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Prepaid529 Investment Management 

SUMMARY The investment management structure for Virginia529’s prepaid college tui-
tion program, Prepaid529, is well defined and not unusual for an institutional investor of 
its kind. However, several factors warrant a reconsideration of the current structure and 
practices. The management structure of Prepaid529 has not changed since the fund was 
established, even though the fund has grown dramatically and added more complex in-
vestments. Prepaid529 is a public fund, so the state has a financial interest in fund per-
formance, accountability, and transparency.  

Prepaid529 investment returns have underperformed relative to benchmarks in recent 
years. A third-party review of benchmarks would help determine whether existing bench-
marks are appropriate or whether there is a need to reconsider investment decisions and 
practices. Within the current management structure, adding an Investment Director posi-
tion to Virginia529 would promote accountability for fund performance and improve fund
management and governance.  Responsibility to manage Prepaid529 investments should 
not be transferred to the Virginia Retirement System or the Department of Treasury be-
cause fiduciary and governance concerns, as well as other challenges, outweigh the ben-
efits of such an arrangement. 

JLARC staff were asked to review the investment management structure of Vir-
ginia529’s Prepaid529 fund and to assess whether there are options to more efficiently 
manage the fund, including but not limited to, assigning management of the fund to 
the Virginia Retirement System (VRS) or the Department of Treasury (Treasury).  

Several factors warrant a review of  the Prepaid529 investment management structure 
at this time. Investment returns for the Prepaid529 fund have underperformed relative 
to benchmarks the past several years. Virginia has two other large institutional inves-
tors, VRS and Treasury, that may be able to more efficiently manage the Prepaid529 
fund. Strategies and practices used to manage investment of  prepaid college tuition 
programs in other states can also be considered.  

Prepaid529 has not undergone an external review of  its investment management or 
investment performance, other than a high-level review that occurred as part of  a 2010 
Auditor of  Public Accounts report on statewide investment policies. The Prepaid529 
fund undergoes periodic asset-liability studies by an actuary, and a number of  ongoing 
internal reviews of  the fund are performed by Virginia529’s staff  and investment con-
sultant.  
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Virginia’s Prepaid529 fund 
Prepaid college savings plans offer tuition contracts that cover the cost of  college tu-
ition and eligible fees at a future date (sidebar). Prepaid tuition programs generally 
guarantee a benefit for plan participants, regardless of  market performance. As a re-
sult, they protect plan participants from unpredictable future increases in tuition. Pre-
paid college tuition programs differ from 529 savings plans, which are investment 
portfolios, usually of  stock or bond funds. With 529 savings plans, investors bear the 
risk of  both market performance and increases in tuition. Both prepaid tuition pro-
grams and 529 savings plans have tax advantages. 

Prepaid tuition programs nationwide 
Virginia’s Prepaid529 is one of  11 state prepaid college tuition programs nationwide 
that are currently open to new enrollment. Prepaid tuition programs vary greatly in 
the amount of  assets under management. Virginia’s program, which reported $2.5 bil-
lion in assets under management as of  March 31, 2017, is the second largest in the 
country, behind Florida (Figure 1). 

FIGURE 1 
Prepaid college tuition programs by asset size ($ millions) 

 
SOURCE: Strategic Insight: Market Data on 529 Prepaid Plans by Plan, as of 4Q 2016. Mercer Performance Report to 
Virginia529 Investment Advisory Committee 5/8/17. 
NOTE: Only states with prepaid college tuition programs that are open to new enrollment are shown. Assets re-
ported for Texas include only the Texas Tuition Promise Fund and not the Texas Guaranteed Tuition Program, which 
has been closed to new enrollment. The Washington program was closed to new enrollment but re-opened on July 
1, 2017. Virginia assets reported as of March 31, 2017. Assets as of the 4Q 2016 were $2,450,675,908.  

  

Section 529 of the 
Internal Revenue Code 
authorizes Prepaid col-
lege savings programs. 

 

Prepaid529 contracts 
cover tuition and fees 
for a set period, typi-
cally ranging from one 
to eight semesters at a 
university or college.  

Prepaid529 contracts 
define tuition and fees 
as the normal, in-state, 
undergraduate, full-time 
tuition and mandatory 
fees assessed to all 
students. Contracts do 
not cover additional 
costs with a specific 
program, course, or 
major.  
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Prepaid529 assets  
Virginia529 administers Prepaid529, including investment of  the program’s assets. 
Prepaid529 fund assets are invested with the goal of  capturing investment gains that 
meet or exceed the investment return assumptions of  the program over time. Invest-
ment returns help to increase funding of  the plan and to offset increases in the cost 
of  contracts. Steady returns are needed to keep the plan well funded and contract 
prices affordable.  

The Prepaid529 program held $2.5 billion in assets as of  March 31, 2017. Total assets 
under management for the Prepaid529 fund have increased slightly in the past five 
years. Net deductions, primarily for benefit payouts, have been relatively stable, with 
additions from investment returns, contract sales, and fee revenues. The Prepaid529 
program had approximately 65,000 active accounts in 2017. 

Program assets are managed under a single enterprise fund and are divided into four 
asset classes: public equity, core fixed income, non-core fixed income, and alternatives 
(Figure 2). All assets in the Prepaid529 fund are managed by external managers. 

FIGURE 2 
Prepaid529 asset allocation as of March 31, 2017 

 

SOURCE: Virginia529 program data. 
NOTE: Public equity includes $830 million in stocks and other equity securities for publicly traded companies in 
the U.S. and abroad. Non-core fixed income includes $697 million investments in high yield bonds, convertible 
bonds, and emerging market debt. Core fixed income includes $634 million in U.S. dollar-denominated securities 
that pay a specific interest rate, such as government bonds, corporate bonds, and U.S. Treasury bills. Alternatives 
includes $372 million investments in real assets (real estate, infrastructure, and natural resources), private equity 
(investments in privately held companies) and hedge funds (unique strategies to provide higher returns, more con-
sistent returns, or lower risk than standard market investments).  

Non‐core
fixed income

27.5%

Core
fixed
income

25%

Alternatives

14.7% Public 
equity

32.8%

$2.5 billion total assets
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Prepaid529 investment management structure 
Prepaid529 has a well-defined investment management structure that utilizes invest-
ment experience and incorporates checks and balances. The Virginia529 board and its 
Investment Advisory Committee (IAC) oversee investment of  the Prepaid529 fund. 
The board and IAC receive guidance and support from Virginia529 staff  and an in-
vestment consultant when making investment decisions. The investment management 
structure for Prepaid529 is similar to those in other states where a college savings plan 
agency, as opposed to a state treasurer or investment board, is responsible for invest-
ment management of  prepaid programs. 

Virginia529 board 
The Virginia529 board comprises 11 members and oversees all aspects of  Virginia529, 
including Prepaid529. The board has a fiduciary duty as trustee of  the fund and deter-
mines the fund’s overall asset allocation and long-term rate-of-return goals. In meeting 
these responsibilities, the board relies on the advice and guidance of  the IAC and Vir-
ginia529 management. The board delegates certain responsibilities, such as manager 
selection, to the IAC.  

Investment Advisory Committee 
The IAC is appointed by the Virginia529 board to assist the board and staff  in man-
aging Virginia529’s assets. The IAC is directed by statute to provide the board with 
sophisticated, objective, and prudent advice on all matters related to the management 
of  investments (§ 23.1-702). The IAC offers recommendations to assist the board in 
determining high-level investment parameters such as target asset allocations and in-
vestment strategies. The IAC is delegated certain investment responsibilities such as 
reviewing Prepaid529’s investments, monitoring investment performance, and inter-
viewing, selecting, and terminating investment managers. 

The IAC typically has about 10 members, although this can vary. The Virginia529 
board chairman and the CEO and CFO are ex officio voting members, and the state 
Treasurer and Comptroller are also members. In addition, the IAC has between four 
and six citizen members, appointed annually by the board chairman. To be appointed, 
a citizen member must have extensive experience in at least one of  five investment 
areas: (1) domestic or international equity or fixed-income securities; (2) cash manage-
ment; (3) alternative investments; (4) institutional real estate investments; or (5) man-
aged futures. 
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Virginia529 staff 
Virginia529 staff  involved in investment management of  Prepaid529 include the CEO, 
CFO, and four investment staff  who report to the CFO. Virginia529 management and 
staff, with the assistance of  an investment consultant, oversee external investment 
managers, monitor their performance, and provide information to the board and IAC. 
Investment staff  have primary responsibility for day-to-day investment operations and 
cash flow. 

Investment consultant 
Virginia529 contracts with an investment consultant to provide additional expertise to 
the board, IAC, and staff. In general, the consultant is expected to provide (1) evalua-
tion of  the investment results; (2) investment modeling; (3) assistance in identifying, 
screening, and selecting investment managers; and (4) other information as requested. 
The investment consultant is expected to make recommendations to the Virginia529 
board and IAC for achieving overall investment program objectives. The investment 
consultant participates in IAC meetings. 

Prepaid529 fund performance 
Investment returns for the Prepaid529 funds have trailed a majority of  their perfor-
mance benchmarks over multiple time periods for the past five years. Such sustained 
underperformance relative to benchmarks is not typical, according investment profes-
sionals. It is unclear whether Prepaid529 fund returns lagging benchmarks is the result 
of  investment decisions, inappropriate benchmarks, or a combination of  both. In any 
case, sustained underperformance relative to benchmarks of  a public fund warrants 
review. 

Performance has trailed benchmarks 
The Prepaid529 fund’s investment returns have consistently trailed their benchmarks 
over the past five years. For the most recent one-year period, ending March 31, 2017, 
the fund’s investments achieved a return of  9.5 percent, which was below its bench-
mark of  10.3 percent for that period (Table 1). The total fund underperformed its 
benchmarks for the one-, three-, five-, and 10-year periods. Performance has trailed 
benchmarks for a majority of  Prepaid529 managers, over multiple time periods, and 
across several asset classes; the total fund’s underperformance relative to benchmarks 
is not attributable to a few isolated cases of  managers underperforming.  

A benchmark is an 
objective standard, 
based on comparable 
indexes or funds, against 
which the investment 
performance of a fund 
can be measured.  

Benchmarks should 
closely align with 
investors goals, reflect 
the amount of 
investment risk, and 
mirror the investment 
approach of the 
portfolio in order to 
make comparisons to 
the benchmark as useful 
as possible. 

 

The Virginia529 Chief 
Financial Officer (CFO) 
responsibilities include 
financial operations, 
accounting, budgeting, 
financial reporting, and 
duties related to 
investments. 

 

Virginia529 investment 
staff include an invest-
ment and financial 
reporting manager and 
three investment opera-
tions analysts. Invest-
ment staff report to the 
CFO. 
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TABLE 1 
Investment performance relative to benchmarks 

 
SOURCE: Virginia529 and Bank of New York Mellon. 
NOTE: Inception date is October 1997 for all asset classes except alternatives, which has an inception date of May 
2005. Performance is reported net of investment fees.  

FIGURE 3 
Prepaid529 quarterly performance relative to one-year and since-inception 
benchmarks  

 
SOURCE: JLARC staff analysis of Prepaid529 quarterly investment reports.  
NOTE: Since-inception benchmark dates to October 1997. 

FUND INVESTMENT PERFORMANCE
for the period ending March 31, 2017

Fiscal year
to date 1 year 3 years 5 years 10 years

Since 
inception

Total Fund 4.0% 9.5% 3.9% 5.5% 4.5% 6.2%
Benchmark 4.0 10.3 5.2 6.6 4.8 5.6

Public Equity 8.3 16.7 3.7 7.9 4.7 6.8
Benchmark 7.1 15.7 5.7 9.0 4.4 5.4

Non-Core Fixed Income 3.2 9.5 4.4 5.5 4.9 5.6
Benchmark 3.7 12.4 5.0 6.8 5.3 6.5

Core Fixed Income 0.8 3.8 2.4 1.9 3.6 5.0
Benchmark 0.8 0.8 2.3 1.7 3.8 4.8

Alternatives 2.0 4.2 5.8 5.5 0.7 4.6
Benchmark 3.4 11.2 8.5 7.9 2.1 5.9
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The annual return of  the fund (6.2 percent) since its inception is above the total fund’s 
since-inception benchmark (5.6 percent) and near the long-term rate-of-return goal 
set by the board (6.25 percent). However, the total fund has underperformed its annu-
alized one-year benchmarks for 22 of  the past 23 quarters and the fund’s performance 
has declined relative to the since-inception benchmark during that time (Figure 3). 

A number of  factors have contributed to the underperformance of  the Prepaid529 
fund relative to benchmarks. These include decisions to weight investments toward 
certain strategies within asset classes that have generally not performed as well as other 
strategies. For example, within the public equity class, Prepaid529 funds have been 
weighted toward emerging markets and small cap stocks, which have not performed 
as well as domestic markets and large cap stocks. Furthermore, the fund has relatively 
new private equity investments, which take five or more years to mature and realize 
full returns.  

Another factor cited by Virginia529 staff  is a deliberate decision to protect and main-
tain the strong funded status (Appendix C) of  the program by choosing conservative 
managers with higher-quality assets relative to their respective benchmarks. This con-
servative election is meant to provide protection against losses in down markets, but 
it tends to achieve lower returns in up markets, such as those experienced by Pre-
paid529 in recent years.  

Third-party review of benchmarks 
Benchmarks are used to evaluate the performance of  an investment fund and increase 
the transparency of  fund performance for stakeholders. Other institutional investors 
in Virginia and prepaid college tuition programs in other states performed better than 
Prepaid529 relative to their respective benchmarks. Both Treasury and VRS outper-
formed a majority of  their benchmarks for the current one-, three-, and five-year pe-
riods, as well as consistently on a one-year basis in recent years. Prepaid programs in 
two other states indicated that they outperformed a majority of  their benchmarks in 
those same periods. Of  states reviewed, only Illinois has a prepaid fund that under-
performed relative to benchmarks to a similar extent as Prepaid529.  

There are two possible explanations for the underperformance of  the Prepaid529 fund 
relative to benchmarks, both of  which support the need for a third-party review of  
benchmarks. IAC decisions about investments—such as manager selection—and 
about strategies within asset classes—such as weighting toward certain types of  invest-
ments—may be responsible for performance. Different decisions could potentially re-
sult in better investment returns. Investment returns are important because they affect 
funded status and could provide opportunities to reduce contract prices and ultimately 
improve the affordability of  Prepaid529 contracts.  

Alternatively, some of  the current benchmarks may not be appropriate to measure the 
performance of  the Prepaid529 fund as currently invested. For instance, it is possible 
that the current benchmarks do not reflect the conservative investment approach cited 

A plan’s funded status 
is the value of the accu-
mulated assets relative 
to the cost of all current 
and future liabilities. 
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by Virginia529. Appropriate benchmarks are essential to assess Prepaid529’s invest-
ment performance and, in turn, hold Virginia529 accountable for performance.  

Prepaid529 benchmarks should be reviewed by a third party with expertise in invest-
ment benchmarking to determine whether they are the appropriate indicators against 
which to measure performance of  the Prepaid529 fund, given the investment strategy 
currently used by Virginia529 board and IAC. The contract with an independent third 
party should be procured through a request for proposal (RFP) that is not affiliated 
with Virginia529’s current investment consultant. Prepaid529 is a public fund, and ac-
curate benchmarks are necessary to ensure accountability and transparency for plan 
participants and other stakeholders such as the state. 

RECOMMENDATION 1 
The Virginia529 board should contract with a third party to conduct an independent 
review of  Prepaid529 benchmarks. The board should report findings from the review, 
and any actions taken by the board in response to the findings, to JLARC by July 1, 
2018. The review should determine whether the current benchmarks are the appro-
priate indicators against which to measure performance of  the Prepaid529 fund, given 
the investment goals, strategies, and risk tolerance that the Virginia529 board and In-
vestment Advisory Committee have adopted for the fund. 

Performance attribution analysis 
Virginia529 staff  cite investment allocations within asset classes, deliberate conserva-
tive decisions, and an immature private equity portfolio as key factors contributing to 
returns that lag benchmarks. Understanding how these factors affect performance is 
important for the board and other stakeholders, and fosters transparency around fund 
performance. 

Performance attribution analysis is the practice of  examining components of  a port-
folio to identify the impact of  the manager and asset allocation decisions in relation to 
overall investment policy. The process can give insight into the factors, such as man-
ager performance or investment strategies, that may cause a fund to underperform or 
overperform relative to benchmark.  

Virginia529 staff, with the assistance of  the investment consultant, should be required 
to conduct performance attribution analysis for the Prepaid529 fund and formally re-
port findings to the board on a routine basis. Performance attribution analysis is cur-
rently conducted at the manager level and reported to the IAC, according to Vir-
ginia529 staff. The same type of  analysis could be conducted more broadly, at the total 
fund level and by asset class. A formal and routine report to the board would provide 
stakeholders a better understanding of  the decisions and factors that drive fund per-
formance. For example, this type of  analysis could offer better insight into how Pre-
paid529’s deliberately conservative investment portfolio impacts investment perfor-
mance relative to benchmarks.  
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RECOMMENDATION 2 
The Virginia529 board should direct staff  to perform attribution analysis of  the Pre-
paid529 fund at the total fund and asset class level. Staff  should perform this analysis 
with the assistance of  the investment consultant and report results to the board on a 
routine schedule adopted by the board.  

Prepaid529 fund investment management should 
not be assigned to Treasury or VRS 
For this report, JLARC staff  were directed to review the option of  assigning the man-
agement of  Prepaid529 fund investment to Treasury or VRS, the state’s other main 
institutional investors, as a means to increase efficiency. Such an arrangement would 
have some potential to increase the efficiency of  investment management (Appendix 
D) but would have drawbacks that outweigh the advantages, making them unsuitable 
options. Because of  the drawbacks, and because Prepaid529 has a well-defined invest-
ment management structure that is similar to other institutional investors and prepaid 
programs, reassigning investment management of  Prepaid529 is not warranted. 

Treasury management of Prepaid529 investments 
Treasury does not invest in all of  Prepaid529’s asset classes and therefore is not a 
practical option to manage investment of  the Prepaid529 fund. Treasury manages two 
main accounts, the General Account and the Local Government Investment Portfolio, 
both of  which comprise only core fixed income assets. Core fixed income assets make 
up only one-fourth of  the Prepaid529 portfolio, the remainder of  which is in non-
core fixed income, public equity, and alternatives. Because Treasury’s investment ex-
pertise is limited to core fixed income, Treasury would need to hire additional invest-
ment staff, or create an investment committee with expertise in additional asset classes, 
or outsource the Prepaid investment function. Treasury’s need for more staff  and ex-
pertise would likely diminish any efficiencies that could be gained.  

VRS management of Prepaid529 investments 
VRS has the expertise to manage Prepaid529 investments, but the legal, fiduciary, gov-
ernance, and administrative difficulties created by such a reassignment would be con-
siderable. Under the Constitution of  Virginia, the Prepaid529 fund could not be com-
bined with the VRS trust fund:  

The funds of  the retirement system shall be deemed separate and independent 
trust funds, shall be segregated from all other funds of  the Commonwealth, and 
shall be invested and administered solely in the interests of  the members and 
beneficiaries thereof. (Article X, § 11)  

In practice, Prepaid529 and the VRS trust fund would need to be managed separately, 
because the two funds have material differences in investment requirements—long-

A fiduciary is an individ-
ual or group in whom 
another has placed trust 
and confidence to man-
age and protect property
or money. The fiduciary 
has an obligation to act 
in the best interest of its 
beneficiaries.  

The VRS board, commit-
tees, and investment 
staff are fiduciaries of 
the VRS investments; the 
Virginia529 board, com-
mittees, and executive 
management are fidu-
ciaries of Prepaid529. 

 



Prepaid529 Investment Management 

10 

term rates of  return, target asset allocation, investment horizon, and liquidity require-
ments—that make them incompatible to be commingled.  

If  VRS were to manage Prepaid529 investments, VRS staff  assert that the most effi-
cient approach would be to use their existing investment managers, contracts, and pric-
ing, and have the Prepaid529 fund mirror the VRS trust fund as closely as possible. 
The current Prepaid529 asset allocation could remain intact, and investment of  assets 
would be distributed across VRS managers using the existing Prepaid529 allocation 
percentages. If  VRS were to be required to customize Prepaid529 investments in ways 
that less closely align with existing VRS investments, such as by using different man-
agers, it would reduce the efficiencies that could be gained. 

Fiduciary and governance obstacles 
There are two main scenarios for VRS management of  the Prepaid529 fund, each 
presenting its own fiduciary and governance concerns. The first scenario would be the 
most legally defensible from a fiduciary standpoint, according to Aon Hewitt Invest-
ment Consulting (AHIC) (sidebar); however, it would represent a major shift in the 
roles of  VRS and Virginia529. In this scenario, VRS would take investment manage-
ment and fiduciary responsibility for Prepaid529 in its entirety. The VRS board would 
set asset allocations and the long-term rate-of-return goal for Prepaid529, and VRS 
staff  would invest the fund accordingly. This scenario would require changes in statute 
to remove Virginia529 as fiduciary and trustee of  the Prepaid529 fund, to assign the 
responsibility of  investment management of  Prepaid529 to VRS, and to establish the 
VRS board as the trustee of  the fund, with the same fiduciary responsibilities and 
standards applying to Prepaid529 as to other VRS investments. These changes would 
place Prepaid529 and the funds managed by VRS on equal standing under the VRS 
board. VRS would have a duty of  impartiality to both VRS members and Prepaid529 
plan participants (sidebar).  

This scenario would represent a major shift in the roles of  the VRS and Virginia529 
boards, and it would change the traditional role of  VRS as an institution. Expansion 
of  the role of  the VRS board to include investment management of  the Prepaid529 
fund would result in an entity that is more akin to a state investment board. In some 
states, treasuries or investment boards manage investment of  the prepaid fund, but no 
other state has assigned fiduciary responsibility for its prepaid plan to its retirement 
system, according to AHIC and a JLARC survey of  other prepaid programs. Potential 
efficiencies gained in this scenario are likely too minor to warrant such a fundamental 
shift in the state’s approach to managing investments. 

A second scenario for VRS management of  the Prepaid529 fund would represent a less 
dramatic shift in board responsibilities, agency roles, and state statute, but would raise 
greater fiduciary and governance concerns. Under the second scenario, only  
Prepaid529 investment management—such as selection of  investment managers and 
determining strategies within asset classes—would be assigned to VRS. The Virginia529  

Aon Hewitt Investment 
Consulting (AHIC) 
worked with JLARC in an 
advisory role and pre-
pared findings and 
recommendations for 
this report.  

AHIC specializes in 
investment governance 
and fiduciary respon-
sibility for pension plans 
and other public invest-
ment funds.  

 

The duty of impartiality 
requires a trustee to 
respect the interests of 
all the beneficiaries.  

This duty applies to state 
investment boards and 
some state treasurers, 
which have investment 
responsibility for 
multiple trusts with 
multiple beneficiaries.  
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board would retain responsibility for setting asset allocation and the long-term rate-
of-return goal. This second scenario would require only minimal shifts in board re-
sponsibilities for VRS and Virginia529. The VRS statute would need to be amended 
to provide authority for management of  Prepaid529 fund investments. VRS cur-
rently manages four other state funds (sidebar).  

This second scenario would raise greater fiduciary concerns and complications. VRS 
fiduciaries are subject to fiduciary standards comparable to those set forth in the Em-
ployee Retirement Income Security Act (ERISA), the federal law governing most non-
governmental employee benefit plans. ERISA standards require an undivided duty of  
loyalty to members, among other fiduciary requirements. This is interpreted by AHIC 
and VRS staff  to mean that the VRS board and staff  have a fiduciary responsibility to 
serve solely members of  the retirement system. Assigning the management of  the Pre-
paid529 fund to VRS could be interpreted as a violation of  this duty of  loyalty to VRS 
members. VRS could be exposed to claims of  fiduciary breach.  

There are multiple examples of  how VRS’s duty of  loyalty to VRS members would be 
in tension under this scenario. For instance, the VRS chief  investment officer and in-
vestment management staff  would report to both the VRS and Virginia529 boards. 
VRS investment staff  would have to dedicate resources to the investment of  the Pre-
paid529 fund, detracting staff  resources from the investment of  retirement system 
assets. This scenario would also create tension between the competing investment 
needs of  each. For example, private equity managers often have limited capacity for 
the amount of  assets that can be invested, and VRS investment staff  would have to 
choose which fund’s assets received priority with top-tier managers.  

This second scenario also presents a considerable governance concern. Accountability 
for investment performance would be split across the Virginia529 board and VRS in-
vestment staff. In cases of  underperformance, it would difficult to determine who 
should be held accountable—the Virginia529 board for decisions such as asset alloca-
tion, or VRS investment staff  for decisions such as manager selection. Under this sce-
nario, having given up control of  the fund, the Virginia529 board might be unable to 
influence the investment decisions made by VRS.  

Administrative costs 
Under either scenario, administrative and investment costs at VRS would increase. De-
pending on the scenario, VRS would need additional FTE staff  in each area of  invest-
ment, compliance, and financial reporting in order to handle additional work of  man-
aging the Prepaid fund. Additional administrative costs resulting from either scenario 
would likely be over $1 million for VRS, according to JLARC staff  estimates. 

VRS currently manages the investment of  four other state funds, but those funds 
are small, commingled with the trust fund, and add only minor administrative and 
investment expense (sidebar above). These funds have assets under management that 
are negligible compared to the trust fund, involve few distributions per year, and are  

VRS manages four 
other state funds:  

 Commonwealth Health 
Research Fund 

 Commonwealth’s 
Attorney Training Fund 

 Volunteer Firefighters’ 
and Rescue Squad 
Workers’ Service 
Award Fund 

 Line of Duty Act Fund 

The four funds com-
bined have assets of 
approximately $60 million.
VRS management of the 
funds is authorized by 
statute (§§ 51.1-124.36 
through 51.1-124.39).  
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invested to exactly mirror the VRS trust fund. The Prepaid529 fund is approximately 
40 times larger than the four other funds combined, has cash inflows and outflows 
at various times throughout the year, and would have unique investment require-
ments as a separate fund. 

Under either scenario, VRS costs would increase, but Virginia529 costs could not be 
substantially reduced. Virginia529 would retain responsibility for investing and admin-
istering other savings programs, including Invest529 and ABLEnow, so Virginia529 
would need to maintain, to some extent, its administrative staff, investment staff, the 
investment consultant, and the IAC. Further, according to Virginia529, there are some 
synergies in terms of  information and investment experience shared among Pre-
paid529, Invest529, and ABLEnow, which would be lost if  Prepaid529 were reassigned 
to VRS. Virginia529 would remain responsible for implementing portions of  the Pre-
paid529 program, such as collection and distribution of  Prepaid529 funds. 

Perception risk 
Virginia529 staff  expressed concern that moving the Prepaid529 fund to VRS could 
signal to potential customers that the Prepaid529 fund is experiencing investment per-
formance problems and is therefore a risky investment. The Prepaid529 program is a 
voluntary program that must attract customers, and any indication of  distress has po-
tential to reduce future interest in the program.  

Options for improving investment management and 
governance 
In general, the investment management structure for Prepaid529 is well defined and 
similar to other institutional investors and prepaid programs. The IAC members pos-
sess sufficient expertise across all asset categories, are adequately engaged in their role, 
and obtain sufficient information from Virginia529 staff  and the investment consult-
ant to make informed decisions. The investment consultant has extensive investment 
advisory experience and has access to a substantial amount of  investment expertise 
across its organization. Use of  the IAC and a consultant is consistent with practices 
for prepaid programs in other states. In addition, AHIC found no major concerns with 
the roles of  the IAC or investment consultant. 

However, several factors warrant a reconsideration of  the current Prepaid529 invest-
ment management structure and practices. The investment management structure for 
Prepaid529 has been in place since the fund was established in 1997 and has not been 
the primary focus of  an external review since that time. The fund has grown substan-
tially and added more complex investments since inception. Furthermore, Prepaid529 
is a public fund, so the state has a financial interest in fund performance, accountability, 
and transparency. Several changes to Prepaid529 investment structure and practices 
would promote accountability and improve governance of  the fund. 

Invest529 is a college 
savings plan. As of 
March 31, 2017, 
Virginia529 managed 
$3.7 billion in 233,000 
Invest529 accounts.  

ABLEnow is a savings 
plan for people with 
disabilities. As of March 
31, 2017, Virginia529 
managed $1 million in 
634 ABLEnow accounts. 
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Investment Director position would strengthen investment 
management structure 
Investment management of  the Prepaid529 fund could be improved through the cre-
ation of  an executive level Investment Director position. The size and complexity of  
the fund justify an Investment Director, and such a position would promote account-
ability for future investment performance. 

Investment Director position would promote accountability for fund 
management and performance 
An Investment Director position that is evaluated based on management and perfor-
mance of  Prepaid529 investment would allow the Virginia529 board to better promote 
accountability for fund management and performance. Under the current manage-
ment structure, Virginia529 staff, the IAC, and the investment consultant share re-
sponsibility for investment performance of  the Prepaid529 fund (Table 2). For exam-
ple, although the IAC adopts sub-asset allocations, the CEO, CFO, and investment 
consultant play key roles in shaping those decisions. Staff  of  another institutional in-
vestor in Virginia explained the problems of  this dynamic, stating that “decisions by 
consensus can weaken the investment process because it disperses the risks of  deci-
sions.” Creating an Investment Director position would increase the accountability of  
the decision-making process.  

There is currently no full-time position dedicated to fund management and perfor-
mance.  IAC membership is voluntary, part-time, and uncompensated. The invest-
ment consultant serves in an advisory role, meant to provide information and guid-
ance, and monitor performance of  investments. The consultant is not compensated 
based on performance of  the fund. The CEO and CFO are held responsible for 
performance of  the fund. However, in practice only a single formal performance 
measure is used for both positions: fund performance relative to the “since-incep-
tion” benchmark, which dates back to the fund’s inception in 1997. The CEO and 
CFO have met this performance measure every year, but the total fund has under-
performed a majority of  shorter-term benchmarks in the past several years, and re-
turns relative to the since-inception benchmark have steadily declined during that 
time. Furthermore, the CEO and CFO are evaluated on numerous other responsi-
bilities related to management and administration at Virginia529.  
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TABLE 2 
Prepaid529 investment management roles and responsibilities 

Investment decisions 
Virginia529 

board 

Investment 
Advisory 

Committee 
CEO  

and CFO 

Virginia529  
investment 

staff 
Investment
consultant 

Asset allocations     

Fund benchmarks     

Long-term rate of return target     

Sub-asset allocations     

Investment exposures and strategies     

Investment manager interviews,  
selection, and review      

Investment manager oversight      
Due diligence     

Performance     

Compliance      
Communications      
 Plays a role in process 

SOURCE: Code of Virginia, Virginia529’s Statement of Investment Policy and Guidelines for Prepaid529, charters of Virginia529 board 
and IAC, Virginia529. 
NOTE: The CEO and CFO are ex officio voting members of the IAC. 

Size and complexity of fund justify Investment Director position 
The Prepaid529 fund is large and complex enough to warrant a full-time Investment 
Director position. The fund, which is growing, has approximately $2.5 billion in assets 
under management (Figure 4). In the first 10 months of  FY17, the fund had approxi-
mately $200 million in investment returns. The Prepaid529 fund engages 29 private 
managers, which require ongoing performance and compliance monitoring, commu-
nication, and evaluation. Fifteen percent of  fund assets are in alternative investments 
that have a greater level of  complexity than other types of  investments, thus requiring 
greater expertise and diligence to ensure proper management.  

AHIC indicated that a plan the size of  Prepaid529 should have a dedicated chief  in-
vestment officer (CIO) or equivalent position. Additionally, an individual with Vir-
ginia529 board and IAC experience stated that the fund was able to get by without a 
CIO in the past, but acknowledged that it may be time to reconsider due to the growth 
in size and complexity of  the fund.  



Prepaid529 Investment Management 

15 

FIGURE 4 
Prepaid529 assets under management  

 
SOURCE: Virginia529 annual reports. 

Other institutional investors in Virginia, and most prepaid programs in other states, 
have a full-time CIO or equivalent position such as an Investment Director. Both VRS 
and Treasury employ a full-time CIO or equivalent position, and most prepaid college 
tuition funds in other states are managed by one or more staff  with portfolio manage-
ment expertise, such as a CIO, senior investor, or Investment Director. Prepaid pro-
grams in other states are often managed by a treasury department or investment board, 
which employs staff  with credentials comparable to an Investment Director. Likewise, 
Virginia’s four largest public university endowment funds, ranging in size from approx-
imately $800 million to $7 billion, have a designated CIO with extensive portfolio 
management experience. 

Investment Director would further strengthen a healthy investment 
environment 
An Investment Director position would further strengthen the discussion and deliber-
ation around Prepaid529 fund investment management decisions. According to AHIC 
and staff  at another institutional investor in Virginia, an investment director with ex-
tensive investment management experience and expertise would provide a valuable 
additional perspective. The presence of  such an investment professional would reduce 
the potential for overreliance on the investment consultant. When appropriate, the 
Investment Director could challenge the consensus of  the IAC. 

Considerations for the Investment Director position 
An Investment Director at Virginia529 should be an executive level position with du-
ties and responsibilities related to all aspects of  investment management. An individual 
filling this position should have requisite investment expertise and credentials, such as 
the Chartered Financial Analyst (CFA) designation, and experience across asset classes. 
Similar positions at other institutional investors are often referred to as CIO, senior 
investor, or investment program director. 
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The Investment Director position at Virginia529 should have responsibilities that fit 
the needs of  the agency and Prepaid529 program. For example, the Virginia529 In-
vestment Director would manage a relatively small investment staff, maintain the use 
of  a qualified investment consultant, utilize ‘fund of  fund’ strategies in the private 
equity market, and would not conduct internal asset management.  

The Virginia529 board would have to make decisions about the separation of  roles 
and responsibilities of  the Investment Director, IAC, board, and investment consult-
ant. Typical responsibilities of  an Investment Director include overseeing investment 
portfolios, monitoring investment managers, and providing information to stakehold-
ers such as the board and IAC. (See Appendix E.) Several of  these roles are currently 
distributed between the Virginia529 staff, investment consultant, and IAC.  

The Virginia529 board would also have to make decisions on how an Investment Di-
rector’s performance would be evaluated. The Investment Director should be evalu-
ated on, among other things, success in overseeing individual managers and institu-
tional investment portfolios, researching investments, and providing information to 
the board and IAC. Furthermore, the Investment Director position should be evalu-
ated, at least in part, by performance measures that are tied to performance of  the 
total fund, within asset classes and across managers. Short-term investment returns 
must be carefully weighed against long-term investment performance when evaluating 
the Investment Director’s performance. The extent to which the Investment Director 
is evaluated on performance would depend on the level of  authority assigned to the 
Investment Director by the board. 

The Virginia529 board should work with an executive search firm to design and recruit 
the Investment Director position. The board would have to address a number of  con-
siderations for the position (Table 4). The firm could consider a survey of  board and 
IAC members to gain a better understanding of  how members would envision an In-
vestment Director position in practice.  
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TABLE 3  
Examples of considerations for the Investment Director position 

To whom would the Investment Director report? 
The Investment Director and CEO could have parallel reporting responsibilities to the 
board, similar to the VRS structure, or the Investment Director could report to the CEO. 

Which party has authority over manager selection? 
The Investment Director could be given manager selection responsibility while receiving 
guidance from the IAC, or the IAC could retain responsibility for selecting investment 
managers. 

How is the Investment Director evaluated?  
The Investment Director could be evaluated on a number of factors such as, but not lim-
ited to, investment performance of the total fund, within asset classes and across manag-
ers; ability to identify, evaluate, and address issues with individual managers; ability to 
oversee, structure, and evaluate institutional investment portfolios. 

How is the Investment Director compensated?  
The Investment Director could be compensated with a fixed salary, performance-based 
compensation, or a combination of both. 

Does the Investment Director have a role on the IAC?  
The Investment Director could participate in IAC meetings and inform the committee, while 
not being a member, or the Investment Director could be a voting member of the IAC. 

How would a new Investment Director position affect the current investment staff roles 
at Virginia529? 
Investment staff at Virginia529 could report to the Investment Director rather than the 
CFO, but some investment staff who focus on financial reporting related to investments 
may be better positioned under the CFO. 

SOURCE: JLARC staff analysis. 

RECOMMENDATION 3 
The Virginia529 board should work with an executive search firm and gather input 
from the board and members of  the Investment Advisory Committee to establish the 
roles and responsibilities of  an Investment Director position for Virginia529. The po-
sition should have similar roles, responsibilities, and requisite skills as an Investment 
Director (or equivalent position) at institutional investors managing funds of  compa-
rable size and complexity and be designed to meet the needs of  Virginia529 and its 
investments. 

RECOMMENDATION 4 
The General Assembly may wish to consider amending Chapter 7 of  Title 23.1 of  the 
Code of  Virginia to create an Investment Director position that would have invest-
ment management responsibility at Virginia529, including the Prepaid529 fund. 
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CFO role on IAC 
The Virginia529 board should remove the CFO as a voting member of  the IAC, in 
order to promote independence and objectivity in managing the Prepaid529 fund. The 
CFO participates in setting contract pricing and managing the funded status. The 
CFO’s priorities and goals in this role may be in conflict with those applicable to the 
investment role. An example would be determining the acceptable level of  investment 
risk.  

AHIC expressed concern that the current arrangement is not an example of  good 
governance, because it establishes competing priorities for the CFO. Furthermore, 
AHIC indicated that it is not standard practice for a CFO to serve as a voting member 
on this type of  advisory committee. According to a JLARC survey of  prepaid pro-
grams in other states, only one other state has staff  of  the prepaid plan who vote as 
part of  an advisory committee or board. Further, if  the Investment Director position 
is established, there will be no need to have the CFO serve on the IAC. 

RECOMMENDATION 5 
The Virginia529 board should change the Investment Advisory Committee charter to 
remove the Chief  Financial Officer as an ex officio voting member of  the Investment 
Advisory Committee. 
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Appendix A: Study mandate 
Motion of the Commission: September 2016 
JLARC staff are directed to review the investment management structure of the VA529 prePAID 
fund and assess whether there are options to more efficiently manage the fund, including but not 
limited to, assigning the management of prePAID investments to the Virginia Retirement System or 
the Virginia Department of Treasury.  

Appendix B: Research activities and methods 
JLARC staff  conducted the following primary research activities:  

 a survey of  prepaid tuition programs in other states regarding investment management  
of  their prepaid fund; 

 interviews with staff  of  Virginia529, Virginia Retirement System (VRS), and Treasury; 
members of  the Virginia529 Investment Advisory Committee (IAC); and the Virginia529 
investment consultant; 

 contracting with Aon Hewitt Investment Consulting to serve in an advisory role to con-
duct research and provide findings in the areas of  investment management practices and 
governance; and 

 document review. 

Survey of other Prepaid programs in other states 
JLARC staff  conducted a survey of  prepaid college tuition programs in other states to gather infor-
mation on the investment management structure in place to manage each state’s prepaid fund. The 
survey was sent to the 10 other states that currently have an open prepaid college tuition program. 
The survey was completed by staff  in each state who were identified as having the greatest knowledge 
of  the investment management structure of  the prepaid program.  

The survey included questions and requests for additional information. Topics covered by the survey 
included: background on the prepaid college tuition plan, information describing the investment man-
agement structure for fund investments, investment fees and expenses for fund investments, fund 
investment performance, and description of  how fund performance is evaluated. JLARC staff  re-
ceived responses from prepaid college tuition programs in nine states: Florida, Illinois, Maryland, 
Massachusetts, Michigan, Mississippi, Nevada, Texas, and Washington. 

Additional research on other states was conducted by JLARC staff  through review of  information 
that was publicly available about investment policy and guidelines, management structure, asset allo-
cations, and investment performance. 
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Interviews with stakeholders and other investment experts 
JLARC staff  conducted numerous interviews over the course of  the study pertaining to investment 
management, governance, strategy, performance, and evaluation. JLARC staff  interviewed Vir-
ginia529 staff  on several occasions over the course of  the review. JLARC staff  also interviewed in-
vestment staff  at Virginia’s other large institutional investors, the Virginia Retirement System (VRS) 
and Department of  Treasury. Additional interviews were conducted with current and former mem-
bers of  the Virginia529 Investment Advisory Committee, the Virginia529 board chair, who also sits 
on the IAC, and the Virginia529 investment consultant.  

Aon Hewitt Investment Consulting 
A team from Aon Hewitt Investment Consulting (AHIC) with expertise in fiduciary and governance 
issues related to public pension and 529 funds served in an advisory role for JLARC over the course 
of  the project. The AHIC team assisted JLARC staff  in assessing the fiduciary and governance impli-
cations of  different options for managing the investments of  the Prepaid529 fund, including assigning 
management of  investments to the VRS. The consultant’s scope of  work included a review of  the 
current fiduciary standards and governance framework at Virginia529 for the management of  plan 
assets, a review of  the fiduciary and governance considerations related to assigning investment man-
agement of  the fund to VRS, and identification of  measures to enhance the investment management 
structure at Virginia529 should responsibility for the investment management of  the fund remain at 
Virginia529.  

During the course of  this study, the AHIC team reviewed state and federal statute, the Constitution 
of  Virginia, and documentation relating to the Prepaid529 program and investments. AHIC prepared 
a written summary of  findings for JLARC staff  and discussed findings with JLARC staff  during a 
series of  phone calls.  

Document review 
JLARC staff  reviewed documents from Virginia529, including governance documents, such as the 
Statement of  Investment Policy and Guidelines for Prepaid529, Virginia529 board charter, and IAC 
charter; Prepaid529 performance reports; annual reports; benchmarking and management fee docu-
mentation; and past correspondence between Virginia529 and the General Assembly and governor 
regarding Prepaid529 investment management.  

JLARC staff  reviewed documents from VRS and the Department of  Treasury, including benchmark-
ing and management fee documentation; investment management structure; and investment perfor-
mance. 
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Appendix C: Funded status of Prepaid529 and other prepaid 
programs 
Virginia529 must maintain sufficient assets in the Prepaid529 fund to pay the program’s future obli-
gations. The Prepaid529 fund currently has sufficient assets to cover its liabilities, according to the 
most recent actuarial valuation. Prepaid529’s funded status was 129 percent at the end of  FY16. Over 
the past 10 years, Prepaid529’s funded status has been 85 percent or higher (Figure 3). The low point 
occurred at the end of  the 2007-2009 recession, when major declines in the domestic and international 
equity and credit markets affected many of  the program’s investments. 

Prepaid529’s current funded status is higher than most open prepaid college tuition programs in other 
states, most of  which are over 100 percent funded (Figure 3). Many of  the underfunded programs 
have changed their contract pricing, closed to new enrollment, or been discontinued altogether.  

FIGURE C-1 
Funded status of prepaid college tuition programs  

 
SOURCE: Virginia529 actuarial data and JLARC survey of prepaid college tuition programs in other states. 
NOTE: Funded status for other states represents end of most recent fiscal year. Dates may differ by state. Only states with prepaid col-
lege tuition programs that are open to new enrollment are included. Funded status for Texas includes the Texas Tuition Promise Fund 
but not the Texas Guaranteed Tuition Program, which has been closed to new enrollment. Funded status for Mississippi includes ac-
counts sold from 2014 to the present but excludes legacy accounts sold prior to 2012. Washington state’s Guaranteed Education Tuition 
program, which is funded at 136 percent, is not directly comparable; funded status levels were affected by substantial decreases in state 
tuition and fees over the past two fiscal years. 
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Appendix D: Potential benefits of VRS managing Prepaid529 
If  the many challenges of  VRS managing the Prepaid529 fund could be overcome, some benefits 
would likely result. Assigning investment management of  the Prepaid529 fund to VRS would leverage 
the expertise of  VRS investment staff  and would likely achieve lower investment management fees. 
Overall, the expense ratios experienced by Prepaid529 and the VRS trust fund were comparable in 

FY16 (.62 and .58 respectively). However, a larger portion of  VRS assets are invested 
in more expensive asset classes, such as private equity and real estate, as compared to 
the Prepaid529 fund. If  Prepaid529’s assets were invested with VRS managers, using 
Prepaid529’s allocation percentages, at the same fees paid by the VRS trust fund, the 
expense ratio for Prepaid529 would be approximately .46 percent. Under VRS man-
agement, fees would be nearly 25 percent less than fees paid by Virginia529 in FY16. 
Savings would be approximately $3.5 million.  

A substantial amount of  the fee savings would result from VRS’s ability to use internal 
asset management, through which VRS achieves far lower expense ratios than can be 
obtained through external managers. Approximately one-fourth of  the Prepaid529 
fund is invested in core fixed income, an asset class that VRS internally manages in its 
entirety for the trust fund. Similarly, VRS manages approximately 40 percent of  the 
trust fund public equity portfolio and could likely do the same for the Prepaid529 
fund. Overall, VRS could internally manage nearly 40 percent of  the Prepaid529 port-
folio. VRS’s ability to achieve lower fees than other institutional investors has been 
documented. A third-party review of  VRS investment management fees found that 
VRS paid less in fees than the median of  peer retirement systems, in part because VRS 
manages more assets internally. 

Appendix E: Example responsibilities of an Investment Director
An Investment Director, also referred to as CIO, senior investor, or investment program director, can 
have responsibilities related to all aspects of  investment management. Example responsibilities of  
such a position include: 

 Overseeing, evaluating, and structuring investment portfolios. 

 Coordinating asset allocation for all asset classes and subclasses. 

 Monitoring investment managers, investment consultant, and custodian. 

 Interviewing and visiting investment managers. 

 Reviewing investment policy and investment management structure. 

 Providing information to an investment advisory committee and board. 

 Overseeing preparation of  investment reporting. 

 Ensuring investment compliance. 
  

The expense ratio is a 
measure of what an 
investment costs. An 
expense ratio is deter-
mined through a calcula-
tion where a fund's 
operating expenses are 
divided by the average 
dollar value of its assets 
under management. 

An investment manage-
ment fee is a charge 
levied by an investment 
manager for managing 
an investment fund. The 
fee is intended to com-
pensate the managers 
for their time and exper-
tise for managing the 
portfolio 



Appendixes 

23 

Appendix F: Agency response 
As part of  JLARC’s extensive validation process, state agencies and other entities involved in a JLARC 
assessment are given the opportunity to review and comment on an exposure draft of  the report. 
JLARC staff  provided an exposure draft of  this report to Virginia529.  

This Commission draft incorporates, as appropriate, technical corrections made in response to com-
ments from Virginia529.  

Virginia529’s written response letter is included here. 
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