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Profile: Virginia Retirement System Investments
Chief Investment Officer: Erwin H. Will

Total Assets: $16.6 billion \ Total Return on Investments\
Actuarial Return Assumption: 8% | (Most Recent Full Fiscal vears)
Number of VRS Investment Staff: 15 1991 1992 1993 1994

Current Number of Outside Managers: 70 | 6.4% | 11.2% | 11.5%| 1.7%
Number of Active VRS Members: 263,071 (Time Periods Ending 12/31/94) \
Number of Retired VRS Members: 73,200 | 10years 5years 3years 1year

. 11.6% 7.2% 4.9% 0.0%
Asset A"OC&tIOn(as of December 31, 1994) ° ° ° °

Asset Allocation Where Invested Investment Stratepy
(% of Total Assets) (% of Asset Class) (% of Asset Class)
Asset Class Target Actual* Domestic  International Active Passive
Equity 70% 56% 85% 15% 64% 36%
Fixed Income 21% 28% 91% 9% 100% 0%
Real Estate 9% 7% 100% 0% 70% 30%
*Of total assets, 1% was cash and 8% was tactical asset allocatior!.Includes private equity. Pincludes RF&P Corporation

Source: Virginia Retirement System.
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The VRS Investment Program

———{INTRODUCTION ——— on its investment program to JLARC. The statute re-
quires that the report be in a format approved by the
In response to legislation enacted by the 19§_2fom_mission and that it includg information_ concern-
General Assembly, the investment policies and prd?d (i) planned or actual material changes in asset al-
cedures of the Virginia Retirement System (vRSpcation, (i) investment performance of all asset
are in the process of intense review and substantt@sses and sub-classes, and (jii) investment policies
change. This process of examination and revisi@f'd Programs.
is ongoing, and many key policy decisions remain
to be made. A complete evaluation of the effec2tudy Approach _
tiveness of the VRS investment program is prema- 1 hiS report was prepared based on informa-
ture at this time. However, a review of the issudton provided by VRS, in response to a proposal de-

affecting the investment program, and how thos¢eloped by JLARC staff for VRS investment report-
issues are being addressed, is appropriate. ing. JLARC staff defined the specific investment

The 1994 General Assembly made two Signiﬁi_ssues for VRS to address. These issues included

cant statutory changes affecting the VRS investmefgSet allocation, investment policy and performance,
program. First, the General Assembly eliminatel@ng-term assets and liabilities, and short-term in-
the legal list of authorized investments, and estapeStments and liquidity. JLARC staff met with VRS

lished a new prudence standard for VRS investaff to discuss the investment reporting proposal
ments. Under theew statutory provision, the VRS Prior to the compilation of the requested informa-

Board of Trustees (the Board) may make any investmdin- This report is a summary of the investment
provided that it is made “with the care, skill, prudencér,“co”“at'On provided by VRS.
and diligence under the circumstances then prevailiee

that a prudent person acting in a like capacity and fan O

iar with such matters would use in the conduct of an ¢
terprise of a like character and with like aims.”
Second, the General Assembly strengthen
the required membership of the Investment Advi
sory Committee (IAC) and the Real Estate Advisory \:]RSJO_VGFLSithI R‘?porAt iZPUb'(ijsged_ Pefg)dica!'y_by
. . the Joint eqgis ative Audit an eview Commission
Committee (REAC)' As a result of the neW_ req_wre- (JLARC) in fulfillment of Section 30-78 et seq. of the
ments, a greater level of investment expertise is NOWCode of Virginia. This statute requires JLARC to
present on each committee. In addition, both of the provide the General Assembly with oversight ca-
advisory committees were made mandatory for the Pability concerning the Virginia Retirement System
VRS B d. Each advi itt . ired (VRS), and to regularly update the Legislature on
oard. Each advisory committee is required syersignt findings.

to provide the Board with “sophisticated, objective,

and prudent investment advice.” JLARC VRS Oversight Subcommittee:
: : : Senator Stanley C. Walker, Chairman

VRS_ is attempting to address many important and Senator Hunter B. Andrews

c_omplex investment issues. Several major issues, par- Delegate Robert B. Ball, Sr.

ticularly asset allocation and the relationship between Delegate Vincent F. Callahan, Jr.

VRS assets and long-term pension liabilities, have been Ser?aetlgrgﬁseeﬁ]y\\//véﬂ;erﬁgﬁrk

Iarge_ly resolved. B_ut some qther issues, especially con- Delegate Franklin P. Hall

cerning the strategies by which the new asset allocation Senator Richard J. Holland

will be implemented, have not yet been fully addressed. Delegate Lacey E. Putney

These issues have all been difficult to address, and should JLARC Staff Director:

continue to require a significant amount (_)f time and Qf- Philip A. Leone

fort on the part of the VRS Board, its advisory commit-

tees, and the VRS staff. JLARC Staff Assighed to VRS Oversight:

Glen S. Tittermary, Senior Division Chief
Joseph J. Hilbert, Senior Legislative Analyst
Study Mandate

The Virginia Retirement System Oversight Ac The Joint Legislativtle Audit %IRevi%\/_ Commission
(Section 30-78 et seq. of ti@nde of Virginia re- suite 1100, General Assembly Building

. . . . Capitol Square, Richmond, Virginia 23219
quires VRS to submit semi-annual and annual repor~ (804) 786-1258 Fax: 371-0101
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Report Organization tives. Each of these possible allocations is efficient,
This report provides a summary update of theeaning that the expected return is maximized given
investment policies, procedures, and performanege corresponding amount of risk. Each potential allo-
of VRS. The first section of the report examinesgation differs based on the amount of expected return
asset allocation. The second section reviews oth&tid underlying risk. Using this type of approach, pen-
elements of the VRS investment policy. The thirdion fund risk is defined as the variance in the expected
sectiondiscusses VRS investment performance. Thate of return. Typically, as the expected risk increases
fourth section presents a discussion of the relationshgp does the return. These potential allocations serve as
between VRS long-term assets and liabilities. The fix starting point for further analysis.
nal section examines VRS short-term investments and  While the alternative allocations which result
liquidity. from this approach are all efficient, they are not neces-
sarily realistic for VRS. For example, preliminary re-
———ASSET ALLOCATION | sults obtained for VRS included allocations that did
not contain any U.S. equities, while also including large

Asset allocation is probably the most importanéxposures to highly illiquid, rather expensive asset
investment policy decision made by the VRS Boaralasses. Given this difficulty, VRS developed some
On average, 85 to 90 percent of total investment returgalistic constraints for the optimizer model. For ex-
may be controlled by the asset allocation decision. Thenple, at least 25 percent of the VRS assets had to be
VRS Board of Trustees, with the assistance of its advwirvested in the domestic equity market, and at least ten
sory committees, is in the process of modifying thpercent of VRS assets had to be invested in fixed in-
pension fund’s investment policy and asset allocationome instruments.

Initially, the IAC worked with VRS staff and a Capital Market AssumptionsThe assumed rates
consultant, J.P. Morgan, to develop an alternative as-return, risk, and correlation used in the optimization
set allocation policy using an “asset-only” approaclprocess were developed based on information obtained
Under this approach, pension fund risk is defined &om a number of sources. These included VRS con-
the volatility of investment return. Based on this apsultants, as well as IAC members and VRS investment
proach, an asset allocation recommendation was magleff. Based on a consensus view, the IAC decided to
to the Board. The Board voted to approve the recomse long-term equilibrium capital market assumptions
mended allocation (70 percent equity, 21 percent fixetbveloped by J.P. Morgan, with some minor revisions.
income, and nine percent real estate) at its SeptembEwe investment return and risk assumptions are sum-
1994 meeting. marized in Table 1.

However, at the request of the VRS Board, VRS = Recommended Asset AllocatioBased upon the
staff and the IAC worked with Buck Consultants (Buckjvork done by VRS consultants and staff using the as-
on a different type of asset allocation study. In thaet-only approach, the IAC recommended a revised
study, Buck used an “asset/liability” approach, whereiasset allocation policy to the Board. This revised policy,
pension fund risk is defined as the volatility of the VRSvhich was approved by the Board in September 1994,
funding level and contribution requirements. Baseghade two significant changes. First, the percentage of
on the results of the study, which was presented to thssets to be invested in equities was substantially in-
VRS Board at its December 1994 meeting, the Boamleased, while the percentage to be invested in fixed
reaffirmed the allocation previously determined usingicome instruments decreased substantially. Second,
the asset-only approach. However, Buck recommendenaged futures was eliminated as a distinct asset class.
that the newly-approved VRS asset allocation be modihe allocation to real estate was increased to a lesser
fied by increasing the pension fund’s investment exiegree.
posure to long-term bonds and international equities. The expected return and risk of the new alloca-
This section describes the process used by VRS to tien policy is slightly higher than that of the prior

velop its asset allocation policy. policy. The allocation policy approved by the Board
is based on an expected return of 11 percent and a
“Asset-Only” Approach to Asset Allocation standard deviation of 12 percent. This is higher than

Under this approach, which is prevalent in théhe 10.1 percent return and 11.1 percent standard de-
pension industry, assumed rates of investment retusiation of the prior asset allocation policy. Figure 1
rate of return variance, and correlations between tesammarizes the revisions made to the VRS asset allo-
returns of different asset classes are used to generatation policy.
number of possible asset allocations. A computer mod-  Elimination of Managed Futures.As part of its
eling program, known as an optimizer, uses these ioverall review of VRS asset allocation, VRS eliminated
puts to generate a number of asset allocation altermaanaged futures as a separate asset class. This was
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Table 1: VRS Asset Allocation Assumptions -- Investment Return and Risk

Standard
Nominal Rate Deviation (%) of
Asset Class Asset Sub-Class of Return (%) Rate of Return
Equity Domestic - Large Capitalization 10.55 16.0
Domestic - Small Capitalization 12.11 20.0
International - EAFE* 12.22 19.0
International - Emerging Markets 15.02 25.0
Fixed Income Domestic - U.S. Government/Corporate 7.02 7.5
Domestic - High Yield 9.62 13.0
International Bonds 7.33 12.8
Real Estate 7.80 15.0
Private Equity/Other 14.20 30.0
* Morgan Stanley European, Australian, and Far Eastern index.
Source: J.P. Morgan Equilibrium Capital Market Assumptions.

Figure 1: VRS Asset Allocation Iationships betvv_een five varia_bles_: (1) funding ratio,
(2) planning horizon, (3) contribution rate, (4) invest-

Prior Asset New Asset ment policy, and (5) confidence level. This type of
Allocation Allocation Policy approach to asset allocation, which integrates invest-
(Actual Portfolio) (Targets) ment policy and funding policy, is new for VRS. His-

torically, investment policy and funding policy have
Global Fixed been largely independent of one another. Prior to 1994
0
Income there had been little, if any, interraction between the

VRS investment department and the VRS actuary. This
analysis, which was the result of close collaboration
_ between VRS investment staff and the VRS actuary,
 Global Equity—> 70% provides the VRS Board with information enabling it
to answer the following type of question:

Given an asset allocation of A, what contribution
rate is required over a period of B years in order to

31.5%

58.7%+

0.8 Sy Real Estate %t 9% achieve a funding ratio of C with a probability of D
3% Managed percent?
Futures The funding ratio used by Buck in its study for
Source: Virginia Retirement System. VRS is the market value of pension fund assets divided

by the value of accumulated benefits. Under the asset/
done primarily in response to concerns about the rel@bility approach, this ratio serves as the financial goal
tively high costs and perceived risks that were believést the pension fund. The planning horizon refers to
to be associated with the program. The Board believ@ number of years required to achieve the financial
that these costs and perceived risks offset the potengjahl. The contribution rate is expressed as a percent-
for above-average rates of return. However, the Boaige of payroll. Investment policy refers to the alloca-
did decide to continue to search for ways to includi#én of plan assets among different asset classes. Fi-
futures trading within the investment program in orderally, the confidence level is the likelihood that the
to help realize its overall investment objectives. stated result will actually be achieved.
In addition to serving as a decision-making tool

“Asset/Liability” Approach for asset allocation, this type of analysis can also be
to Asset Allocation used to help establish pension funding policy. In other

This type of approach identifies the mix of assetords, how much money should be contributed to the
and sub-asset classes which best addresses a retirepemgion fund, and when should the contributions be
system’s projected liabilities and funding requirementsiade? Traditionally, pension funding policy has been
Forecasting techniques are employed to analyze thedetermined using actuarial valuation methods and as-
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sumptions, and amortization periods. However, foreaance objectives, manager strategy, and asset class
casting techniques allow the plan sponsor to partiguidelines. These elements all pertain to the manner
pate more directly in the policy setting process. and means by which VRS will implement its new asset-
Definitions of Risk and RewardAn important allocation policy over the long term. This section ex-
feature of the asset/liability approach, which signifamines the elements of VRS investment policy that
cantly differentiates it from the asset-only approach, limve been, and are continuing to be, examined by VRS.
how the concepts of pension fund risk and reward are
defined. Under the asset-only approach, risk is definktl/estment Responsibilities and Authority
as variable investment performance as compared to the The Board of Trustees, as the fiduciary of the
expected rate of return. The asset/liability approadiand, determines the appropriate investment policies
by contrast, defines risk as volatile funding ratios and meet the fund’s stated objectives and establishes
contribution rates. The asset-only approach defingaidelines under which the policies will be carried out.
reward as expected investment return, while the asskte IAC and the REAC determine the appropriate in-
liability approach defines reward as expected increasgstment program structure, based on the recommen-
in funding ratios and expected decreases in contritiation of the investment department staff, in order to
tions. implement Board policies within established guidelines.
The question of exactly how VRS pension fun¥RS investment staff, under the direction of the chief
risk should be defined is difficult to answer. Ther@vestment officer (CIO), work closely with investment
may not be any one single measure of risk for VRfanagers and consultants to implement the investment
For example, pension fund risk could relate to the volpelicy within the approved program structure.
tility of return, or to the volatility of funding status, or The investment policy statement contains a pro-
to the volatility of contribution rates. In practice, irposal for allocating a number of responsibilities among
order to design effective long-term investment polthe VRS Board, the IAC, and the CIO (Table 2). These
cies designed to protect the pension fund and the inte¥sponsibilities encompass the areas of policy and
ests of VRS members and beneficiaries, VRS needgytsidelines, program structure, manager strategy, con-
examine risks which extend beyond the mere volatdultants, and administratioihe objective of this divi-
ity of expected return. The asset/liability study recentlion of responsibilities is, to the greatest extent possible,
completed by Buck represents a positive step in thatkeep the Board focused on broad policy decisions as
direction. The specific methods and the results of thepposed to administrative micro-management.
study are discussed in detail later in this report. VRS Advisory Committee Membershifection
51.1-124.26 of th€ode of Virginiaspecifies that the
IAC and the REAC shall both have seven members.
—{INVESTMENT POLICY [——— Whilethe REAC has had seven members since the com-
mittee was reconstituted in March 1994, the IAC has
The VRS Board is in the process of reviewinfgad only six members during this period of time. The
the overall investment policy of the pension fund. Asommittee has discussed the need to obtain a seventh
part of the review, VRS prepared a draft investmemember, preferably an individual with a strong back-
policy statement. While the draft statement, as a who@igpund in fixed income investments. However, no one
has not yet been approved by the Board, various poligy yet has been appointed to fill the vacancy. Having a
elements contained within the document have besgaventh member is especially important since it is rare
approved. Other elements, including the use of actif@ all six IAC members to be present at each meeting.
and passive management strategies for various agsatight IAC meetings held between June and Decem-
classes, have not yet been approved. ber 1994, at least two committee members were ab-
The draft policy statement includes a clear otsent during four of the meetings.
jective for the pension fund. “The overriding objec- VRS Investment StaffingAnother source of po-
tive of the VRS is to help secure the Commonwealtantial difficulty is the amount of professional and sup-
of Virginia's obligation to pay pension benefits to qualiport staffing within the VRS investment department.
fying employees.” Moreover, “the assets of the VR8s of December 1, 1994, the VRS investment depart-
are to be invested in a prudent manner which is iment had a total of 20 authorized positions, 15 of which
tended to provide for the anticipated growth of VRSre filled. The following positions are vacant:

pension liability.” * Managing Director,

Asset allocation is an integral component of in- * Senior Investment Officer,
vestment policy, but many other important policy ele- * Investment Officer,
ments have also been under review. These include the * Financial Analyst, and
delegation of authority and responsibilities, perfor- + Office Manager.
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Table 2: Proposed Allocation of VRS Investment Responsibilities

Chief Investment
Investment Advisory Board of
Responsibility Officer Committee Trustees
Policy and Guidelines
Approve Proposed Policy/Guidelines Recommend Recommend  Approve
Approve Long-Term Asset Allocation and Ranges Recommend Recommend  Approve
Approve New Asset Classes Recommend Recommend  Approve
Set Actuarial Investment Earnings Assumption Approve
Program Structure
Determine Target Allocation within Ranges Recommend Approve Review
Approval of Proposed Structure Recommend Approve Review
Rebalancing of Manager Allocations within Ranges Approve Review Review
Manager Strategy
Initiation and Development of Search Recommend Review Review
Screenings and Interviews Review
Final Decision Recommend Approve Review
Fee Negotiation Approve Review Review
Ongoing Monitoring Review
Quarterly Performance Review Review Review
Dismissals Recommend Approve Review
Consultants
Selection Recommend Approve Review
Termination Recommend Approve Review
Administration
Hire Chief Investment Officer Recommend  Approve
Soft Dollar Budget Approve Review Review
Hire/Dismiss Custodian Bank Approve Review Review
Note: In cases for which the Board chooses to delegate approval authority to the IAC, a monthly report shall be made to the Board
summarizing all such approvals.
Source: Virginia Retirement System.

VRS is currently studying the staffing requirelight of expected and realized rates of return. This ap-
ments for its investment department. VRS has hiregr@ach also enables VRS to take advantage of cost ef-
consultant, William M. Mercer, Inc., to assist in thiective investment opportunities that may arise, such
review of the organization, staffing, and pay structusg manager terminations.
of the investment department. While this study is still  The IAC, with the assistance of VRS investment
in progress, Mercer’s report indicates that VRS, hastaff and consultants, is continuing to examine and dis-
ing more than $16 billion in assets, should have a tataks a wide variety of asset allocation implementation

of 21 investment staff. strategies. One of the key implementation recommen-
dations that the IAC has made, and which the VRS
Asset Allocation Implementation Strategies Board approved in December 1994, is to decrease em-

The asset allocation policy approved by the VRfhasis on the domestic U.S. equity market, while in-
Board represents a set of long-term investment targaisasing emphasis on emerging and private equity
for the pension fund. Given the large amount of sygarkets. Other progress made to-date in this area of
tem assets, and the significant changes in asset alldmglementation includes establishment of asset allo-
tion policy, these targets cannot be reached quicldgtion ranges around the long-term asset allocation tar-
Historically, VRS has used a five-year plan to implgets. In addition, the IAC is reviewing the merits of
ment its asset allocation policy. This type of strateggtive and passive investment strategies, as well as in-
enables VRS to smooth the growth of asset classeteimal and external investment programs.
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Asset and Sub-Asset Class Allocation Ranges » Fixed Income - Lehman Brothers Aggregate
As previously mentioned, the VRS Board has adopted Bond index return over rolling five-year pe-
long-term asset allocation targets for global equity (70 riods; and
percent), global fixed income (21 percent), and real » Real Estate - Russell NCREIF index return.

estate (nine percent). In practice, actual asset alloca- Investment Manager StrategyThe IAC has the
tion percentages will fall within a permissible rangeesponsibility to hire, fund, rebalance, and terminate
around a policy target. These ranges were approv@dnagers across investment styles in order to provide
by the VRS Board at its December 1994 meeting. Figiversification for the pension fund as a whole. These
ure 2 summarizes the asset allocation ranges approdedisions are made with the assistance of VRS staff
by the VRS Board. recommendations. Specific procedures for hiring,
Investment Performance ObjectivesThe pri- monitoring, and terminating investment managers vary
mary performance objective for the VRS pension furglightly for each asset class. VRS staff is responsible
is to produce a rate of return in excess of the long-tefar conducting the manager search, interviews and rec-
policy return over rolling ten-year periods. The VR®mmending managers for hire. The IAC makes the
long-term policy return is the cumulative sum of théinal hiring decision, subject to final contract and fee
allocation percentage of each asset class multiplieddxygotiations which are handled by staff.
its benchmark return. Performance objectives for ac- VRS staff conducts ongoing monitoring and due
tive investment programs will be measured against thiigence activities. This includes annual requests for
passive performance of their respective program bengiformation concerning changes in personnel, invest-
marks. Performance objectives for individual invesinent process, manager style, amount of assets under
ment managers will be determined based on manageanagement, performance, and fee structure. VRS staff
ment style, such as active or passive management. Fé\dew manager performance with the IAC and the VRS
benchmarks for each asset class and subclass arB@&sd on a quarterly basis. In addition, VRS staff con-
follows: duct periodic on-site visits with each investment man-

+ Domestic Equity - Russell 3000 index returmger.
over rolling five year periods; The IAC is responsible for the approval of in-

* International Equity (including emergingvestment manager terminations. This is done in re-
markets) - Morgan Stanley EAFE 50/50 insponse to the recommendation of VRS investment staff.
dex return over rolling five-year periods; Staff may recommend that a manager be terminated

 Private Equity/Other - Russell 3000 indeXor a number of reasons, such as:
return plus 400 basis points over rolling ten « changes in investment style not approved by
year periods; VRS;

Figure 2: VRS Asset Allocation Ranges

Range:
- 5%-10%
i

Real Estate 9%

| Range: 10% - 30%
1
21%

Asset Class

Income

- Range: 60% -- 85%
I

1
Domestic: *Private/Other:  International: Emerging Market:

25% - 55% 0-25% 5% - 20% 0% - 10%

Il l | | | ] | | 1
T T T T

T T T T
10 20 30 40 50 60 70 80 90%
Percent of Total Assets

o

*Private/other includes venture capital, buyouts, growth capital, subordinated debt, company turnarounds, and energy.
Source: Virginia Retirement System.
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« failure to meet defined performance objecegy would pose a significant change for the interna-
tives over a reasonable time horizon; tional equity program, which currently has a 37 per-

» changes in personnel or ownership that mighent passive exposure. At its December 1994 meeting,
adversely affect the manager’s ability to prothe VRS Board approved a minimum 50 percent pas-
vide the required level of performance; or sive exposure for the domestic equity program. How-

» change in the manager’s ability to handle thever, the Board has not yet taken formal action con-
amount of assets committed. cerning approval of active and passive investment strat-

Active and Passive Managemerithe IAC, with  egies for the other asset classes
the assistance of VRS staff and consultants, is continu- Internal Asset ManagementThe vast majority
ing to examine the active and passive investment strafthe $16.6 billion in VRS assets are managed exter-
egies used by VRS, along with the relative strengthslly by professional managers hired by VRS. How-
and weaknesses of each approach. Under active mewer, approximately $917 million of VRS assets, or 5.5
agement, a manager’s portfolio decisions are basedpmicent of the total fund, are managed internally by
valuation and judgment, rather than on replicating &RS investment staff. Internally managed assets are
index. This type of strategy assumes that a managjerited to domestic equities. Three professional staff
can outperform a benchmark such as the S&P 5@0e responsible for the internal asset management func-
Such a manager assumes that securities may be wtidh.
more or less than their current prices and actively tries  Five different investment strategies are currently
to buy those undervalued securities and sell those ovgsed for internal asset management. Each strategy is
valued securities. One particular type of active madistinctive in terms of its investment style (i.e. value
agement strategy that is still under review is tactical growth), capitalization range (i.e. large or small com-
asset allocation. This refers to investment strategiggnies), and quantitative methodology. Internal asset
which dynamically allocate assets between two or marenagement primarily uses active management strat-
asset classes, typically equity, fixed income, and caglgies. Approximately 73 percent of the assets are man-

There are some difficulties associated with a@ged actively, with only 27 percent managed passively.
tive management strategies. The ability to find, fund,  According to VRS staff, there are several advan-
and monitor successful active managers, given ttages to internal asset management. First, internal ac-
amount of VRS assets to be committed to various asBe¢ management is less expensive than external active
classes, is limited by the size of VRS staff. Second,imanagement. However, internal asset management
order to have an impact on the total fund, the miréxpenses are still greater than those for passive man-
mum asset commitment to an individual manager iagement, at the current level of assets. Second, it is
creases as total fund size increases. Howevemdaieved that internal asset management helps VRS to
manager’s ability to add value often decreases as thagiract and maintain a strong professional staff. In ad-
total assets under management increase. dition, it increases the amount of in-house expertise

Passive management aims to achieve the ret@awvailable to analyze external investment managers and
of the market within an asset class without attemptipgograms. It also provides VRS with a “window” to
to search out mispriced securities. Indexation is ottee financial markets and to the problems faced by ex-
of the most widely used types of passive managemeetrnal managers.

This type of strategy avoids any investment risk other  However, there are some potential problems as-
than the risks of that market itself, thereby avoidingpciated with the internal asset management program.
the costs of seeking information on possible excefhese include staff and salary competition with the
returns. Once the portfolio is structured, there is theprivate sector, and the need to structure the portfolio
retically no subsequent management other than relrabnagement process appropriately in order to ensure
ancing. Passive management strategies are characentinued satisfactory performance in the event of staff
ized by relatively low fees. turnover.

A combination of active and passive management VRS staff have recommended to the IAC that
strategies allows VRS to take advantage of the po¥iRS retain its internal management function. How-
tive elements of both. According to the IAC, VRS pa®ver, staff recommends that the internal asset manage-
sive management should be limited, at present, to thent strategy be revised by combining three of the
domestic equity program. The IAC believes that thmirrent active strategies into a single, more diversified
domestic equity program should maintain a minimuiortfolio. Under this revised portfolio, a greater em-
50 percent passive exposure. Currently, this progrgohasis would be placed on risk control in order to lower
has a 43 percent passive exposure. All other asthet volatility of returns. In addition, VRS staff recom-
classes should be actively managed, due to the lackra#nd that internal asset management attain the same
viable passive investment alternatives. Such a straplit between active and passive management that is
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ultimately used for the overall domestic equity proviews recent actions by VRS to reduce the number of
gram. The IAC adopted the staff recommendation, aiitd investment managers and consultants.
presented the recommendation to the VRS Board. The
Board approved the recommendation concerning coWRS Performance Reporting
tinued internal asset management at its November 1994 The monthly performance summary prepared for
meeting. the IAC and the Board compares the rates of return for
Use of Soft Dollars and Third-Party Broker- the total fund, and for each broad asset class (i.e. do-
age. The total internal asset management budgetnsestic equity, international equity, and fixed income)
approximately $988,000. Approximately one-thirchgainst established benchmarks. Performance is mea-
of this amount is paid for with “soft dollars.” Softsured over the following prior time periods: quarter,
dollars refer to payments by VRS brokers, to venyear-to-date, one year, three years, and five years. Per-
dors who provide support services used by the ifermance data is reported at the sub-asset class and
ternal asset management group, from commissidtivestment style levels. The current market value of
fees paid by VRS. This practice has been used bych broad asset class is also reported. VRS has expe-
VRS for many years. rienced mixed results in terms of investment perfor-
Most of the soft dollars used to purchase suppafiance relative to its established benchmarks. Figure
services for internal asset management are paid usgigummarizes the investment performance of VRS as-
a third-party brokerage arrangement. Under this typets against selected benchmarks for periods ending
of arrangement, the broker processes payments for @ttober 31, 1994.
vices provided to VRS by a third-party vendor. How- VRS staff compiles this report using data pro-
ever, there are some instances where the broker andiiieied by the Boston Safe Deposit and Trust Company,
vendor are the same firm. In those instances third-patiyich serves as the VRS master custodian. The rates
brokerage arrangements are not involvedvi€es pur- of return reported in the VRS investment performance
chased with soft dollars include econometric modesummary are time-weighted, which is a pension indus-
ing, stock market data, and technical analy&eord-  try standard for nomppraised assets. Returns for real es-
ing to VRS, it has reduced the amount of its soft dollaate, alternative investments and cash are included in
budget by more than one third since March 1994. total fund performance data but are not reported sepa-
In response to concerns expressed by the VR&ely by VRS staff to the VRS Board. Rather, perfor-
Board concerning the use of third-party brokerage amance data for those three asset classes are reported
rangements, VRS staff is acting to eliminate this pragy Callan Associates, Brins@artners and the Virginia
tice internally. However, even after third-party broState Treasurer, respectively, each quarter. Callan Asso-
kerage arrangements are completely eliminated, colates reports to the REAC, while Brinson Partners and
mission dollars will continue to be used to purchaske State Treasurer report to the IAC. The returns for
support services for internal asset management. Howgal estate and alternative investments are calculated and
ever, this will occur only in situations where the broreported to VRS on a dollar-weighted basis, which re-
ker and the vendor are the same entity. VRS intendsflects the investment manager’s discretion in controlling
process eliminated soft dollar arrangements through tgsh flow. Time-weighting and dollar-weighting meth-
VRS budget. odologies typically produce different rates of return for
any given asset class.
Real Estate Performance VRS real estate in-
ﬂ INVESTMENT PERFORMANCE % vestment performance has recently experienced signifi-
cant improvement. Direct equity investments, made
VRS investment staff prepare a monthly investpursuant to the recommendations of REAC beginning
ment performance report for the IAC and the VR& 1992, have been responsible for this significant turn-
Board. This monthly report compares the investmeatound. The policy decision to make direct equity in-
rate of return for the total fund, and for each asset clasgstments was in response to a desire by VRS to have
against established benchmarks. Total VRS investmenbre decision-making control over its real estate port-
return over the past year is far below the rate of retufolio. Other types of VRS real estate investments in-
achieved over the past three and five year periods. VRIBde pooled investments, and 50/50 partnerships with
staff are in the process of designing a new quartentyivate insurance companies. Compared to direct eg-
reporting package that incorporates additional analyticgty investments, the degree of VRS control of these
and statistics that the staff examines as part of its dnvestments is relatively minimal. Overall, the rate of
going monitoring of investment programs. This seaeturn for real estate investments has exceeded the
tion provides a summary description of VRS invesirogram’s performance benchmark, even when the as-
ment performance. In addition, this section also reets of the RF&P Corporation are included. Figure 4
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Figure 3: VRS Time-Weighted Investment Performance

for Periods Ending October 31, 1994

———Prior Year——  ——~Prior 3 Years—— ——Prior 5 Years——

Actuarial Assumed
Rate of Return——

Percent Nominal Return

.
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KEY:

a = Total Fund Performance f = EAFE 50/50 (international equity benchmark)
b = Total Equity g = Fixed Income

¢ = Domestic Equity h = Lehman Aggregate Bond Index (fixed

d = Russell 3000 (domestic income benchmark)

Real Estate / Alternative Investments / Cash
Tactical Asset Allocation

equity benchmark) i
e = International Equity i

Source: Virginia Retirement System Performance Summary for Periods Ending October 31, 1994.

(page 11) provides a summary of real estate invegivestment anticipates that the portfolio value should
ment performance for the quarter ending Septembacrease as a result of the company reorganization pro-
30, 1994. cess. In either type of turnaround investment, the
Alternative Investment/Private Equity Perfor- investor’s objective is to sell the revamped company
mance. The vast majority of these alternative investat a higher price. Energy involves all stages of the
ments are direct equity investments in privately-owneshergy cycle including the exploration, development
companies. Private equity investments are diversifieaghd manufacturing of energy products.
across various niches. These include early and later stage The majority of the private equity investments
venture capital, leveraged buyouts and growth capitate made by VRS as a limited partner through general
subordinated debt, company turnarounds, and energyartnerships. The remainder of the investments are
Some of these investment niches warrant bri¢firough direct co-investments alongside general part-
description. A leveraged buyout is the takeover ofrgers. Brinson Partners, Inc., serves as investment advi-
company using borrowed funds. Most often, the tagor to VRS, and provides VRS witlgaarterly report of
get company’s assets serve as security for the lodangestment performance. The performance statistics
taken out by the acquiring firm, which repays the loarsse calculated on a dollar-weighted basis. VRS made
out of the cash flow of the acquired company. Turtits initial partnership investments in 1989, and as of
around investing may involve acquiring control of dune 30, 1994 has obtained a cumulative, annual-
potentially promising business which is experiencinged net return of 10.02 percerikhe initial direct co-
financial or operating difficulties, and selling at favorinvestments were made in 1992. VRS has received a
able prices. Turnaround investing can also involve pusumulative net return of 7.30 percent on its direct in-
chasing a portfolio of company securities, most afestments since 1992. VRS estimates that the overall
which are often already in bankruptcy. This type akturn for the private equity program is ten percent.
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Figure 4. VRS Real Estate Investment Performance

—Prior Year———  ———Prior 3 Years—— | ——Prior 5 Years——
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Pooled g = RF&P Corporation

Shared 50/50 h = NCREIF Index (real estate benchmark)
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Note: Direct equity was not applicable for prior 3 and 5 years because direct equity investments were
first made in 1992; RF&P was not applicable for prior 5 years because RF&P was purchased
in 1991.
Source: Real Estate Performance Report for Quarter Ending September 30, 1994 prepared by Callan
Associates, Inc. for the Virginia Retirement System.

Investment Manager and Consultant Hirings  that it was more cost effective to hire investment con-

and Terminations sultants on a project-specific basis rather than keeping
Since July 1, 1993, VRS has terminated 22 mahsingle general consultant on a retainer basis.

ager relationships. Terminations have occurred for a Overall, VRS has reduced its number of manag-

number of reasons, such as: ers and consultants by 12 percent since July 1993. Table
« the manager’s inability to perform in accor3 summarizes recent decisions made by VRS to hire
dance with a stated objective; and terminate investment managers and consultants.

* VRS lost faith in the manager’s ability to
maintain its performance objective in the
future; LONG-TERM ASSETS AND LIABILITIES

» the VRS Board decided to eliminate a spe-
cific investment program; and As part of its overall review of asset allocation

» the manager or firm ceased to exist. and investment policy, the VRS Board is attempting to

Since FY 1994, VRS has terminated two investmestisure that its investment program effectively provides
consulting relationships. Lewis Bailey was terminatddr the anticipated growth in pension benefit liability.
because VRS determined that a different consultafhjs desire on the part of the Board is reflected in the
Brinson Partners, could provide the same quality dfaft VRS investment policy statement. According to
service at a lower cost. Rogers Casey was terminateel draft, “investment of the fund is structured to pro-
as a general pension fund consultant. VRS determinédk reasonable assurance as to the security of the re-
Page 11
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Table 3: VRS Investment Manager and Consultant Hirings

and Terminations -- July 1, 1993 to December 1, 1994

Number of Number of
Managers/ Managers/
Consultants Number Number Consultants
Asset Class (7/1/93) Hired Terminated (12/1/94)
Equity (totals) 71 8 12 67
Domestic 43 3 11 35
International 9 2 1 10
Emerging Markets 0 0 0 0
Private Equity/Other 19 3 0 22
Fixed Income 13 1 3 11
Real Estate 11 1 1 11
Managed Futures 6 0 6 0
Consultants 4 0 2 2
TOTALS 105 10 24 91*
Source: Virginia Retirement System. *Reduced to 70 by 1/30/95.

tirement benefits.” The policy statement further preees and teachers. Projections of funding status and con-
vides that “the assets of the VRS are to be invested iftiBution rates were made, using both favorable and
prudent manner which is intended to provide for thenfavorable investment environments, for seven dif-
anticipated growth of VRS’ pension liability.” ferent asset allocations (Table 4). These allocations
As part of the Board's effort in this area, Buckncluded the current actual VRS portfolio (Portfolio 1),
Consultants performed a special study of VRS longs well as the new asset allocation policy approved by
term assets and liabilities. One of the study’s objegre VRS Board (Portfolio 11). In addition, the follow-
tives was to determine how the VRS asset allocatipy five alternative allocations were analyzed:
should be configured to best enable VRS to address its ~ « Portfolio lll: Same as portfolio I, except all

projected long-term pension liabilities. As previously fixed income assets are long-term bonds;
stated, Buck performed its asset allocation anlaysis « Portfolio IV: Same as portfolio I, except in-
using an asset/liability approach, as opposed to an as- ternational equity exposure is increased to
set-only approach. 50 percent of total equity;

The asset/liability approach aims to alleviate « Portfolio V: Same as portfolio I, except eg-
some perceived weaknesses of the asset-only approach. uity allocation increased to 85 percent of to-
In particular, the asset/liability approach recognizes that tal assets by adding small capitalization eq-
there are some common causes, such as interest rate uity;
sensitivity, to the value of both assets and liabilities. « Portfolio VI: Same as portfolio Il, except
For example, while decreases in interest rates may have equity allocation increased to 85 percent of
a positive effect on the value of certain assets, the total assets by adding small capitalization
present value of pension liabilities also increases as equity; and
interest rates decline. According to Buck Consultants, « Portfolio VII: Same as portfolio VI, except
implicit within the asset/liability approach is the rec- for larger international equity and long-term
ognition that pension fund liabilities may act as a good bond allocations.

hedge against risk in investment return. This section In the study, VRS contribution rates were com-
discusses the issues addressed in the Buck study, gadd among the alternative investment portfolios,
summarizes the results of the study as well as the regile holding constant the target funding ratio, confi-

ommendations made to the VRS Board. dence level, and planning horizon. VRS funding ratio
was defined as the market value of pension fund assets

Buck Evaluated Seven Potential divided by the value of the VRS accumulated benefit

VRS Asset Allocations obligation (ABO). ABO is a measure of the present

The Buck study examined the relationship bemlue of pension benefit liability, which is calculated
tween VRS asset allocation and pension funding, ougised on an individuals salary and service credit at the
5-, 15-, and 25-year time horizons, for State emplogime of the valuation. Buck calculated ABO to include
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Table 4: Alternative VRS Asset Allocations Evaluated in Buck ConsultantsStudy

Allocations Modeled (% of Each Asset Class)

\ Portfolio —| | 1] 1] v \ VI VI
Intermediate Term Bonds| 26.0 14.9 0.0 26.0 8.0 8.0 0.0
Long Term Bonds 5.3 3.1 34.0 5.0 2.0 2.0 10.0

»|Large Cap Stocks 34.3 28.0 34.0 20.0 36.0 26.0 17.5
8 Small Cap Stocks 12.7 12.0 13.0 8.0 31.0 26.0 17.5
= International Equity 8.1 10.0 8.0 27.0 13.0 13.0 30.0
@|International Bonds 2.5 3.0 0.0 3.0 0.0 0.0 0.0
<| Private Equity 4.0 15.0 4.0 4.0 5.0 15.0 15.0
Real Estate 7.1 9.0 7.0 7.0 5.0 5.0 5.0
Emerging Markets 0.0 5.0 0.0 0.0 0.0 5.0 5.0
Source: Virginia Retirement System, 1994 Investment Policy Sprdpared by Buck Consultants.

anticipated cost-of-living adjustments (COLAs), ona  There is a tradeoff between reduced contribution
pre-funded basis. By way of contrast, the projectégtes that may be achieved over the long-term by real-
benefit obligation (PBO) is a measure of the presdacating assets, and a potential increase in contribution
value of pension liability which is calculated based gequirements in the short-term if investment experi-
the amount of service credit at the time of the valuence is poor. Buck concluded that over the long-term
tion date, while also reflecting assumed future salamymore aggressive VRS investment policy, such as that
increases. reflected by the VRS Board’'s new asset allocation
Study Assumptions.In preparing its forecasts ofpolicy, will require less contributions to meet long-term
funding ratios and contribution rates, Buck made sevefahding goals than would be required by maintaining
key assumptions. First, the State employee and teadhercurrent actual asset allocation. Table 5 provides a
workforce was assumed to grow at an annual rate of smenmary of the results of Buck’s forecast for a 25-
percent for ten years, with the workforce remaining stalylear time horizon.
thereafter. Employee payroll was projected to increase However, over a short five-year time horizon, such
consistently with the underlying inflation projectionsan aggressive investment program could result in mod-
which averaged a compound rate of 4.4 percent over éséincreases in required contributions over that required
forecast period. The investment risk and return assumjith the current actual portfolio, due to the possibility of
tions used by J.P. Morgan during its VRS asset allot@awer than expected investment performance. Table 6

tion study were also used by Buck. summarizes the results of Buck’s analysis concerning the

difference in required contribution rates between the cur-
Aggressive Investment Policy Requires rent actual VRS asset allocation, and the new asset allo-
Less Contributions Over Long Term cation policy approved by the VRS Board.

As previously stated, the Buck study examined
the effect of alternative asset allocations on VRS funiiicreased Exposure to Long-Term Bonds
ing status and contribution rates. In its report, Buéd International Equity Recommended
suggested that VRS pay particular attention to the 50th  In order to further improve the asset allocation
percentile results (i.e. a 50 percent probability) afready approved by the VRS Board, Buck strongly
achieving a funding status of 120 percent over a 28commends that VRS consider increasing the dura-
year time horizon, and the 90th percentile results (it@n of its fixed income portfolio to that of a long-term
a 90 percent probability) of achieving a 100 percepond portfolio. Currently, the VRS target allocation
funding status over a five-year time period. for fixed income is equally weighted between short,
Regardless of the asset allocation or the target fuiiermediate, and long-term bonds. In the aggregate,
ing ratio, a 90th percentile result will always require RS fixed income investments currently have a mar-
greater contribution than a 50th percentile result. Thakit duration of only about five years. In addition, Buck
because the 90th percentile contribution rate result in feommended that VRS increase the international com-
fect presumes that actual investment performance of lament of its equity allocation.
asset allocation has been much lower than expected. The Based on the results of the Buck study, the IAC
50th percentile contribution rate, by contrast, effectivefpcommended that the asset allocation policy approved
presumes that actual investment performance of thelas-the Board in September 1994 (70 percent global
set allocation has been the same as expected. equity, 21 percent fixed income, and nine percent real
Page 13




March 8, 1995

Table 5: Effect of Alternative VRS Asset Allocations on

Contribution Rates Over a 25-Year Period

Required Contribution Rate (%) fState Employees Required Contribution Rate (%)Teachers
Funding Status / ConfidenceLevel Funding Status / Confidence Level
100/50 100/90 120/50 120/90 100/50 100/90 120/50 120 /90

| 8.30 15.31 9.69 17.19 10.08 18.58 11.80 21.42

Il 6.10 13.93 7.26 15.79 7.26 17.29 8.74 19.75
L2 7.97 14.64 9.29 16.66 9.48 18.04 11.14 20.41
wg 1\ 7.86 14.51 9.22 16.52 9.59 17.64 11.23 20.25
DC:" \% 6.43 15.41 7.67 17.43 7.87 19.09 9.22 21.81

VI 5.16 14.22 6.41 16.28 6.44 17.77 7.76 19.01

Vil 4.50 12.42 5.53 14.42 5.56 15.58 6.90 17.86
Note: Contribution rates are the sum of required employer and employee rates. Required employee rate assumed to be five percent for

State employees and four percent for teachers.

Source:Virginia Retirement System, 1994 Investment Policy Spudpared by Buck Consultants.

Table 6: Effect of Current and New VRS Asset Allocations on

Contribution Rates Over a 5-Year Period

Required Contribution Rate(%) f&tate Employees Required Contribution Rate (%) fiwachers
Current Actual Allocation New Allocation Policy  Current Actual Allocation  New Allocation Policy

18.0 18.1 25.1 25.5
Note: Required contribution rates estimated to ensure a 90 percent chance of attaining 100 percent funding status within a|five-
year period.

Source:Virginia Retirement System, 1994 Investment Policy Spuegared by Buck Consultants.

estate) be reaffirmed. The IAC also recommended ti#agesult, investment income will be needed to pay an
its commitments to the sub-asset classes (i.e. 40 peereasingly larger share of VRS benefit expenses. This
cent domestic equity, 10 percent international equiggction examines the VRS short-term investment pro-
15 percent private equity/other, and 5 percent emeg@jam, and how that program is used to help maintain
ing markets) also be reaffirmed by the Board. The VRIS necessary level of liquidity within the pension fund.
Board approved this recommendation at its December
1994 meeting. In addition, the IAC recommended th&hort-Term Investment Program
VRS staff study the issues involving increased expo-  Sufficient cash is maintained with the Treasurer
sures to long-term bonds and international equity, antiVirginia (Treasurer) to cover the VRS retiree pay-
provide a recommendation within 60 days. That studgll, refunds to members, administrative expenses, in-
is currently in progress. surance premiums and claims, and retiree health care
credits. Cash necessary to meet the short-term obliga-
tions of VRS investment operations is maintained with
SHORT-TERM INVESTMENTS Mellon Trust (Mellon). Examples of such investment
AND LIQUIDITY | obligations include drawdowns by private equity and
real estate managers, and fundings of new programs.
The Virginia Retirement System maintains a suffPerivatives are not included as eligible investments by
cient level of cash to meet its current and short-term neetigher the Treasurer or Mellon. VRS anticipates that
This cash is invested in various short-term instrumer@ss than one percent of pension fund assets will be
by both the Treasurer of Virginia and Mellon Trust. Eadteld by the Treasurer or Mellon at any point in time.
quarter VRS prepares a forecast of all anticipated cash Treasurer of Virginia. VRS deposits pension and
inflows and outflows for the next twelve months. Duigroup life insurance contributions into a short-term
ing FY1994, for the first time, VRS benefit expenses weligvestment account (STIA) held by the Treasurer. The
greater than employer and employee contributions. STIA is the balance in unallocated cash which VRS
VRS estimates that the difference between be#oes not require for its day-to-day operating needs, and
efit expenses and contributions will continue to irwhich has not yet been committed to a specific man-
crease, reaching $133 million by fiscal year 1998. A&ger or asset class. On a daily basis, the Treasurer moni-

Page 14




VRS Oversight Report No. 1

tors the cash needs of VRS and invests any excess asiment, guaranteed collateral, high grade commercial
left in the account in eligible short-term investmentgaper, certificates of deposit, bankers’ acceptances, and
During the month of November, 1994, the average ib-.S. treasury and government agency short-term obli-
vested balance was approximately $60 million. Thgations. Mellon charges VRS a management fee
investment yield during November was 5.34 percenéquivalent to 12 basis points charged against the gross
There are three investment objectives for thgeld.
STIA. First, it should assure the safety and repayment
of principal. Second, it should provide needed liquid/RS Cash Forecast and Liquidity
ity, on a daily basis if necessary. Third, it should gen-  Each quarter VRS prepares a forecast of all an-
erate a rolling 90 day return in excess of the return toipated cash inflows and outflows for the next 12
the 91-day U.S. Treasury Bill. In addition, the STlAnonths. A portion of the overall forecast, which per-
return should at least equal the net return provided tajins specifically to the Treasurer’s short-term invest-
the Mellon Trust short-term investment fund. ment account, is an estimate of net “new money.” Net
The STIA is invested in accordance with guidenew money includes the difference between anticipated
lines established by the VRS Board. The guidelin®RS contributions and expenses. This portion of the
address the issues of maturity, liquidity, and credit qualverall cash forecast is used to help foresee cash ex-
ity for the purpose of avoiding undue credit or interesesses and shortages in the Treasurer’s account.
rate risk. The average maturity target range of STIAis  In addition to the estimate of net new money, the
between 15 and 50 days. Maturities generally canngRS cash forecast includes all other anticipated cash
exceed one year. Eligible short-term investments iflews that affect its cash balance. However, the fore-

clude: cast does not consider cash flows of VRS public eg-

« certificates of deposit of domestic and foruity and fixed income managers since these managers
eign banks; are presently allowed to maintain or re-invest any cash

 bankers acceptance of domestic and foreighey may generate through the sale of assets or receipt
banks; of dividend or interest income.

» commercial paper; Prior to the beginning of each quarter, VRS raises

« treasury, federal agency securities, and U.8ash to meet its estimated needs for the quarter. Cash
government guaranteed securities; is raised by selling assets such as equities or fixed in-

 repurchase agreements; and come instruments, or by requiring public equity or fixed

+ other debt instruments such as corporaiecome managers to transfer a portion of their divi-
notes and bonds. dend and interest income back to the pension fund. If

According to VRS, it is highly unlikely that it any assets are to be liquidated, the decision regarding
would ever need all or even a large portion of the fundsich asset class or classes to liquidate depends on
in the STIA at any one time. Nevertheless, 25 perceatget allocation amounts.
of the funds are required to be available on 30 days’ Analysis of Net New MoneyVRS expects that
notice from VRS. Furthermore, 50 percent of the fungiension fund expenditures will exceed contributions
must be available on 60 days’ notice, with zero markiey $105 million during the period October 1, 1994
value adjustment. through September 30, 1995. Therefore, the amount

Mellon Trust. If VRS accumulates excess cashbf net new money will be negative. According to VRS,
with the Treasurer, the excess is transferred to t$69.1 million of the anticipated negative net contribu-
Mellon short-term investment fund (STIF). Designetion is due to State-mandated reductions in actuarially-
specifically for the cash management needs of egetermined contribution rates for pension and life in-
ployee benefit trusts, the STIF serves as an investmeotance benefits. The remainder is primarily attribut-
vehicle for very short-term funds or reserves. The STHble to increases in pension benefit expenses.
is managed to provide no investment risk, maximum  This current estimate of the net contribution rep-
liquidity, and a reasonable competitive return. VRfesents a worsening of the estimate from just three
estimates that, on average, less than $100 million ofiit®nths prior, when a negative net contribution of $86.3
assets will be held in the STIF at any one time. VRSillion was forecast. As a point of comparison, VRS
assets invested in the STIF earned a 3.7 percent rataetfnew money was consistently positive from 1988 to
return during the twelve months ending October 31992, averaging approximately $325 million. Table 7
1994. summarizes the VRS analysis of expected net new

The STIF is invested in prime grade securities ofioney. VRS estimates that the amount of its negative
very short maturities, with an average maturity schedentribution will continue to increase, reaching $133
ule of approximately 46 days. Types of investmentsillion by FY 1998 (Figure 5).
include repurchase agreements backed by the U.S. gov-
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Table 7: Expected VRS Contributions | W {0] N[ MU LS (0] N e

and Expenditures -- October 1, 1994

to September 30, 1995 During 1994, the VRS Board of Trustees under-

took an in-depth review of the investment policies and

Contributions Amount programs of the Virginia Retirement System. The im-

Teachers $370,100,000 Petus for this review grew, in part, from the establish-
State Employees $238,000,0p0 Ment of anew prude_nce standaro_l for VRS investments.
Political Subdivision Employees ~ $162,200,000 The scope and qual_lty of th_e review was strengthened

Judges $10,700,000 PY new membership requirements for the IAC and
State Police $7,700,000 REAC. Changgs in the pruden(_:e stan_dard and in the
Retiree Health Care Credit $18.900.00 advisory committee membership requirements were

Group Life Insurance $14 éOO 6( 0 enacted by the 1994 General Assembly. o
Total Contributions $821 9’00 0’00 The VRS investment review process, which is

on-going, has resulted in several significant policy
changes, particularly in asset allocation. Some policy
decisions in other areas, such as implementation of

Expenditures

Annuities $773,000,000 - gpecific investment programs, await the results of fur-
Refunds _ _ $ 68,400,000 ther study. Given the long-term nature of a pension
Insurance Premiums & Claims  @,000,000  fynd investment program, it will take several years for
Administrative $ 13,200,000 VRS to fully implement its new policies, particularly
Retiree Health Care Credits $ 13,200,00Qhe revised asset allocation. Consequently, a complete
Total Expenditures $927,800,000  evaluation of the effectiveness of the new VRS invest-
ment policies and programs is premature at this time.
Net New Money $(105,900,000) However, given the amount and complexity of the in-
vestment issues which have been addressed, the ap-
Source: Virginia Retirement System. proach taken by the VRS Board and its advisory com-

mittees to date appears to have been reasonable.

Figure 5: VRS Total Contributions vs. Total Expenses
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Source: Virginia Retirement System.
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