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Maryland Supplemental Retirement Plans

Operating Budget Data
($in Thousands)
FY 01 FY 02 FY 03 % Change
Actual Working Allowance Change Prior Year
Special Fund $1,426 $1,468 $1,464 ($4) (0.3%)
Total Funds $1,426 $1,468 $1,464 ($4) (0.3%)

® Agency personnel costs increase as aresult of statewide salary increases and reinstatement of prior
year’s turnover cut.

® Other agency costs decrease as part of effort to balance expenditures to available revenues.

Personnel Data

FY 01 FY 02 FY 03

Actual Working Allowance Change
Regular Positions 16.50 16.50 16.50 0.00
Contractual FTES 0.00 0.00 0.00 0.00
Total Personnel 16.50 16.50 16.50 0.00
Vacancy Data: Regular Positions
Budgeted Turnover: FY 03 1.89 11.44%
Paositions Vacant as of 12/31/01 0.00 0.00%

® Thereisno changein agency regular positions.

Note: Numbers may not sum to total due to rounding.
For further information contact: Matthew D. Riven Phone: (410) 946-5530
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Analysisin Brief

| ssues

Agency Has Structural Fiscal lmbalanceand Ended Fiscal 2001 with a Positive Fund Balance Using
One-timeRevenues. Theagency’ sspecial fund feerevenues have significantly undershot itsappropriated
expenditures for the past two years, with little likelihood of near-term recovery to fiscal balance. The
agency was ableto end fiscal 2001 in surplus only dueto questionable one-time revenue adjustments, and
the projected deficits for fiscal 2002 and 2003 will be even harder to close.

$125 Million in 401(k) Transfer Account Assets Administered by In-house Staff: Theboard continues
to administer the 401(k) Transfer Plan even though it could be administered more safely and efficiently
by the outside administrator.

Many of the Agency’sActivitiesAreRedundant: Theprimary operational functionsof the State's payroll
deferral retirement savings programs are handled by the agency's third-party administrator. Many of the
functions that are performed by the agency - member education and communications and selection of
investment options - could be handled either by the outside administrator or by another State agency.
Hence, the agency's operations could be scaled back with virtually no impact on member servicesand with
reduced member fees.

Recommended Actions

Funds Positions

1. Delete 10 positions and associated expenditures. $ 756,860 10.0

2. Add budget bill language reducing the agency’s responsibilities to
eliminate duplication with the administrator and other agencies.

Total Reductions $ 756,860 10.0

Updates

Federal Tax Law Changes| ncreaseMember Contribution Limitsand Providefor Greater Portability:
The federal Economic Growth and Tax Reconciliation Act of 2001 (“EGTRA”) took effect on January
1, 2002 and provides changes to the federal provisions governing the supplemental retirement plans by
increasing contribution limits, providing for greater portability, and easing service purchase rules.

Deferred Compensation Matching Program Participation Continuesto Increase, Albeit at a Slower
Rate: The State’'s $600 employer match program to the payroll deferral programs for State employee
members of the Employees Pension System (EPS) continued to increase the participation of EPS
membersin these deferral programs. The rate of growth in participation, however, is slowing.
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Operating Budget Analysis

Program Description

The board was created to enable State employees and teachers to participate in voluntary tax-
sheltered income deferral, tax-deferred annuity, profit sharing, and salary reduction plans. These plans
offer members certain tax advantages as provided in the Internal Revenue Code. The plans are overseen
by aboard of trustees and its supporting agency staff. Agency staff provides communications programs
and materialsto State employees, supportsthe activities of the board of trusteesin selection of investment
options and other activities, and manages the 401(k) transfer plan.

The board finances its operations through a fee imposed on the employee-participants, based as a
percent of assets in the plans. As of January 1, 2000, the board imposes a six basis-point (0.06%) fee
(reduced from eight basis points) on assets in the 457, 403(b), and 401(k) deferral plansand a 16 basis-
point (0.16%) fee on assetsin the 401(k) transfer plan, whichit self-administers. The board hascontracted
out the management of the 457, 403(b), and 401(k) deferral plansto PEBSCO, a private administrator.
The administrator currently imposes a 28 basis-point (0.28%) fee on assets in those plans. Member fees
are capped at $1,400 per member for the payroll deferral programs and $450 for the 401(K) transfer plan.

Governor’s Proposed Budget

As shown in Exhibit 1, the Governor’s fiscal 2003 allowance reflects a $4,061 decrease versus the
fiscal 2002 working appropriation. Thischangereflectsincreasesinpersonnel costsof approximately 11%
offset by decreases in other agency costs. The personnel costs reflect both statewide salary initiatives as
well as reinstatement of a $100,000 turnover reduction by the General Assembly in the agency's fiscal
2002 legidative appropriation. Agency cost reductions include decreases in postage, printing, bank
custodial charges, computer equipment, and office assistance. The net reduction in the agency's budget
reflects the agency's effort to balance expenditures to available revenues. Nevertheless, agency
expenditures represent a 2.7% increase over actual fiscal 2001 spending.
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Exhibit 1

Governor’s Proposed Budget
Maryland Supplemental Retirement Plans
($in Thousands)

Special
How Much It Grows: Fund Total
2002 Working Appropriation $1,468 $1,468
2003 Governor’'s Allowance 1,464 1,464
Amount Change ($4) ($4)
Percent Change (0.3)% (0.3)%
Wherelt Goes:
Personnel Expenses
Fiscal 2003 iNCrementS . ... ..o vttt e 10
Annualizefiscal 2002 general salary inCrease ... 16
Employee and retiree health insurance costincrease . ....................... 6
Retirement contribution COSLiNCrease .. ... 8
Other adjustments (including turnover) . .......... ... 56
Subtotal Personnel EXPENSES . ... ..ottt e $95
Nonper sonnel Expenses
COMMUNICELIONS . . . o ettt e e e e e e e e e (18)
PriNtiNg . .o (38)
Bank custodial charges . ...t (29)
Computer QUIPMENT . . . .ottt @)
OffiCEaSSISIANCE . . . .ot 9
Other ChangesS . . .. oo 2
Total ($4)

Note: Numbers may not sum to total due to rounding.
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Performance Analysis. Managing for Results

Two years ago, the Department of Legidative Services (DL S) made two recommendations regarding
the agency’'s Managing for Results (MFR) efforts, and the agency incorporated both those
recommendationsinto its MFR program. First, DL S recommended that the agency measure participation
in the payroll deferral savings programs by dividing actively deferring employees by the total number
of eligible State employees. Previoudly, the agency counted all accounts, including duplicate and dormant
accounts, which produced an artificially high level of participation. Participation among all active State
employees is approximately 54% (up from 42% in 1999), and the agency has set a goa of 85%
participation.

DL S also recommended that the agency measure the performance of itsinvestment options compared
to the universe of similar funds over an appropriate time period. Previously, the agency had cited the
change in plan assets (versus the prior year) as akey performance indicator. Asset growth (or decline),
however, is affected by avariety of factors, including overall market performance over which the agency
has no control. Inresponse, the agency has set asits performance indicator the average rate of return for
all the plan's investment options versus the average for all investment indices. The new indicator should
be a more accurate measure of the agency’s effectiveness in selecting funds by showing the relative
performance of thesefundsversustheir indices. Thedataprovided by the agency suggeststhat over aten-
year period, the board's investment options have provided annual returns three percentage points higher
than the indices (14.0% versus 11.0%).

Other program measurement data reflect significant negative changes in the agency's fiscal
circumstances, even though participation continues to grow. The total assets of plan members actually
declined from fiscal 2000 to 2001, due to poor investment market performance. Future asset growth is
anticipated to be a rate much lower than that which occurred in the late 1990s. Members continued to
open accounts and increase deferrals, even in the face of the market decline. PEBSCO fees declined
slightly because they are based on member assets. Board fee revenues also grew only minimally. Future
year projections by the agency for revenues appear to be very optimistic; this is discussed subsequently
as abudget issue.
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Exhibit 2

Plan Assets
($in millions)

Deferrals/Transfers
($in millions)

Active Accounts

PEBSCO Fees
(% in thousands)

Board Fees
(% in thousands)

Actual
1999

$1,484.8

$381.1
34,176
$3,487.1

$1,077.1

Program M easurement Data

Maryland Supplemental Retirement Plans
Fiscal Years 1999 through 2003

Actual Est. Actual
2000 2001 2001

$1,646.1 $1,892.7 $1,617.3

$121.2 $136.8 $128.1
42,073 50,000 43,766
$3,626.1 $4,423.0 $3,617.3

$985.0 $1,400.0 $1,019.9

Ann. Ann.

Est. Est. Chg. Chg.

2002 2003 99-01 01-03
$1,750.0 $1,900.0 4.4% 8.4%
$135.0 $143.0 25.7% 5.7%
45,000 46,500 13.2% 3.1%
$4,000.0 $4,500.0 1.9% 11.5%
$1,600.0 $1,600.0 -2.7% 25.3%

Source: Maryland Supplemental Retirement Plans for 1999-2001 data and 2002-2003 board fee estimates. DL S cannot
verify board fee estimates. Other out-year estimates by DLS.
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1. Agency Has Structural Fiscal |mbalance and Ended Fiscal 2001 with a Positive
Fund Balance Using One-time Revenues

Fiscal 2001 Gap Between Revenues and Expenditures Equals 27% of Agency Budget

For the second straight year, board fee collectionsin fiscal 2001 fell significantly short of covering the
board’s annual costs. Despite an increase of 3.5% in board fee collections in fiscal 2001, the board's
expendituresfor fiscal 2001 still exceeded total revenue by almost $400,000, or about 27% of theagency’s
budget. The board’s expenditures were $1,396,226, while total revenue was $1,019,819. This shortfall
can be attributed to: (a) the board’ slowering of itsfee from eight basis pointsto six basis points (a 25%
fee decrease) in January 2000; (b) its continued decision to absorb fees for members with large assets
whose fees would have otherwise exceeded the cap; and (c) significant market declinesin fiscal 2001 that
reduced the asset base upon which fees are based.

Fiscal 2001 Deficit Closed Using One-Time Revenues

By the calculations of DLS, the supplemental plans should have ended fiscal 2001 dlightly in the red.
Asillustrated in Exhibit 3, theagency’ soperating deficit for fiscal 2001 was $376,407, or $157 morethan
the reserve with which the agency started the fiscal year. According to the agency and the State
accounting system, however, the agency ended fiscal 2001 with a reserve of $154,251.

The agency ended fiscal 2001 with areported $154,000 fund balance. Even after lengthy discussions
with agency staff, however, DLS staff are not able to reconcile this closing balance estimate. DLSis
aware, however, of at least two sources of one-time revenue for the agency that likely comprise some or
all of this balance. In both cases, the justification for the revenue is questionable, and in any event the
revenues are nonrecurring.

Exhibit 3

Participants Feesand Operating Budgets. Fiscal 1997 through 2001

Projected Projected
FY 1998 FY 1999 FY 2000 FY 2001 FY 2002 FY 2003
Board Fee Revenues $1,115,585 $1,077,391 $985,000 $1,019,819 $992,978 $1,600,000*
As% of Assets 0.11/0.10% 0.10/0.08% .08/0.06% 0.06% 0.06% 0.06%
Operating Expenses $1,009,917 $1,126,742 $1,363,858 $1,396,226 $1,468,152 $1,464,091
Carryover Balance
Surplug/(Deficit) $804,458 $755,108 $376,250 $154,251* ($320,923) ($184,514) *

* Figure based on agency data. DL S cannot reconcilethisfigure. Carryover balance equal sprior year balance plusrevenues
|ess operating expenses.
Source: Maryland Supplemental Retirement Plans

First, the agency received $108,496 in fiscal 2001 from PEBSCO, the outside contractor that
7
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administersthe planson behalf of the agency. According to the agency, the additional fundsreceived from
PEBSCO were “acontract concession negotiated inlieu of substantial services performed by the agency
over and above what was contemplated at the time of the original contract.” Theagency arguesthat these
services, which included communications to plan members about retirement planning and recent federal
tax law changes, reduced PEBSCO expenses and thus created an agency right to some form of additional
compensation in lieu of PEBSCO hiring additional local personnel. DLS questions the agency's
contention that the agency’s activities saved PEBSCO any money. PEBSCO provides retirement
investment services for hundreds of employers around the country and likely has access to any
communications materialsit needs regarding retirement savings and federal tax law implications. Inany
event, it is not clear that PEBSCO will provide such financial assistance recurringly.

Second, the agency received $84,739 from the Treasurer's office at the close of fiscal 2001, for “lost
interest” that the State should have paid to the agency on past carryover surpluses. For much of the
1990s, the agency carried asurplus equal to almost anentireyear’ sbudget (and was consistently criticized
for the excessive surplus). Though that surplus is exhausted now, the agency asked the Treasurer for
reimbursement of interest that should have accrued to the agency when the surplusexisted. TheTreasurer
agreed and apparently calculated the monthly interest earned on the board’ s monthly reserve balance (per
available records) for 36 months ending June 2001 and credited the board with $84,739 at the closing of
fiscal 2001. Again, thisis a one-time revenue source that the agency will not have accessto again. In
the past, the board has argued that the interest earned by the general fund on the surplus implicitly
compensated the State (and certain agencies such as the Comptroller’s Office, Treasurer’s office, and
DBM) for its costs in administering the plan. Moreover, it is not clear whether State law provides for
transfer of general fund interest to the agency.

The Agency’s Fiscal Position Is Unlikely to Improve in the Near-term and the Board
Continuesto Consider Further One-time Revenue Adjustments

Over the next several years, the agency’sfiscal position is likely to worsen. For fiscal 2002, the
agency is projected to have an operating deficit (revenues less expenditures) of $491,174 and an ending
fiscal 2002 balance shortfall of $336,923. The agency’ soperating deficit is approximately one-third of
its total operating budget; its projected balance shortfall is approximately one-fifth of itstotal budget.
Again, thisshortfall isdueto past decisionsby the board to lower itsfee rates combined with lower-than-
expected asset values upon which the fee rates are based.

The Comptroller's Office will require the agency to find some way to avoid anegative fund balance
at the end of fiscal 2002. Absent a decision by the board to raise its ongoing fees or substantially cut
expenses, the board will be forced to rely on one-time revenue sources to balance its books at the close
of fiscal 2002. One option would be to charge members their full calendar 2002 fee prior to the close
of fiscal 2002. (Normally, feesare charged and collected quarterly.) Such an option would balance the
fiscal 2002 books by drawing forward revenue that will be needed in fiscal 2003 and hence does not
address the ongoing imbalance.
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Even if the agency managesto balanceitsbooksfor fiscal 2002, the financial picturefor fiscal 2003
will likely be no better. The agency projects revenue of $1.6 million but can provide no basis for this
revenue estimate. At thistime, the board has approved no changesin its existing revenue structure. 1t
IS optimistic to assume that growth in the stock market and member deferrals will account for revenue
growth in fiscal 2003 that is 60% higher than fiscal 2002. The agency states frankly that its revenue
projection isbased smply on the amount necessary to cover itsexpenditures - although to the extent that
it draws revenue from fiscal 2003 to cover itsfiscal 2002 deficit, thisdeficit may ssimply be transferred
to fiscal 2003.

The Board Believes That Current Structurels Sound in the Long-term and Wishesto
Avoid Any Structural Changes. . . But Can It Make It Until Then?

Inthelong-term, the board believesthat agency expenseswill grow slower (at arate of approximately
3% per year that istypical of historical State government growth) than will the plans’ asset base (at arate
of approximately 13%, using the pension board’s actuarial assumption of 8% plus growth in member
deferrals of approximately 5%). Assuming this long-term projection is correct, it will ill take severa
years for this projected growth differential to overcome the agency's structural deficit that equals
approximately one-third of itsoperating budget. DL S estimatesthat the agency'soperating balancewould
not be positive until fiscal 2007, and in the meantime, it is not clear how the agency would cover its
negative balances. Moreover, if the agency's long-term projections are overly optimistic, particularly
regarding revenue growth, then it could be much longer before the agency "grows its way out” of its
current financial difficulties.

In the annual review of the agency's operations that DLS prepares for the Joint Committee on
Pensions, DL S noted that the agency would need to make structural changes - either viaincreased fees
or substantially reduced expenditures - to solveitsfiscal imbalance. Similar concernswereraised by DLS
as part of last year's budget analysis of the agency. Yet the board consistently refuses to make any
structural reforms, even after being aware of its financia difficulties for amost 18 months. At its
December 2001 board meeting, agency staff presented optionsfor the board to increase revenues, but the
board refused to approve any the options. The board met in closed session to consider expenditure
reductions, but any such reductions have not been announced and would need to be substantial given the
size of the fiscal imbalance in relation to the agency's budget.

The agency should be prepared to present to the budget committees a plan to rectify its
structural imbalance. Such a plan should address both revenues and expenditures and should
involve structural changes rather than one-time revenue adjustments.

2. $125 Million in 401(k) Transfer Account Assets Administered by I n-house Staff

The 401(K) transfer account was created in the early 1990s to allow members of the Employees
Retirement System to withdraw their member contributions and transfer them to another tax-qualified
retirement planwithout tax penalty. Theaccount iscurrently self-administered by the supplemental board,
while the other three plans are administered by a private administrator under contract with the agency.

9
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Thereare currently 520 such accountswith atotal asset value of $125 million. The average account value
is $240,000.

The agency’ s original justification for self-administration of the 401(k) transfer account was that it
would be simple and inexpensive for the staff to administer and that the agency could pass these savings
on to the members. Since the account was created, however, the savings that the agency offers these
members (versus using PEBSCO) declined, while the level of services and security expected by members
has increased. 1n 1993, payroll plan members paid four times the level of fees that transfer account
members paid (80 basis points of combined feesfor payroll plan members versus 20 basis pointsin agency
feesfor transfer account members). Currently, payroll plan members pay approximately only twice what
transfer account members pay (34 basis points of combined feesfor payroll plan membersversus 16 basis
points in agency fees for transfer account members).

Whiletransfer account members pay lower fees, they also receive fewer services. Unlike payroll plan
members, who have separate accounts maintained and tracked by PEBSCO, the transfer account is
maintained by the agency in a single custodial account. The agency then maintains the value of each
individual account. Frominception, these accountswere tracked with asimple spreadsheet program, and
they have only recently been transferred to a database program.

Transfer account members receive quarterly statements generated internally by agency staff, while
payroll plan members receive statements generated by PEBSCO's mainframe computer. Payroll plan
members can access their account anytime via PEBSCO's telephone automation system and via the
Internet. They can maketransactionsat any time. Transfer account members may only make transactions
once a month.

Transactions within the transfer account follow accounting rules in that they require steps by two
authorized State employees. The agency's outside accounting firm and the Office of Legislative Audits
have reviewed the agency's procedures and found no deficiencies. Given the large amount of funds at
stake, however, DLS believes that it would be more appropriate for the account to be managed by an
outside, professional plan administrator such as PEBSCO. Plan members - who, given their average
account size, have a great deal at stake - would receive a higher level of services. The agency could
potentially negotiate afee structure with the administrator that is equivalent to the fees currently paid by
transfer account members. Finally, this would free up agency staff and resources to perform other
functions or reduce agency expenditures.

3. Many of the Agency’s Activities Are Redundant

The board currently employs a staff of 16.5 positions to oversee the three payroll deferral plans and
the 401(k) transfer account. Almost all of these oversight functions, however, are either duplicative with
activities currently undertaken by the State Retirement Agency or the agency’s outside administrator.

Program Administration: The three payroll deferral plans - 401(k) deferral, 403(b), and 457 plans
- arecurrently administered by PEBSCO, an outsideadministrator that operatesunder afive-year contract
with the board and is compensated via an asset fee charged to member accounts. The outside

10
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administrator is responsible for enrolling new State employee members, consulting with individual
members about retirement planning transactions, processing any such transactions (including changesto
deferral amounts, payout amounts, or investment choices), and mailing out quarterly statements. The
401(k) Transfer Plan is currently administered in-house by the agency (see discussion above). Thisplan
could be more efficiently administered by PEBSCO.

Communication: The board’s current communication functions are split between PEBSCO and the
agency. The board prepares member newsletters and other communications materials that PEBSCO
distributesfor theboard viaitsstatement mailings. PEBSCO representativesvisit State agenciesand make
presentations about deferred compensation. 1n addition, the agency employs field staff to make similar
presentations to State employees and to distribute communications materials. The agency continues to
expand its field staff even though there is significant overlap between its educational efforts and the
presentationsmade by PEBSCO. Theagency’ scommunicationsfunctionscould be assumed by PEBSCO.
In addition, to the extent that the State Retirement Agency expandsits retirement counseling operations,
this counseling could (and should) include discussion of deferred compensation.

Investment Oversight: The board is responsible for determining the number and type of investment
optionsavailableto participants, including the removal of underperforming options. Theboardisassisted
in this oversight by agency staff and an outside investment consultant. These responsibilities could be
transferred to the State Retirement Agency, which currently oversees the investment options of the
Optional Retirement Program, the deferred compensation option for State university faculty.

In 1994, at the request of the budget committees, the former Department of Budget and Fiscal
Planning (DBFP) studied the issue of consolidating the two agencies. DBFP identified little cost savings
from consolidation and expressed concernsthat the deferred compensation plans might receive lessfocus.
Infact, thereport understated the potential savings at thetime, and those cost savings haveincreased since
thetime of the report asboard’ s staff and expenditureshaveincreased. Given theseredundancies, andthe
current inability of the agency to sustain its operations without eventually increasing charges to
participants or seeking State subsidy, the following is recommended:

e Staffing of the agency be reduced from 16.5 to 6.5 positions and limit its direct operations to
monitoring investment plan selection and contractor performance.

® Plan promotion, investment counseling, and like activities should be performed through the State
personnel management system, the State Retirement Agency, or the plan contractor. Up to $250,000
of the agency appropriation should be restricted by the agency to defray the cost of any necessary
inter-agency reimbursement or contractor payments required.

® Administration of the 401(k) plan should be handled by the contractor under an appropriate
agreement.

® Theboard should beinstructed to adjust fees assessed to membersto recognize any resulting reduction
in program cost.

11
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Recommended Actions

Amount Position
Reduction Reduction
1. Deletel0 positionsand associated expendituresrelated $756,860 SF 10.0
to communications, field staff, and 401(k) transfer plan
administration.

2. Add the following language:

, provided that:

@

(d)

the Board of Trustees of Maryland Teachers and State Employees Supplemental
Retirement Plans retain responsibility for administering the contract with its outside
administrator and selecting mutual fund investment options and transfer all other
responsibilities, including communications and member education, to the State Retirement
Agency, the State Personnel Management System, or the outside administrator;

the $250,000 of the agency appropriation may be used only to defray the cost of any
necessary interagency reimbursements or contractor payments;

no later than October 1, 2002, the board issue aReguest for Proposals soliciting an outside
administrator for the 401(k) Transfer Plan and that the agency transfer responsibility to
such administrator no later than January 1, 2003;

the board adjust fees assessed to plan members to recognize any resulting reduction in
program costs.

It isthe further intent of the General Assembly that it in reducing its staff, the agency attempt to

assist terminated employees in transferring to vacant positions with its plan administrator, the

State Retirement Agency, or the Department of Budget and M anagement.

Explanation: Thislanguage will reduce the responsibilities and activities of the Supplemental
Retirement Plansagency and transfer certainresponsibilitiesto the outside vendor and other State
agencies.

Total Special Fund Reductions $ 756,860 10.0

12
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Updates

1. Federal TaxLaw ChangeslncreaseM ember Contribution Limitsand Providefor
Greater Portability

The Economic Growth and Tax Reconciliation Act of 2001 (“EGTRA”) was signed into law by
President George Bush on June 7, 2001, took effect on January 1, 2002. This legislation will provide
numerous changes to the Internal Revenue Code provisions governing al of the State’s supplemental
retirement plans by increasing contribution limits, providing for greater portability, and easing service
purchase rules.

New Contribution Limits

Participantsinthe 457, 403(b), and 401(k) plansface certainfederal tax limitationswith respect to the
contributions they may make into their plans each year. Prior to January 1, participants were subject to
amaximum annual pretax contribution limit and amaximum percentage-of-pay contribution limit. At that
time, participantsin these supplemental plans could only contribute the lesser of 25% of their annual gross
salary, or $8,500 annually for 457 plan participants and $10,500 annually for 403(b) and 401(k) deferral
plan participants. Since January 1, 2002, these limits are increased to the lesser of $11,000 annually for
participants in the 457, 403(b), and 401(K) deferral plans, or 100% of these participants compensation.
The $11,000 limitation will increase by $1,000 annually until 2006, when it will be $15,000. At that time,
the dollar limit will be indexed to increase with inflation in $500 increments a year.

In addition, employees who are currently participating in more than one plan may now contribute
more. Previoudly, members who participated in both the 457 plan and the 403(b) or the 401(k) deferral
plans faced a maximum combined total contribution limit that could not exceed $8,500 annually. If a
participant was a member of just the 403(b) and 401(k) deferra plan, this limitation was $10,500.
EGTRA removestheselimitations, allowing participantsto contribute the maximum amount in each plan.
Consequently, amember participating in all three plans can now contribute as much as $33,000 annually.

The participantsthat are most likely to benefit from these changes in contribution limitswill be those
who have already reached the maximum contribution either based onthedollar limit or the percentage-of-
pay limit. For example, a participant in the 457 plan earning $20,000 annually, who is also a member of
a“two-earner family,” wasprevioudly limited to contributing $5,000 annually. Beginning January 1, 2002,
this participant may now contribute $11,000 — a $6,000 increase in savings.

Portability

Another significant EGTRA change is one that alows participants in the 457, 403(b) and 401(k)
deferral plans to now roll over plan money from their current plan into another 457, 403(b), or 401(Kk)
deferral plan or an IRA if the participant changes jobs. These rollovers are tax-free and not limited to
employment changes only within the public sector. For example, a 401(k) deferral plan participant
working in the private sector will be entitled to rollover the participant’s account into any of the State’s
plans.

13
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Catching Up

Participants in the 457 and the 403(b) plans have long been able to make extra “catch-up”
contributions in the years immediately preceding retirement in order to make up for missed savings
opportunities earlier intheir careers. EGTRA, however, greatly expands a member's ability to "catch up”
ontheir contributions. The catch-up provisionsfor 457 plan participantsare changed to allow participants
to contribute amaximum of $22,000 annually ($11,000 in regular contributionsand $11,000 in catch-up).
The additional $11,000 in catch-up contributions can be made only in the last three years prior to the
calendar year of the employee’ snormal retirement age. Thisincreasein catch-up provisionswill increase
in $2,000 increments until it reaches $30,000in 2006. For 403(b) plan participants, the existing catch-up
provisions remain in effect; however, those memberswho are age 50 or older who are participating in the
403(b) plan also are now able to make additional catch-up contributions of $1,000 annually on top of the
normal $11,000 maximum contribution limit. This catch-up limit will rise $1,000 a year over four years
until it reaches $5,000 in 2006 and will then be indexed annually to inflation. 1n addition, participantsin
the 457 and 401(k) deferral plans are now entitled to take advantage of the “50 or older” catch-up
provision; however, 457 plan participantswithin three years of retirement are not eligible to make the “50
or older” catch-up contribution.

Purchasing Service Credit

Another notable change for 457 and 403(b) plan participants is that these members may now buy
additional servicecredit intheir Stateretirement or pension systemusing their 457 or 403(b) savings. This
provision will be helpful to those State employees who may not be comfortable with managing their own
investments for their retirement and would prefer the security of the guaranteed payments provided for
by the State' s retirement and pension systems.

Income Tax Credits

Another benefit included in EGTRA that will directly impact low- and moderate- income saversis a
non-refundable tax credit on the first $2,000 of savings to a 457, 403(b), or 401(k) deferral plan. This
credit will only be available for the 2002 through 2006 tax years. Individualsearning up to $15,000 ayear
in adjusted gross income and couples filing jointly earning up to $30,000 in adjusted gross income are
eligible for a 50% credit. Individuals earning between $15,001 and $16,250 and couples filing jointly
earning between $30,001 and $32,500 are eligiblefor a20% credit. Individualsearning between $16,251
and $25,000 and couplesfiling jointly earning between $32,501 and $50,000 are eligible for a10% credit.
Thiscreditisin additionto the actual tax deduction the participants already receive on their contributions,
and participants are entitled to apply this credit toward reducing the amount of taxesthey currently owe.

14
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2. Deferred Compensation M atching Program Participation Continuesto I ncrease,
Albeit at a Slower Rate

The establishment of the $600 employer match program to the three payroll deferral programs for
State employee members of Employees Pension System (EPS) continued to encourage participation of
EPS members in these deferral programs. Prior to commencement of the matching program (in June
1999), 41% of the approximately 47,000 State EPS memberswere participating in one of thethree payroll
deferral programs. Exhibit 4 showstheincreasein deferred compensation participation by EPS members
- to acurrent level of 76.1% because of the matching program. The exhibit also shows participation
among all State employees. Prior to the matching program, EPS members had a significantly lower
participation rate than other State employees. Given that their defined benefit pension plan provided a
lower benefit than other State plans, an increase in deferred compensation participation by EPS members
will make it more likely that they have an adequate retirement.

Therate of increase in participation is slowing now that most employeeswho are interested and able
to enroll have done so. The remaining non-participating employees have chosen not to do so for financial
or personal reasons. Thus, it is likely that participation will begin to plateau at or near the 85% level
originally forecasted by DLS.

Exhibit 4

401(a) Matching Program Participation — At Various Pointsin Time

June 1998 June 1999 June 2000 June 2001
Total Eligible 47,000 49,128 49,128 49,586
Total Participation 19,411 28,887 35,389 37,725
Match-dligible Participation Rate 41.3% 58.8% 72.0% 76.1%
Participation Rate Among All
State Employees 54.5% 67.5% 76.5% 78.9%

Note: Program open to EPS members and employees of the Northeast Maryland Waste Disposal Authority only.

Source: Maryland Supplemental Retirement Plans
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Appendix 1
Current and Prior Year Budgets
Current and Prior Year Budgets
Maryland Supplemental Retirement Plans
($in Thousands)
General Special Federal Reims.
Fund Fund Fund Fund Total
Fiscal 2001
Legidative
Appropriation $0 $1,359 $1,359
Deficiency
Appropriation 0 0 0
Budget
Amendments 0 67 67
Reversions and
Cancellations 0 0 0
Actual
Expenditures $0 $1,426 $1,426
Fiscal 2002
Legidative
Appropriation $0 $1,484 $1,484
Budget
Amendments 0 (16) (16)
Working
Appropriation $0 $1,468 $1,468

Note: Numbers may not sum to total due to rounding.

16



GL.00 - Maryland Supplemental Retirement Plans

Appendix 2

%(€°0) (T90'v $) T60'Yor'T $

%(€°0) (T90'v $) T60'Yor'T $

%(€°0) (T90'v $) T60'Yor'T $

%S vy v.€'/8

%(0°29) (Lve'2) 00S'y

%2t 00T 0052

%G'LE ov8's 00v'12

%('2e) (£20'e8) 221'88¢2

%0°9T Gee'e GT6'9T

%0 0 00S‘o

%(L°2€) (60<'8T) 829'/€

%(y'G2) (ooc'e) 00L'6

%' TT 052's6 $ Zsr'6v6 $

%0 0 05°9T

%0 0 05°9T
abuey)d abuey)d unowy a0uemo ||
U892 Jod €0Ad - 20Ad €OAd

*Ajuo swelbo.d 1e6png Buiresedo Jo) pa109|jol afe Salkefes pue suoisod [enideljuco pue aw ii-|nd 910N

ZGT'8V'T $ 90C'9er'T$
ZGT'8V'T $ 90¢'9er'T$
ZGT'8V'T$ 90C'9er'T$
/26'C8 906'LL
V8'TT L08'0T
(0044 ST
09G'GT T.V'9C
66T'T.E G99'02¢
08G'VT GGG'CT
00591 LLO'EY
1€6'GS 6EE'LC
000°€T T9G'6
202'7S8 $ 8/2'G66 $
0591 0S'9T
0991 0S'9T
uoireridoiddy enpy
Bu .o TOAd
Z0Ad

sue|d uswi 1118y [eluswe (ddns puelAre

Hodey 8oue BYIA pun4/19 1o

spun4 e L

pund fereds €0

Sspun4

s1%[qo oL

sebreyo poxi4 €T
euonippy -dinbg 17
Juswede|ddy -dinbg Ot
SRR ®salddns 60
SI0IABS [enjzenuod 80
SSPIRA JOION L0
pAell 0
uoimeolunwwiod €0
S99 990S %® [OIUY®L 20
soffep pue sallees 1O
s1elgo

Suo11s0d [e10 1

Je|nfoy

TO

SUO111S0d]

pun4/1981qo

17



Appendix 3

GL.00 - Maryland Supplemental Retirement Plans

%(€°0) T60'V9r'T $ %6'C ZGT'89v'T $ ST T$ 902'9Zr'T $ suolrelidouddy [eo L
%(€°0) T60'V9Y'T $ %6'C ZGT'89v'T $ ST T$ 902'9Zr'T$ pun4 felosds
%(€°0) T60'V9r'T $ %6'C ZGT'89v'T $ ST T$ 902'9Zr'T$ seInyipuadx3 [e1o L
%(€°0) 1609V T $ %62 ZGT'89V' T $ ZSTY8r'T$ 902'9Zr'T $ Sue|d ewe.Ry [eluswe |ddng pue ey
abueyd 9% 0UEMO||Y abueyD o  uollelidouddy  uolrelidouddy enpy wre Jbo 1d/1un
€0Ad -Z0A4 €0Ad Z20Ad - TOAL Buiyiom aAlesife TOAL
Z0A4 Z20A4

sue|d JueWws 1118y eyuewe|ddng puelAre iy
Arewwns eoasiH

18





