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Review of VRS Fiduciary Responsibility and Liability

H INTRODUCTION %

Sincethe appointment of the VirginiaRetirement
System Board of Trustees (the Board) in March 1994,
the potential for personal liability resulting from deci-
sions made in administering the investment program
hasbeen aconcernwithin VRS. While precipitated by
two specific factors, these concerns are related to two
broader questions. First, what are the rules and stan-
dards by which the prudence of VRS investment deci-
sionswill be judged? Second, to what extent will the
State support and defend, if necessary, investment
decisions made by the VRS Board?

One specific factor which generated concern was
arecently concluded criminal investigation by afederal
grand jury regarding the acquisition of the RF& P Cor-
poration by the prior VRS Board. During that investi-
gation, two former trustees and a former director in-
curred substantial personal legal expenses, despite the
fact that they werenever charged with any wrongdoing.
This situation created concerns among some current
trustees regarding the adequacy of their potential legal
representation.

Another specific factor which created liability
concerns was the anticipation of a possible downward
correctioninthevalue of the public equity marketsand
a corresponding reduction in the value of the VRS
portfolio. In the event of such a reduction in value,
someindividualswithin VRS have expressed concerns
that they could be held personally liable for the loss.
VRS has a seventy percent allocation to equity invest-
ments. Among 51 state-sponsored public employee
retirement systemssurveyed by JLARC staff, VRShas
the third highest percentage of fund assets allocated to
equity investments.

Therearesevera statutory provisionsand admin-
istrative mechanisms currently in place in Virginia
which provide a degree of protection to VRS trustees
from the risk of potential personal liability. These
include the statutory prudence standard, the statutory
tort claims act, the State' s risk management plan, and
the Board's fiduciary liability insurance policy. In
termsof thetypeand level of protection providedtothe
VRS Board, each of these have both strengths and
weaknesses. Virginiaissimilar to many other statesin
thetypesof protectionsthat it providestoitsretirement
system trustees. However, VRS isone of arelatively
few state-sponsored public employee retirement sys-
temswith afiduciary liability insurance policy. Onthe
other hand, several other states do provide explicit
statutory immunity from liability for their retirement
system trustees provided that they act in good faith and
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do not knowingly, willfully, or maliciously engage in
improper conduct. Thisisarguably an easier standard
for atrustee to satisfy than the prudent expert standard
required for VRS.

The potentia personal liability of pension fund
fiduciaries presents a delicate public policy issue. On
onehand, thepotential for personal liability needstobe
real and significant enough to help ensure the board’s
continued prudent, careful performance of itsfiduciary
responsibilities on behaf of the VRS members and
beneficiaries. Onthe other hand, the potential liability
should not be so excessive that the recruitment and
retention of qualified, talented individualsfor the VRS
Board, its advisory committees, or staff is harmed.
Giventhe nature of risk faced by VRStrustees, and the
range of protections already in place, the potential for
personal liability does not appear to be excessive,
burdensome or oppressive. However, certain statutory
changes could be considered in order to improve and
clarify the legal framework regulating VRS fiduciary
responsibility and liability.

Mandate and Approach for the Review

The Virginia Retirement System Oversight Act
(Section 30-78 of the Code of Virginia) requires the
preparation of asemi-annual report onthe VRSinvest-
ment program. The Oversight Act also authorizes
JLARC toreview and evaluatethe structureand gover-
nanceof theretirement system. Inresponseto concerns
regarding fiduciary responsibility and liability issues
raised by VRS over the past two years, JLARC staff

VRS Oversight Report is published periodically by the
JointLegislative Auditand Review Commission (JLARC)
in fulfilment of Section 30-78 et seq. of the Code of
Virginia. This statute requires JLARC to provide the
General Assembly with oversight capability concern-
ing the Virginia Retirement System (VRS), and to regu-
larly update the Legislature on oversight findings.

JLARC Staff Assignhed to VRS Oversight:
Glen S. Tittermary, Senior Division Chief
Joseph J. Hilbert, Principal Legislative Analyst

John W. Long, VRS Oversight Report Editor

The Joint Legislative Audit & Review Commission
Suite 1100, General Assembly Building

Capitol Square, Richmond, Virginia 23219

(804) 786-1258 Fax: 371-0101




proposed to the Commission at its May 1996 meeting
that it examinetheseissues. The Commission directed
JLARC staff to proceed with the review at that time.

Giventheconcernsexpressed by VRS, thereview
was designed to evaluate the adequacy of the current
statutory and administrativeframework regulating VRS
fiduciary responsibility and liability. Therefore, the
review examined the following four issues:

* Are the Board's fiduciary responsibilities
clearly defined and understood?

» What is the nature of the potential personal
liahility risk faced by the VRS trustees?

» Towhat extentisthe potential personal liabil-
ity risk reasonably and effectively mitigated
through current statutory provisions and ad-
mini strative mechanisms?

 Should any additional protections against the
risk of potential persona liability be pro-
vided?

Severa research activities were performed to
examine each of these issues. These included struc-
tured interviews with VRS trustees, advisory commit-
tee members and management. Interviews were also
conductedwith staff fromtheAttorney General’ s(AG’s)
office and the State Division of Risk Management
(DRM) within the Department of General Services.
Expertsinthefield of pension fund fiduciary responsi-
bility were also interviewed. JLARC staff also sur-
veyed other public employee retirement systems, re-
viewed retirement statutesfor each of the 50 states, and
performed other legal research and document reviews.
JLARC staff also attended meetings of the VRS Board
and its advisory committees.

_| DEFINITION AND PERFORMANCE OF THE | _
BOARD’SFIDUCIARY RESPONSBILITY

Theterms*fiduciary” and*“fiduciary responsibil-
ity” can be defined in avariety of ways. The range of
definitionsall tend to involvethree concepts: (1) funds
are held by one party (the fiduciary) for the ultimate
benefit of another (thebeneficiary); (2) trust, faith, and
reliancethat thebeneficiary placesinthefiduciary; and
(3) loyalty that thefiduciary displaystoward the benefi-
ciary. Asit pertainsto the VRS Board, the definition
of fiduciary responsibility within the Code of Virginia
tends to be rather limited and vague.

In order to fulfill its fiduciary responsibility as
trustee of the VRSfunds, theVRSBoardistheultimate
investment decisionmaker for theretirement system. In
practice, within the context of its overall investment
policy, the Board has delegated substantial
decisionmaking responsibility to the VRS Chief In-
vestment Officer (Cl10O). However, that del egation does
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not relievetheVRSBoard of theultimateresponsibility
for the outcomesof thosedecisions. Consequently, the
need for the Board to effectively monitor and oversee
the operations of the investment program is of the
utmost importance.

VRS Board Isthe Only Named Fiduciary
of the Retirement System

Title 51.1 of the Code of Virginia contains afew
provisions which make clear the fact that the VRS
Board is the fiduciary of the pension fund:

To assist the Board of Trustees in fulfilling its
fiduciary duty as trustee of the funds of the Vir-
giniaRetirement System, the Board shall employ
achief investment officer....[ Section51.1-124.24]

Tofurther assisttheBoard of Trusteesinfulfilling
its fiduciary duty as trustee of the funds of the
Retirement System, the Board shall immediately
elect an Investment Advisory Committee and a
Real Estate Advisory Committee....[Section51.1-
124.26]

The Board shall be the trustee of the funds of the
Retirement System that it administers....[ Section
51.1-124.30]

Thereisno further discussionin Title51.1 of the
Code of Virginia concerning who is or is not a VRS
fiduciary, or who hasor doesnot havefiduciary respon-
sibilities.

Other FiduciariesWithin VRS. Accordingtothe
VRS director and the CIO, other entities within VRS
havefiduciary responsibilities. TheseincludetheVRS
director, CIO, IAC members, REAC members, exter-
nal investment managers, and some internal VRS in-
vestment staff by virtue of their responsibilities and
authority. Thisopinionisentirely reasonable, giventhe
delegation of responsibilities within VRS, and given
the realities — including the prevalence of team and
group-based decisionmaking — of administering a$22
billion pension fund. However, the imposition of
fiduciary responsibility principles in light of these
group dynamicsisunclear. For example, noneof these
individual sarerecognized asfiduciaries, nor givenany
fiduciary responsibilities, by statute. Moreover, the
extent to which any of theseindividualshaveexplicitly
acknowledged, in writing, afiduciary responsibility to
VRSisuncertain. Neverthel ess, giventhelack of speci-
ficityinTitle51.1 of theCodeof Virginia, acourtof law
could possibly find, relying on precedent from the
commonlaw of trustsand thefederal Employee Retire-
ment Income Security Act (ERISA), that suchindividu-
alsand entities have fiduciary responsibilitiesto VRS.
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UniformManagement of Public EmployeesPen-
sion Fund Act. As part of its continuing effort to
discourage federal preemption of state laws, the Na-
tional Conference of Commissionerson Uniform State
Laws (NCCUSL) isdrafting model legislation for the
management of public pension funds (the Uniform
Act). NCCUSL notesthat publicfundsareregul ated by
laws in each state, which vary considerably across
states and have often failed to keep pace with modern
investment practices. NCCUSL hopes that its model
act, whichisstill in draft form, will modernize, clarify
and make uniform the rulesgoverning the management
of publicretirement systems. Thiseffort beganin1991.
TheNCCUSL expectsto approveafina version of the
Uniform Act in the summer of 1997.

Among the Uniform Act’s many provisions are
definitions of “fiduciary” and “trustee.” The Uniform
Actdefinesafiduciary inthesameway asdoesERISA:

[A] person who exercises any discretionary au-
thority to manage the operation and administra-
tion of a retirement system or any authority to
invest or manage assets of the system, or who
rendersinvestment advice for afee or other com-
pensation, direct or indirect, with respect to the
assets of the system, or has any authority or
responsibility to do so.

The Uniform Act definestrustee as* one or more
individual swho have the ultimate authority to manage
the operation and administration of aretirement system
or toinvest or manage assetsof thesystem.” Under this
definition, trustees are a subset of a larger group of
fiduciaries.

Thereshould not beany vaguenessor uncertainty
concerning VRSfiduciary designations— they should
be clear and unambiguous. A lack of clarity and
ambiguity in naming fiduciaries and defining their
responsibilities could promote uncertainty and harm
accountability withinthe system’ sgoverning structure.
If it isthe General Assembly’sintent to recognize and
define certain fiduciary responsibilitiesresiding some-
where other than on the Board, it may wish to provide
for thisin statute. This above-mentioned provision of
the Uniform Act could be used asamodel. However,
statutory language expanding the designation of fidu-
ciary status and responsibility beyond the Board — as
anumber of other stateshavedone—wouldlikely have
liability and accountability implicationsfor thesystem’s
governing structure.

Recommendation (1): The General Assembly
may wish to closely monitor the work of the National
Conferenceof Commissionerson Uniform StateL aws
in drafting the Uniform Management of Public Pen-
sion Funds Act. Based on further review of the
Uniform Act, the General Assembly may wish to
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consider the development of legislation which would
affirmatively state and define fiduciary designations
within the Virginia Retirement System.

Prudent Expert Standard of Care Governs
VRS Fiduciary Conduct

Virtually every state retirement system uses a
prudence rule asits standard for governing the invest-
ment of assets by trustees and other fiduciaries. Over
the past several years, states have been revising the
prudence rules that govern the management of their
public employee retirement systems. Typically, these
changeshave consisted of replacing the prudent person
language with the more stringent prudent expert lan-
guage contained in ERISA.

Virginia’'s Statutory Prudence Standard. Sec-
tion51.1-124.30 of the Codeof Virginiaidentifieswhat
istheBoard’ ssinglegreatest responsibility. According
to the statute, the Board shall:

dischargeitsdutieswith respect to the Retirement
System solely in the interest of the beneficiaries
thereof and shall invest the assets of the Retire-
ment System with care, skill, prudence, and dili-
gence under the circumstances then prevailing
that a prudent person acting in alike capacity and
familiar with such matters would use in the con-
duct of alike character and with like aims.

This prudence standard is referred to as the pru-
dent expert (or prudent investor) standard. Thisversion
of theprudencestandard, whichisalsofoundin ERISA,
serves asaguideto VRS trustees, advisory committee
members, and staff concerning expectations for the
management and administration of the system. This
standard also serves as alegal basis for accountability
and potential liability for the system'’ sfiduciaries.

Useof Prudent Expert Standard Recommended
by Bear Stearns. The applicability of the prudent
expert standard to VRS isaresult of a1993 review of
theVRSinvestment program conducted by L ARC and
itsinvestment consultant, Bear Stearns Fiduciary Ser-
vices, Inc. (Bear Stearns.) Based on its review, Bear
Stearns recommended that the prudent expert standard
replacethelessstringent prudent person standard. Bear
Stearns stated that the prudent expert standard would
provide VRSwith “theflexibility needed to accommo-
date modern portfolio theory and new investment in-
struments, but only so far as prudent.”

Prudent Expert Standard Widely Used by Other
States. Virtualy every state employee retirement sys-
tem uses some form of the prudence standard, usually
asastatutory requirement. Theprudent expert standard
is the single most frequently employed version of the
standard, used by 23 of the 50 states. Moreover, the
prudent expert standard isbeing adopted by stateswith




increasing frequency. Since 1990 11 states, including
Virginia, have adopted the prudent expert standard.

Statutory Guidance for Interpreting the Pru-
dence Standard. The public employee retirement
statutesof most states, including Virginia, providelittle
if any guidanceto interpreting the practical meaning or
intent of the prudence standard. In contrast, the Uni-
form Act specifiesgeneral fiduciary duties, investment
and asset management fiduciary duties, establishes a
test of compliance with those duties, and poses a
standard for determining personal fiduciary liability.
Table1 summarizeskey provisionsof the Uniform Act
pertaining to prudent expert standard of care.

A few states, particularly Minnesota, Missouri,
and Utah, provide rather extensive statutory guidance
to their prudence standards. The provisions of these
three states closely resemble, in several ways, the
provisions of the Uniform Act. For example, the Utah
statute states that a trustee shall manage trust fund
assets “as a prudent investor,” and then proceeds to
define what that means.

In its 1993 report, Bear Stearns stated that the
General Assembly could choose to provide statutory
guidancefor interpreting the prudent investor standard:

Assuming the Virginia Legislature adopted stan-
dardscomparableto ERISA, itisimpossibleinthe
abstract to predict whether or to what extent the
state courtswould actually refer to such caselaw;
but if any legislation is adopted, the Legislature
could choose to provide direction in this regard.

All of theVRStrusteesstated to JLARC staff that
they believe they have an adequate understanding of
what the prudent expert standard of care requires in
practice. One trustee, while stating that he personally
has an adequate understanding of the standard, does
have some doubts about the Board's overall under-
standing of the standard:

| doubt anyone on the Board fully understandsaall
of thetechnicalitiesthat areinvolved. I1twould be
in the best interests of each of the trusteesif they
had abetter legal understanding of prudence stan-
dard requirements.

Additional statutory guidance could promote a better
senseof awarenessamong theV RStrusteesconcerning
the General Assembly’s intent and expectations con-
cerning application of the prudent expert standard.
Recommendation (2). The General Assembly
may wish to closely monitor the work of the National
Conferenceof Commissionerson Uniform StateL aws
in drafting the Uniform Management of Public Pen-
sion Funds Act. Based on further review of the
Uniform Act, the General Assembly may wish to
consider the development of legislation to provide
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guidanceto the statutory prudent expert standard by
affirmatively defining fiduciary responsibilities.

VRS Board Has Delegated Substantial
I nvestment Responsibilitiesto Cl1O

From the time of its appointment in March 1994,
the VRS Board hasfavored an macro-level approachto
overseeing and directing theinvestment program. The
Board does not want to micro-manage the investment
program. Under this type of approach, broad policy
issues, such as the fund’s asset allocation, are deter-
mined by the Board. Virtually all other investment
decisions— particularly the hiring and firing of exter-
nal investment managers — are delegated to the CIO.
Delegationof variousinvestment responsibilitieswithin
a$22 billion fund isentirely appropriate. However, as
the only named fiduciary of the retirement system, the
Board can not delegate its ultimate responsibility for
the results of decisions made by others.

ClO’'s Delegated Investment Decisionmaking
Authority. According to IAC policy guidelines, the
following decisions are made by the CIO, based on
recommendation of the |AC and subject to review and
oversight by the Board:

» determination of target allocation within
ranges,

* approval of proposed program structure —
including active, passive, internal and exter-
nal investment management approaches,

* hiring and firing external managers, and

* hiring and firing consultants.

According to REAC guidelines, the following
decisionsare made by the C1O, with the concurrence of
the REAC, and subject to review by the Board:

» determination of target allocation within
ranges,

* purchase of a 100 percent interest in a real
estate property,

* hiring and firing managers, and

* hiring and firing consultants.

Prior VRS Delegation of Investment
Decisonmaking Authority. A previouspolicy decision
of the VRS Board to delegate substantial investment
decisionmaking authority to the IAC was rescinded in
December 1995inresponsetotwol egislativeconcerns.
First, the General Assembly intended for the IAC and
REAC to be purely advisory in nature. The Code of
Virginia does not authorize either advisory committee
to make investment decisions on behalf of VRS. Sec-
ond, IAC and REAC members are required only to
comply with the financial disclosure provisions of the
State and Local Government Conflict of Interest Act
(Section 2.1-639 et seq. of the Code of Virginia.)
Advisory committee membersare not required to com-
ply with the contract and transaction prohibition provi-
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General Provision

Detall

Definition of
Fiduciary

1) A personwho exercises any discretionary authority to manage the operation and administra-
tion of a retirement system

2) Apersonwho exercises any discretionary authority to invest or manage assets of a retirement
system

3) Apersonwho renders investment advice for a fee or other direct or indirect compensation with
respect to assets of a retirement system, or who has any authority or responsibility to do so;

Specifies General
Fiduciary Duties

A fiduciary shall discharge his or her duties with respect to a pension plan:
1) solely in the interests of the participants and beneficiaries;

2) for the exclusive purpose of providing benefits to participants and beneficiaries and paying
reasonable expenses of administering the system;

3) with the skill, care, prudence, and diligence under the circumstances then prevailing that a
prudent person acting in a like capacity and familiar with such matters would use in the conduct
of an activity of like character and purpose;

4) impartially, taking into account any differing interests of participants and beneficiaries; and

5) in accordance with the instruments governing the plan.

Specifies Investment
and Asset-
Management
Fiduciary Duties

Among the circumstances that a trustee shall consider are the following:

1) general economic conditions,

2) possible effect of inflation or deflation,

3) role that each investment or course of action plays within the overall portfolio,

4) expected total return from income and the appreciation of capital,

5) needs for liquidity, regularity of income, and preservation or appreciation of capital, and
6) adequacy of funding for the plan.

A trustee shall diversify the investments of the plan unless, because of special circumstances,
it is clearly prudent not to do so.

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

Testof Compliance
with Fiduciary

Compliance must be determined in light of the facts and circumstances existing at the time of the
decision or action.

Fiduciary Liability

Duties
Decisions must be evaluated not in isolation but in the context of the portfolio as a whole and as
part of an overall investment strategy having risk and return objectives reasonably suited to the
program.
Standard for A trustee or other fiduciary who breaches a duty imposed by this Act is personally liable to a
Determining retirement system for any losses resulting from the breach and any profits made by the trustee
Personal

or other fiduciary through use of assets of the system

Source: JLARC staff analysis of the September 1996 draft of the Uniform Management of Public Pension Funds Act
prepared by the National Conference of Commissioners on Uniform State Laws.
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sions of the statute. If the | AC were no longer consid-
ered advisory, it would raise the issue of whether the
limited application of the Conflict of Interest Actisstill
appropriate. This issue concerning the Conflict of
Interest Act was a primary reason for REAC’ srefusal
— unlike the IAC — to have any investment
decisionmaking authority delegated to it by the Board.

Current Focus of Board Ison
Fine-Tuning the I nvestment Program

Since the establishment of the VRS asset alloca
tion policy, the Board’ s role in overseeing the invest-
ment program has been to ensure that the investment
program is “fine-tuned” when and where necessary.
Thisisconsistent with the broad investment policy and
review roletheBoard hasestablished foritself. Inorder
tobeeffectiveinthisrole, theBoard needsto ensurethat
it receivesinformation concerning theinvestment pro-
gram that is both timely and sufficiently detailed. The
Board also needs to ensure that an issue raised within
VRS concerning the power of the CIO position is
resolved to its satisfaction.

Power of the CIO Position. Following the revi-
sionsto the VRSinvestment policy statement, in order
to comply with legislative intent concerning the advi-
sory committees, some individuals within VRS raised
the issue that the amount of power and influence now
vested in the ClO position was excessive, unwise, and
possibly prone to fraud and abuse. Individuals who
advocated thisposition noted that they had no concerns
withthecurrent ClO, but rather their concernsreflected
uncertainty about future CIO’s.  These individuals
stated that thecurrent investment deci sionmaking struc-
turewasworkingwell despitethestructure, not because
of it. Asdescribedto JLARC staff, afuture CIO might
act in response to personal ambition and perceived
financial incentives, contrary to the Board's estab-
lished investment policy and procedures. In such a
case, theBoard might not detect any improper behavior
until it wastoo late.

The CIO is supposed to be a powerful position
within VRS. The intent of Section 51.1-124.24 of the
Code of Virginiaisthat the ClO should be asupervisor
and a decisionmaker, albeit one who is subservient to
theBoard. Thisstatutewasenacted, asin the case of the
advisory committees, because a ClIO was seen as a
necessity to the VRSinvestment program. Prior to the
1993 study by JLARC and Bear Stearns, the CIO
position had been vacant for a considerable period of
time.

Advocates of the proposition that the CIO posi-
tion is too powerful contend that the Board's prior
investment policy, wherein the IAC was delegated
investment decisionmaking authority, contained greater
checks and balances than currently exist. As one
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individual stated, it isfar easier to visualize a“rogue’
individual staff member thanitistovisualizea“rogue’
committee. However, that same individual acknowl-
edged that in the investment arenait is always better to
designate an individual as the decisionmaker and then
hold that individual accountable.

VRS trustees express divergent opinions con-
cerning whether or not the ClO position currently has
too much power and influence. In personal interviews
with JLARC staff, four trustees stated that the position
did contain too much power and influence, four stated
that the position did not contain too much power and
influence, and one trustee was not sure.

» Twoof thetrusteeswho stated the opinion that
the CIO has too much power and influence
attributed their concernsto policy decisionsof
the Board and not to the wording or interpre-
tation of the statute, and they also stated that
the Board has delegated away too much of its
investment decision making responsibility.

» Theother two trustees who stated the opinion
that the CIO has too much power and influ-
ence attributed their concerns to the legisla-
tive interpretation of the statute.

If the VRS Board genuinely believesthat thereis
apotential problem with the CIO position, particularly
intermsof disproportionateor inappropriate power and
influence, it is the responsibility of the Board to take
stepsto addresstheissue asthefiduciary of the system.
Giventheamount of investment expertise ontheBoard
and the range of resources available to it, thisissue is
within the ability of the Board to effectively address
within the bounds of existing statutory provisions con-
cerning the ClO and the advisory committees.

Board's Approach to Monitoring the Invest-
ment Program. TheBoard doesnot currently spend an
inordinate amount of time during its monthly meeting
reviewing and discussingtheinvestment program. This
is understandable, given the Board’s macro-level ap-
proach to overseeing VRS investment policy and prac-
tices, and given the fact that the asset allocation policy
decision was made two years ago. All of the trustees
reported being comfortable with the Board' s ability to
oversee the investment program as afiduciary. Six of
the nine trustees told JLARC staff that the Board is
spending about the right amount of time and effort
monitoring and overseeing the investment program.

Three of thetrusteesindicated to JLARC that the
Board should be spending additional time monitoring
the investment program:

The Board is not spending enough time working
to understand the investment process and moni-
toring results against established standards. The
Board ought to hear more about the investment
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program than it does. During Board meetings
investment staff — not the |AC chair — ought to
be the focal point in discussing the investment
program.

The Board needsto bealittlemoreinvolved. All
the Board getsisatotal of a half-hour or an hour
report per month from the two advisory commit-
tees. Asatrustee, | would like to receive more
extensive reportson theinvestment program than
we now receive.

| guesswe should spend alittle moretime making
sure we are all up to speed on the categories of
investmentsandrisks. | would haveliked to have
had more of adiscussion at the Board level con-
cerning the fact that the allocation to domestic
equity was at the maximum end of the range that
we had established.

A great deal of information concerning the opera-
tion and administration of the investment program is
available for trustees who make it a point to obtain it.
For example, every member of the VRS Board is
welcome to attend meetings of the IAC and REAC.
Attendance at these meetings can be an effective but
time consuming way for trustees to obtain detailed
information concerning the management of theinvest-
ment program.

JLARC staff analyzed the minutes of IAC and
REA C meetingsfrom June 1994 through August 1996.
Over that period of time, most VRS trustees attended
very few, if any, advisory committee meetings. The
VRS Board chairman and another trustee were notable
exceptions, with each attending most meetings during
that period. Inaddition, onetrusteeisamember of the
I AC and another isamember of REAC. Both of these
trusteesregularly attend their respective advisory com-
mittee meetings.

It is important to note that not al of the VRS
trustees necessarily feel that it should be their respon-
sibility to attend advisory committee meetingsin order
to receive a greater amount of information concerning
the investment program. As one trustee told JLARC
staff, “I don’'t want to attend ameeting just for the sake
of attending ameeting.” Thistrusteealsotold JLARC
staff that “1 would feel alittle more comfortable as a
trustee if | knew more about what was going on in the
investment program. | want more detailed information
on the reasons for investment decisions.”

Three trusteestold JLARC staff that they would
liketheBoardto appoint another trusteeto boththel AC
and REAC. Accordingtooneof thetrustees, thiswould
provide him with an additional individual to rely on
during Board meetings for information concerning the
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investment program. Currently, thereisonetrustee on
the IAC and another on the REAC. The Code of
Virginiapermitsamaximum of twotrusteesonthel AC
and REAC. While this issue does not appear to be a
concern with amajority of the trustees, the Board may
wish to explore the merits of thisidea further.
Recommendation (3). TheVirginiaRetirement
System Board of Trustees may wish to consider in-
creasing the number of trustees on the Investment
Advisory Committee and the Real Estate Advisory
Committee from one to two, as permitted by law.

Investment Perfor mance Reporting tothe Board

Thecurrent chairman of thel ACintendsto modify
the approach to providing the Board with information
concerning the investment program. The chairman’s
plan is to brief the Board on key investment policy
issues, on how and why investment decisions were
made, and on the risks that VRS has assumed in order
to generate the investment returns that are reported to
the Board. The CIO will be reporting to the Board on
the performance of specific external managers. This
approach contrasts with the approach under the prior
IAC chairman, wherein the IAC report to Board con-
sistedlargely of apresentation of the proceedingsof the
|AC meeting.

Each month, the CI O presentsinvestment perfor-
mance reports to both the Board and the IAC. The
reportspresent investment return datafor thetotal fund,
each investment program, and each external and inter-
nal investment manager. The reports constitute an
important aspect of the oversight and monitoring func-
tions performed by the Board and the IAC.

While similar in many respects, there is a key
difference between the report presented to the Board
and the report presented to the IAC. The report pre-
sented to the IAC shows al investment return data
calculated as of the most recent available date. For
example, the report presented to the IAC at its August,
1996 meeting showed investment return data for one,
three, and fiveyear timeperiodsasof June 30, 1996. In
contrast, thereport presented tothe Board at itsAugust,
1996 meeting showed investment return data for one
and five year periods ending December 1995. Both
reports did show year-to-date return datafor the calen-
dar and fiscal years.

Thereport that ispresented tothe|AC s, overall,
amorecomprehensiveand up-to-dateportrayal of VRS
investment performancethan that whichispresentedto
the Board. According to the CIO, the report that is
presented to the Board is easier for the trustees to
understand than would bethereport that isprepared for
the IAC. However, given the amount of investment
expertiseontheBoard, itisreasonableto expect that the
expanded report can be understood by the trustees.




Furthermore, it would be a more efficient use of VRS
staff timeto prepare onemonthly report instead of two.

Recommendation (4). TheVirginiaRetirement
System Board of Trustees may wish to require the
Chief Investment Officer to provide it with the same
investment performancereportthatispresentedtothe
I nvestment Advisory Committee.

RISK OF POTENTIAL FIDUCIARY
LIABILITY TO VRSTRUSTEES

The position of aVRS trustee isfairly unique in
Virginia State government by virtue of the fact that, in
addition to being the member of a citizen governing
board, thetrusteeisalsoafiduciary. Thislegal distinc-
tion carrieswithit significant responsibilitieswhich, if
not performed prudently, can potentially result in fi-
nancial liability. Giventhevast sizeand complexity of
the investment program, there are severa types of
hypothetical situations within which liability could
potentially ariseagainst VRScollectively or personally
against certain individuals within VRS:

» dlegedbreachof fiduciary responsibility dueto
financial losseswithintheinvestment program,

* environmental pollution associated with real
estate wholly-owned by VRS, and

* attorneys fees incurred by VRS trustees de-
fending their interests in situations in which
the Attorney Genera’s office is unable to
provide representation.

It is important to recognize that while situations
suchasthesemay createthepotential for liability, they do
not necessarily pose areasonable likelihood of liability.

Litigation Alleging Breach of
Fiduciary Responsibility IsRare

L awsuitsagainst publicemployeeretirement sys-
tems which allege a breach of fiduciary responsibility
arevery rare. Among the 51 respondentsto JLARC's
survey of other public employee retirement systems,
only sevenreportedthat they had beenthetarget of such
a suit within the past ten years. VRS itself has never
been sued for an alleged breach of fiduciary responsi-
bility involving the investment program.

JLARC's finding is consistent with similar re-
search performed by the National Council on Teacher
Retirement (NCTR). AccordingtoNCTR, therarity of
lawsuits against public employee retirement system
fiduciariesis attributable to three broad factors:

» The plans operate in a public setting, subject
to open meetings laws, open records laws,
legidative oversight, and close monitoring of
the plan’s performance by its members.

* Trusteesexerciseprocedural prudenceintheir
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decisions through formal investment policies
and practices.

» The potential for liability in connection with
the actions and decisions of fiduciaries pro-
motes prudent performance.

Applicability of ERISA in Determining
Potential Liability

Governmental pension plans are not bound by
ERISA. Therefore, theextent towhich ERISA caselaw
(as opposed to various aspects of State trust and fidu-
ciary law, and common law) can serve as a guide to
public pension plan fiduciaries is not completely cer-
tain. Nevertheless, the Attorney General’ s Office has
concluded that one can look to ERISA decisions for
guidance concerning non-ERISA governed trustees
obligations. Thisisbecause*the principlesthat govern
atrustee' sdutiesare derived in large measure from the
common law of trusts.” ERISA decisions can also
provide guidance for questions that are not otherwise
answered by State statutes or common trust law principles.

ERISA Decisions I nterpreting Prudent Expert
Rule. Over thepast 20 years, an extensive body of case
law has devel oped to interpret numerous aspects of the
ERISA prudent expert standard. Table 2 (page 10)
provides examples of some of the leading ERISA
decisions concerning the diversification and invest-
ment of planassets. Assumingthat ERISA caselaw can
be used as an accurate guide and avalid source of legal
precedence for VRS, other leading cases indicate that
fiduciary liability tends to occur only in the event of
truly egregious investment decisions.

A proposed loan of almost 36 percent of a plan’s
total assetsto finance construction of a hotel and
gambling casino violated the prudence require-
ment, since the risk of business failure was quite
high whether or not the construction was ulti-
mately completed. [Marshall v. TeamstersLocal
282 Pension Trust Fund, 1978, ED NY]

A plan that proposed to loan 25 percent of its
assets to a single borrower to develop a time-
share project would violate diversification re-
quirements because the loan represents a signifi-
cant amount of plan assetsthat would be commit-
ted to asingle, speculative project. [Marshall vs.
Glass/Metal Association and Glaziersand Glass-
workers Pension Plan, 1980, DC HI]

Plan tru