Commonwealth of Virginia
July 2017

Report to the Governor and the General Assembly of Virginia

VRS Oversight Report

JULY 2017/

JOINT LEGISLATIVE AUDIT
AND REVIEW COMMISSION

]LARC



Joint Legislative Audit and Review Commission

Chair
Delegate Robert D. Orrock, Sr.

Vice-Chair
Senator Thomas K. Norment, Jr.

Delegate Betsy Carr

Delegate M. Kirkland Cox
Senator Emmett W. Hanger, Jr.
Senator Janet D. Howell
Delegate S. Chris Jones
Delegate R. Steven Landes
Delegate James P. Massie llI
Senator Ryan T. McDougle
Delegate John M. O'Bannon llI
Delegate Kenneth R. Plum
Senator Frank M. Ruff, Jr.

Martha S. Mavredes, Auditor of Public Accounts

Director
Hal E. Greer

JLARC staff for this report

Kimberly Sarte, Assistant Director for Ongoing Oversight and Fiscal Analysis

Joe McMahon, Principal Legislative Analyst for Ongoing Oversight and Fiscal Analysis

Information graphics: Nathan Skreslet

JLARC Report 494

©2017 Joint Legislative Audit and Review Commission

http://jlarc.virginia.gov



VRS Oversight Report

Overview

The Virginia Retirement System (VRS) administers retirement plans for employees of
state and local governments. The two largest plans are the Teachers Plan and the State
Employees Plan (Figure 1). Other pension plans include the individual retirement
plans for 589 local political subdivisions and plans for state police officers (SPORS),
other Virginia state law officers (VaLORS), and judges (JRS). VRS also administers
several defined contribution retirement plans. In addition to retirement plans, VRS
administers post-employment benefit programs. These include life insurance, sickness
and disability, long-term care, and the retiree health insurance credit program.

VRS serves approximately 675,000 members, retirees, and beneficiaries. Active mem-
bers include current state and local employees and teachers in Virginia’s public school
divisions. Others served by VRS include retirees, their designated beneficiaries, and
“deferred” members, who are not actively employed and are not collecting benefits.

The financial assets used to pay VRS benefits are pooled in the VRS trust fund, which
held $72.4 billion in assets as of March 31, 2017. Ranked by value of assets, VRS is
the nation’s 22nd largest public or private pension fund. In FY16, VRS paid $4.4 billion
in retirement benefits and $0.4 billion in other post-employment benefits, not includ-
ing benefits paid through the defined contribution plans.

VRS receives funds from three main sources: employer contributions, member contri-
butions, and investment income. In FY16, VRS received $0.1 billion in net additions
to the trust fund (accounting for expenses and benefits paid out).

Investment income is critical to the health of the VRS trust fund, accounting for one-
fourth of total additions in FY16. VRS investments generated a return of 10.7 percent
for the one-year period ending March 31, 2017. The total annualized return over the
10-year period was 5.1 percent, which is below the 7.0 percent long-term (30+ year)
rate of return that has been assumed by VRS for its investments.

FIGURE 1
VRS pension plans by assets

VaLORS SPORS JRS
$1.2B $0.7B $0.5B

State

Teachers Employees ° . .

$17B

$31B

SOURCE: VRS 2016 valuation report.

NOTE: Figures show total actuarial value of assets attributable to each retirement plan as of June 30, 2016. Trust fund
assets attributable to other benefit programs are not shown. Figure for local plans is the aggregate of assets for
political subdivisions that participate in VRS. Local plans hold more assets than the State Employees plan because
they have typically been fully funded by local employer contributions, whereas State Employees plan has not been
fully funded in the past. The State Employees plan is larger than the local plans as measured by pension obligations.
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FIGURE 2
VRS fast facts

MEMBERSHIP as of March 31, 2017

345,992 Actively employed members?

-—‘-“

198,581 Retired members & beneficiaries
130,682 Inactive members

675,255 Total

NET ADDITIONS for fiscal year ending June 30, 2016°

$2.8 billion
$1.0 billion
$1.2 billion
-$4.9 billion

$0.1 billion

Employer contributions®

Member contributions

Net investment income

Benefits paid and other expenses?

Net additions

ASSETS as of March 31, 2017

$$$

$72.4 billion
Total VRS trust fund assets

INVESTMENT PERFORMANCE as of March 31, 2017

lyear 3years 5years 10 years
Total return 10.7%  6.3% 8.2% 5.1%
Benchmark 103% 57% 7.7% 4.6%
Excessreturn +04% +06% +0.5% +0.5%

SOURCE: VRS 2016 annual report and 2017 membership and investment department data.

@ Active membership included 150,633 teachers, 106,861 local government employees, and 88,498 state employees,
state police, law enforcement officers, and judges. Within the retirement plans are three different benefit groups.
Active membership by benefit group included 188,331 in Plan 1, 90,881 in Plan 2, and 66,780 in the Hybrid Plan.
bincludes all additions and deductions to the trust fund for VRS retirement plans and other benefits programs. €In-
cludes approximately $1.7 billion in state contributions. @Includes $4.4 billion in retirement benefit payments,
$376 million in other benefits, $105 million in refunds, and $47 million in administrative and other expenses.
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1. Trust fund investments

Management of the trust fund investments is one of the core responsibilities of VRS.
The VRS Board of Trustees sets investment policies for managing the trust fund, in-
cluding the desired asset allocation for the fund. The investment department manages
investment programs within the guidelines set by the board. The investment depart-
ment manages approximately one-third of the assets internally and contracts with ex-
ternal managers to manage other assets.

Investment performance and asset allocation

The VRS trust fund held $72.4 billion in assets as of March 31, 2017, an increase of
$5.3 billion from a year ago. Approximately $25.3 billion of the trust fund was man-
aged internally, including all fixed income and some public equities, real assets, and
cash. The remaining $47.1 billion was managed by external managers under VRS su-
pervision.

The trust fund’s investment returns were mixed relative to the long-term return as-
sumption, but the fund has outperformed its benchmarks. For the one-year period
ending March 31, the trust fund’s investments achieved a return of 10.7 percent. How-
ever, the fund’s three-year return of 6.3 percent and 10-year return of 5.1 percent were
below the 7.0 percent long-term (30+ year) rate of return that has been assumed by
VRS for its investments. The total fund outperformed its benchmark for all periods,
short and long term (Figure 3).

Public equity. The public equity program continues to be the largest VRS asset class,
with $30 billion in assets. The program consists of stocks and other equity securities
for publicly traded companies in the US. and abroad. Public equity investments are
typically higher-risk investments relative to bonds and are expected to provide long-
term capital growth and inflation protection. Forty-one percent of the program’s as-
sets are managed internally. The program outperformed its benchmarks over the
longer periods but underperformed in the one-year period.

Credit strategies. The credit strategies program is the second-largest VRS asset class,
with $13 billion in assets. The program includes investments in emerging market debt,
high yield bonds, convertible bonds, bank loans, and direct lending. Credit strategies
investments are intended to provide higher income than traditional stock and bond
investments and attractive, risk-adjusted returns. All of the program’s assets are man-
aged externally. The program outperformed its benchmarks for all periods.

Fixed income. The fixed income program is the third-largest VRS asset class, with
$12 billion in assets. The program consists of U.S. dollar-denominated securities, such
as bonds and money market instruments, that pay a specific interest rate. Fixed income
investments are typically lower risk relative to most other asset classes and are expected
to generate steady returns even in down equity markets. All fixed income assets are
managed internally. The program outperformed its benchmarks for all periods.

The VRS board adopts a
long-term return
assumption based on
the advice of the VRS
investment staff and
actuary, and surveys
from investment
managers and consult-
ants. This is the rate of
return expected over the
next 30+ years, based on
projections of future
market performance.

The long-term return
assumption is one of
the key assumptions
used to determine the
plan’s funded status and
employer contribution
rates. The current long-
term return assumption
is 7%.
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FIGURE 3
Asset allocation and trust fund investment performance

ASSET ALLOCATION as of March 31, 2017
$72.4 billion total assets

+55.3 billion
Strategic opportunities 3% Total assets
. ($ billions)
Private I Cash 1% 724
equity 8% _I [ 630 678 671

58.1

54.2

2012 2013 2014 2015 2016 2017

Public equity Internally managed assets
41% (percent of asset class)

Credit
strategies
18%

Public equity [EE7
Fixed o
income Fixed income 100%

16%
Real assets | 6%

TRUST FUND INVESTMENT PERFORMANCE
for the period ending March 31, 2017

FY to date 1 year 3 years 5years 10 years

Total fund 8.7% 10.7% 6.3% 8.2% 5.1%
VRS custom benchmark 8.4 10.3 57 7.7 4.6
Public equity 13.3 14.0 6.5 9.7 49
Benchmark 13.5 14.4 5.9 9.0 4.4
Credit strategies 8.0 1.7 4.5 6.4 5.9
Benchmark 7.1 11.0 4.4 5.8 4.8
Fixed income -1.1 1.6 3.2 2.8 5.0
Benchmark -17 04 2.7 2.4 4.4
Real assets 8.0 10.9 117 11.9 6.1
Benchmark 53 74 9.7 10.2 6.0
Private equity 12.2 12.7 10.7 13.5 10.2
Benchmark 12.0 12.9 7.9 144 8.3
Strategic opportunities 8.1 9.1 3.1 n/a n/a
Benchmark 7.6 9.7 3.6 n/a n/a

SOURCE: VRS investment department data.
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Real assets. The real assets program is the fourth-largest VRS asset class, with $9 bil-
lion in assets.* The program includes investments in real estate, infrastructure, and
natural resources such as timber. Real assets investments are expected to reduce vola-
tility of the total fund by offering returns that do not have a high statistical correlation
to the public equities market. Most VRS real assets are managed externally. The pro-
gram outperformed its benchmarks for all periods.

Private equity. The private equity program is the smallest of the five major asset clas-
ses, with $6 billion in assets.* Private equity is an alternative to traditional public equity
and generally consists of ownership in companies that are not listed on public ex-
changes. Private equity investments are “opportunistic’” investments that are intended
to outperform public equity markets over the long term and enhance total fund re-
turns. All private equity assets are managed externally. The program outperformed its
benchmarks in the three-year and 10-year periods but underperformed in the one-year
and five-year periods. The program achieved its intended purpose—to earn higher
returns than the public equity program—in all periods except the one-year period, in
which public equity returns were particularly strong.

Strategic opportunities. The strategic opportunities portfolio is the smallest asset
class, with $2 billion in assets. The portfolio allows VRS to gain experience with new
investment approaches. Individual investments in this portfolio include three multi-
asset class public investment managers and two multi-asset class private investment
managers. All strategic opportunities assets are managed externally. The portfolio un-
derperformed its benchmarks for the one-year and three-year periods, but has outper-
formed its benchmarks for the fiscal year to date. According to VRS staff, this portfo-
lio contributes additional value by providing opportunities for the investment depart-
ment to acquire exposure to new investment opportunities.

Investment policies and programs

The VRS board sets investment policies, and the professionals in the investment de-
partment implement programs to fulfill those policies. The board has not made any
significant changes to investment policies, benchmarks, or asset allocation over the
past six months.

VRS board addressed issues raised in JLARC review of pay plan for investment
professionals

The December 2016 JLARC oversight report included a review of VRS investment
professionals’ pay. According to the report, the VRS pay plan for investment profes-
sionals has clear goals and generally aligns with other public funds. However, two prac-
tices lead to VRS professionals being paid more than most other large U.S. public fund

*Performance figures for the real assets and private equity programs do not reflect managers’ actual valuations of
these investments as of March 31, 2017, because valuations of real assets and private equity lag behind other assets.
Instead, performance figures are based on valuations as of December 31, 2016, adjusted for cash flows during the
quarter that ended March 31, 2017.
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managers: (1) an absolute return adjustment for incentive awards and (2) the inclusion
of private sector organizations in the peer group for benchmarking total pay. The re-
port suggested that the use of an absolute return adjustment should be reconsidered
and, if kept, clearly articulated in the pay plan. The report also suggested that the board
regularly review the types of public and private organizations that should be consid-
ered VRS’s peers, and that the composition of the peer group should be cleatly docu-
mented in the pay plan.

Following a review of the pay plan by the Administration and Personnel Committee
over multiple meetings, the board voted to maintain the current absolute return ad-
justment and include language in the pay plan explaining the purpose and impact of
the provision in more detail. The absolute return adjustment had been adopted after
an extensive review of investment professionals’ pay following the 2008-2009 reces-
sion. The adjustment is intended to account for market cycles and provide a systematic
method to reflect both up and down markets in incentive compensation.

The board included language in the investment professionals’ pay plan to clarify the
process for selecting the funds to include in the peer group. Public fund peers will be
chosen for their similarity to VRS using two main criteria: fund size and proportion
of assets managed internally. The board may also consider other criteria to determine
public peers. The board defined the private sector peer market as broadly as possible.
Defining a narrower private-sector peer group is difficult due to the many dimensions
within this market. The most obvious peers are the firms against which VRS has actu-
ally competed for staff, but this subset of private-sector peers pays more compared to
the broader private market universe.
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2. Defined contribution plans

VRS manages several defined contribution plans for its members. All state employees
and many local VRS members may be eligible to participate in one or more of the
plans (Table 1). Participants in these plans have their own accounts, and individual
participants determine how their money is invested. The defined contribution plans
are similar in structure to private sector 401(k) plans or personally owned individual
retirement accounts (IRAs).

Some of the VRS defined contribution plans are intended to provide primary retire-
ment benefits, whereas others are intended to supplement pension benefits. The ag-
gregate value of participant accounts held in the VRS-managed defined contribution
plans was $4.0 billion as of March 31, 2017.

TABLE 1
VRS defined contribution plans
Plan Description Assets ($M)
State employees, and some local VRS members, can choose to make voluntary
Deferred - : .
compensation contributions to their Commonwealth 457 deferred compensation plan to $2787
P supplement their retirement income. Most state employees receive a modest cash '
and cash match . S
match from employers in their Virginia 401(a) cash match plan.
Faculty at public colleges and universities may make an irrevocable one-time
Optional plan for  decision to participate in this defined contribution plan instead of the State $1,080
higher education?® Employees Plan. Employers are required to make contributions to participant '
accounts, and employees hired after July 1, 2010, are also required to contribute.
State and local members of the hybrid plan are required to contribute to their
Hybrid 401(a) plan and can choose to make voluntary contributions to their
Hybrid Hybrid 457 plan. Employers make mandatory contributions to participant $149
accounts and match a portion of voluntary contributions made by members.
Members are also enrolled in the hybrid plan’s defined benefit component.
Optional retirement plans for political appointees and school superintendents can
Other® be offered as alternatives to enrollment in the VRS State Employees or Teachers $15

plans. School divisions may choose to offer the Virginia Supplemental Retirement
Plan to certain employees who are already enrolled in the Teachers plan.

SOURCE: VRS administration and investment department data.

2The following institutions administer their own optional higher education plans: George Mason University, Virginia Commonwealth Uni-
versity, the University of Virginia, Virginia Tech, and the College of William and Mary. Faculty at these institutions are not eligible to
participate in the VRS optional plan for higher education. ® The amounts held in the other plans are as follows: Optional Retirement Plan
for Political Appointees, $14 million; Optional Retirement Plan for School Superintendents, $0.4 million; and Virginia Supplemental Retire-

ment Plan for certain educators, $0.1 million.
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Plan performance

Participants in the VRS defined contribution plans may choose from a menu of 20
different investment options. These options include (1) diversified target-date portfo-
lios, (2) individual investment options, and (3) self-directed brokerage accounts. Par-
ticipants pay a flat administrative fee every year and additional investment fees accord-
ing to the options they select. Participants in the Optional Retirement Plan for Higher
Education may also choose to invest in options available under two other providers,
TIAA and Fidelity. Participants who use one of these two providers pay investment,
administrative, and other fees based on the provider they choose and the investment
options they select.

Target-date portfolios. Participants may select a diversified investment portfolio in
accordance with their target retirement date. These portfolios include a broad spec-
trum of investments, such as different types of stock, bond, and real estate funds. The
mix of investments is automatically adjusted over time to become more conservative
as the participant approaches retirement age. The target-date portfolios, which hold
$841 million in assets, met or exceeded all of their performance benchmarks (Table 2).

Individual options. Participants may select from one or more individual options to
build a customized investment portfolio based on their personal preferences. The op-
tions include different types of stock, bond, money market, and real estate funds, and
a fund that reflects the investments held by the VRS trust fund. The individual options,
which hold $2.1 billion in assets, met or exceeded nearly all of their performance
benchmarks (Table 2). One option failed to meet its one-year benchmark.

Self-directed brokerage accounts. The brokerage accounts allow participants to select
from thousands of publicly traded mutual funds, exchange-traded funds, and individual
securities. Participants who use brokerage accounts have full control over their invest-
ments, down to the individual securities held in their portfolio. The brokerage accounts
hold $37 million in assets. Because all investment decisions are made by the account
holders, no performance benchmarks for the brokerage accounts are presented.

Additional options under the Optional Retirement Plan for Higher Education.
Participants in the Optional Retirement Plan for Higher Education (ORPHE) can
choose to invest with TIAA or Fidelity rather than the VRS defined contribution plan.
Under TIAA, participants may select a diversified portfolio option or build a custom
portfolio from different types of stock, bond, money market, and real estate funds.
Under Fidelity, participants may select a target-date portfolio or build a portfolio from
a choice of investment options. The TTIAA and Fidelity programs hold $1 billion in
assets. The investment options under TIAA and Fidelity underperformed many of
their performance benchmarks (Table 2). Investment performance for these options
is reported net of fees for investment, administrative, and other services, whereas the
performance of the investment options offered under the other defined contribution
plans are reported net of investment fees only because of differences in how plan fees
are structured.



VRS Oversight Report

An additional $47 million is held with private providers that VRS no longer partners
with under the higher education retirement plan. VRS does not track investment per-
formance for these deselected providers because participants can no longer contribute
to them through the plan.

TABLE 2
Investment performance of VRS defined contribution plans

for the period ending March 31, 2017

1year 3 years 5 years 10 years
Options available for all plans
Target date portfolios
Met or exceeded benchmark 10 9 9 7
Total number of options 10 9 9 7
Individual options
Met or exceeded benchmark 9 10 10 9
Total number of options 10 10 10 9
Additional options under
the higher education plan
TIAA
Met or exceeded benchmark 4 3 3 3
Total number of options 10 10 10 10
Fidelity
Met or exceeded benchmark 16 12 12 8
Total number of options 24 23 23 22

SOURCE: VRS investment department data.

NOTE: (1) Options at top are available to all plan participants. (2) Total number of investment options reported for a
given period can change because longer-term performance data is not available for newer options. (3) Performance
of target-date and individual options is reported net of investment fees but not administrative fees. Performance of
the additional options under the higher education plan is reported net of investment and embedded record keeping
and plan administration fees, where applicable. (4) Some funds are passively managed. Passively managed investment
options are expected to trail their benchmarks by the expense ratio (fees) charged by the investment managers.
Returns for these options were adjusted to remove the estimated effect of these fees. Actively managed options are
expected to outperform the market and were measured against the benchmark without any adjustment for manager
fees. Capital preservation investment options, such as stable value and money market funds, are expected to generate
returns at or above zero and were assessed relative to that benchmark.
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Plan management

VRS manages the defined contribution plans through contracts with private compa-
nies. These companies provide account administration and investment management
services to plan participants. VRS’s management activities are overseen by the Defined
Contribution Plans Advisory Committee. The committee is appointed by the VRS
board and provides guidance to the board and staff.

Unbundled options available for Optional Retirement Plan for Higher Education

Starting in January 2017 participants in ORPHE are able to select from the defined
contribution investment options available under the deferred compensation, hybrid,
and other defined contribution plans. The investment options under these plans are
referred to as “unbundled” because they separate administration and investment ser-
vices. VRS made these options available to provide lower-cost and more transparent
options. The TIAA and Fidelity investment options still are available to ORPHE par-
ticipants.

As of March 2017, 10 ORPHE participants had selected the unbundled options and
several have transferred balances from their previous provider. The vast majority of
ORPHE participants still hold accounts with TIAA and Fidelity. VRS expects that
over time and as new faculty are hired, more ORPHE participants will select the un-
bundled options.

Rebranding of unbundled defined contribution plans

VRS intends to rebrand its unbundled defined contribution plans as the Defined Con-
tribution Plan, or DCP, this summer. The rebranding, which will apply to all of the
unbundled plans, will be communicated to participants and employers through news-
letters, employer updates, and the VRS website.

10
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3. Legislation enacted in 2017

Through legislative action, the General Assembly can adjust contribution rates and
funding, benefits and eligibility, and other aspects of VRS retirement plans and bene-
fits programs. In 2017, the General Assembly enacted several pieces of legislation that
will affect VRS (Table 3).

TABLE 3
VRS legislation enacted by 2017 General Assembly

Appropriation Outside counsel for investments.

Act § 4-5.02 (a) Allows VRS to hire outside counsel related to investments and to notify the Office of the Attorney
General as soon as practicable. This is an expansion of existing authority for outside counsel related
to foreign securities litigation.

HB 1768 Stress testing and reporting policies.
Requires VRS to develop and regularly report sensitivity and stress test analyses under various eco-
nomic and investment scenarios; provide an online statement of investment policy; report investment
performance data, including 20- and 25-year information; and report aggregate investment perfor-
mance and expenses, such as carried interest.

HB 2243 Line of Duty Act.
Clarifies Line of Duty Act provisions related to health insurance and training, and codifies provisions
from the Appropriation Act. Modifies disqualification provisions for surviving spouses.

SB 1118 Line of Duty Act, eligibility firefighter trainees.
Clarifies that firefighter trainees enrolled in a fire service training course offered by the Virginia Depart-
ment of Fire Programs, or any other required training course, are eligible for Line of Duty Act benefits.

HB 2245 Virginia Research Investment Committee.
Expands the role of the Virginia Research Investment Committee and authorizes moneys from the Re-
search Investment Fund to reimburse VRS for its investment services.

SB 1371 Volunteer Firefighters’ and Rescue Squad Workers’ Service Award Fund Board.
Requires board to meet at least annually; previously board was required to meet at least quarterly.

SOURCE: Virginia Legislative Information System and VRS.

General Assembly authorized VRS to employ outside counsel for
investment transactions

The 2017 General Assembly authorized VRS to employ outside counsel for invest-
ment transactions. Any such arrangements must be reported to the Attorney General
as soon as practical. Prior to VRS receiving this authority, the Attorney General hired
outside counsel for VRS’s investment transactions. The legislation is an extension of
existing authority VRS has to employ outside counsel for foreign securities litigation
(Appropriation Act § 4-5.02 (a)). VRS indicated that the authority was needed for in-
vestment transactions because such transactions often required specialized legal assis-
tance and tend to be sophisticated, complex, and time sensitive.

11
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share of profits that
private equity or hedge
fund managers receive
as compensation.
Carried interest seeks to
motivate a fund
manager to work toward
maximizing returns.
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General Assembly adopted recommendations of retirement reform
commission

The 2017 General Assembly adopted legislation (HB 1768) implementing recommen-
dations made by the Commission on Employee Retirement Security and Pension Re-
form last December. The legislation requires VRS to

e adopt a policy to develop and regularly report on sensitivity analyses and
stress testing,

e provide detailed investment information online, including the VRS invest-
ment policy statement and performance data for the 20- and 25-year peri-
ods, and

e regularly report investment performance and expenses, including carried
interest fees.

In some cases, the legislation codifies practices that VRS has already implemented,
such as posting its investment policy statement and 25-year performance data online.
VRS conducts sensitivity analyses and stress testing on an ad hoc basis. In response to
the legislation, the board adopted a policy to develop and regularly report sensitivity
and stress test analyses. The board approved a stress testing report at its June 8th
meeting, which has been submitted to the General Assembly. VRS is in the process of
determining the best method for reporting carried interest and other expenses.

12
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4. Benefits administration and agency management

Administration of member benefits is one of the core responsibilities of VRS. In or-
der to carry out this and other duties, the agency must be effectively managed. Recent
actions relating to benefits administration and agency management include minor
changes to actuarial assumptions, increased voluntary contributions of Hybrid Plan
members, the transfer of administration of the Line of Duty Act program to VRS,
and the appointment of several board members.

VRS board adopted changes in actuarial assumptions

The board adopted several changes in actuarial assumptions, which are expected to
increase employer contribution rates for the state retirement plan by approximately
one percentage point. These changes, along with others identified during the actuarial
valuation, will be reflected in the employer contribution rates certified by the board in
the fall for inclusion in the upcoming biennial budget.

The changes, which were recommended by the VRS actuary and based on the actuary’s
most recent experience study (sidebar), included changes to demographic assump-
tions, such as mortality and retirement rates, and several minor methodological
changes. The actuary did not recommend changes to economic assumptions, such as
the investment rate of return assumption of seven percent.

Automatic escalation increased the percentage of hybrid plan
members making voluntary contributions; few members opted out

The Hybrid Plan combines elements of a traditional defined benefit retirement plan
with a 401 (k)-style defined contribution plan. Hybrid Plan members include most state
employees, teachers, and local employees hired on or after January 1, 2014, and now
constitute 19 percent of the total active VRS membership. (State employees in the
SPORS and ValLORS plans, and local employees with enhanced hazardous duty ben-
efits, are not part of the Hybrid Plan.) The Hybrid Plan has lower costs and liabilities
than the defined benefit plans it replaced, and is expected to gradually reduce state and
local retirement costs as it grows to cover an increasing proportion of the workforce.

Hybrid plan members must make voluntary contributions to the defined contribution
component of their plan in order to ensure they have sufficient benefits to retire. Hy-
brid Plan members who make only the minimum required one percent contribution
to the defined contribution component, and retire at 65 with 30 years of service, would
receive a benefit equal to about one-third of their final salary. These members may not
be able to afford retirement, even with social security benefits. By comparison, mem-
bers in the traditional Plan 1 and Plan 2 pension groups would receive benefits equal
to about half of their final salary and would be better able to retire. Hybrid plan mem-
bers who contribute the maximum voluntary contribution amount would receive a
benefit that is potentially higher than the Plan 1 and Plan 2 groups.

The percentage of hybrid plan members making voluntary contributions increased
dramatically in 2017 due to a statutory automatic rate escalation that took place in

13

Experience studies
compare actual
economic and
demographic experience
with expected
experience based on
current assumptions,
with the goal of better
aligning plan
assumptions with actual
experience.

The VRS actuary’s most
recent experience study
covered FY13-FY16.

Hybrid plan members
contribute a total of 5%
to 9% of salary toward
their retirement benefits.

Members must contrib-
ute 4% of salary toward
their defined benefit
component.

Members are required to
contribute 1% of salary to
their defined contribu-
tion component and may
voluntarily contribute up
to an additional 4%.

Employers are required
to contribute to a mem-
ber's defined benefit
component at the actu-
arially determined rate.
Employers are required
to contribute 1% of sal-
ary toward a member's
defined contribution
component and provide
up to an additional 2.5%
in matching contribu-
tions, based on a mem-
ber's voluntary contribu-
tions.
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January. The statutory escalation brings participants into the voluntary contribution
component of the program unless they opt out. As of March 31, 2017, 79 percent of
hybrid plan members were making voluntary contributions compared to approxi-
mately 15 percent in October 2016. Under the automatic escalation, voluntary contri-
butions for members who were not contributing the maximum amount increased by
0.5 percent unless the member actively chose a different increase amount or decided
to not allow the increase. (Three percent of eligible members opted out of the auto-
matic escalation.) The increase applied to hybrid plan members hired on or before
September 1, 2016.

Even though most hybrid plan members are now making voluntary contributions, the
majority are only contributing the 0.5 percent of their salary that occurred as a result
of the automatic escalation (Figure 4). Statute requires a 0.5 percent automatic escala-
tion of voluntary contribution rates every three years, with 2017 being the first auto-
matic escalation (§ 51.1-169 C.3). For members who do not actively elect to increase
their contribution rates, it will take 24 years to reach the maximum contribution
amount of four percent. Most members who have elected to make voluntary contri-
butions beyond the 0.5 percent automatic escalation amount are already making the
maximum contribution of four percent.

FIGURE 4
Percentage of hybrid plan members making voluntary contributions by
contribution amount, March 2017

100%
80%
' 79% of Contribute 4% 60%
Contribute members make
0.5% voluntary
contributions 40%
Contribute 3.0 to 3.5% 20%
2.0to 2.5%
1.0to 1.5%

gl i e 0%

SOURCE: VRS.

VRS continues to explore ways to increase voluntary contribution rates of Hybrid Plan
members through campaigns and online tools designed to educate and increase aware-
ness among employers and employees. VRS is currently exploring self-directed auto-
mated escalation, which would allow members to set a schedule to increase their con-
tributions according to their preferences.

14
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Line of Duty Act eligibility determination will transition to VRS in July

VRS will assume eligibility determinations for the Line of Duty Act program in July.
The Department of Human Resource Management (DHRM) will administer the
LODA health benefit plans. These responsibilities were transferred from the Depart-
ment of Accounts to VRS and DHRM as part of a series of broad changes the Gen-
eral Assembly made to the program in 2016. These changes originated with a 2014
JLARC report, which identified options for improving the program’ administration
and financial sustainability.

Board member appointments

Troilen Seward was appointed to a second term by the General Assembly’s Joint Rules
Committee in February 2017. She was originally appointed to the board in 2012. Her
new term will expire in 2022. A retired superintendent of the Dinwiddie County Public
Schools, Seward serves as the board’s statutorily required teacher representative.

Lieutenant Mitchell Nason was appointed as board chair by the governor in May 2017,
subject to confirmation by the General Assembly. He was originally appointed to the
board in 2008 and is serving his second term. His current term and chairmanship will
end in February 2018. A firefighter and paramedic with the Prince William County
Department of Fire and Rescue, Nason serves as the board’s statutorily required local
employee.

O’Kelly McWilliams IIT was appointed to the board by the governor in May 2017,
subject to confirmation by the General Assembly. His term will expire in 2022.
McWilliams is an office managing partner with the law firm of Gordon & Rees Scully
Mansukhani. He serves as the board’s statutorily required member with employee ben-
efits experience.

The VRS board is a supervisory board that is directly vested with authority for man-
aging and overseeing most aspects of the retirement system. The board delegates day-
to-day management responsibilities to the VRS director and chief investment officer.

15









JLARC.VIRGINIA.GOV

919 East Main Street, Suite 2101 Richmond, VA 23219




	VRS COVER - WEB
	VRS Oversight - INTERIOR
	Blank Page



