stated
responsibilities are minimal. The Code ofVirginia should set out a clear role for the chair
to provide leadership for the Board and to communicate on its behalf.

Respon,ibilities and Activities oftne l'RS Chair. There are no statutory
responsibilities for the VRS chair. However, due to the perceived authority resulting
from the gubernatorial appointment, recent chairs have taken it upon themselves to
expand their roles. In response to recommendations contained in the 1992SpecialReport
of the Attorney General ofVirginia, the Board formally defined the role ofthe chair. The
chair's defined role is to set the agenda for, and preside over, meetings of the Board. In
addition, the chair makes appointments to Board committees subject to Board approval.

Questions have been raised concerning whether the activities of the present
chair, as currently defmed, extend beyond the role established for the position. While the
management styles of individual trustees may differ without any consequence to the
retirement system, special access to staff or information on the part of the chair may
affect the proper functioning of the Board as a whole. However, neitherJLARe statrnor
JLARe's investment consultant could identify any evidence which suggests that the
activities ofthe currentchairare inappropriate in anyway. On theotherhand, questions
concerning the appropriateness of the chair's activities point to the need for a more
explicit definition of the chair's responsibilities.

Recommendation (4). The General Assembly may wish to amend the
Code of Virginia to define the role and responsibilities of the chair of the
Virginia Retirement System Board of Trustees.

Strong Chief Investment Officer Needed

The VRSinvestment staffhas grown gradually with the increase in the size and
sophistication of the fund (with the exception of 1989-91 when the size ofthe stafffirst
increased, then decreased, dramatically). Under the current structure the investment
staffis composed of a chiefinvestment officer (CIO), four managing directors, one policy
coordinatorat the managingdirector level (the SpecialAssistant for Policy Coordination)
and four full-time and one part-time assistants.

The investment department and the managing directors are organized accord­
ing to the type of investment programs under each managing director's jurisdiction.
Thus, one managing director is responsible for management of all domestic equity
securities in the VRS portfolio, whether managed by external managers or by the VRS
internal asset management operation. Another managing director is responsible for all
domestic and international fixed income securities, international equities, cash manage­
ment and the relationship with the VRS custodian. The third has responsibility for the
alternative investments and the managed futures program. The fourth managing
director oversees the real estate investment program.

In prior years, the investment staff reported to the CIO. However, since the
departure ofthe CIOin 1990, that positionhas beenvacant. Followingthe initial vacancy
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in 1990, the Board commenced a search for a replacement who would have the same
duties as the prior CIO. The Board's attempt to find a replacement was unsuccessful.
Subsequently, the Board reorganized the investment departmentofVR.S to create four
managing director positions. Under that reorganization, the four managing directors
technically report to the VRS Director although most of their dealings are with the IAC.

Most recently, the Board initiated the process to hire a CIO in the investment
department. However, according to the revised job description of the new CIO position,
that person's duties now appear more administrative than substantive investment
direction andcoordination. The Board's reportedrationale for this approach was that the
system offourmanaging directors working directly with the lAC appeared to be working
well, and therefore, ought to beleft alone. However, the Board believed that someone to
administer and coordinate the investment department would be helpful. Hence, the
Board redefined the CIO position and commenceda search in late 1992. The position was
filled effective January 1, 1994.

Bear Stearns reviewed-the plans for the CIO as a part of this study and found
that the revised position may not meet VRS' long-term needs: In the current structure,
the perfonnanceoftheCIOand thestaffofthe investmentdepartment would bereviewed
and evaluated by the VRS Director. Bear Stearns reports that this could present the
Board and the lAC with a problem. The Director position does not appear to require
substantive investment expertise; rather, the Director is responsible for the efficientand
proper operation of the overall system. Thus, the Director position does not require the
substantive investment expertise that would facilitate proper evaluation of investment
matters.

Based on its review of the VRS investment program, Bear Stearns has recom­
mended that the VRS investment department be managed by a CIO who has overall
responsibility - under the lAC and the Board of Trustees - for the organization,
structure and performance ofthe VRS investment department and investment portfolio.
The CIO's functions should thus include:

• overall coordination of asset allocation for all asset classes and subclasses
within each class;

• facilitation ofcommunication amongstaff trustees, advisory committees, and
possibly outside groups (e.g. participants, the General Assembly, the press);
and

• enhancement of the Board's ability to reach decisions rather than avoiding
difficult cases (e.g., hiring only one - not numerous candidates - for one
investment manager slot; tenninating managers for poor or non-conforming
performance).

Bear Stearns also recommends that consideration be given to providing in the
Code of Virginia for the selection, appointment (possibly via a special employment
contract), and new reporting duties for the CIO at the VRS. The VRS chief investment
officer is for all practical purposes the individual who would have primary responsibility
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for the oversight ofthe investment of $16 billion in State assets. Therefore, the General
Assembly may want to consider requiring that in addition to the normal reporting
relationship of the CIO to the VRS Board and the IAC, the CIO would also periodically
present a formal report to the General Assembly. This report could include a review of
the assets of VRS, the growth of those assets since the prior report, the V&S asset
allocation, significant changes, if any, in that allocation, the investment performance of
the overall fund since the last report and any other aspects ofthe fund's operations which
the VRSdeems to be important.

Recommendation (5). The General Assembly may wish to amend the
Code ofVirginia. to establish the position of chief investment officer for the
Virginia Retirement System. The duties of the chief investment officer should
include coordination of asset allocation; communication with trustees, advi­
sory committees, and the General Assembly; and staff support for the VRS
Board of Trustees and its advisory committees.

Recommendation (6). The General Assembly may wish to provide for
theemploymentofthe chiefinvestmentofficerbyspecialemploymentcontract
which would set out performance and formal reporting requirements.- The
General Assembly may also wish to require that the appointee to the position
be confirmed by the General Assembly. The employment contract should
require the chief investment officer to make periodic reports to the General
Assembly.

Structure and Role of the Advisory Committees Can Be Strengthened

Due to the rapid growth in the amount of VRS assets and the increased
complexity of investment operations, the Board's need for sophisticated, objective, and
prudent investment advice has never been greater. The Board cannot possibly attend to
every detail ofeveryVRS investmenton its own. Advisorycommittees, therefore, are now
a critical and essential part of the investment process.

The current advisory committee structure, consisting of the investment advi­
sory committee (IAC) and the real estate advisory committee (REAC), appears to be a
fairly well-organized and useful system. However, in order to ensure that the advisory
committee structure continues to serve VRS well in the future, the committees' role and
structure should be formally defined in statute. In addition, because of the importance
ofthe investment advice provided to the Board, the necessary qualifications for advisory
committee membership need to be set out in the Code ofVirginia. In particular, the
number of members with professional investment and real estate expertise on the
committees should be increased.

AdvisoryCommitteesAreNotRequiredorDefined by Statute. Neither the
lAC nor the REAC is required by the Code of Virginia. While VRS has developed
extensive policies and procedures concemingthe structure and responsibilities ofthe two
advisory committees, none of these aspects have been incorporated into statute. Retire­
ment~stemsin some otherstates, such as Tennessee and Maryland, have codified their
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advisory committees, and vested them with specific statutory responsibilities. The lack
of a statutory mandate for the VRS advisory committee structure raises questions
concerning its long term pennanence and continuity.

Profe••ionalEzpertiBe ofCommittee. CouldBe IncroaHd.The members
ofboth advisory committees serve on a part. time basis. As a result, In order to provide
the VRS Board with appropriate advice, advisory committeemembers must rely on VRS
staffto provide in-depth analysis ofvarious issues. Therefore, it is critical that advisory
committeemembers have significant investmentmanagementexpertise. Onlywithsuch
expertise can committee members adequately analyze, and decide whether to reeom­
mend to the VRSBoard, the particular investments or programs proposed for VRS by
staffor consultants.

According to JLARe's investment consultant, Bear Stearns, a majority of the
members of the IAC and the REAC should have substantial expertise in investment
managemeJ1t. However, the two advisory committees currently lack that level of
expertise. A majority of the seats on each advisory committee are held by individuals
without professional experience in either investments or real estate.

In meetings observed by JLARe staff and Bear Stearns, the expert members,
with significant experience in investments or real estate, provide the most input during
committee meetings, and provide the' greatest amount ofscrutiny to the recommenda­
tions ofVRS staff, consultants, andexternalmanagers. The non-experts, by comparison,
appear to playa very minor role in the committees' decisionmaking. The inclusion of a
majority of non-experts on the Board's advisory committees does not appear to provide
any benefit to VRS, and may not serve the best interests ofVR8 members.

Recommendation (7). The General Assembly may wish to amend the
Code ofVirginia to require the Virginia Retirement System Board ofTrustees
to formally maintain an Investment Advisory Committee and a Real Estate
Advisory Committee. The Code ofVirginIa should define the general respon­
sibilities of the advisory committees.

Recommendation (8). The GeneralAssembly may wish to define in the
statute qualifications necessary for membership on the Investment Advisory
Committee and the Real Estate Advisory Committee. In addition, the General
Assemblymay wish to require that a majorityofthe members ofeach advisory
committee meet such standards.

Independence of the Trust Fund Could be Strengthened

The VRS pension trust fund was established exclusively for the benefit ofVRS
members. Section 51.1-102 of the Code ofVirginia states that:

The assets of the retirement systems adihinistered by the Board are
trust funds and shall be used solely for the benefit of members and
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beneficiaries and to administer the retirement systems and shall not
be subject to appropriation by the General Assembly:

In addition, the VRSpension plan is a qualified plan under the provisions of the
U.S. Internal Revenue Code. As a result, the pension trust fund is exempt from federal
taxation on its contributions and investmentearnings. In order to maintain its qualified
status, numerous requirements must bemet. One of the most important requirements
is that no assets bewithdrawn from the plan by the plan sponsor. A loss of the qualified
plan status, with the resultant adverse tax consequences, would be harmful to the
financial condition ofthe fund. As a result; the State's desire to maintain the tax exempt
status provides substantial protection to existing pension trust fund assets.

Despite the State statutory language and the IRS restrictions, questions have
been raised periodically concerning the long-term ability of the trust funds, and the
retirement system, to function solely on behalf of VRS members and retirees. For
example, while federal law prohibits transferoftrust fund assets, maintenance ofspecific
contribution levels to ensure the actuarial soundness ofthe trust funds is not required.

Some of the concerns about the independence of VRS stem from structural
characteristics of the trust fund and the State's appropriations process. Through the
Appropriations Act, the General Assembly and the Governor may impose whatever
restriction orcondition they wish on VRS. For example, the Act can be used to effectively
set employer contribution rates at whatever level desired. This creates the opportunity
to reduce or suspend State contributions to VRS. Such reductions may be counter to
actions taken by the VRS Board and its actuary. To the extent that the Board is not
allowed to implement its funding policy, the independence and soundness of the trust
fund may be weakened.

Because of concerns about the adequacy of current statutory language estab­
lishing the retirement fund as a trust, a constitutional amendment would provide a
means tobetterdefine the independenceofthefund. Theextent towhich the fund is made
independent should be based on a number of explicit policy decisions including:

• Should VRS funding take priority over other State commitments?

• Should specific VRS funding levels be required?

• Should pension benefits be accorded constitutional protection?

• Should the ultimate discretion of the General Assembly to consider VRS
funding within the context of the State's overall financial condition be
maintained?

Con.titutional Provi.ion. in Other State.. A total of 13 states have some
sort of constitutional provision concerning the funding of their retirement systems.
These constitutional provisions include the following: ~_
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Michigan's constitution establishes payment ofpension benefits as a
contractual obligation ofthe sponsoring governmental entities which
shall not-bediminished or impaired. Theconstitutionalso requires that
benefits arising due to seruice rendered in eachyear be funded during
that year. This provision was an attempt to rectify policies which
permittedsizabledefickncies toaccruein the state's retirementsystems.

•••
The Texas constitution requiresthat the financing ofbenefits must be
based on sound actuarial principles. In addition, the.assets of all
retirement systems are required to be held in trust for the benefit of
members and may not be diverted.

•••
Georgia's constitution requires the GeneralAssembly todefine funding
standards which will assure the actuarial soundness of any public
employee retirement system, and to control legislative procedures so
that no retirement legi.slatWnwill bepassed without concurrentprooi­
sions for funding in accordance with the defined fundisu; standards.

•••
The constitution ofNorth Carolinaprohibits the GeneralAssembly, as
well as anypublic officer, from usingpublic employee retirement funds
for any purpose other than system benefits, administrative expenses,
and refunds. Furthermore, retirement system assets shaU not be
applied, diverted, loaned to, or used by the state or any state agency.

•••
Nevada"s constitution defines the funds ofthe public employees retire­
ment system to betrust funds, and requires that they not beused for any
other purposes. .

While some ofthe provisions inother states may not beappropriate in Virginia,
they illustrate the range ofoptions available to the General Assembly.

Alternatives for Amending the Virginia Constitution. At a minimum,
several amendments to Article x, Section 11 of the Virginia Constitution would be
appropriate ifthe General Assembly wishes to strengthen the independence ofthe VRS
trust fund. First, all ofthe VRS trust fundscould be defined as independent public trusts
in the Constitution. The assets ofthe independent public trusts could be used onlyfor the
benefit of VRS members and beneficiaries. Specified financial practices, such as low
interest loans to the Commonwealth without the approval of the VRS Board ofTrustees,
could be prohibited. Second, the Constitution could require employer contributions that
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are based on the valuation performed by the VRS actuary, and that are consistent with
sound actuarial principles.

Additional provisions could also be considered. Forexample, VRSbenefits could
be defined as a contractual obligation of the State, which shall not be diminished or
impaired. In addition, the Constitution could require that no retirement legislation be
passed bythe General Assembly without concurrent provisions for funding in accordance
with defined funding standards.

Recommendation (9). The General Assembly may wish to consider
amending Article X, Section 11 of the Virginia Constitution to include the
following provisions: the VRS retirement funds are independent public trusts,
the assets of which are not subject to appropriation by the General Assembly
or for use as loans for other State purposes; and the financing ofVRS pension
benefits shall be based on sound actuarial principles, with employer contribu­
tions consistent with the recommendation of the VRS actuary.

A Proposal for Strengthened Governance

In order to ensure that VRS is properly governed as it grows into the next
century, with probable assets of $20 to $30 billion, the General Assembly needs to
consider a comprehensive restructuring of the retirement system. The restructuring
should focus on enhancing the independence of VRS, and imposing more stringent
qualifications for Board membership to better reflect the increasing complexity of
retirement system investments. Several basic goals should guide the restructuring
effort. Specifically, the General Assembly should:

• strengthen the retirement system's actual and perceived independence from
the executive branch of State government;

• strengthen the retirement fund as an independent trust;

• increase legislative involvement in Board appointments, but retain a strong
gubernatorial role;

• balance the representation of VRS member groups with strong investment
and actuarial experience in making Board appointments;

• keep the size ofthe Board and its advisory committees at a reasonable number
of members;

• alleviate any perception of undue external political influence on the Board's
operations and decision making; and

• maintain Virginia's tradition of private citizen governing boards.
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To implement the recommendations ofthis report, a proposal for restructuring
the system ofgovernance for VRS is suggested below. This proposal meets the basic goals
for the restructuring and provides a system of govemance which recognizes the
Legislature's constitutional responsibility for the retirement system.

Re.tructuring Should Enhance VRS Independence. The first and most
importantgoal for the restructuring ofVRS shouldbeto strengthenits independence. To
achieve this goal, a number ofactions are necessary. First, VRSshould beestablished
as an independent State agency. As noted earlier, it is currently part of the executive
branch, and iswithin the Administration Secretariat. This tends topromote a perception
that VRS is not sufficiently independent of the Governor. The chief investment officer
would serve as the head of the new agency. .

The single focus of the independent agency should be on the investment of
retirement system funds. Consequently, administration of VRS benefits should be
transferred to an executive branch agency within the Administration Secretariat. One
possibility, for example, would be to create a new employee benefits agency to assume
responsibility for the administration ofpension benefits, life insurance benefits, and all
otherbenefit programs currently administered byVRSandthe DepartmentofPersonnel
and Training. The legislative Workforce Commission is currently studying such an
alternative. Investment and actuarial functions would remain with VRS.

Second, the VRS retirement fund should be established as an independent trust
in Article X, Section 11 of the Constitution. The-independent status of the trust would
help to ensure that adequate funding is available for benefits under the system. Such a
change could also be critical in restoring confidence in the retirement system.

Third, the Governor's complete control over appointments to the VRS Board
should be reduced. While the Governor should continue to have a strong role in
appointing trustees, complete control of the process further contributes to a perception
of excessive gubernatorial influence. Therefore, to provide some balance to the appoint­
ments, the Board should be expanded toninemembers, and the GeneralAssemblyshould
elect three trustees. The Govemorshouldappoint sixmembers to thenew, enlarged, VRS
Board. The sharing ofappointments by the legislative and executive branches would be
more consistent with VRS' independent status. Elected and appointed State and local
governmental officials should be prohibited from servingon the Board as trustees. Such
a prohibition will help the Board develop and-maintain a much needed perception of
political independence and nonpartisanship. However, the State Treasurer could be
added as an ex-officio, non-voting member of the Board because of the Treasury
Department's extensive investment activities.

Fourth, as an independent agency, the Board should elect its own chairman.
Virginia is one of only eight states in which the governor selects the chairman. The
current arrangement would be inappropriate for VRS as an agency independent of the
executive branch. A chairman selected by the Board would promote the independence
of the Board in its decision making. The General Assemblymay also want to require that
the chairmanship be rotated on a two-year basis. -
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Finally, VRS trustees should be removed from the Board only for cause.
Currently, the Governor may suspend or remove any trustee for cause, such as malfea­
sance or misconduct. The Code of Virginia does not prescribe any limitations or
conditions on the Governor's power to determine that sufficient cause exists for removal.

With VRSas an independent agency, however, it would be inappropriate for the
Governor to have sole authority to remove trustees. Instead, it might be more consistent
with VRS' independent status to have trustees removed by order ofa court ofrecord upon
petition by the Governor or the General Assembly. This would further enhance the
independence of the Board.

RestructuringShould Strengthen Trustee Qualification Requirement,.
Given the growing complexity of the retirement system, a majority of VR.S trustees
should have extensive professional qualifications, especially direct investment or actu­
arial experience. However, the VRS membership should continue to be represented on
the Board. Therefore, in restructuring the Board, statute should require that six VRS
trustees have at least five years of investment or actuarial experience, while three
trustees should be vested VRS members who represent teachers, classified State
employees, and classified employees of political subdivisions without further require­
ment as to professional background or experience. The Governor's six appointments
should include the three membership representatives and three qualified professionals.
The General Assembly should appoint the other three professionals.

The Board's two advisory committees should also be appointed by the Board
based on specific professional qualifications in the areas ofinvestments and real estate.
According to JLARe's investment consultant, the IAC and REAC should both consist of
seven members. The IAC should be structured in statute as follows:

• A minimum offour individuals elected by the VRS Board ofTrostees, who are
not themselves trustees, and who have a minimum oftive years experience in
the direct management or investment ofthe assets of employee pension plans
having more than $500 million in assets;

• A minimum of two members of the VRS Board of Trustees, elected by a vote
of the Board.

The REAC should be similarly structured:

• A minimum offour individuals elected by the VRS Board ofTrustees, who are
not themselves trustees, and who have a minimum offive years experience in
the direct management or investment of the real estate assets of employee
pension plans having more than $500 million in assets;

• A minimum of two members of the VRS Board of Trustees, elected by a vote
of the Board.

Implementation of the New Governing Structure. Implementation of a
new structure ofgovernance for the Virginia Retirement System will bea complex task,
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involving the creation of an independent agency, the transfer of benefit programs to
another agency, and the appointment of trustees who meet the Dew qualifications. In
order to most effectively implement the new structure, the current VRS Board should be
dissolved on the effective date ofthe new structure. Consequently, the newly configured
Board and agency would constitute a complete replacement to the current system ofVRS
governance.

Replacement ofthe current strocture is important for several reasons. First, it
would facilitate the appointment of trustees by both the Governor and the General
Assembly, as wellas the electionofanewcbairmanby the Beard, Second, itwould clearly
signify the independent status ofthe new Board. This in turn would begin the process
of restoring the confidence of the VRS membership.

Since the new Board would be completely independent, the General Assembly
and the Governor will need to develop stronger oversight capabilities to monitor VRS.
The next section examines oversight and accountability of the retirement system.

LEGISLATIVE OVERSIGHT OF THE RETIREMENT SYSTEM

Due to the General Assembly's constitutional mandate to maintain a State
retirement system in the best interest of the members, adequate legislative oversight of
VRS is essential. If the retirement system is established as an independent agency,
oversight will become more important. However, the General Assembly's ability to
provide effective oversight is limited, in large part, because of inadequate communica­
tions between VRS and the General Assembly. Legislative concerns over recent high­
profile VRS investments in the RF&P Corporation and inmanaged futures have resulted
from the lack of timely, comprehensive information from VRS. Without such informa­
tion, oversight cannot be carried out effectively. To address this problem, a new process
for legislative oversight is needed. Specifically, the GeneralAssemblymaywant to create
a permanent oversight commission for the Virginia Retirement System.

Legislative Oversight Should be Implemented by Permanent Commission

The complexity ofVRS investment and funding practices makes it difficult for
the full General Assembly, or any ofits standing committees, to effectively perform an
oversight function. This obstacle to effective oversight could beaddressed by a perma­
nent legislative oversight commission for the retirement system. The current Virginia
Retirement System Review Board is inadequate to provide effective oversight.

VRS Review Board Does Not Provide Effective Oversight. The VRS
Review Board is responsible for evaluating all proposed changes in the VRS. However,
it is not specifically charged with any responsibility or authority to monitorand evaluate
the retirement system on an ongoing basis. The Code of Virginia establishes the
following duties for the Review Board:
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Review and evaluate all proposed changes in the Virginia Retirement
System and other retirement systems administered by the board of
trustees. In evaluating proposed changes, the Review Board shall
determine the actuarial impact, fmancial impact, andlegal sufficiency
of the proposed change and the comparability of such change to the
provisions of other retirement systems and promptly submit its find­
ings to the General Assembly.

For a number of reasons, the Review Board is not capable ofproviding the type
of oversight needed. First, despite statutory language requiring the Review Board to
review "all proposed changes" to the system, its actual role has been fairly minimal.
Historically, its role has been strictly that ofreviewingretirement legislation introduced
in the General Assembly. In addition, the scope ofthe Review Board's activities are too
narrow to allow for effective oversight. Legislative oversight ofVRS should beproactive
in addressing issues which affect public employee retirement systems in general, and
VRSin particular.

Oversight Bodie, U.ed in Other State.. Twenty states have some tyPe of
oversight entity responsible for monitoring their retirement systems (Figure 4j. The
structure and responsibilities of these oversight bodies vary. For example, some consist
entirely of legislators while others include public members. However, all of these
oversight bodies provide their legislatures with independent sources of retirement
system infonnation. Examples of these permanent commissions include:

,..------------- Figure4-------------,

States which Have Oversight Commissions
or Committees (~)

Source: JLARC staff analysis.
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Minnesota's Legislative Commission on Pensions and Retirement eon­
sists offive members ofthe house and live members ofthe senate. The
commission reviews all retirement legislation, studies retirement sys­
tems and makes recommendations concerning benefits, funding, and
overall pension policy. The commission, which has 3.25 staffand a
$500,000 annual budget, submits a biennial report to the legislature.

•••

The Ohio Retirement Study Commission consists of14 members: three
members of the house, three members of the senate, three retirement
system members, and the executive directors ofthe five state retirement
systems. The commission is bipartisan. The general purpose of the
commission is to advise and inform the legislature on aU retirement
system matters. This includes review of all retirement legislation,
reuieu:of laws governing the administration and fin,ancin6 ofpublic
pension funds, and issuingan annual report. The commission has five
staff,' its own consulting actuary, and an annual budget of$462,000
funded by the retirement trust funds.

•••
Wisconsin has two oversight committees: the Joint Survey Committee
on RetirementSystems (JSCRS) and the RetirementResearch Commit­
tee (RRC). The JSCRS consists of six legislators and four non­
legislators. The non-legislators include an actuary, an attorney, the
secretary ofemployee trust funds, and a public member appointed by
the Governor. The JSCRS analyzes all retirement legislation prior to
referral to committee. The analysis focuses on the bill's cost, desirability
as a matter ofpublic policy, and impact on actuarial soundness.

The RRC consists ofall JSCRS members, plus nine additional em­
ployer and employee members. The RRC reports to the legislature on
various topics related to public employee retirement. The RRC and the
JSCRS have the same staff, consisting of three individuals with an
annualbudgetof$17~OOO.

Proposed Legi.lative Over.ight Commi.sion for VRS. .The General As­
sembly needs to enhance its oversightcapabilities relative to VRS. The creation of a new
legislative commission, with statutory responsibilities and adequate staffing, would
provide that capability. The commission's membership should consist of legislators, as
well as non..legislators appointed by the Governor. For example, the commission could
have three members from the House of Delegates, three from the Senate, and three
additional members appointed by the Governor. The non-legislative members could
provide the commission with necessary professional expertise. These members should
be required to have at least five years of investment or actuarial experience.
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The commission could be staffed by the Division of Legislative Services (DLS)
or with its own professional staffwhich receives administrative support from DLS. In
addition to its own staff, the commission should have adequate funding to hire consult­
ants for special studies. The commission should also retain an actuary for periodic
reviews ofthe pension trust fund. Fundingfor the commission should bedrawn from the
various retirement system trust funds for which the commission would have oversight
responsibilities. .

Recommendation (10). The General Assembly may wish to establish a
permanentVirginia Retirement System Study Commission to provide ongoing
oversight and evaluation ofthe retirement system. The Commission should be
composed ofthree members from the Senate ofVirginia, three members from
the House of Delegates, and three qualified professiouals appointed by the
Governor. To carry out its duties, the commission should have a permanent
staffand theauthority to hire consultants. Fundingfor the commission should
be from the retirement system trust funds to ensure continuity and indepen­
dence.

Components of Effective Oversight

An effective system of oversight for VRS should focus on several key areas, each
of which should be the responsibility of the VRS Study Commission. The commission
should evaluate on a periodic basis:

• the overall structure and functioning of the retirement system;

• the impact of investment performance on employer contributions;

• the actuarial soundness of the VRS trust funds; and

• the adequacy ofcommunication between VRS and the legislative and execu­
tive branches.

Structure ofSystetn. The VRS StudyCommission should evaluate the overall
structure and functioning ofVRS on a periodic basis. This type ofevaluation could focus
on items such as the composition and operations of the Board ofTrustees and its advisory
committees, the impact ofVRS benefit design changes on the soundness of the system,
VRS staffing levels, and financial management ofthe system. As the retirement system
grows, the commission could recommend changes to the system as necessary.

Investment Performance. The VRS Study Commission should have a
complete understanding of how VRS investments perform, provide diversification for
VRS assets, and impact required employer contributions. The commission should not
dictate investment decisions to the VRS Board. Rather, it should report its findings
regarding VRS investments to the General Assembly, the Governor, and the VRS Board
of Trustees. The purpose should be to ensure that each of these key participants in the
policy process understands the risks and potential benefits ofVRS investments. To carry
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out 'this function, the commission should have the authority to hire investment consult­
ants and to conduct investment performance studies.

Actuarial Soundne... Recent questions concerning the group life insurance
program provide an example of the General .Assembly not having access to adequate
actuarial information. Although responsible for administering the program, VRS has
failed to effectively communicate with the General Assembly concerning the program's
funding policy and status. As a result, the GeneralAssembly has notbeenable to monitor
the program using the best possible information. This has led to some misperceptions of
the program, most notably over how the program is funded and the adequacy of
premiums. Fundingofthe group life program is evaluated in detail in the JLARC report
titled Reviewofthe State's Group Life InsuranceProgram for PublicEmployees.

The GeneralAssembly should have an independent assessmentofthe actuarial
soundness ofall the VRS pension trust funds, and the group life insurance trust fund, on
a periodic basis. The VRS Study Commission could perform this assessment with the
assistance of a professional actuary. This type of review will provide the General
Assembly with the actuarial information necessary to make informed decisions concern­
ing all aspects ofVRS funding. Such an assessment should take place, at a minimum,
once every four years. The commission might also want to retain an actuary on a
continuing basis to evaluate the information provided by the VRS actuary.

Communication with VRS. The primary communication between VRS and
the General Assembly currently occurs during the legislative session, at the staff level,
as retirement system legislation is considered. The majority ofsuch legislation typically
involves specific changes to the benefitstructureofthe system. Therefore, itappears that
adequate communicationbetween trustees andthe Legislatureon mattersof investment
and funding policy is not currently occurring on a consistent basis. To address this
problem, a formal mechanism is needed for VRS to report to the General Assembly. The
VRS Board recently adopted a communications plan apparently designed to improve
communications with the General Assembly, but by itself this effort is inadequate.

The General Assembly may want to require that VRS make periodic reports to
the VRS Study Commission. Among the reports which should be made are quarterly and
annual investment performance reports and an assessment of the actuarial soundness
of the system. The commission should alsobegivenauthority to requestinformation from
the VRS chief investment officer and the VRS actuary. The commission should be
required to make an annual report to the General Assembly and the Governor.

Recommendation (11). To ensure an effective system ofoversight, the
General Assembly may wish to establish the following responsibilities for the
VRS Study Commission: receive quarterly and annual reports from the
VirginiaRetirement Systemon investmentperformanceandannual reportson
actuarial soundness; review and report as necessary on all proposed legisla­
tion affecting VRS' structure, investments, or funding prior to the consider­
ation by the standing committees of the General Assembly; prepare and
maintainbackgroundandother informationfor usebymembers ofthe General
Assembly; make an annual report to the General Assembly and the Governor
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on the status of the retirement system; and conduct special or continuing
studies as directed by the General Assembly.
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III. Investment Policies and Performance
of the Virginia Retirement System

This chapterisasummaryofresearch completed fortheJointLegislativeAuditand
Review Commission by Bear Steams Fiduciary Services, Inc.' A copy of Bear Steams' full
reportis aVailable uponrequest fromJURe.

The investment performance of a public pension plan is of great importance to
both plan participants and taxpayers because of the major role investment return plays
in the overall financing of a retirement system. As a result, it is critical that policy
making boards for retirement systems develop and implement fundamentally sound
frameworks to govern investment decisionmaking. The importance ofthis in Virginia is
amplified by the rapidly growing size and sophistication of the State's public pension
fund. As ofJune 30, 1993, the VRS investmentportfolio had a total market value of$15.9
billion.

The consultant hired by JLARC, Bear Stearns Fiduicary Services, Inc., to
evaluate the State's retirement system indicates that the investment program. and
portfolio structure are fundamentally sound and reasonable in almost all major respects
from both a procedural and substantive standpoint. There is no cause for concern in
either the investment decisionmaking process or in the results of that process.

Still, Bear Steams did find problems in the State statutes which govern the
pension fund investment activities, as well as a number of specific VRS investment
policies and procedures that could beenhanced. The changes proposed by Bear Stearns
would be designed to further reduce risk in the pensionfund, trim expenses, andincrease
the likelihood of higher net investment returns on both an absolute and risk-adjusted
basis.

With regard to State legislation for the pension fund, currently, the Code of
Virginia sets forth the standards and restrictions governing investment ofVRS assets.
In its current form, however, the statute contains many investment restrictions which
are ambiguous, inapplicable, or superfluous.

In terms ofinvestment policies, Bear Stearns indicates that the current Board
of Trustees has developed an extensive written set of policies and procedures to govern
its investment program. While reasonably comprehensive and well-structured in most
regards, the written materials still omit an integrated investment policy statement. In
addition, there is some question as to whether the Board clearly re-evaluates its asset
allocation policies on an annual basis.

A key factor influencing the long-term performance ofany pension fund is the
actual asset allocation of the portfolio. Presently, the VRS' strategic (long-term) asset
allocation targets are 60 percent equities, 30 percent fixed income, nine percent real
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estate, and one percent managed futures. According to the results of the computer
analysis performed by Bear Stearns, this asset allocation is efficient and the expected
returns meet the VRSobjectives and control total portfolio risk over the long term.

Moreover, asset classes such as alternative investments, international stocks,
and managed futures added to the portfolio in recent years, have improved the pension
fund's efficiency relative tofive years ago and canalsobeexpected tocushion VRS against
the impact ofpossibly adverse financial markets in the future. The performance ofthe
portfolio over the last five years has been acceptable given the high degree ofdiversifi·
cation which has been achieved. In addition, the managed futures program was found
to be reasonable though some minor problems in the management of the program were
detected.

However, VRS could improve the fund's perfonnance and lower expenses
through improved management ofits external money managers. Although determining
the optimal number of external managers for a pension portfolio is a very judgmental
matter, presently, the VRS appears to employ too many external managers and some of
these active managers have underperformed.

This chapter presents a summary ofBear Stearns findings and recommenda­
tions concerning the structure and performance ofVRS' investment program. A more
detailed version of the Bear Stearns report, including the findings summarized for this
chapter is available at JLARC.

THE INVESTMENT PROGRAM OF THE VIRGINIA RETIREMENT SYSTEM

In 1971, the VRS pensionfund had approximately $1.1 billion in assets for about
30,000 retirees and beneficiaries. Twenty-two years later, the assets ofthe pension fund
have increased to $15.9 billion for more than 345,000 active members, retirees, and
inactive butvested beneficiaries. This growth inpensionfund assets wasespeciallyrapid
between FY 1988 and FY 1993 (Figure 5). In FY 1988, the assets ofthe fund were valued
at $7 billion. Five years later, these assets had more than doubled to just under $16
billion.

All VRS assets either originate as, or are purchased with, VRS revenue. A
substantial factor enhancing the growth of the pension fund has been an increase in the
sizeofthe State's work force and the related pensionfund revenue in the Connofemployer
and employee contributions. In fact, prior to FY 1986, contributions from employees and
employers constituted the majority of VRS revenue. However, in recent years - since
FY 1990 - investment earnings have exceeded contributions (Figure 6).

The general investment activities of the VRS are governed first by Title 51.1 ­
Chapter 1,Article 3 ofthe Code ofVirginia. The General Assembly passed this legislation
as a part of its oversight responsibility for the system which is mandated by the State
Constitution. This statute basically consists ofa prudent man rule and a list of assets in
which the VRS may and may not invest.
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The $15.9 billion investment portfolio is also governed by a complex set of
policies and procedures and executed by the professional staffof the State's retirement
system under the general direction ofthe Board ofTrustees. To administer this system
and manage its assets, VRS employs a professional investment staff of eight and an
internal asset management department. The primary responsibility of the managing
directors, however, is to supervise the investment activities of 75 external money
managers and the internal asset management department hired by the Board of
Trustees.

VRS Uses Operating Policies and Procedures
to Guide Its Investment Program

The Board of Trustees has developed a broad range of operating policies and
procedures for investments. These are set out in two manuals: Policies and Procedures
Manual and Managed Futures Program Manual. The VRS staff manages the invest..
ments in accordance with these policies and procedures. VRS states that the policies
allow for more effective administration of the investment program and that they are
necessary "to enable VRS to keep pace with the changing investment environment" and
to "insure that guidelines are in place for the proper monitoringofthe VRS investments."

Policies and procedures have been established on the following investment
related topics: due diligence; management of the domestic equity program; the alterna­
tive investment program; the total fixed income and international equity program;
derivative strategies; real estate; the managed futures program; money managers; soft
dollars; minority business; proxy voting; the code of ethics and the standards of
professional conduct for the VRS investment department; asset allocation; compliance;
and consultant review.

The VRS due diligence policies are some of the most important with regard to
safeguarding the "fund's assets. These policies require that the VRS investment staff
constantly monitor and measure the progress and performance of its investments and
investment managers. This review process commences upon the search for an invest­
mentmanagerand concludes only when the specific investmenthas been terminated and
eliminated from the VRS portfolio.

Five Year Investment Plan. VRS' five-year investment plan provides the
strategic direction for all the investment activities of both internal and external fund
managers. The plan is usually presented, discussed, and approved at the annual VRS
retreat. The retreat provides the opportunity for the Board, members of the IAC and
REAC, and VRS investment staff to meet, discuss, and formalize the plan.

Typical elements of the retreat include educational sessions, presentation of
research findings on new orexisting investments, a discussion ofthe fund's performance
over the previous five years, and the presentation of the five year investment plan.
During the presentation of the plan, goals and objectives are detailed for each asset class
as well as the various strategies that will be employed to seek those goals and objectives.
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In theory, this discussion of the five year plan includes a reexamination of its
existingasset allocation policy. This policy is typicallyreviewed once a yearat the retreat
by the Board with the assistance ofVRS investment staff, the lAC, and perhaps outside
consultants. The reason that the Board's asset allocation decision is so critical is that
more than any single investmentdecision, the long-term performanceofthe pensionfund
is affected by the allocation of fund assets to broad classes of investments.

VRS A6BetAllocation. Many studies ofthe relative performance oflong-term
investment portfolios have found that thevast majority of a portfolio's long-term
performance results from asset allocation decisions, In effect, the decision to invest in
stocks for example as opposed to bonds or real estate has more influence on a portfolio's
total return than does the selection of individual securities or properties.

The primary objective of the Board's adoption ofan asset allocation policy is to
establish a target asset mix that seeks to accumulate the highest level ofassets over the
long-term, within acceptable and prudent risk boundaries and statutory requirements.
The asset allocation policymust also recognize the concomitant term structure ofclaims
on the assets by VRS pension beneficiaries. The asset allocation structure the Board has
adopted to meet this primary objective is outlined in Figure 7.

The first level ofallocation is among major types ofinvestments: 60 percent in
equities, 30 percent in fixed income, nine percent in real estate, and one percent in
managed futures. Of the 60 percent in equities (common and preferred stocks plus
"alternative" investments>, 50 percent is allocated to passive investinents (such as the
S&P 500 index) and 50 percent to active investments,

The active and passive investments are further allocated so that 41.5 percent
is in domestic investments and 8.5 percent is in international markets. For the fixed
income Investments, 90 percent must be in domestic securities with the remaining ten
percent in global securities. Real estate investments are also further allocated by type
and geographical location.

Implementation of the Investment Program

The VRS investment program is directed and supervised by the Board, with
advice from the advisory committees. Asdiscussed previously, the responsibilities ofthe
Board of Trustees include making decisions concerning the investment ofpension fund
assets. The Board is assisted in this process through advice it receives from members of
two different advisorycommittees. VRSinvestmentstaff, external moneymanagers, and
consultants perform the tasks necessary to implement the investment program.

Responsibilities ofVRS Staff. Although final investment decisions are made
by the Board of'Trustees, the actual implementationorexecution ofthese decisions is the
responsibility ofVRS' professional investment staff. In the last ten years, the size ofVRS'
professional staffhas increased by 66 percent from nine in 1983 to 15 in 1993. Under the
current structure, the investment staff is composed of a chief investment officer (CID),
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four managing directors, one policy coordinator, and four full-time and one part-time
assistants.

The investment department and the managing directors are organized accord­
ing to the type of investment programs under each managing director's jurisdiction
(Figure 8). These four distinct unitsare: (1) domestic equity, (2) international equity and
fixed income, (3) alternative investments, and (4) real estate. In theory, a chief
investmentofficer (CIO) provides executive level management and oversightolthe daily
operations ineach of these units. However, as noted in Chapter II, this position hasbeen
vacant since 1990. As a result, the four managing directors report directly to the VRS
director, and indirectly to the appropriate advisory board.

VRS professional staff are responsible for evaluating external investment
managers, searching for new managers, researching and evaluating new investments,
and managing those investments admjnistered in-house. Staff report to the advisory
committees at each monthly meeting, and periodically report to the Board on matters
related to investments. The staffare also a source ofin-house expertise for the advisory
committees and the Board.

Source:V"uginia Retirement System.
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UN oflnve.tment COnBultant.. VRS employs investment consultants to
provide a broad range of services to assist in the management of the plan's assets.
Consulting services are utilized to obtain the best available assistance to augment the
apertise of internal VRS staff as well as to provide specialized service beyond the
capabilities of the VRS staff, investment committees, and Board. VRS commonlyuses
consultants to assist on a wide variety of projects including investment manager search
and selection, performance evaluation, risk analyses, and asset allocation studies. As of
FY 1993,VRSpaid fees to eleven consultants. Excluding its managed futures program,
fees paid to investment consultants in FY 1993 totaled $789,794.

UBI!ofEztemal Money Manage,... The ml\iority (approximately 96 percent)
of the VRS portfolio is managed by external managers. In FY 1992, VRS reported that
it employed 87 externalmoneymanagers whocontrolledmore than$13.4 billion in assets
(market value). The average manager controlled approximately $154 million. These
external money managers were spread among the following types of investments:

• common stock - 40 managers controlling more than $7.2 billion;

• managed futures - three managers controlling $100 million;

• affiliates - one manager controlling $533 million;

• alternative equities -18 managers controlling $624 million;

• fixed income - eight managers controlling over $4.1 billion;

• short-term investments - three managers controlling at least $390 million;
and

• real estate - 14 managers controlling $384 million.

INVESTMENT POUCIES AND PROCEDURES

The Code of Virginia provides the basic framework for VRS' investment of
retirement trust funds. Sections 51.1-114 through 51.1-124 of the Code of Virginia
specifically authorize and limit several types of investments. According to the most
important provisions, VRS assets may be invested in: (1) first deeds of trust on
residential property (up to 20 percent offund assets), (2) bonds offoreign and domestic
corporations, (3) publicly traded stocks of foreign and domestic corporations valued at
cost (up to 60 percent offund assets), (4) U.S. and Canadian government securities,(S)
real estate, and (6) up to five percent in any "prudent" investment not specifically
authorized. VRS investments are also specifically exempted from the requirements of
the Public Procurement Act.
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By enacting this legislation, the General Assembly presumably wanted to
articulate andimpose standards which would require the VRSBoard toactwith requisite
care and expertise and to prudently construct and oversee a diversified investment
portfolio. In its current form, however, the statute fails to achieve this goal and contains
many investment restrictions which are ambiguous, inapplicable, or superfluous. The
General Assembly may want to consider alternatives to the current restrictions.

To implement the investment program within the general framework provided
by law, the VRS Board ofTrustees has developed an extensive written set ofpolicies and
procedures. These policies address, among other issues, the important process ofasset
allocation, the selection monitoring, and termination of investment managers, the
implementation ofits alternative investment program, the management ofsoft dollars,
and the procurement and use ofoutside consultants.

In most regards, VRS policies and procedures are reasonably comprehensive
and well-stnlctured. VRS employs a number of methods for evaluating the portfolio's
asset allocation policy. In addition, VRS has documented procedures in place for
monitoring the managers who implement its asset allocation policies. In other key areas
ofits investment program- alternative investments, real estate acquisitions, brokerage
practices, and internal compliance - VRS' policies appear reasonable and sufiiciently
detailed in most cases.

Still, VRS can improve its investment policies and procedures in a number of
these areas. Specifically, the written policies still omit an integrated investment policy
statement defining the framework within which all of its investment strategies should
operate. Also, the Board ofTrustees should regularly and systematically re-evaluate its
asset allocation policy at a setting other than the Board's annual retreat to ensure that
this issue is fully discussed.

Finally, the VRS Board ofTrustees appears reluctant, in some eases, to make
difficult choices in selecting among several qualified candidates for investment manage­
ment slots as well as terminatingcertain managers for underperformance orqualitative
reasons. Currently, VRS stafTis developing guidelines to help resolve this problem.

Statutory Investment Requirements Need Revision

The type of investment restrictions imposed by the Code of Virginia are
commonly referred to as "legal lists." These types of restrictions are fairly common, but
a reviewofotherstates' statutesindicates thatat least 32 states impose fewer investment
restrictions than Vlrginia. A recent survey of state and local government employee
retirement systems by the Public Pension Coordinating Council/Government Finance
Officer's Association indicates that many systems are not subject to legal lists but are
required to followthe prudentperson rule, which requires that investmentsbemade with
the care, skill, and diligence of a prudent individual.
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The CodeofVirginia requires a form of a prudent person standard in addition
to its legal list restrictions. Section 51.1-116 ofthe CodeofVirginia requires the Board
of Trustees to:

exercise thejudgmentofcareunderthe circumstancesthen prevailing,
which men of prudence, discretion, and intelligence exercise in the
management of their own affairs, not in regard to speculation but in
regard to the permanent disposition of their funds, considering the
probable income as well as the probable safety of their capital.

By enacting this legislation, the General Assembly wanted to articulate and
impose standards which would require the VRS Board to act with requisite care and
expertise and to prudently construct and oversee a diversified investment portfolio. In
its current form, however, the statute fails to achieve these goals and contains many
investment restrictions which are ambiguous, inapplicable, or superfluous.

An example of an ambiguous restriction is the primary investment restriction
in the statute (Section 51.1-116), which limits the VRS to investing no more than 60
percent of total assets "at cost" in stocks "traded on foreign or domestic exchanges." This
language leaves unclear whether the total exposure to equity investment (as opposed to
debt)mayexceed60pereentifthea:cessisattributabletoeither{1)capitalappreciation,
(2) instruments that are not publicly traded (e.g., private placements such as venture
capital), or (3) instruments that are not "stocks", including equity derivative securities
such as options, futures and swaps.

The aforementioned standardofcare imposed by thecurrentstatuteon the VRS
Board is not appropriate to this situation. Pursuant to Section 51.1..116, the statute
imposes the standard of care "which men of prudence, discretion, and intelligence
exercise in the managementoftheirown affairs not in regard to speculation but in regard
to the pennanent disposition of their funds, considering the probable income as well as
the probable safety of their capital" [emphasis added].

Considerations relevant to the investment portfolio ofan individual may differ
considerably from those relevant to a large institutional portfolio created to provide
benefits for hundreds of thousands of people, with benefit obligations extending over
decades. Thus a more appropriate standard for VRS would refer to management of
similar matters regarding pension fund investments. A more appropriate standard also
would require consideration of income and capital appreciation from investments.

The General Assembly could better accomplish its goals by amending the Code
ofVirginia to impose a prudent person standard, without a legal list, comparable to that
set forth in the federal pension statute for private employee benefit plans (Employee
Retirement Income Security Act - "ERISA"). ERISA's prudence standard does not
include any legal list of what particular investments are or are not permissible.

A prudent person standard, without a legal list would provide the flexibility
needed to accommodate modern portfolio theory and new investment instruments, but
only insofar as prudent. It would certainly not expose the VRS funds to a greater degree
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of risk than is currently permitted. A modem prudence standard without a legal list
would also be consistent with the provisions governing a large number of other state
retirement systems across the country.

Ifsuch a standard is adopted, the General Assembly may also want to consider
the recommendations discussed in Chapter II of this report. These would include
requirements that a certainminimum numberofBoard members be experiencedpension
fund investmentmanagementand/or advisory professionals) and that the lACandREAC
be pennanent components of the VRS investment structure and include a minimum
number of experienced investment management and/or advisory professionals. Enact­
ment and implementation of these recommendations would help assure that the VRS
portfolio would be managed prudently.

Recommendation (12). The General Assembly may wish to consider
amendingtheCodeofVirginia byadoptinga prudentperson standardwithout
a legal list, comparable to the standard set forth in the Employee Retirement
Income Security Act.

Investment Policies Extensive but an Integrated Policy Statement is Needed

The primary purpose of an employee benefit plan such as the VRS is to pay
retirement benefits. The State and participatinglocal governments each year contribute
a certain amount ofcash on behalfoftheir employees, which the VRS in turn invests and
(hopefully) grows to pay those employees' retirement benefits. The VRS Board is
responsible for determining what objectives the fund should seek to attain in order to
generate sufficient cash to pay the required retirement benefits.

However, the system has not adopted an overall "Statement of Investment
Policy and Objectives" for the entire fund. Generallyspeaking, such an investmentpolicy
would reduce to writing the basic objectives and the overall framework within which all
investment strategies should operate. In short, the investmentpolicyshouldserve as the
"constitution" which provides the basic boundaries and direction for the entire program.

At a minimum, the investment policy statement should address the following
aspects of the investment program:

• legal and structural basis for the fund;
• identification of the fiduciaries;
• general lines of authority and delegation;
• process for determining asset allocation/diversification of the portfolio;
• performance objectives;
• broad cash flow requirements;
• trusteeship or custody of assets;
• general investment guidelines; and
• prohibited investments and strategies.
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Many of the components of an investment policy statement are contained in
three separate VRS documents: the "Five Year Plan," the "Investment Policies and
Procedures Manual," and the "Administrative Policies." The Investment Policies and
Procedures Manual sets forth the performance objectives for the different asset classes
and sub-asset classes. The Administrative Policies discuss the lines ofauthority among
the Board, REAC, lAC and staff. However, articulating and collecting the major
elements inone comprehensive document is essential to formulatingandcommunicating
the "constitution" to all Board members, committee members and staff as well as
partieipants, the legislature, and various observers.

Recommendation (13). The VRS Board of Trustees should adopt a
written investment policy statement drawing from the Five Year Plan, the
Policies and Procedures Manual, and other appropriate sources.

Recommendation (14). Once this policy is adopted, the VRS Board of
Trustees should re-evaluate the investment policy statement at least annually
and either reaffirm or amend it as appropriate. Periodically re-evaluating the
investment policy statement has the added benefit of compelling the Board,
lAC and staff to continually reassess the VRS' investment objectives and the
basis for those objectives.

VRS' Asset Allocation Policy Needs A More Thorough Review

Asset allocation is the process of diversifying an investment portfolio among
asset classes, (stocks, bonds, cash, real estate, etc.), This is done in order to seek to
achieve a particular investment objective, such as consistently earning a specified total
return (i.e., income and appreciation). A portfolio's asset allocation is important because
it has the single greatest impact on its overall long-term investment performance, far
greater than the ~pecific securities held in the portfolio.

Because of this, a portfolio's asset allocation policy should be reviewed and
adjusted on a periodic basis as appropriate. VRS employs a number of methods for
evaluating and periodically adjusting the portfolio's overall mix of asset classes. How­
ever, based on a review by Bear Steams, there is some question as to whether the Board
and the lAC formally and clearly re-evaluate this subject annually, as they are supposed
to do at the retreats.

The main value of periodically reviewing the asset mix is that the Board, lAC,
REAC, and staff are forced to review whether the portfolio's structure appears well­
geared to meeting the fund's objectives. However, as an agenda item at VRS' annual
retreat this issue does not appear to get the attention it deserves simply because there
is already so much ground to cover at that meeting.

Recommendation (15). The VRS Board ofTrustees, the lAC, and REAC
should review the asset allocation policy as a formal agenda item for detailed
discussion at some point each year in a setting other than the annual retreat.
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Process for Selecting and Terminating Managers Can Be Improved

Investment managers provide money management services for a portion ofthe
fund's assets, for a fee, on a fully discretionary or non-discretionary basis. As ofJune 30,
1993, the total VRS portfolio was managed by 75 external and an intemal asset
management department. Given the sheernumberofmanagers in the VRS program and
the fact that oversight is spread among at most eight people on the investment staff', it
is imperative that the VRS have careful, consistent and documented procedures in place
to properly monitor these managers. Currently, many of the appropriate procedures
exist but need fine-tuning.

The processes VRS uses for selecting external investment managers generally
appear thorough and based on appropriate criteria. However, some reluctance by the
Board and lAC to make the difficult choices among several qualified candidates for
investment management slots was observed. The consequence of this is a tendency by
VRS to hire more than the required number of firms,

Bear Stearns reviewed VRS' documentation generated in compliance with the
monitoring process, including the investment manager guidelines. In the investment
management business, such guidelines are an attempt to prevent managers from
engaging in unauthorized investment strategies, purchasingcertain unacceptable secu­
rities, or straying from their role within the overall asset allocation.

The guidelines for the VRS domestic fixed income and international equity
programs are sufficient and reasonably thorough; however, the guidelines for the
domestic equity program do not consistently contain fully developed criteria regarding
each manager's investment style. Statris currently developing such guidelines (through
the "Benchmark" program), which will help resolve this problem.

Bear Stearns also perceived some difficulties by the Board and lAC in making
decisions to terminate investment managers for underperformance or for deviatingfrom
their respective investment disciplines. As discussed below, these difficulties apparently
contribute to VRS probably having too many external investment managers.

One cause for the failure to terminate some managers (when termination
probably is warranted) is the lackofsufficiently specific investmentguidelines for equity
managers in particular. Without guidelines that clearly set forth the investment
objectives and the time frame within which those objectives must be achieved, it is
difficult to determine when a manager should be terminated. As mentioned above, the
staff is currently developing guidelines that should help resolve this problem for the
domestic equity program.

With respect to its policies and procedures for selecting, monitoring, and
terminating investment managers, the following changes could improve VRS' program:

• In the manager search process, when manager finalists are presented to the
lAC and Board, the staff should recommend, as it has on a few but not all
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searches, how many managers it believes need to be hired and the lAC and
Board should seek to make decisions accordingly.

• The manager selection criteria do not include consideration of liability
insurance each investment manager candidate carries. Such liability insur­
ance would provide coverage in favor of VRS for losses resulting from the
negligence or bad faith of a manager, to the extent the manager's own net
worth proves insufficient. .

• Ifthe VRS is to maintain the current structure of a large number ofdomestic
equitymanagers, serious consideration should be given toincreasingth~staff
devoted to the domestic equity program. To the extent asset management
responsibility is shiftedfrom external firms to in-house management, enhanc­
ing the staff would also be required, in order to prudently perform such in­
house functions.

• The current policies and procedures only vaguely define the time period over
which a managermust meet its investment objectives in terms of"re~nable
time horizons" or"market cycles." Reasonable time horizons shouldbedefined
in both the manager guidelines and the policies and procedures, to a rolling
or moving three year period. Also, VRS should place on a "watch list" any
manager that falls short ofits objectives over the specified time period. This
couldassistinmaking decisions about whetherto terminatecertainmanagers
and thus, might help reduce the total number of managers. Thereafter, every
sixmonths the Boardand IAC shouldbe obligatedeither to reaffirm continued
retention of that manager or to terminate the manager.

Recommendation (16). VRS should develop procedures to reduce
duplication in the hiring and continued retention of managers, enhance the
selection criteria for its money managers by adding liability insurance, in­
crease the stafiresponsible for its domestic equity program, and improve its
policies for determining the time period over which a manager must meet
required investment objectives.

Alternative Investment Program Policies are Reasonable and Detailed

VRS classifies certain domestic private equity securities within the overall
portfolio as "alternative investments." These include for example, investments in
venture capital companies and leveraged buyouts (i.e., not the usual, liquid, publicly
traded securities held in the majority of the domestic equity portfolio). The policies and
procedures regarding the alternative investment program(includingventurecapital and
other non-publicly traded equity securities) are generally reasonable and detailed.

However, some measures should be adopted to minimize the potential for undue
personal orPolitical influence regarding a very narrow range ofalternative investments,
i.e., direct VRS investments in limited partnerships with a Vli-ginia-based general
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partner. Also, if as has been proposed, the level of direct investing by the Board in
particular venture capital companies is to increase, greater staffmg will benecessary.

VRS' Real Estate Program is Generally Satisfactory
but Requires Some Adjustments

The structure and processes ofthe VRS real estate program are satisfactory in
many regards. In other regards, they could become more effective and better suited to
the nature and scope of the real estate program ifseveral further steps were taken.

The Real Estate Advisory Committee (REAC) functions 88 anadvisorypanel for
the Board concerning real estate. A distinctive feature of the VRS real estate program
is that rather than delegating investment decisiomnaking authority to external real
estate investment management firms, the Board retains such authority, albeit with
advice and analysis from REAC and statI

VRS is not alone in reserving to the Board decisiOllB over proposed real estate
investments; other large pension funds with sizable real estate portfolios do the same.
However, as longas VRS keeps decisionmaking authority at the Board level, rather than
delegating it to external investment managers, the roles played by the REAC and staff
will remain critical.

ITthe VRS Board is to continue makingdecisions over particular, proposed real
estate investments, the effectiveness and resources ofthe statrmust be enhanced. This
is necessary to provide the Board the requisite level of critical, objective analysis for
decisions regardingproposed investments inparticular properties and the structure and
diversification of the real estate portfolio. Alternatively, ifsuch additional staff is not
hired, VRS should obtain the needed assistance from a qualified consultant.

VRS Brokerage Practices Are Reasonable

The VRS, like many other large public pension funds, engages in a limited
amount of"directed brokerage" and "soft dollar" transactions. Such transactions consist
of using brokerage commissions to pay not only for the execution and clearance of
securities transactions, but also, mpart, for information, services, and equipment which
are helpful to investment decisionmaking regarding VRS assets.

VRS appears to obtain reasonable value for the soft dollars it expends and
appears to pay reasonable commissions for the quality ofsecurities execution it receives.
According to an outside study for the calendar year ending December 31, 1992, VRS'
average commissions have been below the median cost incurred by other pension funds
and the securities prices which brokers have obtained on trades for VRS are reasonable.
According to the same study, the VRS' average transaction costs (i.e., commission cost
plus execution cost) have been 5.4 cents per share, which is belowthe median cost of6.3
cents per share for other surveyed pension funds.
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Nevertheless, Bear Stearns recommends that VRS more closely monitor the
usage ofsoft dollars by external investment managers to assure that such commissions
sufficiently benefit the VRS. This could be accomplished by adding questions in this
regard to the survey already distributed each year by VRS to each manager under its
manager monitoring program.

Internal Compliance Policies Are Reasonably Designed and Implemented

VRS has instituted an internal compliance procedure to ensure that the staff
complies with all appropriate investment policies. A member of the VRS investment
staff, the Special Assistant for Policy Coordination, who reports directly to the Board and
the VRS Director, is charged with implementing this policy. On a quarterly basis, this
staff member meets with each managing director to review whether the managing
director's department has complied with all ofthe written due diligence and monitoring
procedures. Semi-annually, this staff member reports the results of the review to the
Board. Based on Bear Stearns' review, this internal compliance function appears to be
reasonably designed and operated.

VRS' ASSET AUOCATION AND INVESTMENT PERFORMANCE

Asset allocation is the process of diversifying an investment portfolio among
different asset classes (stocks, bonds, real estate, etc.) in an effort to achieve a particular
investment objective, such as a certain level of total return at a relatively low level ofrisk.
Asset allocation has a more fundamental and significant impact on investment perfor­
mance than other decisions - far more significant, for example, than which investment
managers are selected and which securities they buy and sell.

The current VRS asset allocation appears reasonably structured to produce
satisfactory returns at a relatively lowlevel of volatility or risk. The portfolio is designed
to capture most of the gains in a strong upward market but to provide significant
protection against losses in down markets.

The actual performance of the pension fund has been acceptable, given VRS
efforts to diversify the portfolio. Specifically, VRS has met its long..term internal
objective ofearning more than the actuarially assumed rate of return and exceeding the
rate of inflation by at least four percent each year.

However, over the last five years VRS has not met its short term objective of
earningas much asother large pensionfunds, basedon the available (though analytically
imperfect) data. The basic reasons for this are probably that: (1) the other funds
maintained a larger percentage of their portfolios in bonds over recent years, while the
bond market was strongly upward, and (2) the VRS portfolio was more diversified, with
significant exposure to alternative investments and international stocks, as explained
below.
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Asset Allocation Should Be Based on Principle ofDiversification

One of the keys to asset allocation is the selection and mixture ofasset classes
whose differing types of expected investment performance are not highly correlated.
Another key principle in asset allocation is that a whole portfolio may be superior to the
sum ofits parts. In other words, when certain asset classes are effectively combined in
a single portfolio, the overall balance ofreturn vs. risk may bemore attractive than any
of those asset classes in isolation.

When the proper asset classes are efficiently combined, the expected risk
(volatility) decreases, the ratio of return to risk increases and, in some instances, even
the absolute returns may increase for the total portfolio. Therefore, most trustees wisely
choose to diversify their portfolios among various acceptable asset classes to achieve an
acceptable return while controlling risk.

Determining the appropriate asset balance ofstocks, bonds, cash equivalents,
real estate, etc. for a particular institutional investor is not an exact science. However,
with the assistance of computer modeling techniques and appropriate assumptions
about the risk and return of different asset classes, proper asset allocation analysis can
increase the probability of meeting long term investment objectives. The method
currently used among sophisticated pension funds to determine an appropriate asset
allocation takes into account four factors:

• the ascertainable, historical performance of specific asset classes;

• the volatility of returns (which is how investment professionals commonly
define risk) of such asset classes;

. • the correlation ofthe performance ofeach specific asset class relative to other
asset classes; and

• the pension fund's particular actuarial condition (such as its funded status
and the demographic characteristics of its participant population), its cash
flow projections and liquidity needs.

This method has enabled pension funds to formulate an asset allocation based
upon the expected returns and expected risks for each type of asset based on its past
performance.

VRS Has Developed a Properly Diversified and Efficient Portfolio

Figure 9 illustrates VRS' actual asset allocation as of June 30, 1993. The 60
percent target for equities is influenced by a theoretical ceiling imposed by the General
Assembly. The VRS sets the balance ofits asset allocation around this equity maximum.
The VRS also breaks each asset class down into active/passive and sub-styles.
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,...-------------Pigure9-------------.....,
VRS Actual Asset Allocation

As of June 30, 1993

/1.2% Managed Futures

~---

30.1% FIXed Income

Source: Vll"giniaRetirement System.

The principle ofdiversification is essential to the VRS portfolio. Although some
newer asset classes (such as managed futures, venture capital, and international
investments) taken in isolation are often considered riskier in some respects than
conventional stocks and bonds, the VRS concluded that these asset classes have certain
attributes which, when combined with the stock and bond components, may actually
lower the volatilityofthe total VRS portfolio and raise the expected ratio ofreturn to risk.

The efficiency ofthe VRS portfolio was tested byrunningcomputer simulations
ofvarious combinations of the ten subclasses ofassets used by the VRS. The computer
was programmed to combine these asset classes to maximize return and minimize risk,
to list the ten moSt efficient combinations ofasset classes and finally, to compare them
to the actualVRSportfolio. Theessential results ofthiscomparisonindicatethat theVRS
asset allocation is efficient (i.e., VRS is reasonably compensated for its risk) and that the
past returns more than satisfied the fund's actuarial objectives.

Next, the current VRSasset mix was compared to the asset mixoffive years ago
to see if the addition ofnewer asset classes (venture capital, managed futures, interna­
tional) and particular subclasses (small stocks, mid-sized stocks, etc.) improved or
impaired the portfolio's efficiency. This analysis - again accomplished through com­
puter simulation - demonstrated that the current portfolio is more efficient because it
has a lowerexpected risk and a higher expected return relative toeach unitofrisk. Table
4 shows the risk and risk-adjusted returns.

Basedon these findings, VRS' asset allocation appears reasonably structured to
produce satisfactory returns at a relatively low level of volatility or risk. However, as
compared to the portfolio structure five years ago, the newer asset classes such as
international equities, managed futures, and alternative investments have probablyalso
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-------------Table4·-------------
VRS Asset Mix Comparison

Risk (standard deviation)
Risk Adjusted Return

SoUJ"lle: Bell' Steams analY'lUs ofVRS data.

Portfolio as
Currently Structured
(as ofsJyne 30 1993)

5.45
1.39

Portfolio as Structured
5 Years Ago

(as of,lyne 30 1988)

5.80
1.28

contributed to returns lower than those ofsome other public funds on an absolute basis
regardless of how well they protect against the possible impact of downward markets.

The extent of investment by VRS in these nontraditional asset classes (except
managed futures) is within the range for a select group of other large public pension
funds, although generally near the higher end ofthe range. The allocation to managed
futures -thoughonly 1 percent ofthe total portfolio - is not common compared to most
other public funds because most such funds do not allocate any assets to this category.
Thenature andsufficiencyofthe managedfutures program isdiscussedseparatelyin the
next section of this chapter which focuses on investment performance.

Investment Performance Meets Internal Objectives

BearStearns calculated the investment performance ofthe total VRS portfolio
and each of'the major asset classes for the one, three and five year periods ending June
30, 1993. A review ofhow this investment performance relates to VRS' stated policymix
of assets, various market indices and the expected investment performance of other
public funds over the same time periods was also performed. Because the VRS is a long
term investor and because longer-term patterns are more meaningful than short-term
results, the data for the five year period is more instructive than for the shorter periods.

Ab.olute and Ri,k Adjusted Return, Compared to Internal Objective•.
Over the five, three, and one year periods endingJune 30, 1993, the VRS has met itsown
long term (10-15 years) internal objectives ofearning more thanthe actuarially-assumed
rate of return ofeight percent and beating the rate of intlation by at least four percent
per year. Thus, VRS has achieved compound annual net returns of 11.1 percent, 9.7
percent, and 11.5 percent for those periods, respectively. Over the long term, meeting
these objectives should improve the funded status of the VRS (i.e., the relationship
between the assets and the VRS' long term benefit obligations), all other things being
equal.

To determine whether the VRS met its goal of matching the returns of other
large pension funds, its performance was ranked against the median returns for the
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sampling of certain other public funds in the widely-used Trust Universe Comparison
Service (TUCS)~ compiled and maintained by Wilshire Associates of Los Angeles,
California. The VRS.returns were also compared against those of a smaller group of
public funds selected by Bear Stearns.

Both ofthese comparisons - the publid fund returns reported by TUCS and the
returns of the select public funds identified by Bear Stearns - suffer limitations. For
instance, many ofthe other funds have maintained substantially different asset alloea­
tionsfrom VRSovertherelevantperiods. Also, the value ofmostofthe funds in theTUCS
universe is substantially smaller than that of the VRS. Thus, these comparisons are not
definitive.

Subject to these and othercaveats, however, the comparisons indicate that VRS'
returns were below the TUeS public fund median for the several periods considered and
were generally at the low to mid range of the more select group of public funds.

VRS Total Returns Are Slightly Less than Selected Benchmarks

While performance comparisons are of interest, ranking VRS against only the
absolute annual compound returns of other plans - without considering other factors
such as asset allocation and risk - provides an incomplete and possibly inaccurate
picture. To get a more complete picture of the VRS performance, the investment
performance of the VRS from several other perspectives should be considered.

One very common approach for evaluating pension fund performance is to
compare such performance to commonly-cited indices of stocks and bonds such as the
S&P 500, an appropriate Index and indices representative ofother asset classes. Each
such index consists of a defined pool ofcommonly-traded securities or other assets. As
such, each index indicates what a common, broadly representative portfolio ofa certain
type would have "earned over a given time period (although generally without taking
investment management fees or transactions costs into account). Thus, it serves as a
benchmark for evaluating the perfonnance ofa particular investor who invested in the
U.S. market.

Since VRS has a diversified, complex portfolio, Bear Stearns devised the
following customized indices to help evaluate VRS' performance:

• A combination and weighting of indices which approximates the actual VRS
portfolio (called the "Policy Index")-55% S&P 500 StockIndex6% European,
Australian, FarEast ("EAFE") (international stocks)I3O% Lehman Aggregate
Bond Indexl9% Russell/NCREIF Property (real estate) Indexl5% T-bills (i.e.,
cash equivalents);

·"Acombination that approximates the typical portfoliooflarger public pension
funds ("the Typical Public Fund Index") - 46% S&P 500 Stock Indexl4%
EAFE (international stock)/40% Lehman Aggregate Bond Indexl5% Russell/
NCREIF Property Index/5% T-bills; and

Chapter Ill: InvestmentPolicies and Perfomumce
of the Virginia Retirement System

Page 62



• A combinationbasedon thestatutorymaximum levelofcommonstocks for the
VRS(60%ofthe portfolio)("theTheoreticalMaximum Index")-60% S&P 500
Stock Index and 40% Lehman Aggregate Bond Index.

Many other combinations of indices could have been constructed for compara­
tive PurPOSes(e.g, using a small capitalization stock index, a futures index, ete.), The
selection ofthese three combinations was guided by the fact that an essential objective
ofthis review was to compare the VRS to its own policy targets, to common benchmarks,
and to the returns expected by a typical portfolio of a large public pension fund. Table
5 shows total returns ofthe VRS compared to the three"Customized Indices"overvarious
time periods.

-------------Table 5 -------------

Comparison ofVRS Performance

Annual Compound Return

Period Ending
June 30, 1993

5 years
3 years
1 year

VRS
.Actual
(Net)

11.1%
9.7

11.5

Policy Index
50/61301915

11.1%
9.4­

11.2

Typical Public
Fund Index

45/401515

11.6%
10.4
11.7

Theoretical
Maximum

Index 60140

13.2%
12.0
13.5

Source: Bear Steams analyai8 oCVRS data.

The focus ofany comparison ofabsolute returns shouldbeplacedon the five year
actual returns for the policy index. combination because this most closely approximates
the target allocation for the VRS portfolio. On an absolute (vs. risk adiusted) basis, the
VRS net actual returns equalled the PolicyIndex combination. Moreover, the returns of
the Policy Index and other"Customized Indices" are not reduced by investment manage­
ment fees for transaction costs, while the VRS return is net ofsuch charges.

Although the above comparisons are useful, they do not fully consider risk and
therefore are not sufficient comparisons standing alone. Another way to measure
performance takes into account both absolute returns and risk, so that a truer compari­
son can be made between how the VRS portfolio and each of the Customized Indices
perfonned. This is the so-called "risk-adjusted return."

Bear Stearns calculated the risk-adjusted .returns for VRS against the three
Customized Indices over five years. Greater details on the methods used to adjust the
returns for risk are presented in the comprehensive Bear Steams report. The risk­
adjusted returns for the VRS over the five year period ending June 30, 1993, were as
shown in Table 6. This analysis shows that on a risk adjusted basis the VRS performed
respectably, especially considering that the Customized Indices do not reflect any
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-------------Table8--------------
VRS Risk-Adjusted Returns

Period Ending
June 30, 1993

5 years

VRS

.58%

Policy Index
55/30/5110

.74%

Typical Public
Fund

50/4015/5

.76%

Theoretical
Maximum

Index 60/40

.70%

Soun:e: Bear Steams analysis ofVRS data.

deduction for fees or costs. The risk adjusted return for the Typical Public Fund is higher
primarily because it reflects a greater allocation in bonds.

The comparison against the Theoretical Maximum (60/40) Index indicates that
the highest return the VRS could have expected was 13.2 percentover the last five years.
However, VRS portfolio was more diversified and more defensive than the 60/40 Index.
In other words, relative to a 60140 allocation, the VRS portfolio gave up some returns in
rising markets but was positioned to outperform (lose less) in falling markets. The last
five years have not witnessed any major sustained declines in stocks and bonds and
therefore, it is reasonable to expect the total VRS portfolio to underperform over this
period. A truer indication ofthe soundness ofthe current VRS investment program will
emerge over a full market cycle, including both rising and falling markets.

Performance 01Particular Asset Classes Have Varied

Surveying the investment performance of specific asset classes of the overall
VRS portfolio led ..to several conclusions. A summary of these conclusions is presented
below for each asset class.

DomesticEquityPortfolio. Equities orstocks are the mostsignificantportion
of the VRS portfolio, constituting up to 60 percent of the portfolio. As of June 30,1993,
the domestic equities represented about $7.8 billion. The performance data for the VRS
domestic equities are shown Table 7. These returns for VRS reflect the reduction for
manager fees (ranging from approximately 0.45 percent to 1 percent) whereas the
returns for the S&P500-as a theoretical benchmark- are not reduced by management
fees.

The performance of the overall domestic equity program has been respectable
in tenns of both absolute and risk adjusted returns (i.e., taking volatility into account).
Those returns fall short ofthe internal objective ofbeating the broad market and over a
full market cycle, but the five year period did not constitute a full market cycle.

Halfof the domestic equity portfolio is "passively" managed, i.e., the manager
buys, holds, and sells securities parallel with the representation of such securities in a
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-------------Table7-------------
Performance of Domestic Equities

Period Ending
June 30. 1993

Annual Compound Return. Risk Acijusted Returns
vas S&P 500 VRS S&P 500

5 years
3 years

13.6%
11.5

.57%

.42
.57%
.47

Source: Bear Stearns anal,._ ofVRS data.

particular index, such as the S&P 500 Stock Index or the Wilshire 5000 Stock Index.
(The S&P 500 has traditionally been the equity benchmark to meet or exceed because
it has been widely considered representative of the broad U.S. stock market.). Many
pension funds have decided to adopt passive management because ·history has shown
the difficulty ofconsistently exceeding the indices with active management, net of
fees. Moreover, the fees for passive management are significantly lower than for
active management.

The passive portion ofthe VRS domestic equity portfolio is invested in the S&P
500 Stock Index. Returns from the passive portion ofthe domestic equity portfolio have
been satisfactory and the level of passive equity strategies utilized by VRS is within a
range common for public pension funds.

International and Alternative Equitie.~ The international equity and
alternative equity programs have been in place for less than five years and as ofJune 30,
1993 were valued at $955.9 million and $598.9 million, respectively. The international
and alternative programs constitute approximately 10 percent and 6 percent of the
equity allocation, respectively.

These asset classes significantly underperformed the 11.5 percent return afthe
S&P 500 over the last three years. However, the programs have performed acceptably
.relative to their respective applicable benchmarks. The programs also have added to the
portfolio's overall diversification and reduction of risk. .

Since both programs are new, they do not have a long enough track record to
place great significance on a comparison oftheir returns against applicable benchmarks.
Nevertheless, the performance of the VRS international equity program was compared
to the broadest and most common international stock index, the Morgan Stanley
European, Australian, Far East ("EAFE") Index. Over the three years ending June 30,
1993, the VRS did very well, with an annual compound return of 1.1 percent compared
to the EAFE return of0.3 percent. In addition, the risk-adjusted return was 0.05 percent
greater than the EAFE.
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Alternative investments as a rule are difficult to measure for performance
purposes because the individual investments are generally not publicly traded and
therefore, accurate prices are generally not available. Onlywhen these investments are
sold, mature or become publicly traded, can accurate pricing and thus, performance
measurement occur. Furthermore, in the early years of an alternative investment
program, start-up expenses are incurred while most investments are still carried at cost
- a combination of factors that may cause low or negative initial returns. Based on
information supplied by the fund's custodian, Boston Safe, a return for the alternative
investment program was calculatedof3.85 percent for the three year periodendingJune
30, 1993. It is tooearly in the life of the alternative investment program to definitively
evaluate its 'results.

Fized Income. The fixed income portfolio as ofJune 30, 1993 was valued at
$4.78 billion, representing 30 percent ofthe total portfolio. VRS did not start investing
in international fixed income until June 1993. The f:axed income portfolio outperformed
the Lehman Aggregate Bond shown in Table 8.

-------------Ta'ble8-------------
VRS Fixed Income Investment Performance

Annual Compound Return Risk Adjusted Returns
June 30, 1993 VRS (Net) Lehman Aggregate VRS (Net) Lehman Aggregate

5 years
3 years

11.4%
12.6

11.3%
12.2

1.02%
1.64

1.14%
1.74

Source: Bear Steams uWYBia ofVRS data.

ReaJE.tote. The total real estate portfolio, including the RF&P Corporation
was valued at slightlyover $1 billion as ofJune 30, 1993, (based on information from the
custodian, Boston Safe), representing 6.5 percent olthe total VRS portfolio. According
to Bear Stearns' calculations, over the past five years endingJune 30, 1993, ofthe return
of0.47 percent on the real estate portfolio fell short ofits internal objective four percent,
net of inflation and fees, but exceeded the industry benchmark (0.47 percent Russe1l/
NCREIF Property Index).

Compared to the performance ofstocks and bonds, the VRS real estate retums
(and those of the real estate indices) have been poor over the past five years. However,
including real estate within the asset allocation continues to be reasonable for purposes
of diversification.
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VRS'Managed Futures Program Is a Good Diversification Tool

Afutures contract is an agreement to buy or sell a specific amount ofa financial
instrument or commodity at a predetermined price at a specific, future date. Institu­
tional investors commonly use futures for certain purposes, such as hedging risk and
facilitating quick, low-cost adjustments in asset allocation. A third use of futures,
however - as a distinct asset class, called "managed futures" - is far less common.
About one percent of the VRS' total assets is allocated to managed futures as a distinct
asset class.

Re,"OIl' for Adopting a Managed Future. Program. A major reason in
supportofincluding managedfutures ina portfolio is that historically their returns have
exhibited a low correlation to other asset classes, such as stocks and bonds. Therefore,
it is reasonable in theory to expect managed futures to diversify the overall portfolio and
reduce overall risk. Historical and academic research also supports the expectation that
managed futures will earn a reasonable risk-adjusted, gross return in their own right.

The process by which VRS decided to adopt its managed futures program
appears to have been reasonable. Considerable emphasis was put on how to implement
a program with sufficient risk controls and limitations on cost. The most difficult aspect
ofadopting a managed futures program is the practical, not theoretical, ability to control
costs and risks. This is a subject examined in considerable detail for this study and is
discussed below.

Structure and Bi.k Control8. The VRS has allocated approximately $180
million (slightly over one percent ofthe total portfolio) to "managed futures". According
to the 1992 Greenwich Associates survey, only one percent ofall public pensionfunds and
three percent of all corporate funds use managed futures. Additionally, according to
Greenwich, 12 percent ofall surveyed public funds with assets above $1 billion that do
not currently use managed futures would consider doing so.

The structure of the VRS managed futures program is novel, and - subject to
a few important exceptions - it seems reasonably well-designed to detect and control
risk. Rather than contracting directly with commodity trading advisers ("CTAs") who
manage futures portfolios, VRS has hired five registered investment advisors (or "pool
operators") who, in turn, select and monitor a wide variety of CTAs.

The reasons for hiring five registered investment advisors ("RIAs") are two-fold.
First, 80 many different pools provide VRS broad diversification across the futures
markets. Second, using several pools mitigates against the risks of "overcapacity," i.e.,
where one or more eTAs or RIAs takes on more in assets than they can effectively invest
and monitor. The decision to retain five separate RIAs is reasonable only ifthe program
grows substantially from the current allocation of one percent oftotal VRS assets, which
is expected.

The criteria for selecting RIAs appear reasonable, with one minor exception.
The process does not include consideration of what, ifany, errors and omissions liability
insurance each RIA candidate carries. Such liability insurance would provide coverage
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in favor ofVRS for losses resultingfrom the negligence or badfaith ofanRIA, to the extent
the RIA's own net worth proves insufficient.

VRB has also hired a sophisticated outside managed futures consultant, RP
Consulting, toassistinstructuring, implementingand monitoringthe program. Boththe
RIAs(pool operators) and outside consultant to VRS monitor daily activity by the CTAs.
However, the written guidelines setting forth the criteria for monitoring the RIAs which
are in place fail to address several matters. Additionally, relying on a spot-check, some
errors in the consultant's reports were detected and some subjects which should be- but
thus far are not - routinely monitored.

The VRS program includes two specific, essential systematic risk controls.
These are: (1) a limitation on the amount that can be placed on deposit for the purchase
or sale of futures, Le., a maximum "margin to equity" ratio of 30 percent and, (2) a
limitation on the losses allowed before the termination ofan RIA is required, i.e., a 22.5
percent maximum "drawdown" limitation. Both limitations appear to bereasonable, in
relation to similar practices elsewhere in the managed futures industry. These limita­
tions are contractually imposed on the RIAs. The RIAsin turn generally impose detailed
written guidelines on the eTAs. However, one RIA had not imposed written guidelines
on its eTAs at the time of this review.

Recommendation (17). VRS staff should review the nature and speci­
ficity of the new guidelines recently imposed on eTAs to assure that the staff
is satisfied with them.

Performance ofManaged Futures Program Bas Met Expectations

The performance of the managed futures program since inception has been
largely as expected and satisfactory.

The highlights ofthe performance record- reported in Table 9 - are as follows:

• The returns have exhibited a low correlation relative to the securities markets
and real estate (S&P 500 Index, LehmanGovernment/Corporate Bond Index,
and Russell NCREIF). Thus, the program is helping diversify the overall VRS
portfolio.

• The returns have approached the S&P 500 on an absolute basis..The return
objective is to exceed the S&P 500 over a 4 year cycle, but a full 4 year cycle
has not yet been completed.

• The returns have exceeded the S&P 500 on a risk-adjusted basis.

• The returns have exceeded an appropriate industry index, MAR FundIPool
Equal Weighted Index.
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-------------Table9-------------
Performance of the Managed Futures Program

VRS Lehman MAR Fundi
Managed S&P GovtlCorp Russell Pool Equal
Futures 5QO Bond Index NCREIF Qfl Weighted

Total Return 9.84 10.38 13.04 -4.80 2.92 6.58

Risk A(ijusted
Return 1.03 0.94 3.12 -2.39 6.21 0.54

Source: Bear Steams anal)'BiB ofVRS data.

The total fees and costs associated with the managed futures program. were
evaluated from several perspectives and found to be reasonable in most regards,
including fees to the pooloperators, CTAs, and futures brokers. Although the total fees
(approximately 3 percent annually relative to the value of the assets managed) appear
relatively high compared to active management of a conventional securities portfolio,
compared to industry norms for managed futures, these fees are reasonable.

However, the fees to the outside consultant are problematic for two reasons.
First, the structure or Cannula for those fees embodies a potential conflict ofinterest. In
the managed futures industry, commissions are typically evaluated from several per­
spectives, including the average cost per "round turn," Le., per complete purchase and
sale transaction. The fee arrangement between VRS and RP provides for a payment of
$3 to RP for each round turn in the managed futures program. This creates a potential
conflict ofinterest because it could be argued that RP might be motivated first - when
assistingVRS with selection ofRIAs - to recommend RIAs with high turnover patterns,
and second - when assisting VRS with monitoring ofRIAs and CTAs - not to criticize
those with high turnover.

Second, the absolute total amount of fees paid appears unduly high. Since
March 1993, monthly fees to RP have averaged approximately $175,000, which equates
to approximately $2.1 million per year. Without the responsibility (or potential liability)
of asset management and given the fact that RP's services overlap to some extent with
the monitoring and accounting provided by the RIAs, this fee appears high.

Notwithstanding these fees, the net returns ofthe managed futures program­
net of all costs and fees, including RP's - still appear reasonable. Nevertheless, the
program could benefit from a lower negotiated fee. To the extenta renegotiation does not
achieve sufficient reductions, re-bidding the futures consulting and monitoring contract
should occur. In addition, over time it may also be possible to narrow the scope of the
consultant's function.
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Recommendation (18). VRS should restructure its fee arrangement
with RP Consulting, to base it only in minorpart, ifat all, OD turnover. Instead,
the fee should be based on the amount of equity in the program or a flat fee.

Recommendation (19). VRS sbQuldnegotiate a lower fee for its futures
consultingcontract. Ifa lowerfee cannotbe established,VRS should re-bid the
contract.

VRS Investment Fees Are Reasonable

Investment management fees are the largest part of the VRS investment
expenses. Evaluating the reasonableness ofthe fees VRS pays its investment managers
is interrelated with other subjects, such as the number of managers, the overall asset
allocation(Le., the types ofassets the managers are managing)and the degreeofexternal
V8. internal (staft) asset management. In 1993, investment manager fees totaled $45.9
million. Calculated as a percentage of VRS assets, this amount comes to about 0.29
percent (Table 10).

------------ Table lOl-------------

Investment Manager Fees for 1993
(in Basis Points)

Yw: YBS Public Fund Ayewve

1988 21 b.p. 21.4 b.p,
1989 19 25.6
1990 20 27.2

.1991 21 24.8
1992 28 28.8
1993 29 Not available

Source: Bear Stearns analysis ofVRS data,

The total annual investment manager fees that VRShas paid over the past five
years appear reasonable in the aggregate, as compared with other surveyed public
pension funds. The levels paid for management of specific asset classes, including
equities, fixed income, alternatives, real estate and managed futures, also appear
reasonable.

In fiscal year 1993, the VRS paid a total 0£$789,794 to eleven consultants (apart
from the managed futures programs), compared to $315,073 paid to three consultants in
1988. However, as a percentage of the assets, the cost ofconsultants to the VRS has not
significantly changed. Given the level of sophistication of the VRS investment program,
the fund's use ofspecialized consultants and the amount of fees paid to them generally
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appear reasonable, with certain caveats regarding the managed futures program which
have already been discussed.

Consultants can act as an extension of the in-house sta1T when time or
specializedexpertise are critical. They can also add value by providinga "second opinion"
or an additional analytical approach to problems.

VRS Employs Too Many Investment Managers

There is no formula or definitive way to determine the exact number of
managers that any particular pension fund should utilize. Determining how many
managers is appropriate is a judgmental question; there are no bright lines.

By comparison to plans reporting in the recent PENDAT survey by the Public
Pension Coordinating Council/Government Finance Officer's Association, the VRS
employs a high number of investment managers. Compared to a more select group of
funds that Bear Stearns surveyed, the VRS also seems to have a large number of
managers. The VRS total is 79 external and five internal managers. {If the manager
manages more than one account within a particular investment class (e.g., equities) that
manager is counted as just one manager but if the manager manages accounts in
different asset classes (e.g., fixed income and equities) the manager is counted as a
different manager for each asset class.)

Retaining a large number of managers may generate unduly high levels of
investment management fees. The fee structure for the investment industry generally
uses a declining rate fee schedule based on the size of the account; consequently in
percentage terms a small account generally costs more than a large account.

The VRS is paying investment management fees of about 0.29 percent on the
total portfolio, which is in line with other public funds. Ifthe numberofequity managers
were reduced, say, to 20 from the existing 37, and assuming this reduction lowered the
marginal rate offees by 5 to 10 basis points, through aggressive fee negotiations by staff,
annual total investment management fees would drop by about $4.3 to $8.7 million.
However, the long term value to the total portfolio of true diversification among
managers particularly in adverse markets, may in theory exceed that amount, although
such value is difficult to quantify.

Another critical question, on a practical level, is whether VRS can actually
monitor such a large stable ofmanagers sufficiently to maintain efficient diversification
and avoid duplication ofstyle. In order to get some measure of the degree ofduplication,
two styles within the equity structure and one in the fixed income structure were
statistically tested. The test involved comparing the performance of managers against
others within their style to detennine their correlation to one another.

Statistical tests for this study revealed relatively low correlation among the six
managers that qualify as "value style" managers. This means these managers were Dot
redundant and provided reasonable diversification within the value sector. However, the
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correlation of the managers in the "special growth" equity sector and the intermediate
term fixed income managers were significantly closer, suggesting a relative lack of
diversification.

Other non-quantitative factors further support Bear Steams' judgment that
VRS probably employs too many managers. As noted above, an unwillingness by the
Board and lACon someoccasions to make sufficiently selective decisions on appointment
and termination of managers was detected during the course of this review. An
additional relevant consideration is that several other large pension funds have found it
cost effective to replace many oftheir external managers with a more developed in-house
asset management function, overseen by a chief investment officer.

In addition to the recommendations discussed regarding the policies and
procedures for terminating managers, the following is presented as a strategy for
streamlining VRS'external management program.

1. On an annual basis, the staff and IAC should review the statistical
correlation of the investment managers. If the correlation is above an
agreed-upon threshold, the lAC should consider recommending that the
Board terminate an appropriate number of duplicative managers.

2. When deciding whether to terminate managers, the Board should consider
how each such manager has performed relative to othermanagers following
the same investment style ("peer comparisons").

3. Assuming the VRShires a new CIO, the Board shouldconsiderwhetherand
how to shift more asset managementin-house,
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IV. Actuarial Soundness of the
Virginia Retirement System

This chapteris a summaryofresearch findings and recommendations preparedfor
JLARe by Alexanderand AlexanderConsulting Group, Inc. Thefull report ofAlexander&
Alexander Consulting Groupis available uponrequest from JLARe.

VRS provides competitive pension benefits to its members. In order to continue
providing these same benefits, the pension fund's assets, increased by future eontribu­
tions and investment earnings, must be sufficient to cover the cost ofall future benefits.
An important objective ofVRS pensionfunding is to provide benefit security for its active
and retired members, so as to ensure that promised benefits will actually be received by
VRS members.

The actuarial firm which has served as the VRS actuarysince 1980has provided
the VRS Board with competent and responsive actuarial services and advice. Partly as
a result of this firm's efforts, accrued retirement benefits are currently adequately
funded. However, projections show that the funded status of the State employees,
teachers, police, and judges systems will all decline gradually over the next 30 years
unless experience is more favorable than the actuarial assumptions, the contributions
are increased, or the benefits are changed. Also, certain technical aspects ofthe valuation
process should be modified.

VRS is similar to a majority of state retirement systems in that it provides an
annual cost-of-living-allowance (COLA) which is essentially automatic. VRS funds the
COLA benefiton a pay-as-you-go basis. The use of this funding method results insteadily
increasing employer contribution rates over the long term. The fact that the COLA is
required by the Code of Virginia, but not prefunded through inclusion with other
retirement benefits in the actuarial valuation, means that future VRS employer eontri­
hutions will increase gradually but significantly over time. The issue of prefunding
COLA benefits merits serious consideration by the VRS Board of Trustees and the
General Assembly, especially in view of a proposed standard by the Governmental
Accounting Standards Board (GASB).

The results ofan actuarial analysis performed by JLARC's actuarial consultant,
Alexander & Alexander Consulting Group, are presented in this chapter. For the first
timet the General Assembly has conducted a comprehensive actuarial examination of
VRS. After presenting an overview ofthe actuarial policies and practices currently used
by VRS, the discussion focuses on two main areas. First, the current and long-term
funding status of VRS is assessed. In particular, the chapter analyzes the long-term
funded status and cost implications of the pension plan, under both current funding
policies and a contribution policy that anticipates future COLAS. Second, the most
recent actuarial valuation ofVRS is examined. The chapter provides recommendations
for improving the actuarial valuation process.
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VRS ACTUARIAL POLICY AND PRACTICE

Proper funding ofVRS is vital to both the long term financial viability of the
system, and to the continued confidence ofVRS members and beneficiaries. The Board
is responsible for establishing the funding policy of the retirement system. Within the
contextofa funding policy, theBoard makes a fundamental financial decisionconcerning
the pension trnst fund: Howmuch money should be set aside during an employee's years
of service in order to provide the full amount of promised pension benefits during
retirement? In order to make that decision, the Board relies on an actuarial valuation
performed by its actuary.

An actuarial valuation is a mathematical process which, using a set ofassump­
tions and cost methods. and taking into consideration the value ofplan assets, measures
the expected value offuture pension benefits. The valuation assigns the expected value
ofbenefits to a specific time period inorder to determine a contribution schedule that will
accumulate sufficient assets to cover the cost of benefits. Finally, the valuation also
makes adjustments to recognize unanticipated actuarial gains or losses.

The funding status ofVRS has been examined by the General Assembly in the
past. The last comprehensive review took place in the late 1970's. While some potential
problems were identified, the studies concluded that VRS was funded on an actuarially
sound basis. Currently, VRS uses several different approaches to assess the adequacy
of the retirement system's funding. The funding status of VRS can vary significantly
depending on the measures and criteria used.

VRS Pension Funding Policy Requires Stable Contribution Rates

VRS has three sources ofpension trust fund revenue: employer contributions,
employee contributions, and investment earnings. The VRS funding policy provides for
periodic employer contributions at actuarially-determined rates that will remain rela­
tively level over time as a percentageofpayroll, and thatwill accumulate sufficientassets
to meet the cost of all basic benefits when due. However, the funding policy does not
provide guidance concerning what level of funding is actually appropriate.

Statutory Requirements. The Code ofVirginia requires that the employer
contribution rate be determined in a manner so as to remain relatively level from year
to year. In addition, the Code of Virginia requires that each employer contribute an
amount equal to the sum ofthe normal contribution, any accrued liability contribution,
and any supplementary contribution. The normal contribution covers the pension
liability assigned to the CUJTent year. The accrued liability contribution covers a portion
ofthe liability accumulated in prior years. The supplementary contribution pays for the
cost of living adjustment (COLA) benefit.

The Code ofVirginia requires the VRS Board to perform, on a biennial basis, an
actuarial valuation ofthe assets and liabilities ofthe retirement system with respect to
each employer. The valuation calculates the required employer contribution rates. The
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VRS Board must have an analysis ofactuarial gains and losses performed in conjunction
with the valuation. .

VRS Actuary. VRS employs an actuarial firm, Buck Consultants, Ine., to
perform the actuarial valuation and the analysis of actuarial gains and losses, and to
serve as a technical consultant to the Board. The actuary performs the valuation using
liability and asset data provided by VRS. The actuary tests the data's cODSistencyand
reasonableness. ~e the actuary does not verify the data at its source, the data are
verified by the Auditor ofPublic Accounts.

Statute Doe. Not Require Specific CI Funding LeveL Virginia has no
statutory requirement that a certain level offunding bemaintained. For eumple, VRS
is Dot required to have assets equal to 100 percent of its liabilities. The actual level of
funding is established by the Board and the General Assembly, based on the recommen­
dation ofthe actuary. Unlike private sector pension plans, which are subject to funding
standards prescribed by ERISA, public employee retirement systems are not subject to
federal funding standards. However, according to many pension experts, some ERISA
funding principles may be used byretirement system boards as a model for establishing
funding policy. Although the ERISA requirements are extremely complex, their essen­
tial premise is that all pension plan liabilities must be covered by pension plan assets,
together With future contributions.

VRS Funding Policy Is Implemented Through an Actuarial Valuation

The biennial actuarial valuation by the VRS consultant serves as the means to
implement VRS funding policy. The valuation establishes employer contribution rates
for the next biennium. The actuary's recommended contribution rates are reviewed by
the Board, and subject to its approval. The most recent actuarial valuation was
completed as of June 30, 1992. There are four main components to the actuarial
valuation: the cost method, the actuarial assumptions, the amortization method and
period, and the asset valuation method.

ActuarialCOBt Method. VRS develops employer contribution rates using the
entry age normal cost method for both normal costs and amortization of the unfunded
actuarial accrued liability. This method is regarded as relatively conservative, since it
generally requires more funding in the earlier years of an employee's period of service
than alternative cost methods.

The actuarially detennined employer contribution rates have variedsomewhat
over the last few years (Figure 10). The actuarially determined rates for the 1992-94
biennium are:

VRS (State employees)
. VRS (teachers)

VRS(political subdivisions)
SPORS
JRS

Chapter IV; ActuarialSoundness of the
Virginia Retirement System

3.98 percent
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VRS Employer Contribution Rates
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The statutory employee contribution rate is five percent ofcreditable compen­
sation. More than 75 percent of participating employers pay the member contributions
for their employees. Contributions from members and employers decreased by nearly
$35 million, or4:6 percent from FY 1992 to FY 1993. Member and employercontributions
provided 39 percent of total pension fund revenues in FY 1993, compared to 41 percent
in fiscal year 1992. In FY 1993, employer contributions totaled $367 million, and
employee contributions totaled $351 million.

The CodeofVirginia requires VRS to pay an annual COLA based on specified
increases in the U.S. consumer price index for urban consumers. The COLA benefit
equals the first three percent of the annual increase in CPI, plus one-half of any
additional increase up to seven percent. This effectively caps the annual COLA at five
percent.

The contribution rates necessary to support the COLA are not determined on an
actuarial basis, VRS funds the COLA, which retirees qualify for in their second year of
retirement, on a pay-as-you-go approach. This means that the cost of the COLA due in
the CUITent biennium is paid for by a supplemental employer contribution. Funds
necessary to pay COLAs that will be due in future years are not set aside in advance.
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Actuarial AB8umption.. All of the important variables needed to calculate
the true cost ofan employee's pension benefit are unknown at the time contributions are
made to the pensionfund. Inorder to perform. the actuarialvaluation, the actuary makes
a number ofassumptions about key economic and decremental variables. The two most
important economic assumptions in computing the employer contribution rate are the
rate ofinvestmentearnings, and the rate ofsalary increase. VRS currently uses aneight
percent investment earnings assumption, and a 5.48 percent average salary increase
(inflation component) assumption. The merit component ofthe salary increase assump­
tion differs for each employee group and varies with age.

Some ofthe decrementalassumptioDS, which concernthe numberofindividuals
who leave VRS, used by the actuary vary slightly for VRS, SPORS, and JRS. The
assumptions may also vary within each system by sex and age. The assumptions vary
further within VRS by type ofemployee. Forexample, some ofthe assumptions for State
and political subdivision employees are slightly different from those for teachers.

The Code ofVirginia requires the VRSboard to have performed, at least once
every five years, an actuarial investigation of all the experience under the retirement
system. Pursuant to that investigation, the VRS board must periodically revise the
actuarial assumptions used in computing the employercontribution rate. Buck Consult­
ants last performed the investigation for VRS as ofJune 30, 1992.

Amortization Method and Period. Inevitably, the actual experience of a
retirement system will not exactly match all ofits actuarial assumptions. As a result, a
retirement system may experience both positive actuarial experience (gains) and
negative actuarial experience (losses). VRS recognizes these gains and losses as
subtractions and additions to the unfunded accrued liability.

According to the Code of Virginia, VRS must amortize, or systematically
eliminate, the unfunded accrued liabilitywithin 40 years. The choice ofan amortization
period, within the parameters established by the Code ofVuginia, is a policy decision of
the VRS Board. The current policy ofthe VRS Board, as reflected in the 1992 valuation,
is to amortize the unfunded liability, as a level percentage of compensation, within 28
years.

Asset Valuation Method. VRS values its plan assets using the modified
market method. This approach reflects the value of the asset if it was sold on the
valuation date, while also smoothing the effects of temporary market fluctuations over
a periodofseveral years. The use ofthe modified market approach was mandated bythe
General Assembly in the 1992 Appropriation Act. Prior to this, VRS used the book
valuation method. As of July 1, 1992, all employer contributions must be based on
actuarial valuations utilizing the modified market method of asset valuation. VRS
revised the actuarial valuation utilizing market value as ofJuly 1, 1990. In subsequent
years, equity investments and fixed income investments not intended to be held to
maturity must be valued for actuarial purposes using the expected value fonn of the
modified market method.
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Monitoring ofVRS Funding Status

During the 1970's, a series of legislative studies concerning VRS funding
resulted in a number of important findings. For example, the unfunded liability was
found to be large and increasing. In addition, the studies found that the COLA was not
funded in advance on an actuarial basis. However, the reports confirmed the overall
actuarial soundness ofVRS.

According to the VRS actuary, today the system is still adequately funded and
operatingon an actuarially sound basis. Assuming that contributions will continue to be
made to the system in the future, the actuary states that the continued sufficiency of the
fund to provide benefits can be safely anticipated.

Whethera retirement system is adequately funded is, to a large extent, a matter
of interpretation. VRS uses a nwnber of different measures to monitor and report its
funding status. The apparent funding status ofVRS depends significantly on the choice
of measures and criteria for evaluating funding status.

Prior GeneralAB.embly Studie. ofVRS Funding. A 1978 JLARC report,
Management Reoieui- Virginia Supplemental Retirement System, found that the future
actuarial soundness ofVRS could be affected by a number offactors. First, the unfunded
liability had grown steadily. Second, the chosen amortization method did not reduce the
unfunded liability quickly enough. Third, the COLA was not funded in advance on an
actuarial basis. Finally, the report found that the VRS funding practices were not
conducive to stable employer contribution rates and could, over time, weaken the
actuarial soundness ofVRS. On the other hand, the report concluded that there was no
evidence to suggest that VRS could not meet its obligations.

The Virginia RetirementStudyCommission, in a 1980 report, criticized thepay­
as-you-go funding method used for the COLA. According to the report, the costs of the
COLA were being deferred to the future. The commission recommended that the State
phase in, over three bienniums, actuarial funding for the COLA.

Actuarial Funding Ratio. According to the 1992 actuarial valuation, the
ratio of valuation assets to actuarial accrued liabilities was 98.1 for VRS, 102.1 for
SPORS, and 77.7 for JRS. These funding ratios represent the amount of-system assets,
valued using the actuarial asset valuation method in use dwing each respective valuation,
as a percentage ofVRS benefit liabilities, excluding the value ofCOLAbenefits, calculated
using the entry age normal method. VRS funding status, as indicated by these ratios,
experienced rapid improvement between FY 1978 and FY 1992 (Figure 11).

Pension Benefit Obligation Funding Ratio. All state and local govern­
ments are required by the Governmental Accounting Standards Board (GASB) to
disclose this measure in their annual financial reports. This GASBrequirementhas been
inplace since 1988. This ratio represents the amountofretirement system assets, valued
using the system's actuarial asset valuation method, as a percentage ofbenefit liabilities
calculated using the projected unit cost method. These liabilities include both current
and anticipated COLA benefits. According to this measure, VRS funding status is
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VRS Funding Status:
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weaker, by approximately 25 percentage points, than it is according to an actuarial
funding ratio. Moreover funding status has been relatively consistent, with no signifi­
cant improvement, since FY 1988 (Figure 12).

Solvency Test. The progress ofa retirement system in accumulating assets to
pay benefits when due can also be measured by examining the extent to which assets
accumulated for benefits cover (1) active member contributions to the system, (2)
liabilities for future benefits to retirees and beneficiaries, and (3) liabilities for the
employer-fmanced portion of service already rendered by active members. The VRS
annual report contains the results ofa solvency test for measuring funding status on this

,basis. According toVRS, available assets fully cover the liabilities for membercontribu­
tions and for future benefits to retirees and beneficiaries. VRS reports that it has made
rapid progress, since FY 1980, in covering liabilities for the employer-fmanced portion of
service already rendered by active members. According to the 1992 actuarial valuation,
the asset-covered percentage of liability for the employer-financed portion of service
already rendered by active employees is 96.4 for VRS, 103.7 for SPORS, and 49.25 for
JRS.

Ratio ofAs.ets to Benefit Payments. Another way of evaluating funding
status is to compare the amount of assets available for benefit payments, to the total
amount of benefit payments and administrative expenses (Figure 13). Generally, the
larger the ratio the stronger the funding. Using this measure, VRS funding hasimproved
tremendously since FY 1981. However, this ratio declined significantly in FY 1992.
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,.--------------Figure13--------------,
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UnfundedAccruedLiability. A pension fund's benefit obligation mayexceed
the current assets, plus the value of future normal cost payments. This condition is
known as an unfunded accrued liability. An unfunded liabilitydoes not necessarilymean
that a retirement system does not have enough money to pay its current obligations.
Rather, it is a comparison ofthe liability that the actuarial valuation method assigns to
past service to the value of the actuarial assets.

The funding status of a retirement system can be evaluated by examining the
unfunded accrued liability, both in absolute terms and as a percentage ofpayroll. The
unfunded liability ofVRS increased from $890 million in FY 1978 to nearly $1.3 billion
in FY 1989. However, upon the recent adoption of modified market asset valuation, the
unfunded liability was reduced drastically. AsofJune 30, 1992, the unfunded liability
was $276.5 million. The unfunded liability has also decreased as a percentage ofannual
active member payroll: 3.8 percent for VRS, while SPORS had a negative unfunded
liability. However, the percentage was still large, 94.5 percent, for JRS.

EVALUATION OF VRS FUNDING STATUS

In recent years, evaluation of the adequacy ofVRS funding has focused on the
sufficiency of assets to cover current pension liabilities. In other words, if the VRS
pension plan were terminated, are there sufficient assets to pay benefits promised to
present active and retired employees? On this basis, VRS appears to be well funded.

This traditional approach to evaluating VRS funding status has several short­
comings. First, it is not appropriate to assume that VRS, or any other state employee
retirement system, will terminate. VRS is intended to be an ongoing, long-term
endeavor. For that reason, the projected future funding status of the system should be
examined. Second, ratios ofassets to liabilities ignore the maturityofthe employee group
and pension plan. An adequate ratio for one group ofemployees may be inadequate for
another, older group. Finally, a large and growing source ofliability, the COLA,has been
excluded from some analyses ofVRS funding status. When all ofthese factors are taken
into consideration, VRS funding status will be reduced.

JLARC's consultant, Alexander & Alexander, analyzed VRS funding status and
employer contribution rates through a series of30 year actuarial projections. Based on ,
the analysis, the consultant detennined that, primarily because the COLA is not
prefunded, the funding status of VRS will worsen over the long term. In particular,
Alexander & Alexander reached the following conclusions:

• VRS funding status will deteriorate gradually and steadily over the next 30
years for all employee groups, even ifall actuarially determined contributions
are made timely and fully;

• Required VRS employer contribution rates will increase gradually but mark­
edly over the next 30 years; and
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• These changes will be a source of instability for VRS.

In recent years, it has been common for funding status evaluations to place
strong emphasis on comparisons with other state retirement systems. However, no two
state retirement systems are alike. There are major differences in their actuarial
methods and asSumptions, asset valuation techniques, and demographics. All of these
differences make meaningful comparisonsquestionable, at best, and typically invalidate
the results of the analysis.

This section provides a framework for a useful evaluation of VRS funding.
Pension experts have identified four elements that should serve as the basis for an
effective pension funding policy:

• an asset accumulation target;
• a contribution schedule related to the target;
• an actuarial methodology designed to keep funding on target; and
• a method for funding unanticipated experience.

VRSshouldfocus on itsown funding requirements, policies, and practices, and what they
mean in light of its future contribution rates.

VRS Funding Status Will Decline Over the Long Term

According to 30-year actuarial projections prepared by Alexander &Alexander
for JLARC, the overall funding status of VRS, as measured by the ratio of assets to
liabilities, will decline in coming years (Table 11). The primary cause of this deline is the
pay-as-you-go approach used to cover the cost ofthe COLA. benefit. On the other hand,
the value of current accrued retirement benefits, excluding the COLAs, is funded to 8

much greater extent.

-------------TabJe11-------------
Long-Term Funding Status ofVRS

Employee Group

State Employees
Teachers
State Police
Judges

Initial Fundi» fl Status

75.4%
66.0%
72.0%
49.4%

Final Fpndini" Status

61.5%
57.8%
55.7%
45.0%

Note: Funding status is measured as the ratio ofthe book value ofassets to the projected benefit obligation. Funding
status is projected from 1988 to 2022.

Source: Alexander &; Alexander Consulting Group analysis ofdata provided by Buck Consultant's Inc.
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COLA. Benefit. Are Nat Adequately Funded. VRS funds COLA. benefits on
a pay-as-you-go basis. Using this method, the employer contribution to pay for COLA
benefits is equal to the amount ofCOLA increases in a given year. Despite the fact that
VRS assumes, for GASB disclosure purposes, that it will pay an annual COLA of 3.5
percent, the cost of future COLAs is not prefunded on an actuarial basis as a level
percentage of payroll. In comparison, many other state retirement systems do prefund
their COLA benefits (Table 12).

------------Table12~------------

COLA Funding Methods Used by State Retirement Systems

No COLAPay-As-You-Go

••: ..•.:

•..... :

•
•
•

••
• •:•. ::....

• •••••• ••
•
16 9 3

Prefund

Total

VIRGINIA
Washington
WisConSin -.
Wyoming

&ate.

:\,A18sk a:) :::>'.

Arkansas
···CaliforIrla::·

Colorado
•.FIorlda'· :

... Georgia
··:·IdSho

Illinois
:IOW8:
Kansas

·:KelltuckY:: >'
Maryland
.Minnesota·::: .
MissiSsippi

:>:·::>:Nevada.<· ...:.....
New Hampshire

:·:·.NewJe~y::·

New York
North:Carolina .
Ohio
Oklahoma
South Carolina
South Dakota
Tennessee

Note: Iowa, Minnesota, and Wisconsin provide a dividend if investment earnings exceed a specified target.

Source: JLARCs~ telephone interviews with staff from other state retirement systems.
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Experts in the public pension field believe pay-as-you-go funding has several
disadvantages. For example, should the State's ability to make continued supplemen­
tary contributions become impaired, current and prospective retirees may find that
payment of their COLAs is postponed or reduced. In addition, pay-as-you-go funding
requires the State to match the amount of its supplemental contribution to the exact
amount of annual COLA payments, which may in fact vary significantly from year to
year. Furthermore, pay-as-you-go funding precludes the possibilityofadditional income
from the investment ofplan assets. Finally, pay-as-you-go funding is inconsistent with
the concept of intergenerational equity. Under this concept, all pension costs should be
allocated over generations of taxpayers according to the advantages they receive from
employee service. This does not occur with pay-as-you-go funding.

According to JLARC's consultant, pay-as-you-go funding means that employer
contributions will increase in the future as additional COLA benefits are granted. These
rates will increase to levels that may be beyond the ability of the State and its political
subdivisions to continue to fund.

Proposed GASB Standard Prohibit, Pay-As-You-Go COLA Funding.
GASB recently issued a proposed standard which identifies acceptable actuarial cost
methods for public pension funds. All of the acceptable methods, including entry age
normal, are based on accrual accounting. Specifically, all ofthese methods are designed
to provide funding for pension benefits during the time period in which the benefits are
earned. Paragraph 22 of the GASB exposure draft explicitly prohibits pay-as-you-go­
funding. There is no exception for COLA benefits. Therefore, unless the GASB exposure
draft is changed, the COLA benefit provided by VRS would become subject to one ofthe
accepted actuarial cost methods as soon as the standard is adopted.

Current Retirement Benefits are Well..Funded. VRS has sufficient assets
to covernearly 100percentofthe accruedservice retirement benefits earnedby, andowed
to, current active and retired VRS State employees, teachers, State police, and political
subdivision employees. However, the Judicial Retirement System is an exception.
Current retirement benefits for judges are not as well funded (Table 13).

--------------Table13:1--------------
Funding Status of Current. Accrued Retirement Benefits

Retirement System

VRS
SPORS

JRS

Aggregate
Accrued Liabilities

$13,325,525,000
165,936,000
127,781,000

Valuation Assets

$13,073,894,000
169,470,000
99,316,000

Funding Status

98.1%
102.1%

77.7%

Note: Funding status is measured as the ratio ofvaluation assets to aggregate accrued liabilities.

Source: Virginia Retirement System.
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Employer Contribution RateJ Increase Gradually but Markedly Over Time

JLARC's consultant projects that, mainly due to the lack of prefunding of the
COLA, total VRS employer contribution rates will increase gradually but significantly
overthe next30years. The projectedgrowth incontributionrates issummarized inTable
14.

------------Table14------------
Growth in VRS Employer Contribution Rates

Emplqyee GrQUp

State Employees
Teachers
State Police
Judges

Initial Rate . 1992

5.06%
7.44%

11.09%
31.89%

Final Rate . 2022

13.66%
19.52%
21.48%
47.95%

Source: Alexander & Alexander Consultmg Group analylis ofdata provided by Bw:k CoZUlUlt.antB, IDe.

Prefunding COLA. WiU Require Significant Rate Incrftatle.. As previ­
ously discussed, COLA benefits are funded on a pay-as-you-go basis. Alexander It
Alexanderdetermined the total employercontribution rate thatwould beneeded inorder
to begin prefunding the COLA on actuarial basis using the entry age normal method.
According to the consultant, there would need to bea large, and immediate, increase in
the rate for all employee groups in order to begin prefundingthe COLA.. The contribution
rates would then increase gradually, but steadily, throughout most ofthe next 30 years.
However, by the 28th year the cost of the COLA benefit would be fully amortized,
permitting a large decrease in the contribution rate (Figure 14).

Since prefunding the COLAwould entail such significant increases incontribu­
tion rates, it may be appropriate to consider alternative methods of financing and
providing the COLA. For example, VRS could change to another accepted actuarial cost
method. The General Assembly could also revise the Code of Virginia to modify the
structure and design of the COLA benefit.

Contribution. for Non-COLA Benefit. AlBo Increase Over Time. The
entry age Donna! cost method should, ifall assumptions are met, produce contributions
that remain level as a percentage of payroll over the long term. However, JLARe's
consultant detennined that employer contribution rates will continue to increase
gradually over the next 30 years. Specifically, the contribution needed to cover the cost
ofservice retirement benefits earned in the current and prior years will continue to grow
(Table 15). According to JLARC'sconsultant, this upward rate trend is the result of three
aspects of the valuation process, which are discussed later in this chapter.
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,-------------Figure14--------------,
Projection of Employer Contributions

Allowing for Advanced Funding of COLAs

~: 0 = Normal Rate 0 =Total Actuarial Rate Including COLA liabilities
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Source: Alexander & Alexander Consulting Group.
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-------------Table15-------------
Growth in Employer Contribution Rates

for Non-COLA Retirement Benefits

Emplqyee Group

State Employees
Teachers
State Police
Judges

Initial Contribution Rate-1992

3.56%
5.19%
8.99%

24.32%

FiDal Contribution Bate - 2022

5.78%
7.83%
9.59%

31.62%

SOurce: Aluander &Alexander ConBUltiDg Gmup analyai. of data proricled by Buck CoualtaDtI, IDe.

ComparisoDs with Other State's Retirement Systems Are Problematic

In the past fewyears, several national studies have compared the funding levels
ofstate retirement systems. These studiesrankstate systemsfrom best-funded toworst­
funded. The rankings are typically based on one of the following types of measures:

• ratio of assets to liability;
• amount of unfunded accrued liability;
• unfunded accrued liability as a percentage ofpayroll; or
• ratio of assets to benefits paid.

However, such comparative rankings are highly questionable. There are
inherent differences in the way that systems compute liabilities and assets. In addition,
there are differences in retirement system demographics (Tables 16and 17). As a result,
data from such studies, while popular, are not really useful in analyzing the funding
status of anyone state retirement system.

Different Plan Maturity Leoel«. The maturity of both the employee group
and the pension plan has implicationsfor the appropriate ratioofassets to liabilities. For
example, ifall plan participants were retired, a plan would need a high ratio ofassets to
liabilities because no future contributions would be forthcoming. Conversely, any new
plan that granted past service would appear by this measure to be in dire financial
condition, even if the ability of the employer and employees to make all required
contributions was beyond question.

Plan maturity also influences the proper ratio of assets to benefits paid. Ifan
employee group were young with no retirees, the ratio could be infinite without the plan
being considered over funded. Conversely, a group consisting of all retirees would need
a high ratio ofassets to benefit payments.

Different Actuarial Method. and Assumptions, The actuarial methods
used by a retirement system greatly influence the appropriate funding status. For
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-------------Table 16-------------
Comparative Funding Status and Actuarial Practices

of State Retirement Systems
Actuarial Funding

Biti2
Actuarial Cost
~

Asset Valuation - Asset Valuation-
~ Axed Income

Investment
Eamings

Assumption

Indiana
South Dakota
NewYork
West Virginia
Iowa
Marvtand
New Hampshire

Arizona
Arkansas
Texas
NorthDakota
Oreaon
Delaware
VIRGINIA
NorthCarolina
Kentuckv
Wisconsin

California
Colorado

Hawaii
Wvomina
Pennsvtvania
Kansas
Missouri
Tennessee

Minnesota
G90raia
Ohio
Michigan
Utah
SouthCarolina
Oklahoma
RhodeIsland

New Mexico
Alabama
Nevada
Idaho
Massachusetts
NewJersev
MississiDDi
Montana
Florida
Illinois
Louisiana
Connecticut
Maine
Washinaton
Vermont

159.8%
127.0%
125.0%
119.5%
117.0%
110.3%
108.0%

107.7%
103.2%
102.6%
100.9%
100.6%
100.2%
97.6%
94.2%
93.2%
92.0%

91.4%
91.3%
91.2%
90.5%
90.3%
90.3%
88.6%
86.9%
85.0%

83.6%
82.8%
81.0%
80.4%
80.3%
77.1%
76.5%
76.3%

73.2%
70.8%
70.4%
64.9%
64.3%
63.9%
63.2%
62.1%
60.0%
58.5%
55.1%
51.3%
50.6%
39.0%

Not ReDOrtecl

Entrv Aae
EntrY Age

PUC
AttainedAce
Aaareaate
Entry Aae

Open Group
Aaareaate

PUC
EntrvAae
EntryAae
EntryAQe
EntrvAae

PUC
ENTRY AGE

Entry Aae
EntrvAae

Frozen Initial.
Liabi~ty

EntrvAa8
EntrvAae

PUC
Entry Age
EntrvAae
Entrv Ace

PUC
EntryAge

Frozen Initial
Liabi tv

Entrv ~
Entry ~e

Entrv ~e

Entrv ~e

EntrvAae
EntrvAoe
entry Aae

Frozen Initial
Liabilitv

EntrvAae
Entrv Age

EntryAce
EntrvJ~e

Entry ~e

Entrv~

Entrv Ace
Entrv Ace
EntrvAae

PUC
PUC
puc

EntrvAae
Aaareaate

Not ReDOrted

N/A
Market

Market Ava.
Market

Market Ave.
Market Ave.
MarketAvg.

Market Ava.
OriainalCost
MarketAva.
Market Ava.

Market
Market

MOD. MARKET
Oncinal Cost
Mod. Market

Book

Mod. Market
Mod. Market

Market
OriainatCost
Mod. Market
Market AVQ.
OriQinal Cost
Market AVQ.
Market Avg.

Mod. Market
Original Cost
Mod. MarXet
Market AVQ.
Market AVQ.

N1A
OriainalCost

Market

Mod. Market
Book

Market
MarketAva.

Markel
MarketAve.

Book
Mod. Market
Mod. Market
OriginalCost
Mod. Market
Market AVQ.
Mod. Market
Market Ava.
Not Reported

Mod. Market.
Market
Book

Market
Book

Market Ava.
MarketAvg.

Market Avo.
Book
Book

MarbtAva.
MarketAva.

Market
BOOK

Oriainal Cost
Mod. Market.

Book

Mod. Market
Mod. Mart<et.

Market
Oriainal Cost
Mod. Market.
MarketAva.
OriainaJ Cost
Maric:etAvg.

. Book

Mod.Maricet.
Book

Mod.Market.
MarketAva.
MaJket Ava.

Book
OriainalCost

Market

Mod. Market
Book

Market
Book

Market
MarketAva.

Book
Mod. Market.
Mod. Market.
Oriainat Cost
Mod.Market.
MarketAVQ.
Mod. Market.
MarketAvg.
NolReaorted

7.5%
8.00%
8.75%
7.5%
6.5%
7.5%

9.00%

8.00%
7.75%
8.5%

8.00%

8.5%
8.00%
7.5%

8.00%
8.00%

8.75%
8.5%

8.75%
8.00%
8.00%
6.5%

8.00%
8.5%

8.00%

8.5%
7.5%

7.75%
10.00%
8.00%
8.00%
7.5%
8.00%

8.00%
8.00%
8.00%

8.000.4
8.75%
8.00%
8.00%

8.000'"
8.25%
8.5%

8.00%
7.5%
8.5%

Note: Nebraska. which has a defined contribution plan. is not included. Definedcontribution plans are always
considered to be 100percent funded.

Source: JLARC staff analysisof data collected from: (1) JLARC mail surveyof otherstate retirement systems, (2) GFOA
survey of other state retirementsystems. and (3) aMual reportsof other stale retirement systems.
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------------- Table17-------------
Comparative Funding Status (GASB Basis)

of State Retirement Systems
PBC Funding

BatiQ Asset ValueBasjs
ActiveIRetired

EnJ>I0ti Ratio
Saiary Inflation

Assumption

Washinaton 149.0% Market 3.0 5.5%
North Dakota 123.5% MarKet 5.0 5.0%
AJ1<ansas 119.0% Book 3.8 5.0%
South Dakota 117.4% Mal1<et 2.8 6.0%
PennSYlvania 114.1% Market 1.2 4.0%
Iowa 112.0% Book 2.6 5.5%
Texas 110.3% Book 4.9 4.5%
Colorado 107.5°,4 Maricst 4.5 5.5%
Indiana 107.5% Book 3.8 6.5%
Kentuckv 106.0% Book 3.0 5.0%
Tennessee 105.6% Book 2.8 7.0%
Arizona 104.7% Book 2.6 5.0%
WestVlroinia 104.70,4 Market 1.9 Not
Alabama 103.8% Book 3.9 5.8%
Delaware 103.8% Book 2.2 5.0%
Oreaon 102.2% Book 2.3 6.0%
NewYork 101.60.4 Book 3.0 5.0%
Wvomina 101.5% Market 3.0 4.5%
Kansas 101.1% Book 2.9 5.0%
Missouri 100.6% Book 3.7 5.0%
North Carolina 100.6% Book 3.9 6.5%
WISCOnsin 100.0010 Market 2.8 5.6%
Minnesota 94.0% Book 4.0 6.5%
Ohio 93.0% Book 3.2 5.25%
NewHamoshire 92.0% Market 2.0 5.0%
Alaska 91.2% Market 3.5 5.0%
Geon:Jia 91.20.4 Book 3.9 5.2%
CaHfomIa 89.8% Book 2.5 4.5%
Utah 87.SO-'» Book 9.7 5.0%
NewJersev 85.8% Market 3.6 NotReoorted
Michiaan 81.9% Book 2.2 5.0%
Oklahoma 81.9% Book 3.1 6.0%
Vennont 81.20k Market 2.8 5.5%
Nevada 80.0% Soak 4.3 5.0%
Montana n.8% Book 2.6 6.5%
Marvland n.7% Book 2.9 5.0%
NewMexico 75.00.4 Book 3.4 5.0%
Hawaii 13.9% Book 2.5 5.0%
South Carolina 73.30.4 Book 4.0 4.0%
VIRGINIA 72.20k BOOK 3.6 4.0%
Idaho 71.5% Book 3.1 5.75%
Florida 70.5% Market. 4.6 7.0%
MiSsissiooi 69.4% Book 3.8 5.0%
Rhode ISland 67.8% Market 1.9 4.5%
Massachusetts 66.5% Market 2.2 6.0%
Illinois 58.5% Book 2.0 5.0%
Louisiana 57.4°k Book 2.7 4.25%
Connecticut 54.1% Market 1.9 NotReported
Maine 34.4% Market 2.3 6.0%

Notes: Nebraska, which has a definedconbibutionretirement system, is not included. A defined
contributionplan is always considered to be 100percentfunded. Funding StatusRatiosare based
on 1991 actuarial valuations.

Source: JLARC staff analysis of: (1)data collected in JlARC surveyof otherstateretirement systems, (2)
data collected in GFOAsurveyof otherstateretirement systems, and (3)annual repol1s of o1her
stateretirement systems.
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example, the unfunded accrued liability is a function ofthe actuarial cost method. Under
the aggregate actuarial cost method, which is accepted by GASB, there is never any
unfunded liability: Therefore, ifVRS were to bejudged solely by its Unfunded accrued
liability, itcouldchange to the aggregate cost method and instantly appear to bevery well
funded.

Actuarial assumptions also influence the amount ofunfunded accrued liability.
Astate retirement system usingconservative assumptions might have a largerunfunded
liability than another state which uses more aggressive assumptions. For this reason,
some plan sponsors use the projected benefitobligation, the reportingofwhich is required
by GASB, as a funding standard. The projected benefit obligation is more comparable
from plan to plan because states calculate it on roughly the same basis.

Criteria for Establishing Funding Target

To the extent that VRS' funding status will be compared to that ofother state
retirement systems, the funding target should be based on GASB accounting measures
of benefit liability rather than on actuarial funding measures ofliability. For example,
a funding target could be that assets should attain a level of70 percent ofPBO over the
next ten years, andshould then remain at between 68 and 72 percentofPBO. Accounting
measures tend to be more comparable because they are calculated usingsimilarmethods
and assumptions.

VRS should achieve the funding target over a reasonable period oftime, such as
tenyears. The period should not be so shortas to cause dramatic increases incontribution
rates. In addition to establishing a funding target, VRS should examine projections to
determine the contribution rates required to meet and maintain the target. VRS should
also specify how the funding level will be held within a certain degree of tolerance of the
target.

Recommendation (20). The Virginia Retirement System Board of
Trustees should establish a funding target, ensure that its actuarial assump­
tions and methods are appropriate to achieve the target, and then monitor
progress toward the target.

Recommendation (21). The Virginia Retirement System Board of
Trustees should examine the long-term trends in funding status through the
use ofopengroup projections. At the same time, theVRS Board shouldexamine
the sensitivity of these projections to the assumptions of future experience.

Recommendation (22). The General Assembly, and the Virginia Retire­
ment System Board of Trustees, may wish to consider alternative methods of
funding and providing cost of living adjustment benefits.

Recommendation (23). The Virginia Retirement System Board of
Trustees should identify and consider available options for the funding and
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provision of pension benefits to ensure that short and long-term costs can be
held to acceptable levels.

REVIEW OF 1992 VRS ACTUARIAL VALUATION

The biennial actuarial valuation and the quadrennial actuarial experience
investigation, performed by Buck Consultants, serve as the means for implementingand
refining the funding policy ofVRS. The total actuarial liability measurements by Buck
Consultants were matched by JLARC's consultant within three percent of Buck's
recommended rates. Differences in contribution rates for the 1994-1996 biennium are
attributable to differences in the actuarial systems ofBuclt andAlexander &Alexander.
JLARC's consultants do not find these differences to be material.

However, according to JLARC's consultant, certain aspects of the actuarial
methodology will cause future gradual contribution rate increases for VRS, even when
COLA benefits are excluded. When these increased contribution rates are added to the
increased rates for COLAbenefits, the total increase in recommendedcontribution rates
will be quite material.

This section discusses revisions that should bemade in certain aspects ofVRS
actuarial practice. These aspects include the calculation ofbenefit liability, development
of actuarial assumptions, and amortization of unfunded accrued liability.

TechnicalAspects of Actuarial Cost Method Cause Contribution Rates to Increase

The entry age normal cost method is generally accepted and in common use,
especially among state retirement systems. A majority of the state retirement systems
use this costmethod. Theentry age normal method generally produces normal costs that
are a level percentage of payroll over time, provided that the entry age distribution of
active participants remains constant and that actuarial assumptions are met. Past
service costs under this method are generally amortized either on a level-dollar basis, or
as a level percentage ofpayroll over a fixed time period. VRS uses the level percentage
of payroll method.

According to JLARC's consultant, Alexander & Alexander, certain technical
aspects of the valuation process could cause contribution rates to increase even if all
assumptions are met exactly. These increases occur even if no changes are 'made to
actuarial methods, assumptions, or plan provisions. In particular, three aspects should
be modified.

Lag Between Determination and Implementation ofRates. The VRS
employer contribution rates determined in the June 30, 1992actuarial valuation will not
apply to payroll until the 1994·96 biennium. In the meantime, the rates determined in
the 1990 valuation apply. To the extent that contribution rates have declined, this
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method creates an additional reduction incontribution rates because the new lowerrates
will not apply for two years.

Conversely, when rates have increased, the method postpones their recognition
for two years, thereby creating another contribution rate increase. As previously
discussed,sinceCOLAbenefits are funded on a pay-as-you-go basis, the general trend for
contribution rates is upward. Therefore, the two-year delay in recognition ofnew, higher
contribution rates will perpetuate the pattern of increasing contribution rates.

Amortization Period for Unfunded LiabUitie. " Too Long- During the
last three VRS actuarial valuations, Buck Consultants used 30, 29, and 28 year
amortization periods, respectively, for the unfunded past service liability. However, by
reducing the remaining period by only one year for every biennium, the amortization
period is actually extended to twice the stated period. At this rate, for example, the $1
billion in unfunded accrued liability calculated in the 1988 actuarial valuation will be
amortized over 60 years (Table 18). This procedure creates lower contribution rates in
early years and higher rates in later years. Furthermore, a 6O-year amortization period
is not in compliance with Section 51.1·145 of the Code of Virginia, which allows a
maximum amortization period of only 40 years.

-------------Table18-------------

Amount of Unfunded Accrued Liability
Detennined from 1988 Actuarial Valuation

Emplqyee Group

State Employees
Teachers
State Police
Judges

Total

Unfunded Liability
Inc1udine- COLA Benefits

$1,817,000,000
3,400,000,000

56,000,000
91,000,000

5,364,000,000

Unfunded Liability Not
Includjng COLA Benefits

$250,000,000
752,000,000

16,000,000
32,000,000

1,050,000,000

Source: Alexander" Alexander Consulting Group analysis of data provided by Buck Consultants, Inc.

Amortization Period for Unfunded Liability Will EventuaUy be Too
Short. In addition, as the amortization period shrinks, employer contribution rates
become unstable because new actuarial gains and losses are funded over a shorter time
period. For example, because COLA benefits are causing contributions to increase and
since the two-year lag previously discussed delays the time the increased contributions
are made, the shorteramortization period will increase the contribution rates even more.

There is no written provision in the Code of Virginia or in VRS policies and
procedures that will stop this gradual reduction ofthe amortization period atsome future
date. Ifthe reduction continues without change, the amortization period will eventually
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become 80 short that contribution rates will become extremely volatile. Taken to the
extreme, if the amortization period declines to one year, all of the additional liability
associated with any change in plan benefits, actuarial assumptions oractuarialmethods
will have to be funded completely in one year.

Accordingly, it would be reasonable and appropriate to consider maintaining
separate accounting records for existing, and newly created, unfunded accrued liabili­
ties. The existing amounts could continue to beamortized as previously scheduled, with
the period declining by two years each biennium. However, new unfunded accrued .
liabilities should be amortized over a reasonalbe period, such as 15 years.

Recommendation (24). The Virginia Retirement System Board of
Tnutees should modify the actuarial valuation process 88 follows:

• Recognize the timing lag in determining the employer contribution
rate;

• Reduce the amortization period for currentunfunded 800JUed liabil­
ity by two years each biennium; and

• Amortizealladditionalunfundedaccruedliability, from planamend­
ments, actuarialgainsand losses,andassumptioDormethodchanges,
separately over a reasonable period, such as 15 yean, from the
inception of the additional unfunded liability.

Employer Contributions for 1994-96 are Insufficient

JLARC's consultant determined employer contributions, using Buck Consult­
ants' methodologies and assumptions (Table 19). The total contribution amount ex-

-------------Table19-------------
Difference in Recommended Employer Contributions

and Contribution Rates for 1994-96 Biennium

State 25 Political
Employees Teachers State Police Judres Subdivisions

Alexander & $107,330,000 $204,852,000 $5,585,000 $8,978,000 $33,382,000
Alexander* (4.72%) (7.20%) (10.61%) (29.80%) (varies)

Buck $108,012,000 $195,178,000 $5,101,000 $8,463,000 $31,922,000
Consultants (4.75%) (6.86%) (9.69%) (28.09%) (varies)

Difference $682,000 $9,674,000 $484,000 $515,000 $1,460,000
(-0.03%) (0.34%) (0.92%) (1.71%) (varies)

*Represents AAeG calculation using Buck Consultants' methodology.

Source: Alexander & Alexander Consulting Group.
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reeded this determination by Buck Consultants by $11 million, i.e., by 3.3 percent ofthe
total contribution. These differences are due to differences in the actuarial systems ofthe
two consultants, and JLARC's consultants do not find the differences to be material.

Actuarial Assumptions Are Currently Reasonable,
But Need Long·Term Revision

The current economic and demographic assumptions used by VRS are reason­
able, and similar to those used by other state retirement systems. VRS' approach to
establishing its assumptions is in line with accepted actuarial practice. However,
unidentified sources of actuarial loss in the 1992 experience investigation point to the
need to reassess all ofthe assumptions. In addition, the long-term implications of short..
term changes in actuarial assumptions need to be determined prior to implementation.

Economic As,umption. ReaBonable, and Con.i.tent with Other State•.
According to JLARC's consultant, the economic assumptions used by VRS are neither
conservative nor aggressive. In an average time period, actual VRS experience should
come close to the assumed investment earnings and salary increase. Furthermore, VRS'
economic assumptions are similar to those used by otherlarge public and private pension
funds. (Table 20).

Improvement. Needed in Inve.tment Earning. AsBumption. Develop­
mentofeconomic assumptions, particularly the investmentearnings assumption, should
involve both the VRS actuary and the investment advisors. Forexample, ifthe projected

Table 20

Comparison of VRS Economic Actuarial Assumptions
with Average Assumptions Used by Other Pension Funds

~ Deyiation Assumption (Below) Mean

Investment Return

JLARC Survey 8.07% .56% 8.0% (.1)

A&ACG Client Database 8.48% 1.18% 8.0% (.4)

Fortune 100 Firms 8.38% .53% 8.0% (.7)

Salary Scale

JLARC Survey 5.24% .71% 5.48% .3
A&ACG Client Database 5.25% .92% 5.48% .3
Fortune 100 Finns 5.85% .91% 5.48% .3

Source: Alexander and Alexander Consulting Group analysis of the followingdata: (1) 1993 JLARC staffsu"ey or
lltate employee retirement systems; (2) 1992 A&.ACG survey of client actuarial assumptions; and (3) 1992
Fortune 100 companies survey of actuarial assumptions.
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economic outlook calls for low rates of investment return. low COLAs. and low rates of
salary increase, the actuary can provide cash flow projections based on this outlook. The
investment advisors can restructure the assets to maximize return in this environment
consistentwith liquidityandotherconstraints. Inotherwords, actuarialandinvestment
work must be coordinated to best serve the needs ofVRS. Howevert JLARC's consultant
concludes that VRS actuarial and investment professionals are currently working
independentlyofone another. Bettercoordination is needed between the two disciplines.

VRSEsperienceAnaly.i. i.Incomplete. Buck Consultants' analyses ofVRS
actuarial experience, conducted in 1988 and 1992, compared each individual actuarial
assumption with actual VRS experience. However, the analysis ofactuarial gains and
losses did not isolate the individual decremental actuarial assumptions.

Actuarial Loa._ Likely ifDecremental A..umptiona Not Re"bed. The
VRS experience studies do indicate a need to update the assumptions. as Buck Consult..
ants has recommended. According to JLARC's consultant, the aggregate affect of the
decrements indicates that future actuarial loasea are likely to occur if the decremental
assumptions are not revised. The main reason for this appears to bethat the number of
early retirements, especially those where unreduced benefits were paid, exceeds expec­
tatiODS.

'According to analysis performed by Buck Consultants, there was a total
actuarial loss of $94 million for State employees, and a total actuarial gain of $41.4
million for teachers, between June 30, 1990 and June 30, 1992. The" decremental
assumptions contributedan $8.6 million loss for Stateemployees and a $32.5million gain
for· teachers.

Large Unidentified Source ofActUlJriol Lo•• Require. Anal".i.. Buck
Consultants' gain and loss analysis shows a $41.3 million loss for State employees, and
a $156.5 million loss for teachers, due to "other" causes. This source ofloss is larger than
any other, with the exception of the early retirement incentive program for State
employees. Therefore, this actuarial loss should be analyzed to determine ifany of its
components are likely to recur.

, ProPosed GASB Standards Will Require Modified A8BumptionB" The
GASB proposal requires that, if the interest rate (investment earnings) assumption
exceeds the inflation portion of the salary scale assumption by less than 1.5 percentage
points or more than four percentage points, the reason for using the interest rate must
be disclosed. For each VRS employee group, the difference is within the permissible
range..

However, guidance for other assumptions is less specific. According to GASB,
the assumptions are to be measured against the experience of the covered group. Each
assumption should independently be the best estimate that can be made, rather than
havingsome conservative and some aggressive assumptions. With this proposal in mind,
VRS' decremental assumptions should be refined on a regular basis to reflect experience
more closely,
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Recommendation (25). The Virginia Retirement System Board of
Trustees should aualyze its economic actuarial assumptions.

Recommendation (26). The Virginia Retirement System Board of
Trustees should implement that changes in demographic assumptions recom­
mended by Buck Consultants in its 1992 experience investigation.

Recommendation (21). The Virginia Retirement System Board of
Trustees should ensure that long-term implications of changes in actuarial
assumptions are determined prior"to implementation.

Recommendation (28). The Virginia Retirement System Board of
Trusteesshouldanalyze the $41.3millionactuarial loss forStateemployeesand
the $156.5 million actuarial loss for teachers resulting from "other" causes to
determine if any of the reasons for these losses are likely to recur.

Recommendation (29). The Auditor of Public Accounts, with the
assistance ofan independent actuary, should review the Virginia Retirement
System's actuarial valuation, including its methodology and assumptions,
every five years. The Auditor of Public Accounts should make recommenda­
tions to the General Assembly for improvements to the actuarial valuation's
methodology and assumptions.

Employer Contributions are Sensitive to Experience

As was previously discussed, the projected trend for future employer contribu­
tion rates is upward. However, JLARC's consultant has determined employer contribu­
tion rates can vary significantly based on the experience of the retirement system as
compared to its actuarial assumptions. For example, if the actual rate of investment
return exceeded the eight percent assumed rate ofreturn, contribution rates wouldtend
to decrease. Table 21 summarizes how employer contribution rates change with varying
experience.

-------------Table21-------------

Effect ofActuarial Experience on VRS Contribution Rates

Type of ActuariaJ Em:rience

Investment return rate increased to ten percent
Investment return rate decreased to ten percent
Workforce increases by one percent per year
Employee turnover increases by ten percent
Mortality decreases by ten percent
Salaries increased by two percent

Soun:e: Alexander & Alexander Consulting Group.
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Gradual substantial decline
Gradual substantial increase
Gradual decline
Small reduction
Moderate increase
Gradual substantial increase
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Biennial Valuations are Sufficient

As previouslymentioned, Buck.Consultants performs anactuarial valuationfor
VRS every two years. Most other state retirement systems perform their actuarial
valuations on an annual basis. However, according in JLARC's consultant, a biennial
valuation is appropriate for VRS. Because of the large size of the VRS membership,
actuarial experience is highly stable. In the absence ofa special event, such 88 an early
retirement incentive program or a significant reduction in the workforce, the calculation
ofpension benefits shouldfollowa predictable patternovertime. Therefore, theactuarial
valuation does not need to be performed more frequently than once every two years.

Asset Valuation Method Is Reasonable and Appropriate

The 1992 Appropriations Act required that VRS adopt the modified market
asset valuation method. The asset valuation techniques currently used by VRS are
consistent with the modified market method.

VRSiscurrentlyusinga smoothedmarketvalue method, which phases ingains
and losses by recognizing 20 percent of them each year. The June 30, 1992 valuation
shows the development of modified market asset values. The valuation calculates the
expected asset values, based on eight percent returns on the assets and net cash flows.
The valuation then adds 20 percent of the excess of actual market asset value over
expected asset value, to derive the modified market value of assets.
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Virginia Retirement System

Page 97 .



Chapter IV: ActuarialSoundness uf the
VirginUl Retirement System

PRge 98



Appendix A

House Joint Resolution No. 392
1993 Session

Requesting the Joint Legislative Audit and Review Commission to study the
structure and investment policy of the Virginia Retirement System.

WHEREAS, Article X, Section 11 of the Constitution of Virginia requires the
General Assembly to maintain a state employees retirement system to beadministered
in the best interest of the beneficiaries and subject to the restrictions and conditions
prescribed by the General Assembly; and

WHEREAS, the Virginia Retirement System holds assets in excess of$14 billion
and provides retirement benefits for thousands ofretired state employees, local govern­
mentemployees, publicschool teachers, andstate and local lawenforcementofticers; and

WHEREAS, the Virginia Retirement System is administered by a Board of
Trustees which is solely responsible for administration of the system; and

WHEREAS, it is essential that members and participating employers have
continuedconfidence in the abilityoftheVJ.rginia RetirementSystem toproperlymanage
assets to ensure adequate funding for retirement benefits; and

WHEREAS, concerns have been raised about the independence of the Vu-ginia
Retirement System and about the soundness of investments made on its behalf; and

WHEREAS, the Joint Legislative Audit and ReviewCommission last completed a
comprehensive review of the Virginia Retirement System in 1978; now, therefore, be it

RESOLYED by the House of Delegates, the Senate concurring, That the Joint
Legislative Audit and ReviewCommission be requested to conduct a studyofthe Vu-ginia
Retirement System, focusing on (D the structure of the retirement system fund and
alternative fund structures which will ensure its independence as a public trust; (ii) the
structure and appointment ofthe Board ofTrustees; (iii) the structure and appointment
of the advisory committees on investments and real estate; (iv) the organizational
relationships between the Virginia Retirement System and the subsidiary corporations
created to manage assets and the appropriateness of the structure for the RF&P
Corporation; (v) the soundness ofinvestments, especially the acquisition and continuing
ownership ofthe RF&P Corporation; and (vi) the actuarial soundness of the retirement
system.

To assist the staffin this review, the Commission may employ any investment, real
estate, or actuarial consulting services it deems necessary. Expenses for such services
shall be partially funded from a separate appropriation for the Commission in the
amount of $250,000. The Commission may request the participation ofother members
of the General Assembly and individuals knowledgeable in retirement systems in the
conduct of this review.
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The Virginia Retirement System shall make available to the Commission all
information which shall be necessary for the completion of this review. The Auditor of
PublicAccounts shall provide assistance as requested by the Commission. The Commis­
sion shall complete its work in time to submit its recommendations to the Governor and
the 1994 Session of the General Assembly as provided in the procedures ofthe Division
ofAutomated Legislative Systems for the processing of legislative documents.
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AppendixB

Agency Responses

As part ofan extensive data validation process) the major agencies involved. in
a JLARC assessment effort are given an opportunity to comment on an exposure draft
ofthe report. This appendix contains the Virginia Retirement SystemIS response to this
report. Appropriate technical corrections resulting from the written comments have
been made in this version of the report.
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REVIEW OP THE VIRGINIA RETIREMENT SYSTEM

VRS RESPONSE

The Board of Trustees and staff of the Virginia Retirement
System (VRS) have reviewed Chapter II of the Joint Legislative
Audit & Review Commission's (JLARC) exposure draft, Review of the
Virginia Retirement System.

Although we have some specific observations related to these
recommendations, as well as general comments about the report, we
find most of the eleven (11) formal recommendations set forth in
Chapter II of the draft to be reasonable and constructive.

We agree on the need and desirability for ongoing
communications between the VRS board and the General Assembly as
emphasized in the report. The board has always provided all
written reports required by the General Assembly in accordance with
present statutes and has done so meeting the highest professional
standards. In addition, the VRS has made presentations on request
to the General Assembly's fiscal committees. VRS board meetings
are open to the public, and VRS staff has been proactive in
inviting fiscal committee staff to attend. Special invitations
have been sent to both fiscal committee chairs as well as their
staffs to attend the annual VRS board retreats.

Related to this is the JLARC recommendation that the General
Assembly confirm the CIO and enact statutory reporting requirements
for this officer. While the VRS agrees that it has a
responsibility to report to the General Assembly on a periodic
basis, reporting requirements might be more appropriately defined
in the administrative policies of the Board of Trustees as opposed
to specific statutory requirements. If other recommendations by
JLARC are adopted, specifically those dealing with a "new" board
structure, the qualifications of board members and the
qualifications of the CIO, then it appears that the additional
requirements that the CIO be confirmed by the General Assembly
might be unnecessary. The board has a fiduciary and legal
responsibility to employ a CIO who, at a minimum, meets the
qualifications set forth by the General Assembly.

The JLARC report also suggests that the General Assembly may
wish to consider a "new" board structure by increasing the number
of members and changing the method of appointment and composition
of the board. JLARC recommends this because of a perceived lack of
confidence in the board by VRS members and retirees as well as a
concern by those constituents about the long-term security of their
benefits. The VRS is in touch with its membership, and we strongly
believe that there has been no material erosion of confidence among
its membership in the Virginia Retirement System. However, if a
new board structure is approved by the General Assembly, VRS
recommends that a transition period be considered and that any new



board structure be phased in over a period of time so that critical
continuity is retained.

The JLARC report also recommends the creation of a permanent
study commission to oversee the VRS and correctly observes that
such commissions now exist in several states. We suggest, however,
that it might be prudent for the General Assembly to study this
issue further to determine what specific roles such commissions
fulfill in the states which now have them and how efficiently and
cost effectively these commissions function.

Our final comment relates to a JLARC proposal regarding the
organization of VRS. JLARC suggests that one method of enhancing
VRS' independence is to separate the investment function from the
administrative function. The investment function would constitute
what is currently the VRS, while the administrative function would
be absorbed into a separate agency administering all employee
benefits for state employees.

As an alternative, VRS suggests that it remain intact but
become an independent agency. We strongly believe that splitting
the functions of the present agency would be detrimental to VRS'
constituencies and therefore not in the best interest of the
Commonwealth.

There are several valid reasons for this recommendation.

* First, the separation of investments and administration
would not necessarily assure VRS ' independence.

* Second, the VRS administers benefits for other than state
employees. In fact, state employees account for only 35 per cent
of VRS membership, and state retirees or their survivors make up
only about 39 per cent of all VRS annuitants.

* Third, there are certain relationships between the
investment and administrative functions that provide economies of
scale that might not be available under separate agencies. For
example, the current master custodian not only provides custody of
securities, short-term cash investments and performance measurement
but also provides accounting information for administrative
purposes. While input from investments certainly relates to
establishing the actuary I s earnings assumption, information related
to members, their account balances, etc., that the actuary uses in
establishing his other assumptions is maintained by the
administrative arm of VRS.

* Fourth, the functions performed by VRS go beyond those
provided to state employees by the Department of Personnel &
Training (OPT). For the most part, DPT contracts with outside
vendors for the benefits it administers, i.e. health insurance and
flexible benefit arrangements. VRS 1 on the other hand, actually
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administers benefits by maintaining records related to eligibility
and preparing monthly payment authorizations.

* Finally, VRS board activities are not limited solely to
investment and funding issues. The board has broad statutory
responsibilities and authority related to benefits. While the Code
is specific in many areas, in other areas it requires
interpretation and policy determinations with long-term
implications that are more appropriately made by a qualified Board
of Trustees. This has been recoqnized by the VRS board, which has
established a standing Administrative Committee to advise it on
such issues.

While all this is not an exhaustive list of reasons why VRS
should remain intact as a single agency, regardless of its place in
the overall organization of the Virginia state government, it
points to some possible pitfalls in dividing VRS as suggested in
the JLARC report. We would hope that the General Assembly would
study this issue more thoroughly and weigh the advantages against
the disadvantages of such a separation before taking any action.

Again, VRS finds the formal JLARe recommendations to be
collectively constructive. We look forward to a continuing
positive relationship with the General Assembly and its component
staffs. We are available to provide whatever information the
General Assembly feels it needs to fulfill its responsibilities.

. /-
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Recent JLARC Reports

ProgreBB Report: Regulation ofChilrl Day Care in Virginia, January 1989
Interim Report: Status ofPart-Time Commonwealth's Attorneys. January 1989
1Wplation and Provision ofChild Day Care in Virginia, September 1989
1989 Report to 1M GeneralA-mbly, September 1989
Security Staffing in tIu!Capitol Area, November 1989
Interim Report: Economic Development in Virgi~ January 1990
ReuWD oflJ&eVirgin.io Department ofWorkers' ComJlf!fUIQ.tion, February 1990
Technical Report: Statewide Staffing Standards for~ Fundi"6 ofSJ&eriffs. February 1990
Technical Report: Statewide Sta/fi"6 Stan.darr/.s for the Funding ofCo1lU1lOll.llJ«dth's Attor~s, March 1990
Tec/uUcQl Report: Sta~UJideStaffing Stand4rrl8 for the Fundi". ofClerics ofCourt, March 1990
Technical Report: Statewide SIaIfi"6 Stantlards for the Funding ofFinancial Of/ic;ers, April 1990
FundiTW ofConstitutionol Officers, May 1990
Special Report: TIu? Lonesonu! Pw RegionalLibrary System, September 1990
Review oft#u! Virginia Community College System, September 1990
Review ofthe Funding Formula for the Older Americans Act, November 1990
Follow·Up Review ofHomes for Adults in Virginia, November 1990
Publication Practices ofVirgilUa State Agencies, November 1990
Review ofEconomic Deuelopnumt in Virginia, January 1991
State Funding ofthe Regional Vocational EducatioruJ Ce'*rs in Virginia, January 1991
Interim Report: State and Fetkral Mandates on Loml Governments and Their Fiscal Impact, January 1991
Reverwe Forecastingin the &ecutive Bran.ch: Process and Models, January 1991
Proposal for a Revenue Stabilization. Fund in Virginia, February 1991
CtJtalog ofVirginia's Economic Development Organizotions and Programs, February 1991
Review ofVirginio.'s Parole Process, July 1991
Compensation ofGeneralRegistrars. July 1991
The Reorganization. ofthe Department ofEducation, September 1991
1991 Report to the General Assembly, September 1991
Substance Abuse and Sez Offender Treatment Services for Parole Eligible Inmates, September 1991
Review ofVirgini4's Eucutiue Budget Process, December 1991
Special Report: Evaluation ofa Health Insuring Organization for the Administration ofMedU:aid in

Virginia, January 1992
Interim Report: Review ofVirginiD'sAdministrative Process Act, January 1992
Rev~w ofthe Department ofTamtion, January 1992
Interim. Report: ReVNW ofthe Virginia Medicaid Program, February 1992
Catalog ofState and FedI!ral Mandata on Load ~mment" February 1992
Intergovernmental Mandates and Finaru::ial Aid to Local Governments, March 1992
Medicaid Asset Transfers and Estate Recovery, November 1992
Mediazid·Finanad Hospital Services in Virginia, November 1992
Medicaid·Financed Long·Term Care Services in Virginia, December 1992
Medicaid·Fina~dPhysil:ian and PharlfUJey Services in Virginia, January 1993
Review Committee Report on the Per{or11UJna and Potential oftM. Center for Innovative Teeluwlogy,

December 1992
Review ofVirginia 's Administratiue Process Act, January 1993
Interim Report: Review ofIn11UJte Dental Care, January 1993
Review oltN! Virginia Medicaid Program: Final Summary Report, February 1993
Funding ofIndigent Hospital Can?in Virginia, March 1993
State I Local Relations and Service Responsibilities: A Framework for Change, March 1993
1993 Update: Catalog ofState and Federal Mandates on Local Governments, June 1993
Evaluation ofInmate Mental Health Care, October 1993
Review ofInmate Medical Care and DOC Management ofHealth Suuices, October 1993
Local !J1amtion ofPublic Seroice Corporation. Property, November 1993
Review ofthe Department ofPersonnel and Training, December 1993
Review ofthe Virginia Retirement System., January 1994
The Virginia Retirement System's Inoestment in the RF&P Corporation, January 1994
Review ofthe State's Group Life Insurance Program for Public Employees, January 1994


	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



