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VRS benefit expenses are expected to continue to exceed contributions. The five-year
investment plan assumes the net cash contribution will be zero.

Chief Investment Officer: Erwin H. Will ‘

Total Assets: $18.8 billion Total ReurnonInvesments |

Actuarial Return Assumption: 8% | (Most Recent Full Fiscal Years) |
Number of VRS Investment Staff: 19 1992 1993 1994 | 1995
Number of External Managers: 69 11.2% | 11.5% | 1.7% | 17.1%

FY 1995 I nvestment Expenses: $53.3 Million
Number of Active VRS Members: 262,297
Number of Retired VRS Members: 78,052

Asset Allocation (asof June 30, 1995)

(Time Periods Ending 6/30/95) |
10 years | Syears | 3years | 1year

11.6% 9.4% 9.9% | 17.1%

Asset Allocation Where | nvested I nvestment Strategy
(% of Total Assets) (% of Asset Class) (% of Asset Class)
Asset Class Target Actual* Domestic I nter national Active Passive
Equity 70% 70% 87% 13% 50% 50%
Fixed Income 21% 22% 92% 8% 100% 0%
Real Estate 9% 7% 100% 0% 69% 31%

*Of total assets, 1% was cash.
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September 1995 Report on the VRS I nvestment Program

| INTRODUCTION |

To help provide Virginia Retirement System
(VRS) members with reasonable assurance as to the
security of their retirement benefits, employer and
member contributions to the pension fund are profes-
sionally invested in equity, fixed income, and rea
estate instruments. As the fiduciary of the pension
fund, the VRS Board of Trustees(the Board) - aided by
its advisory committees and the VRS investment staff
- iscontinuing a detailed review of the pension fund’s
$18.8 billion investment portfolio. Particular empha
sisiscurrently being placed on theretirement system’s
real estate investments. The primary purpose of this
ongoing evauation is to ensure that the investment
programs and strategies used to implement the asset
allocation policy established by the VRS Board are as
effective and efficient as possible.

Primarily dueto strong increasesin the value of
the domestic equity market, which reached a record
level, VRSinvestment performanceimproved substan-
tially in recent months. However, when viewed over
thelonger term, VRSinvestment performance hasbeen
lower thantheBoard' sown currently established bench-
marks for many of its asset classes. This raises some
guestions, which VRS isworking to address, concern-
ing the cost effectiveness of the investment program
structure. VRSisalsointheprocessof examiningways
to more effectively monitor and control the various
riskstakeninitsinvestment program, including but not
limited to those inherent in the use of derivative prod-
ucts and strategies.

VRSisfacing an additional investment issue that
israther unique. VRS hasreceived several unsolicited
offersto purchase someor al of the RF& P Corporation
(RF&P). A special committee composed of VRS
trustees and RF& P directorsisin the process of evalu-
ating the offers that have been received, and assessing
theoptionsof VRS concerningitsinvestment in RF& P.

Study Mandate

The Virginia Retirement System Oversight Act
(Section 30-78 et seq. of the Code of Virginia) requires
VRS to submit semi-annual reports on its investment
programto JLARC. Thestatuterequiresthat thereport
bein aformat approved by the Commission and that it
include information concerning (i) planned or actual
material changes in asset allocation, (ii) investment
performance of all asset classes and sub-classes, and
(iii) investment policies and programs. Thisreport is,
in part, a summary of VRS submission for the six
months ending June 30, 1995.
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Study Approach

This report was prepared based on information
provided by VRS, in response to a written request for
dataand documentation prepared by JLARC staff. The
written request developed by JLARC staff concerned
the following investment issues: asset allocation, in-
vestment policy, investment performance, long-term
assets and liabilities, and short-term investments and
liquidity.

JLARC staff developed additional information
concerning the status of theinvestment program during
attendance at the monthly meetings of the VRS Board,
the Investment Advisory Committee (IAC), and the
Real Estate Advisory Committee (REAC). Written
materials furnished at these meetings, and discussions
concerning those materials, provided an additional
factual and contextual basis for this report.

Report Organization
This report provides a summary update of the
investment policies, procedures and performance of
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VRS. The first section of the report examines asset
allocation. The second section reviews other elements
of the VRS investment policy. The third section dis-
cussesV RSinvestment performance. Thefinal section
presents a discussion of VRS funding and liquidity.

ASSET ALLOCATION
NOT FULLY IMPLEMENTED

Asset alocation is the single most important
factor underlying the long-term success or failure of
any investment program. According to the VRS asset
allocation policy, the pension fund isto be invested in
three broad asset classesasfollows: 70 percent of fund
assetsin equities, 21 percent in fixed income, and nine
percent in real estate. Since adopting this policy in
September 1994, V RShasmadeprogresstowardachiev-
ingthosepolicy targets. However, thepotential sale of
someor all of RF& P may have significant implications
for the VRS asset alocation policy. This section
provides an update on the current VRS asset allocation

policy.

Asset Allocation Differsfrom Policy Targets
VRS isin the process of implementing its asset
allocation policy. Substantial progress has been made
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toward attaining the broad allocation of 70 percent
equity, 21 percent fixed income, and nine percent real
estate. However, little progress has yet been madein
allocating equity investments among the domestic,
international, emerging market, and alternative invest-
ment sub-classes, as prescribed by policy. This is
reflectiveof theconsiderableamount of timethat canbe
required in order to invest hundreds of millions of
dollars. Moreover, as the market value of assets in-
creases, the amount of additional funds to be invested
inorder to satisfy allocation percentagesal soincreases.
The Board has approved overweighting the pension
fund in domestic equity until the full amount of the
planned investment in emerging markets can be made.
Figure 1 (below) illustrates the difference between the
actual allocation of VRS assets, and thelong-term asset
allocation policy targets established by the Board.

Potential Sale of RF& P May Affect
Asset Allocation Policy

Inthe Spring of 1995, VRSreceived four unsolic-
ited offers to purchase some or al of RF&P. Asthe
fiduciary of thepensiontrust fund, the Board isrespon-
siblefor determining whether any one of these offersis
inthebest interests of themembersand beneficiariesof
theretirement system. Inresponseto the offers, which

Figure 1: VRS Asset Allocation — Actual Compared to

Policy Targets, as of June 30, 1995

KEY Target
Actual
21% 22.4%
15%
10% 9.1 9% - oo,
5% 4.5%
0% 0% 0.9%
Domestic IInternationalI Emerging I AlternativeI Global I Real I Cash
Equity Equity Market Investments Fixed Estate
Equity (Equity) Income
| Asset Class |

June 30, 1995.

Source: JLARC staff analysis of VRS asset allocation data.

Note: VRS invested $215 million, or approximately 1 percent of fund assets, in emerging market equity subsequent to
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vary considerably intermsof dollar amount and condi-
tions, the VRS Board and the RF& P Board established
aspecial committeetoevaluatethemeritsof thevarious
offers and explore options.

Thespecial committeehiredtheinvestment bank-
ing firm of Lehman Brothers (Lehman) to provide
professional assistanceduring the course of thereview.
L ehman examined an assortment of potential options
for VRS ranging from accepting one of the existing
offers, soliciting additional offers, or retaining the
RF& P asalong-terminvestment. Based on the evalu-
ation performed by Lehman, and the recommendation
of thespecial committee, theVRSBoard andthe RF& P
Board jointly authorized Lehman to solicit offers to
purchaseall or part of VRS interest inthe capital stock
of RF&P. Lehman will simultaneously evaluate other
options with respect to the sale of less than all of
RF& P s assets as well.

Effect of Potential Sale on Asset Allocation. If
VRSdoessall RF& Pinitsentirety, itispossiblethat the
VRS asset allocation policy will change. In June, the
Chief Investment Officer (CIO) recommended a new
allocation policy to the IAC premised on the sale of
RF&P for $540 million. Under the proposed policy,
fixedincomeinvestmentswouldincreasefrom21to 25
percent of assets, whilereal estatewould decreasefrom
nineto five percent of assets. According tothe CIO’s
recommendation, the current 70 percent target alloca
tion for globa equity would remain. However, the
domestic equity allocation would increase from 40 to
45 percent of assets, whilethe private equity allocation
would be reduced from 15 to ten percent.

The IAC postponed taking any action on the
ClO’'s recommendation for two reasons. First, an
actual sale of RF& P had not yet occurred. Second, the
| AC was reluctant to recommend a significant change
to the asset alocation policy so quickly, given that it
had gone through an extensive, time consuming pro-
cessin order to establish the policy.

COMPONENTSOF INVESTMENT
POLICY BEING EVALUATED

Within its three broad asset classes of equity,
fixed income, and real estate, it isthe policy of VRSto
invest in a number of sub-asset classes using several
different investment styles and strategies. A constant
challengefor VRSisto maximizeitsinvestment return
whileensuring that risk and expensesremain at accept-
able levels. In order to accomplish this, VRS invest-
ment policy undergoescontinuousmonitoring and scru-
tiny. Table 1 summarizes the current structure of the
VRS investment program.

VRS is currently examining several important
policy issues. Oneof theseinvol vesenhanced monitor-
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ing of investment risks, including those inherent in the
use of derivative investment products. Another broad
issue concerns the VRS real estate program, which is
undergoing an internal review designed to evaluate its
rational e, advantages, and disadvantages. Thissection
discusses recent actions taken by VRS concerning
these two issues.

Monitoring of Derivative | nvestment Products
IsUnder Review

Sweeping changes in global financial markets
have contributed to a rapid expansion in the develop-
ment and use of derivative investment products. A
derivativeisafinancial product whosevalueisderived
from another underlying financial asset, interest rate,
currency, commaodity or index. Derivatives may also
be defined as a contractual agreement between two
parties who exchange payment streams linked to an
underlying asset or financia indicator. Examples of
derivativesincludefutures contractsand optionsto buy
or sell stock. Table 2 identifies some of the more
traditional types of derivative products used by VRS
investment managers.

Like any type of investment product or strategy,
derivatives can result in financial losses if the risks
associated with theinvestment arenot fully understood
and prudently managed. VRS uses derivative instru-
ments, as do many other public employee retirement
systems, in order to reduce the risk of changesin asset
value due to fluctuationsin market conditions, such as
interest rates and foreign currency exchange rates.
VRS, like many other institutional investors, also uses
derivatives as a means of generating additional earn-
ings.

Amount of VRS Exposureto Derivatives. Asof
March 31, 1995, the contractual value of VRS net
exposure to derivative products was approximately
$1.2 billion or less than ten percent of the entire fund.
The contractual value represents the volume of out-
standing transactions in derivative products and does
not represent the potential for gain or loss associated
with the credit and market risks of those instruments.
Thisvaueis based on definitions and requirements estab-
lished by the Financia Accounting Standards Board.

As part of an effort to more fully identify and
understand the use of derivative products, the Govern-
mental Accounting Standards Board recently issued
Technical Bulletin No. 94-1. This requires VRS to
disclose, for each of itsinvestment managers, the fol-
lowing information concerning the use of derivatives:

» The total contractual amounts which were
used, held, or written;

» The nature of each derivative transaction and
the reason for using each derivative transac-
tion; and
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Table 1: VRS Investment Program Structure

Asset Class Structure Performance Objective
Domestic Stock holdings in corporations traded on U.S. stock exchanges ~ Active Program: Exceed total return of
Equity the Russell 3000 by 100 basis points
Recognizes style (growth and value) and capitalization (large, over rolling three-year periods net of all
medium, small) differences costs
Active / passive, and internal / external management Passive Program: Approximate total
return of the broad market annually
International  Stock holdings in corporations traded on stock exchanges of Active Program: Exceed total return of
Equity foreign countries, primarily those with developed economies and the Morgan Stanley EAFE 50/50 by 200
financial markets. basis points over rolling three-year
periods net of all costs, and
Recognizes regional (Europe and Pacific Basin) and capitaliza-
tion (large, medium, small) differences Exceed total return of broad domestic
index, such as S&P 500, over five to
Active and passive management. Currently uses only external ~ ten year period net of costs.
management. Internal management may be used in the future
Passive Program: Approximate total
return of the EAFE 50/50 annually net
of costs
Emerging Stock holdings in corporations traded on the stock exchanges of ~ Active Program: Exceed total return of
Market nations with developing economies and financial markets. the International Finance Corporation
Equity investable liquidity-tiered index by 200
Takes advantage of long-term above average growth rates, low ~ PaSiS points over rolling three-year
correlation with the returns of other equity investments, and periods net of all costs
regional diversification. . .
Passive Program: Approximate total
Currently uses only passive external management. Active return of the International Finance
management, and internal management, may be used in the Corporation investable liquidity-tiered
future. index annually net of all costs
Alternative Private Equity: Direct equity and sub-debt investments, usually ~ Exceed the Russell 3000 by 400 basis
Investments  as a limited partner, in privately owned companies. points, annualized, over rolling ten year
(Equity) periods
Diversified across various niches including venture capital,
growth capital, buyouts, distressed companies, and energy
Active, external management
Absolute Return Strategies: Trading strategies, possibly
including the use of hedge funds and arbitrage, whose
investment returns are not tied to the performance of the overall
market. (Not yet implemented)
Fixed Bond holdings diversified by maturity (short, intermediate, long); ~ EXceed the Lehman Brothers Aggre-
Income sector (government/agency, finance/asset backed, corporate); gate Bond index over rolling five-year
and region (domestic, international). Majority of bonds are AAA ~ Periods
rated
Active and passive management. Currently uses only external
management. Internal management may be used in the future
Real Investments diversified by property type (industrial, office, retail, ~AACtive Program: Five percent real rate
Estate apartment) and region (economic). Includes developed and of return, net of all fees (exclusive of

undeveloped real property owned by RF&P Corp.

Active and passive external management

RF&P)

Passive Program: Four percent real
rate of return, net of all fees

Source: JLARC staff analysis of IAC Policy Guidelines, and REAC Policy Guidelines.
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Table 2: Derivative Investment Products Used by VRS

Derivative Definition and Characteristics Example

Futures Obligates the holder to buy or sell a specific A pension fund desires a broad domestic equity

Contract  amount of an underlying asset, reference rate or market exposure, such as that represented by the
index at a Speciﬁed price or y|e|d on a Speciﬂed S&P 500, for a six month period. One alternative is
future date to purchase all 500 stocks in their respective market

and capitalization weights. This alternative
Standardized contracts traded on organized generates high commission and market impact costs.
exchanges A second alternative is to purchase an equivalent
amount of S&P 500 futures contracts. Purchase of
Daily publicly quoted market prices the futures contracts is less costly over the short
term, while achieving the same equity market
Net change in contract value settled in cash with exposure and rate of return. Since costs are lower
the exchange‘ usua”y before contract maturity with the pUrChaSe of S&P 500 futures contracts, the
return net of all costs to the pension fund is greater.
Subject to market risk

Forward  Obligates the holder to buy or sell a specific A pension fund with stock holdings in a foreign

Contract ~ amount or value of an underlying asset, reference country wants to avoid having its expected stock
rate or index at a specified price or yield on a appreciation voided by anticipated currency
specified future date depreciation. The fund expects the stock price to

increase, and the value of the local currency to
Customized contract negotiated between two decrease relative to the U.S. dO”ar, within the next
counterparties and traded over-the-counter 90 days.
No funds transferred until contract maturity For protection, the fund purchases a forward contract
to sell the foreign currency, in an amount equal to the
Subject to market risk and credit risk current stock value, in 90 days at the current U.S.
dollar exchange rate.

Foreign Involves the exchange of two currencies, at a A pension fund desires to protects the value of a

Exchange future date, using a specified currency exchange portion of its fixed income portfolio from the effect of

Contract  rate. Can include forward, futures, or options changing exchange rates in a particular country.
contracts The fund receives its investment return in that

country’s local currency. The U.S. dollar value of
Most trades executed through an international that return depends on the currency exchange rate.
network of banks and brokers, rather than through
an exchange Expecting the value of the local currency to decrease
relative to the dollar, the pension fund purchases a
Subject to market risk and credit risk (depending contract to sell the foreign currency, in an amount
on type of contract) equal to the current bond value, at a future date at
the current exchange rate.

Option Grants the holder the right, but not the obligation, A pension fund, concerned that stock prices will fall,
to purchase or sell a financial instrument, such as wants to protect the current market value of one of its
stock or a stock index, at a specified price and largest stock holdings.
within a specified period of time.

] The fund buys an option to sell shares of stock A at a
May be traded through an organized exchange or future date at the current price. This protects the
over-the-counter current market value of the pension fund’s invest-
Subject to market risk and credit risk (if not g1er_1t, but its tqtal profit is reduced by the cost of
uying the option.
exchange traded)
Source: JLARC staff review of Financial Statement Note No. 5 of VRS 1994 Annual Report; Financial Derivatives: Actions
Needed to Protect the Financial System (General Accounting Office, May 1994), Investments (Bodie, Kane and
Marcus, 2nd edition), Barrons Finance and Investment Handbook, and interviews with VRS investment staff.
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o |dentification of the credit and market risk
associated with each transaction

VRS is the process of surveying its investment
managersin order to develop theinformation needed to
comply with this new standard.

Types of Risks Inherent in Derivatives. The
VRS portfolio is exposed to two general types of risks
through the use of derivatives: credit risk and market
risk. Credit risk isthe possibility that aloss may occur
fromthe counterparty’ sfailureto performaccording to
thetermsof thecontract. Thisriskispresentinall over-
the-counter (“OTC”) derivative products, but is virtu-
ally eliminated in exchange-traded products. Accord-
ing to VRS, a financial loss due to credit risk could
occur only on derivatives which have increased in
market value since the contract was written. Market
risk is the possibility of a loss due to unfavorable
fluctuations in market price, interest rates, or foreign
exchange rates. The effect of this type of risk can be
amplified by trading through the use of leveraged
margin accounts.

VRS Derivatives Monitoring Process. The pro-
cesscurrently used by the VRS investment department
isbased on the guidelines contained in each investment
manager’s contract. The investment staff compares
managers holdings to the contractual guidelines, and
to the coding of investment accounts by the VRS
custodian bank (Mellon Trust) outlining the specific
derivative instruments that may be utilized by each
manager. The contract guidelinesvary intheir level of
detail, and are currently being reviewed by the invest-
ment staff in an effort to make them more uniform
regarding language and specificity. As an additional
part of the monitoring process, the investment depart-
ment reviews monthly manager performance reports,
annual manager questionnaires, and visits each man-
ager at least annually.

Monitoring ProcessRequiresEnhancement. In
April 1995, VRS investment staff reported to the IAC
on aneed to enhance existing procedures for monitor-
ing derivative investments. Staff identified several
procedural deficiencies involving the use of deriva
tives. Firgt, the ingtitutional accounting and custody
management systems maintained by Mellon Trust do
not provide VRS staff with indicators of the levels of
risk involved in various investments or the effects of
market movementsin equity, interest rates or currency
valuations on the portfolio values. Second, Mellon
Trust isnot able to provide VRS with any information
concerning the use of derivatives by commingled ac-
counts—typically passively managed stock index funds
—in which VRS is invested. These commingled ac-
countsarenot custodied at Mellon Trust. Third, neither
the Mellon computer system nor the manager invest-
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ment guidelines distinguish between exchange-traded
or OTC derivatives.

In responseto theseidentified weaknesses, VRS
isevaluating methods by which it can most effectively
and proactively monitor the risks posed by its deriva-
tive exposure. The VRS investment department has
established a risk management sub-committee to con-
duct this review. Currently, the sub-committee has
identified several alternatives to enhance the current
risk monitoring process. One aternative involves a
new monitoring system under devel opment by Mellon
Trust, which would include daily monitoring and
monthly reporting. A second alternativeinvolvesiden-
tifying and purchasing a software package developed
by an external provider which would reside on aVRS
computer. A third alternative would be to hire an
external third-party risk monitoring servicewhichwould
havethe expertise, systems, and staff in placeto review
the VRS portfolio.

VRSisEvaluating its Real Estate
Investment Program

The VRS real estate program consists of 27 ac-
countsmanaged by nineexternal investment managers,
exclusiveof RF& P. RF& Pcomprises40 percent of the
total VRSreal estateportfolio, butinpracticeisnot con-
sidered part of the VRSreal estateinvestment program
that is overseen by REAC. The VRS real estate pro-
gram consists of two primary components. passively
managed commingled funds and actively managed
direct equity investments.

Unlike the VRS equity and fixed income pro-
grams, thereal estateinvestment program did not come
under immediate scrutiny, or receive significant policy
changes, following the appointment of the new VRS
Board. Whilethereal estateinvestment staff did begin
to operate under the guidance of a new REAC, the
program continued to function according to essentially
the same policies and procedures as it had under the
previous Board and REAC.

In the spring of 1995, the CIO focused his atten-
tion onthereal estate program. The ClO directed VRS
real estate staff to examine the rationale for VRS red
estateinvestments, and to eval uate the current methods
by which real estateinvestmentsaremade. The objec-
tive of thereview wasto improvethe effectivenessand
efficiency of the program by reducing the number of
investment managers, consolidating accounts and/or
selling assets when and where the opportunity exists.
TheCl O’ sactionwastakeninresponseto concernsthat
he expressed to the REAC, including the fact that 25
percent of the VRS investment staff is devoted to
managing less than nine percent of the fund’ s assets.
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Typesof VRSReal Estatel nvestments. VRSrea
estate investments consist of two primary types of
investment vehicles: commingled funds and direct
equity transactions. Asof March 31, 1995, these two
types of investments comprised 86 percent of the VRS
real estate portfolio, exclusive of RF&P. Theremain-
der of thereal estate portfolioiscomprised primarily of
participating mortgages, and participating equity sepa-
rate accounts, with large insurance companies. The
portfolio also includesthe VRS headquarters buil ding,
and a parking deck in the City of Richmond.

A real estate commingled fund is analogousto a
mutual fund whereby a manager pools individuas
money andinvestsfor the benefit of thefund. VRSfirst
invested in commingled funds in 1981, as a means of
obtaining quick exposure to real estate investments.
VRS currently invests passively in six commingled
funds, which compriseapproximately 43 percent of the
VRSreal estate portfolio, exclusive of RF&P.

Under the direct equity program, VRSinvestsin
specific properties through special purpose corpora-
tionsdesigned to legally protect the VRS pension trust
fundfromliability. Direct equity investmentscurrently
make up approximately 43 percent of the VRS real
estate portfolio, exclusive of RF&P. While this per-
centageis currently about the same asfor commingled
funds, the direct equity component of the program is
growing at a much faster rate.

Thefirst direct equity investments were made in
August 1992. Due to its continued ownership of the
RF&P, VRS has generally avoided making new real
estate investments in Virginia in order to promote
continued diversification. Thisis despite the fact that
all of the REAC members are from Virginia, and are
extensively familiar with the State’s real estate mar-
kets.

VRStypically makes all-cash investments under
the direct equity program. However, VRSisconsider-
ing the possible use of borrowed funds to leverage a
portion of current and future investments. Thiswould
make more cash available for other types of VRS
investments, and could potentially enhance the return
on the direct equity program.

Rationalefor Real Estate | nvestments. Accord-
ingtothe VRSreal estate staff, the strongest reason for
VRS to make real estate investmentsis the low corre-
lation between ratesof returnonreal estateandthoseon
stocksand bonds. Thismeansthat, if returns on stocks
or bonds decrease, real estate returns would not ordi-
narily be expected to decrease simultaneously. This
helpsto protect the overall pension fund by increasing
diversification and reducing risk. Other reasons are
also cited by the VRS staff in support of continued real
estate investments. These are protection from unex-
pected inflation — provided the supply and demand
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characteristics of the market are in balance — and
competitive returns over the long term.

The primary disadvantage of real estate invest-
ments identified by VRS staff is a lack of liquidity
compared to stocks and bonds. In the event VRS
becomes dissatisfied with aparticular investment, it is
difficult to recoup the amount invested in a timely
manner. The ability to exit an investment, without
realizing a substantial loss, is dependent on successful
property sales. This is more of a concern with the
commingled funds than with the direct equity invest-
ments, since VRS haslittle control over theinvestment
decisions of commingled funds.

Possible I nvestment in Real Estate | nvestment
Trusts. In order to help achieve its asset alocation in
amoretimely but still prudent manner, VRSisconsid-
ering investments in real estate investment trusts
(REITs). A REIT isacorporation or trust that ownsreal
estate assets for investment, issues stock, and passes
through income to its shareholders. REITs typically
speciaize in the investment and management of spe-
cific types of rea estate, such as shopping malls or
apartment complexes. REITsalsotendto specializein
particular real estate markets.

If a REIT adheres to certain rules governing the
identity and number of its shareholders, and meets
certainfinancial criteria, thenitisexempt from federal
corporate income tax liability. In order to qualify for
tax exemption, REITsarerequired to invest 75 percent
of their total assetsin real estate, derive 75 percent of
their incomefrom rentson real property, and distribute
at least 95 percent of theirincometo shareholders. The
majority of REITsarepublic,inthat their stock istraded
on major exchanges. There are also private REITS,
suchasthe RF& P, that do not publicly tradetheir stock.

The REAC is till considering whether or not to
invest in public REITs. Potential advantages of REIT
investmentsinclude quick exposureto specific typesof
real estate, greater liquidity, a daily publicly quoted
market stock price, and competitive risk-adjusted re-
turns. Potential disadvantagesof REIT investmentsare
greater short-term volatility and a higher correlation
with the equity market.

INVESTMENT PERFORMANCE
IMPROVESIN FISCAL YEAR 1995

The rate of return earned by VRS on its invest-
ments has improved significantly over the past year.
Thisisdue, inlargepart, totremendousincreasesinthe
value of the U.S. equity market, as measured by an
index such asthe Standard & Poorsindex of 500 stocks
(S&P 500). However, VRS returns are lower than
many of thebenchmark measuresthat it hasestablished
to evaluate investment performance of the total fund



and individual asset classes. These benchmark mea-
suresinclude abroad index consisting of 70 percent of
the return of the S& P 500 and 30 percent of the return
of theLehman Brothers Aggregate Bond I ndex (the 70/
30 index). Still, VRS has outperformed some of its
other benchmarks.

The relative under performance of VRS invest-
ments, compared to the benchmarks, have caused VRS
to consider whether its returns justify the amount of
active management fees currently being paid to the
pension fund’ s external investment managers. Thisis
aquestionthat isbeing asked withincreasing frequency
by institutional investors acrossthe country. The CIO
is concerned that the investment results do not justify
the management fees. Primarily for that reason, VRS
significantly reduced thenumber of external managers,
andtheamount of itsinvestment expenses, over thepast
year. Inaddition, the percentage of equity investments
that are passively managed hasincreased substantially,
from 36 percent to 50 percent. This section presentsa
summary of VRS investment performance and expenses.

Recent Performance Has Improved
But Still Lags Many Benchmarks

Any evaluation of pension fund investment per-
formanceis highly dependent on the period of timefor
which the return is calculated, the chosen benchmark,
and the asset allocation. For example, the total net
return over the past year was 17.1 percent but over the
past tenyearsitis11.6 percent on an annual basis. Due
tothelong-term nature of liabilities, it ismost useful to
assess pension fund investment performance over as
long aperiod of timeaspossible. Thetenyear return of
11.6 percent is consistent with the long-term invest-
ment return assumption that VRS used as part of its
1994 asset all ocation study. Figure2 (page 10) summa-
rizes VRS investment performance over the past one,
three- and five-year periods.

Measurement of Overall VRS I nvestment Per-
formance. The investment performance of the total
pension fund is evaluated using benchmark measures
defined in the VRS investment policy statement and
approved by the VRS Board. The policy statement
specifiestwo benchmarks for assessing total fund per-
formance. The primary performance objective for the
fund isto produce a return greater than the long-term
policy return, referred to asthe static benchmark, over
atenyear period. Thestaticbenchmarkisdefined asthe
long- term allocation target for each asset class multi-
plied by the benchmark return for the asset class.
Additionally, thetotal fund returnisexpected to exceed
the return of a broader benchmark, the 70/30 index,
over aten-year period.

During the twelve months ending June 30, 1995,
the VRS total fund return of 17.1 percent was greater
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than the static benchmark return of 16 percent. How-
ever, thetotal fund return wasfar lower than the 70/30
index return of 21.9 percent. The existence of two
performance benchmarks, with one designated as pri-
mary, makesit difficult todefinitively assesstheinvest-
ment performance of thetotal fund. Thel ACiswork-
ing to address the issue of how best to measure the
overall investment performance of the total fund.

Another factor which precludesdefinitive assess-
ment of overall VRS performanceisthetenyear invest-
ment measurement period for thetotal fund. It will,in
all likelihood, require several years for VRS to fully
implement its asset allocation policy and then addi-
tiona time for the implemented policy to prove its
value. Until such time, perhaps as long as ten years
from now, expected investment returnsunder thisallo-
cation strategy may not be fully realized. Conse-
quently, until the asset allocation policy is fully imple-
mented, use of the 70/30 benchmark will have its
limitations in measuring performance during future
time periods.

Due to the recent significant change in asset
alocation policy, use of the 70/30 index to assess
historical investment performance, over the past three,
five and ten year time periods, is aso problematic.
PriortoJuly 1, 1994, VRSwaslegally prohibited from
allocating morethan 60 percent of itsassetsto stock. In
order to takethissituation into account when ng
long-term performance, the CIO has evaluated total
fund performancerel ativeto abenchmark consisting of
60 percent of the return of the S& P 500 and 40 percent
of the return of the Lehman Brothers Aggregate Bond
Index (the 60/40 index) over aten year period. This
benchmark, whichisnot provided for intheinvestment
policy statement, has had a greater investment return
thanthetotal fund over the past one, threg, five, and ten
year time periods.

Real Estate I nvestment Performance. The re-
turnearned by VRSreal estateinvestmentscontinuesto
improve, as measured over the past year. Thisis due
primarily to the direct equity component of the invest-
ment program. However, real estate is the poorest
performing asset class in the VRS portfolio over the
past five years. A major factor underlying that rela
tively poor performance was the virtual depression in
the U.S. red estate market during the early 1990s.
Figure 3 (page 11) illustrates VRS investment perfor-
mance over the past one, three and five-year time
periods.

One of the difficulties that the VRS Board faces
inevaluatingtheperformanceof thepensionfund’ sreal
estateinvestmentsisthefact that therearetwo different
setsof returndata. Thefirst setismaintained by Mellon
Trust, the VRS custodian bank, and serves asthe basis
for the monthly investment performance report pre-
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Figure 2: VRS Investment Performance for Periods Ending June 30, 1995
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pared by VRS staff for the Board. The second set is
prepared by Calan Associates, the VRS red edtate invest-
ment consultant, and is presented to REAC each quarter.

VRSreal estateperformanceasreported by Mellon
Trust differsfrom that reported by Callan for the same
time period, as shown in Table 3 (opposite). The most
important reason for the difference is that, while the
investment performancedatafurnished by Mellon Trust
includes the RF& P, the Callan report does not. The
RF& P is excluded from the Callan report at the direc-
tion of REAC, inrecognition of thefact that REAC has
no control over the investment performance of RF& P.
The second, less significant, reason for the difference
involves the reporting cutoff dates used by Mellon
Trust and Callan. Mellon Trust has a reporting cutoff
date of five days after the end of aquarter. Callan, on
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theother hand, hastheflexibility to extend itsreporting
cutoff date to as much as 60 days after the end of a
quarter. Consequently, unlike Mellon Trust, Callanis
ableto captureaccounting transactionsduring thequar-
ter in which they occur.

In order to assurethe accuracy of VRSreal estate
performance data, Callan produces a semi-annual in-
vestment performance reconciliation in conjunction
with Mellon Trust and the VRS real estate investment
managers. VRSreal estate investment staff acknowl-
edge that there is a need for further improvement in
reconciling performance data from Mellon Trust and
Callan, particularly for the three- and five-year time
periods. The CIO, and the real estate staff, hopes to
make the necessary improvements over the next six
months.



VRS Oversight Report No. 4

Figure 3: VRS Real Estate Performance for Periods Ending March 31, 1995
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Note: Excludes RF&P Corporation, VRS headquarters building, and a parking deck located in the City of Richmond.
*Direct equity not applicable for prior 3 and 5 years because direct equity investments were first made in 1992.
Source: JLARC staff analysis of VRS real estate performance report prepared by Callan Associates.

Table 3: VRS Real Estate Investment Performance

as Reported by Mellon Trust and Callan Associates

Time Periods Ending March 31, 1995

Data Source 1 Year 3 Years 5 Years
Mellon Trust
(including RF&P) 5.40% 0.90% -0.60%
Mellon Trust
(excluding RF&P) 9.65% 0.64% -0.89%

Callan Associates
(excluding RF&P) 9.21% 1.87% 0.01%

Note: Performance data includes VRS headquarters building, and a parking deck located in the City of Richmond.

Source: JLARC staff analysis of VRS Performance Summary prepared by VRS staff; and Real Estate Performance
Report prepared by Callan Associates, Inc., and interviews with VRS real estate investment staff.
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Expensesand Number of Investment Managers
Have Been Reduced

The amount of money that VRS paysto its exter-
nal investment managers represents a sum that would
otherwise go directly into the pension trust fund. The
1993 JLARC report recommended that VRS signifi-
cantly reduce the number of managers, an action that
could lead to significant efficiencies and economies.
For thesereasons, itisimportant for VRSto continual ly
assessthe number of managersthat itsuses, and thefees
that thosemanagersarepaid. VRShasbeen conducting
this type of assessment, and has reduced both the
number of external managers and total investment
eXpenses.

VRS currently has 69 investment managers and
one investment consultant, as compared to 105 man-
gersand consultantsonJuly 1, 1993. Thisenabled VRS
to reduceitsinvestment expenses by $15millionin FY
1995, as shown in Figure 4 (below). This substantial
reduction followed an extended period of time, going
back at least until FY 1986, during which investment
expenses increased at a much higher average annual
rate (97 percent) than did pension fund assets (25 percent.)

Number of Private Equity Managers. Thetotal
number of managersreported by VRS, for 1993 through
1995, does not include private equity managers hired
by Brinson Partners(Brinson) onbehalf of VRS. Brinson
serves VRS as both a private equity manager and
consultant. Asamanager and afiduciary, Brinson has
the authority to hire managers of private equity funds
which raiselessthan $200 millionin capital. Thereare
currently 27 such managers. However, VRS counts

Brinson, and all of the managersthat Brinson hires, as
a single manager. According VRS investment staff,
that isdone because VRS does not directly managethe
firmshired by Brinson. However, thesefirmsare paid
directly by VRS.

I nvestment Fee Structure. The vast mgority of
VRSinvestment managersarepaid afeewhichisbased
on the amount of assets under management. Thisis
typically either a flat percentage of the assets, or a
declining percentage asthe amount of assetsincreases.
The major exception to this fee structure is the real
estate direct equity program, whose managers are paid
an asset management fee cal culated on aformulabased
on net investment cost and net cash flow. In addition,
a 20 percent incentive feeis paid every three yearson
thereal rate of returnin excessof fivepercent. Thefirst
incentive fees under the program are due in September
1995. Inresponseto aconcern that the incentive fees,
agreed to in 1991 and 1992, are now higher than
market-ratefees, VRSwill attempt to renegotiatethese
feeswith its direct equity real estate managers.

BENEFIT EXPENSES
EXCEED CONTRIBUTIONS

The flow of contributions into the retirement
system affectsthe ability of theinvestment program to
help fund increases in pension liability. Additional
contributionsprovide new fundsfor investment, which
in turn can produce a greater amount of investment
income. VRSexpectsthat itsexpenseswill continueto
exceed its contributions for the foreseeable future,

Figure 4. VRS Investment Expenses, FY 1986 — FY 1995

$70

60

50

40

30

20

Expenses ($millions)

Source: JLARC staff analysis of VRS financial data.

o |l
1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

Fiscal Year

Page 12



resulting in anegative net contribution. In thistype of
financial environment, revenue generated by the in-
vestment program must be used to cover a portion of
VRS pension expenses. Moreover, in the absence of
any net new cash being contributed to the pension fund,
VRS must rely on reallocations from overweighted
asset classes - primarily domestic equity - in order to
provide the cash necessary to fund prescribed alloca
tionsin alternative investments and emerging markets.
This section provides abrief update on projected VRS
cash flow, and on the recent results of its short-term
investment program.

Contribution Rates Affect Praobability of
Reaching Desired Asset L evel

One of the key characteristics of retirement sys-
tem finance is that cash contributions are invested in
order to increase the total amount of funding for the
system. Thegreater theamount of cash contributedinto
thesystem, the greater the potential investment income
that may be earned. Since the Summer of 1994, VRS
has been working closely with its actuary to evaluate
the funding requirements of the system.

Initially, the VRS actuary calculated the contri-
bution rates necessary to achieve specific funding ra-
tios, given certain probabilities of success, under vari-
oustypes of asset allocations. Thiswas done as part of
the Board's effort to establish a new asset alocation
policy. Subsequently, theactuary cal cul ated thecontri-
butionratesnecessary tofully prefund the cost of living
allowance (COLA) in accordance with generally-ac-
cepted actuarial principles. Thiswasdoneaspart of the
Board’ sreview of aternatives, presented to the Gover-
nor and the chairmen of thelegidlative money commit-
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tees, for funding the COLA.

Both actuarial studies resulted in the calculation
of contribution rates deemed necessary by the actuary
to accomplish specific objectives. Theratescalculated
in each study are not identical. Thisisdue largely to
methodological differences in the two studies. How-
ever, the results of both studies are consistent in that
larger contribution rates are recommended in order to
increase overall funding levels. Table 4 (below) sum-
marizesthe recommended contribution rateswhichthe
actuary calculated in both studies.

Five-Year Investment Plan Assumes
Zero Net Contribution

Thefive-year investment plan envisionsthe pen-
sion trust fund reaching a market value of more than
$28 hillion by the end of fiscal year 2000. Cashflowis
one of theimplicit concerns of the five-year plan. The
plan assumes that the net contribution, representing
total pension fund contributions minus pension fund
expenses, will be zero during the entire five-year pe-
riod. In order to address this concern, VRS plans to
make annual reallocations from its domestic equity
portfolio—which is currently over weighted —in order
to providethenecessary funding for other asset classes,
particularly emerging markets and alternative invest-
ments.

Projected ExpensesExceed Contributions. VRS
estimates that during FY 1996 its benefit, refund, and
administrative expenses will exceed total employee
and employer contributions by $88 million. Thisrep-
resents a negative net contribution. Table 5 (page 14)
presents the components of the estimate.

Projections of the net VRS contribution for FY

Table 4. Combined Employee and Employer Contribution Rates

Calculated by VRS Actuary (Percent of Payroll)

State Employees
Teachers

COLA Funding
Study /1994-95

State Employees

Teachers

7.26%
8.74%

Alternative 1
Pay-as-You-Go

9.85%

11.41%

Study / Date Funding Alternatives
Investment Policy 120% Funding Status / 100% Funding Status / 120% Funding Status /
Study / 1994 50% Confidence Level 90% Confidence Level 90% Confidence Level

13.93%
17.29%

Alternative 2
Partial Prefunding

11.38%

13.10%

Source: Virginia Retirement System, 1994 Investment Policy Study, prepared by Buck Consultants; and Presentation by
Buck Consultants to VRS Board of Trustees on June 15, 1995.

15.79%
19.75%

Alternative 3
Full Prefunding

13.00%

15.79%
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Table 5: Projected VRS Contributions and Expenditures, FY 1996

Contributions

Expenditures

Insurance Premiums and Claims

Source: Virginia Retirement System.

Teachers ...
State Employees...........cccccuvvvineeen.
Political Subdivision Employees ...
Judges ..o
State PoliCe ...,
Retiree Health Care Credit............
Group Life Insurance ....................
Total Contributions ..............cccccccu.

.................... $384,750,000
...................... 307,500,000
...................... 166,940,000
........................ 10,700,000
......................... 7,870,000
........................ 20,260,000
........................ 27,230,000
................................................. $925,250,000

ANNUILIES ...covviiieeeeee e
Refunds......ccoovivveeiiiie e,

.................... $839,910,000
........................ 76,900,000
........................ 67,680,000
........................ 13,200,000
........................ 15,900,000
.............................................. $1,013,590,000

Administrative ..........coeevvvveeeeinnnns
Retiree Health Care Credits..........
Total Expenditures ..........c....c.cccoo....

NET CONTRIBUTION ...cooiiiiiitiiieieneeee e $(88,340,000)

Amount

1997 and FY 1998 are dependent upon the employer
contribution ratesto beincluded in the Appropriations
Act for the 1996-98 biennium. As previously men-
tioned, VRSrecently presented threealternativestothe
Governor and the chairmen of the two legidative bud-
get committees for consideration. The amount of the
net contribution for FY 97 rangesfrom apositive $137
million with option 3 to a negative $141 million with
option 1. Figure5 (page 15) illustratesthe projected net
contribution under each alternative.

Short-Term Investment Perfor mance
Sufficient cash is maintained with the Treasurer
of Virginia (Treasurer) to cover the VRS retiree pay-
roll, refunds to members, administrative expenses, in-
surancepremiums, and claims. TheTreasurer monitors
VRS cash needson adaily basis. A portion of the cash
ismaintained, forimmediatedaily access, inan account
with First Union Bank. The remainder isinvested by
the Treasurer in short-term instruments, such as repur-
chase agreements, commercial paper, and bankers ac-
ceptances. Cash necessary to meet short-term obliga-
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tions, such asinvestment capital previously committed
to investment managers, is maintained with Mellon
Trust. Similar typesof short-terminstrumentsare used
by Mellon Trust in order to invest this cash.

The benchmark for the short-term investment
programisthe91-day U.S. Treasury Bill. However, the
Treasurer and Mellon Trust each present their invest-
ment performance, relativetothe91-day U.S. Treasury
Bill, differently to VRS. The Treasurer’s investment
performance is presented in terms of annualized yield
to maturity. For the twelve months ending June 30,
1995, the annualized yield to maturity on VRS cash
managed by the Treasurer was 5.62 percent. Thiswas
higher than the 5.55 percent annualized yield to matu-
rity for the 91-day U.S. Treasury Bill during the same
period. Méllon Trust's investment performance is
presented in terms of realized total return. For the
twelve months ending June 30, 1995, the realized total
return on VRS cash managed by Mellon Trust was 5.4
percent. Thiswas lower than the 5.6 percent realized
total returnfor the91-day U.S. Treasury Bill duringthe
same period.
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Figure 5: VRS Total Contributions vs. Total Expenses
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