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THE MARYLAND GENERAL ASSEMBLY
ANNAPOLIS, MARYLAND 21401-1991

JOINT COMMITTEE ON PENSIONS

December 19, 2024

The Honorable Bill Ferguson, Co-Chair
The Honorable Adrienne A. Jones, Co-Chair
Members of the Legislative Policy Committee

Dear President Ferguson, Speaker Jones, and Members:

During the 2024 interim, the Joint Committee on Pensions met three times. The
joint committee addressed legislative proposals requested by the Board of Trustees for the State
Retirement and Pension System. The joint committee made recommendations on these items at its
final meeting for the 2024 interim, voting to sponsor eight legislative proposals. The joint committee
also had briefings on the actuarial valuation of the system and the system’s investments. In addition,
the joint committee had a briefing from the Maryland Teachers and State Employees Supplemental
Retirement Plans that provided an overview of the plan and information on automatic enrollment. A
complete report of the joint committee’s 2024 interim activities and legislative recommendations will
be published in January 2025.

We thank the joint committee members for their diligence and attention to the work of the
committee. Also, on behalf of the committee members, we thank Phillip S. Anthony, Joe Gutberlet,
and Callie Ingwersen of the Department of Legislative Services, and the staff of the Maryland State
Retirement Agency for their assistance.

Sincerely,
Michael A. Jackson Catherine M. Forbes
Senate Chair House Chair

MAJ:CMF/PSA:JG/csi

cc: Sally Robb
Matthew Jackson
Victoria L. Gruber
Ryan Bishop
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Joint Committee on Pensions
2024 Interim Report

Over the course of three meetings during the 2024 interim, the Joint Committee on
Pensions had briefings on the Teachers’ and Employees’ Supplemental Retirement Plans,
legislative proposals requested by the Board of Trustees for the State Retirement and Pension
System (SRPS), and its annual briefings on the actuarial valuation of the system and the system’s
investments.

Results of the 2024 Actuarial Valuation and Fiscal 2026 Contribution Rates

Although the plan’s financial status deteriorated modestly over the past year, it is still
benefiting from reforms enacted by the General Assembly. SRPS’s funded status (the ratio of
projected actuarial assets to projected actuarial liabilities) decreased from 74.7% at the end of
fiscal 2023 to 72.9% at the end of fiscal 2024 (these figures exclude funding for local governments
that participate in the State plan). Also, from fiscal 2023 to 2024, the total State unfunded liability
increased from $21.0 billion to $23.8 billion. This modest deterioration in the plan’s financial
condition is generally caused by investment performance below the actuarial assumed rate of
return in recent years, actuarial assumption changes, and higher-than-expected price and wage
inflation. The reformed benefit structure enacted in 2011 increased employee contributions, added
additional caps to cost-of-living adjustments earned after 2011, increased the vesting period and
reduced the multiplier for employees hired after 2011, and appropriated a share of savings as
supplemental contributions. The State also eliminated the corridor funding method in favor of a
full actuarial funding method.

Chapters 195 and 196 of 2023 altered the State’s amortization policy for recognition of
gains and losses to the system. The system had been operating under a closed 25-year amortization
policy enacted under Chapters 475 and 476 of 2013, in which all unfunded liabilities were being
amortized to reach full system funding by fiscal 2039. Under the closed amortization policy, as
new liabilities (or surpluses) were added to the existing unfunded liabilities each year, they were
amortized over an increasingly smaller number of years. This model increased the risk that a fiscal
shock to the system (such as a severe downturn in financial markets) in the latter years of the
closed amortization period would significantly increase unfunded liabilities that would have to be
amortized over just a small number of years, resulting in significant increases in State pension
contributions.

SRPS and the Department of Legislative Services (DLS) had been monitoring the
progression through the single, closed 25-year amortization, and in the 2022 interim, the
SRPS actuary and the General Assembly’s actuary made recommendations to alter the
amortization policy in accordance with current recommended actuarial practices for the
amortization of system gains and losses. These recommendations were presented to the joint
committee, which voted to sponsor legislation to alter the amortization policy to utilize rolling,
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closed amortization periods for the recognition of system losses and gains. Chapters 195 and 196
established new “tiers” of unfunded liabilities or surpluses each year to ensure that any shocks to
the system are spread out over 5 to 25 years, with clear guidelines on determining the appropriate
amortization period based on the reason for a gain or loss. The tiered amortization methodology
starts with liabilities accruing beginning July 1, 2023. This methodology enhances transparency
regarding the sources of the system’s unfunded liabilities and also allows the SRPS board on the
advice of its actuary as established by law to make adjustments to those tiers to minimize the
potential for future volatility in contribution rates. Such adjustments are consistent with the model
amortization policy developed by the national Conference of Consulting Actuaries.

Fiscal 2026 Contribution Rates

Exhibit 1 shows that the fiscal 2026 actuarially determined contribution (ADC) rates for
employers have increased when compared with the fiscal 2025 rates. The aggregate contribution
rate for all systems increases from 19.15% in fiscal 2025 to 20.23% in fiscal 2026. Based on
projected payroll growth and other factors, the SRPS actuary estimates that total employer pension
contributions will increase from $2.54 billion in fiscal 2025 to $2.93 billion in fiscal 2026. The
fiscal 2026 ADC rates and contributions reflect an investment return assumption of 6.8%, adopted
by the SRPS board for the current fiscal year. The funding levels and contribution amounts shown
in Exhibit 1 do not reflect any supplemental or sweeper contributions.

Exhibit 1

State Pension Contributions
Fiscal 2025-2026

($ in Millions)
2025 2026
Estimated Estimated
Plan Rate Contribution Rate Contribution
Teachers’ Combined 16.25% $1,414 17.56% $1,646
Employees’ Combined 21.54% 906 21.87% 1,027
State Police 85.51% 124 94.81% 144
Judges 47.22% 29 51.63% 33
Law Enforcement Officers 46.00% 70 47.03% 78
Aggregate 19.15% $2,544 20.23% $2,928

Note: Except for the Teachers’ Combined System (TCS), contribution rates and dollar amounts reflect State funds
only, excluding local contributions. For TCS, they reflect the combined total of State and local contributions.
Fiscal 2025 does not include a $25 million supplemental contribution, as required by the fiscal 2025 Budget Bill.
Fiscal 2026 does not include a $50 million supplemental contribution, as required by Chapter 717 of 2024.

Source: Gabriel, Roeder, Smith, & Co., Results of the June 30, 2024 Actuarial Valuation for Fiscal Year 2026
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Employer contribution rates were subject to multiple influences this year, with some
exerting upward pressure and others exerting downward pressure. As noted previously, higher than
expected inflation, among other factors, exerted upward pressure on the rates. The phased-in
recognition of record fiscal 2021 investment returns mitigated and largely offset the investment
losses sustained in fiscal 2022. Increased membership under the reformed benefit structure will
continue to exert downward pressure on the rates; however, the system has nearly $3 billion in
unrecognized investment losses, which will place upward pressure on contribution rates in
future years.

In addition to the ADC rate, the State also provides supplemental contributions.
Chapter 489 of 2015 required a supplemental contribution of $75 million each year until the system
is 85% funded. This amount was reduced to $35.3 million for fiscal 2024 during the passage of
the fiscal 2024 budget in the 2023 legislative session. Chapter 717 of 2024 reduced the yearly
supplemental contribution from $75 million to $50 million, beginning in fiscal 2025. Additionally,
Chapter 557 of 2017 altered a sweeper provision to direct a portion of unspent general funds to the
system as an additional supplemental payment to the system. This sweeper provision requires the
Governor to include up to $25 million of unspent funds from the second preceding fiscal year as
an additional appropriation for State pension contributions; however, this payment has been
suspended in all but two years since its enactment and was not included in the fiscal 2025 budget.

Fiscal 2024 Investment Performance

SRPS’s investment return for the fiscal year that ended on June 30, 2024, was 6.93%,
exceeding the assumed rate of return of 6.8%. System assets increased by $3 billion to a market
value of $68.2 billion as of June 30, 2024. Investment returns have exceeded the assumed rate of
return in only 2 of the last 5 years. The system as a whole outperformed its Investment Policy
Benchmark by 0.59% (59 basis points). This benchmark is calculated by the board and allows a
comparison between actual performance and a passively managed portfolio. The 5-year weighted
average annual return as of June 30, 2024, is 7.02%, which is 0.89% (89 basis points) above the
plan return benchmark for that period. The weighted average annual return for the past 10 years is
6.32%, which is 0.58% (58 basis points) above its benchmark for that period. The system’s
investment approach is cautious, with a goal of minimizing volatility. Therefore, when compared
to other public pension funds, returns tend to underperform in years with strong asset growth
(especially among public equities) and overperform in years in which asset values decline. All
returns are calculated net of management fees.

Maryland Teachers and State Employees Supplemental Retirement Plans

The Maryland Teachers and State Employees Supplemental Retirement Plans (MSRP)
provided a briefing to the joint committee on the plans. MSRP offers optional defined contribution
plans for State employees. The supplemental plans are intended to augment the retirement savings
that an employee will earn with SRPS. MSRP was created in 1985 to merge the responsibility for
deferred compensation plans, then administered by three different agencies. MSRP currently offers
four types of retirement plans.
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Fund Performance

MSRP’s returns rebounded in fiscal 2024 amid soaring global markets. The annual rate of
returns for all of MSRP’s investment options as of June 30, 2024, for 1 year was 16.22%. The rates
of return for the 3-, 5-, and 10-year periods were 5.22%, 10.87%, and 9.68%, respectively.
Similarly, the annual rate of return for all of MSRP’s investment indices for 1 year was 15.32%,
reflecting significant market growth. The rate of return for the indices for the 3-, 5-, and 10-year
periods was 5.05%, 10.23%, and 9.04%, respectively.

Member Services

MSRP offers members services to support and educate State employees about the benefits
of retirement savings. The effort is led by 4 certified retirement counselors and 2 administrative
professionals. In 2024, MSRP provided member services via in person and virtual events,
including seminars, workshops, new employee orientations, an awareness week, and a symposium.
In 2023, across 344 members services events, the agency connected with 28,000 employees.

Automatic Enrollment

State employees are not required to enroll with MSRP, though 38% of eligible employees
have voluntarily enrolled. During the 2024 session, SB 322 was introduced to establish automatic
enrollment for new State employees. The bill did not pass, but MSRP presented findings from a
2024 study — along with a 2024 Congressional Budget Office projection that the Social Security
Administration will be forced to provide benefit payouts at lower percentages after federal
fiscal 2034 — to the joint committee in October 2024. The agency plans to pursue automatic
enrollment legislation in the 2025 session.

401(a) Match Plan

Following the enactment of Chapter 100 of 2023, MSRP reactivated the 401(a) match plan
after it had been deactivated due to a lack of funding. Under the match plan, the State provides up
to $600 towards an employee’s retirement savings each year if the employee meets certain criteria.
Whether an employee qualifies with retirement contributions or student loan payments, the State
will apply up to $600 to the employee’s State supplemental retirement plan. An employee can only
receive the State match from one of the two eligibility criteria in a year. MSRP reported that as of
late October 2024, 39,489 employees had enrolled in the match plan, and 3,107 retirees were
receiving benefit payments.
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Board Requested Legislation

Pre-2011 Deferred Vested Members Returning to Service

Provisions of the Employees’ Pension System (EPS) and Teachers’ Pension System (TPS)
provide that a deferred vested member of the Alternate Contributory Pension Selection (ACPS)
tier of EPS or TPS who returns to State employment and resumes membership in EPS or TPS shall
resume participation in the ACPS tier of EPS or TPS. Regardless of the break in service that has
occurred, a returning vested member will not be enrolled in the Reformed Contributory Pension
Benefit (RCPB) tier of EPS or TPS (which is applicable to new members on or after July 1, 2011)
when returning to service. This allows the ACPS-deferred vested member to continue to receive
the benefits provided for under the ACPS tier and not start anew in the RCPB tier.

While the Correctional Officers’ Retirement System (CORS), the State Police Retirement
System (SPRS), and the Law Enforcement Officers’ Pension System (LEOPS) do not have benefit
tiers similar to EPS and TPS, the 2011 session pension reforms did change vesting and average
final compensation for any individual who began membership in the public safety systems on or
after July 1, 2011. These systems do not have a comparable provision that allows for deferred
vested members of the CORS, SPRS, or LEOPS to resume membership subject to the
pre-July 1, 2011 provisions if they began membership before July 1, 2011, and later return to
membership in their former system after incurring a break in service of more than 4 years (the
length of time an individual remains in membership status after leaving employment with a
participating employer). An individual who vested in one of these systems after accruing 5 years
of service, left employment, and returned to membership after incurring a break in service of more
than 4 years would now be subject to 10-year vesting and a 5-year average final compensation,
with respect to all service on or after July 1, 2011. The State Retirement Agency (SRA) is required
to maintain two separate accounts for an employee in CORS, because different rules apply to the
pre- and post-July 1, 2011 service. Again, this is because the public safety plans do not have a
corresponding provision similar to that in EPS and TPS that allows deferred vested members who
return to membership, regardless of the length of their break in service, to be subject to the same
requirements that were in effect for those plans on June 30, 2011.

The legislative history indicates that the provisions to preserve an EPS or TPS member’s
pre-July 1, 2011 membership status beyond a break in service of more than 4 years were enacted
in response to a deferred vested member of the ACPS tier of EPS returning to membership after
more than a 10-year break in service. Staff for the agency can find no indication that the public
safety plans were deliberately excluded; rather, it appears that the focus of the legislation was
limited to EPS and TPS because of the individual who brought this issue to the attention of the
legislature.

For consistency and ease of administration across the several systems, the Board of
Trustees for SRPS recommended legislation that would provide that returning deferred vested
members of CORS, SPRS, or LEOPS who began membership in these plans prior to July 1, 2011,
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shall be subject to the same requirements that were in effect in their former plan on June 30, 2011,
regardless of the length of their break in service.

The joint committee will sponsor the requested legislation.
SPRS Deferred Retirement Option Program Participation Clarification

An SPRS member may enter the Deferred Retirement Option Program (DROP) if the
member has at least 25 years of service, less than 32 years of service, and is less than 60 years old.
An eligible member may elect to participate in DROP for a period not to exceed the lesser of:

L4 S€ven years;

° the difference between 32 years and the member’s service credit as of the date of the
member’s election to participate in DROP and retire from SPRS; and

° the difference between age 60 and the member’s age as of the date of the member’s election
to participate in DROP and retire from SPRS.

Provisions in the State Personnel and Pensions Article provide that a member is entitled to
receive one month of service credit for employment for one month or part of a month if member
contributions are received for that month. Chapters 265 and 266 of 2020 provide that after 28 years
of service as a member of the SPRS, a member does not make any further member contributions,
effectively capping the service credit a member may earn at 28 years.

SRA studied how each of these pieces regarding service credit and participation in
SPRS DROP intersect with each other and discovered an inconsistency that the board believes
requires clarification from the General Assembly. Prior to the 2020 session, SPRS members would
continue to make contributions after accruing 28 years of service and thus would continue to earn
service credit. A member who continued active membership for 32 years would accrue 32 years
of service credit; a member with 32 years of service credit would not be eligible to participate in
SPRS DROP.

With the passage of the 2020 legislation that ended member contributions after 28 years of
service, a member who continues active membership after 28 years will not accrue any additional
service credit, capping their service at 28 years regardless of how long they remain an active SPRS
member after that point. In addition, the 2020 legislative change to discontinue member
contributions and service credit accrual after 28 years of service has had a corresponding impact
on the provisions governing the DROP participation period for SPRS. For example, an SPRS
member who chooses to work 32 years will still only have 28 years of service credit. Because
DROP participation is calculated based on the difference between 32 years and the member’s
service credit when entering DROP, the 2020 law change could potentially allow a member of
SPRS to work indefinitely after accruing 28 years of service (provided that they have not reached
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the mandatory retirement age of 60) and still be guaranteed 4 additional years of DROP
participation, since their service credit will always be capped at 28 years.

The board is uncertain if this outcome is an unintended consequence of the 2020 legislation
and is seeking clarification from the General Assembly regarding these provisions of the State
Personnel and Pensions Article that govern the system.

The joint committee will sponsor legislation to clarify that the DROP limitation
should be calculated based on a member’s employment in an SRPS-eligible position instead
of a member’s service credit.

Reemployment Earnings Limitations

Current provisions of the State Personnel and Pensions Article exempt EPS and TPS service
retirees and all ordinary disability retirees from a reemployment earnings limitation if the retirees
had an average final compensation (AFC) at the time of retirement that was less than $25,000. This
AFC reemployment exemption was increased for EPS and TPS service retirees from $10,000 in
2010 and was added for the first time for ordinary disability retirees in 2016. An accidental or
special disability retiree does not have the benefit of this AFC reemployment exemption. Although
retirees who are receiving accidental or special disability benefits are not subject to an earnings
limit, a reemployed accidental or special disability retiree whose reemployed annual gross salary
exceeds their AFC at the time of retirement will have their disability retirement benefit temporarily
suspended while they continue to earn a gross salary that is greater than their AFC.

The board recommended legislation that would add a similar AFC reemployment
exemption for the temporary suspension of a retirement allowance (State Personnel and Pensions
Article § 29-115) applicable to all disability retirees. Additionally, the board recommended
increasing the AFC reemployment exemption for both service and disability retirees from $25,000
to $35,000 — the current minimum annual salary on the standard State pay scale — for all retirees
of the system. SRA believes that this increase is consistent with the 2010 legislation that increased
the then AFC reemployment exemption from $10,000 to $25,000. At that time, the minimum
annual salary on the standard State pay scale was $21,200.

DLS notes that while raising the AFC reemployment exemption salary threshold would be
consistent with prior legislative action, a fixed amount would at some point in the future result in
the same issue that is currently being experienced. DLS recommended that the joint committee
consider including an automatic inflationary adjustment to the AFC reemployment exemption,
such as tying the exemption to the minimum annual salary on the standard State pay scale or
providing for annual increases based on an inflation metric, such as the consumer price index, the
annual payroll inflation assumption used for the system’s annual actuarial valuation, or the average
compensation increase (cost-of-living and merit) for State employees over the prior fiscal year.

The joint committee will sponsor the requested legislation and include an automatic
inflationary adjustment to the AFC exemption amount to match the minimum annual salary
on the standard State pay scale.
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CORS Security Attendant Supervisors or Managers

Chapters 135 and 136 of 2024 moved members from EPS to CORS who were employed
by the Maryland Department of Health in security attendant positions at State forensic facilities.
Individuals hired into these positions on or after July 1, 2024, at the facilities included in the
legislation will be enrolled in CORS as a condition of employment. As Chapters 135 and 136 were
drafted, many supervisor and manager positions for these security attendants were inadvertently
omitted from the legislation. As a result, under current law, an individual serving in a security
attendant position who is promoted to a supervisor or manager position that was omitted from the
legislation will be moved back to EPS at the time of promotion. To avoid disruption to these
members’ benefits, the board recommended clarifying that the supervisors and managers of
security attendants will also be members of CORS as a condition of employment. SRA noted that
this recommendation would be consistent with the prior legislation that allowed employees to
remain in CORS when promoted to positions that had not been eligible for CORS membership.
SRA indicated that it is aware of 45 individuals serving as supervisors or managers of security
attendants who would be moved into these positions.

The joint committee will sponsor the requested legislation.

Title 37 Study Group

Title 37 of the State Personnel and Pensions Article governs the transfer of service from
any State or local retirement or pension system to another State or local retirement or pension
system. Provisions within Title 37 include those that address the types of service credit that may
be transferred from one system to another, the member contributions and interest that must
accompany these transfers, and the time frame under which these transfers must be made. Title 37
is the only pension-related title in this Article that applies to the State and local jurisdictions.

Over the years, SRA has noticed that there are many inconsistencies, duplicative
provisions, and ambiguities throughout this Title. The board is interested in addressing these
issues, though many will require legislative changes. Given that the groups that are impacted by
Title 37 include the State and local jurisdictions, the board believes that addressing issues related
to Title 37 is an undertaking that should include input from all stakeholders. To accomplish this,
the board recommended legislation that would establish a workgroup consisting of representatives
from SRA, each of the counties (including Baltimore City) that operate their own retirement or
pension system, and DLS. The proposal is for the workgroup to meet throughout the 2025 interim
to address issues that SRA found in Title 37 as well as any issues that the counties may be trying
to resolve. SRA indicates that it would provide staff for this workgroup and submit recommended
changes to Title 37 to the joint committee during fall 2025.

The joint committee will sponsor the requested legislation.
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General Assembly Reports — Due Dates

Two reports that SRA is required to submit to the General Assembly each year have
statutory due dates that are very difficult for SRA to meet. SRA has reached out to the DLS Library
and was told that SRA may request changes to the due dates of their reports. The board
recommended legislation that would change the due dates for the annual report regarding the
Investment Committee’s business relationships with minority business enterprise brokerage and
investment management services firms as well as the annual report addressing the system’s private
equity and venture capital investments in Maryland technology with the Maryland Technology
Development Corporation from September 1 and December 1, respectively, to November 1 and
December 31, respectively.

The joint committee will sponsor the requested legislation.
Repeal of Administrative Fees

Prior to July 1, 2011, the administrative budget for SRA, based on statutory authority, was
funded solely through special funds drawn down from the pension trust fund. Chapter 397 of 2011
changed this process and requires SRA to apply a per employee charge on all employers
participating in the system in order to fund its operating expenses.

The current process of determining the amount of administrative fees that each
participating employer owes the system in any given year is based on a formula that involves
determining the number of employees who are also members of the several systems as of June 30
of the second prior fiscal year for each employer, and dividing this number by the total number of
current members in the system. This percentage is applied to the actual amount that SRA spent
during the second previous fiscal year. Each participating employer is then notified in October of
each year what they will owe the system in administrative fees for the upcoming fiscal year.

When calculating the administrative fees for SRA operations, the Finance Division for
SRA and the budget analysts for the Department of Budget and Management (DBM) and DLS
continue to use differing methodologies when determining the final closeout number for SRA for
the previous fiscal year. The three agencies met throughout summer 2024 to discuss the entire
process for determining administrative fees for SRA and agreed that the current method of funding
SRA’s operating expenses continues to be overly cumbersome.

Throughout these discussions, the agencies reviewed the changes that were made to the
process during the 2024 legislative session, as well as recent information received by the system’s
actuary. The Budget Reconciliation and Financing Act of 2024 (Chapter 717) eliminated a
long-standing reduction that the State was required to make to the TPS employer contribution.
This reduction was a component of the process for determining the amount of administrative fees
due to the system. To mitigate the loss of this reduction, the annual $75 million that the system
receives in supplemental payments has been reduced to $50 million. Additionally, the system’s
actuary reported that the General Accounting Standards Board would prefer that actuaries for
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public pension plans, when calculating the annual employer contribution rate for a public plan,
include a certain percentage above the employer contribution rate that serves to cover a plan’s
operating expenses. The system’s actuary also noted that it is unaware of any other public plans
that fund their operating expenses through administrative fees similar to SRPS.

In light of the 2024 legislative changes coupled with the information provided by the
system’s actuary, the three agencies reached the consensus that there is no meaningful benefit to
the system, the State, or other participating employers of the system to maintain the current process
of funding SRA operating expenses through administrative fees. Therefore, on behalf of SRA,
DBM, and DLS, the board recommended returning to the past practice of funding SRA operating
expenses through funds drawn down from the SRA trust. These funds would be collected through
the additional operating expense percentage added to the employer contribution rate determined
by the system’s actuary each fiscal year. In addition to significantly reducing the complexity of
this process for the three agencies, this proposal would also simplify the payment process for SRPS
participating employers. The proposal would provide that, going forward, participating employers
would only receive one annual bill from the system.

SRA indicates that the proposal would not have a fiscal impact on the system, because the
operating expense percentage determined by the system’s actuary should be comparable to the
amount that would otherwise be certified as its administrative fees.

The joint committee will sponsor the requested legislation.

Board of Trustees’ Compensation Committee

Chapters 727 and 728 of 2018 gave the board the authority to determine and create
positions necessary to carry out the professional investment functions of the Investment Division
and to set qualifications and compensation for the positions, including incentive compensation,
subject to certain limitations. To assist the board in adopting objective criteria for setting
compensation and awarding financial incentives for the Chief Investment Officer (CIO) and
specified Investment Division staff, the 2018 legislation also created the Objective Criteria
Committee (OCC).

Under provisions of the State Personnel and Pensions Article, OCC is required to meet at
least once every five years. OCC includes one Senator and Delegate who are serving on the joint
committee, the Treasurer (or the Treasurer’s designee), the Secretary of DBM (or the Secretary’s
designee), two trustees appointed from the board, and a member of the public with financial
industry experience. OCC is charged with recommending objective criteria for the board to use
when it is determining the compensation and financial incentives for the CIO and certain staff of
the Investment Division. The board is also required to hire a compensation consultant to assist
OCC regarding objective criteria. This consultant may not be actively providing consulting
services to the board or the staff of the Investment Division.

OCC met throughout summer 2018, shortly after Chapters 727 and 728 became effective.
At the conclusion of its work, OCC submitted to the board a recommended compensation and
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incentive compensation program for the Investment Division. These recommendations served as
the foundation for the expansion of the Investment Division from calendar 2018 to 2023. However,
as the Investment Division grew and created new positions, including an internal training desk in
the intervening five years, the board has noted that it would have benefited from having an ongoing
committee that could review criteria for compensation and incentive compensation and assist with
creating new positions within the Investment Division.

Section 21-108(b) of the State Personnel and Pensions Article provides in part that the
board may establish committees of the Board of Trustees. Section 21-108 therefore would allow
the board to establish a compensation committee of the board that would address
Investment Division compensation issues that arise in real time, rather than wait for OCC every
five years. While OCC’s role is limited to recommending objective criteria, the board’s
responsibilities are far broader, including determining the type and number of positions to carry
out the functions of the Investment Division and their qualifications and compensation (including
financial incentives). In addition to adopting objective criteria, the board needs to determine a
position classification system and pay scale and review and regularly update these items as the
needs of the system change. A compensation committee of the board could better assist with the
broad array of responsibilities that have been assigned. Additionally, the board also recommended
enabling the board to hire a compensation consultant to assist both the compensation committee
and the board with reviewing and updating its objective criteria, as well as creating and maintain
a position classification structure, pay scale, and financial incentive program for the CIO and
Investment Division.

To accomplish this, the board recommended legislation that would repeal provisions
establishing OCC. In its place, the board would establish a compensation commission of the Board
of Trustees. This proposal would also enable the board to hire one compensation consultant to
assist both the new committee and the board. DLS noted that one of the functions of OCC was to
provide a public and transparent process for reviewing and determining compensation for
Investment Division staff. While § 21-208 provides the board with authority to establish a
compensation committee, DLS advised that the joint committee may want to consider a statutory
requirement for the board to do so, particularly if the joint committee would like to ensure that
certain information is considered by the board or that existing restrictions on who may be retained
as a compensation consultant are maintained. DLS noted that a statutorily-required board
compensation committee pertaining to Investment Division staff would be consistent with the
statutory creation of the board’s investment committee under §§ 21-114 through 21-116 of the
State Personnel and Pensions Article.

The joint committee will sponsor legislation repealing the OCC provisions and
codifying the board proposed compensation committee with retention of the existing
requirements and limitations on the use of compensation consultants.
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Annual State Retirement and Pension System’s
Investment Overview

At the request of the Joint Committee on Pensions, the Department of Legislative Services
(DLS) annually reviews the investment performance of the State Retirement and Pension System
(SRPS) for the preceding fiscal year. This report is intended to provide an overview of SRPS
performance, a comparison of this performance to its peers, and an identification of issues meriting

further comment by the State Retirement Agency (SRA).

State Retirement and Pension System Investment Performance

Asset Allocation

The SRPS Board of Trustees sets the allocation of assets to each investment class and
continuously monitors the appropriateness of the allocation in light of its investment objectives.

The SRPS Investment Policy Manual sets forth the investment objectives:

The board desires to balance the goal of higher long-term returns with the goal of
minimizing contribution volatility, recognizing that they are often competing goals.
This requires taking both assets and liabilities into account when setting investment
strategy as well as an awareness of external factors such as inflation. Therefore, the
investment objectives over extended periods of time (generally 10 to 20 years) are

to achieve an annualized investment return that:

1.

In nominal terms, equals or exceeds the actuarial investment return
assumption of the system adopted by the board. The actuarial investment
return assumption is a measure of the long-term rate of growth of the
system’s assets. In adopting the actuarial return assumption, the board
anticipates that the investment portfolio may achieve higher returns in some

years and lower returns in other years.

In real terms, exceeds the U.S. inflation rate by at least 3%. The
inflation-related objective compares the investment performance against the
rate of inflation as measured by the Consumer Price Index plus 3%. The

inflation measure provides a link to the system’s liabilities.

Meets or exceeds the system’s Investment Policy Benchmark. The
Investment Policy Benchmark is calculated by using a weighted average of
the board-established benchmarks for each asset class. The Policy
Benchmark enables comparison of the system’s actual performance to a
passively managed proxy and measures the contribution of active

investment management and policy implementation.
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The assets allocation is structured into five categories:

° Growth Equity: public equity (domestic, international developed, and international
emerging markets) and private equity investments;

° Rate Sensitive: investments in bonds, loans, or associated derivatives with an average
portfolio credit quality of investment grade;

° Credit: investments in bonds, loans, or associated derivatives with an average portfolio
credit quality of below investment grade;

° Real Assets: investments whose performance is expected to exceed the rate of inflation
over an economic cycle; and

° Absolute Return: consists of investments that are expected to exceed the three-month
U.S. Treasury bill by 4% to 5% over a full market cycle and exhibit low correlation to
public stocks.

Included within these asset classes are sub-asset classes. The board approves adjustments
to the asset allocations and sets transitional targets. The board also approves target ranges for
sub-asset classes as well as constraints on hedge fund exposure, with total hedge fund investments
capped across all asset classes. In fall 2021, the board adjusted the system’s asset allocation, and
it has made minor adjustments periodically since then, with the most recent adjustment occurring
in February 2023. Exhibit 1 shows system asset allocations in relation to the strategic targets in
effect on June 30, 2024.
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Exhibit 1
State Retirement and Pension System Asset Allocation

Actual Target
Asset Class June 30, 2024 July 1, 2024
Growth Equity
U.S. Equity 14.2% 17%
International Equity 8.1% 11%
Emerging Markets Equity 4.9% 6%
Global Equity 3.6% n/a
Private Equity 21.6% 16%
Subtotal 52.4% 50%
Rate Sensitive
Nominal Fixed Income 13.2% 16%
Inflation-linked Bonds 3.3% 4%
Subtotal 16.5% 20%
Credit/Debt
High Yield Bonds and Bank Loans 7.8% 8%
Emerging Market Debt 1.1% 1%
Subtotal 8.9% 9%
Real Assets
Real Estate 9.4% 10%
Natural Resources and Infrastructure 4.5% 5%
Subtotal 14.2% 15%
Absolute Return 5.8% 6%
Multi-asset 0.4% n/a
Cash 1.8% n/a
Total Fund 100% 100%

Note: Columns may not add to total due to rounding. Real Assets Subtotal includes 0.3% commodities assets.

Source: State Street — State Retirement Agency of Maryland — Rates of Return — Net Mgr — Periods Ending
June 30, 2024; State Retirement and Pension System Investment Policy Manual, March 2024
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The system’s asset allocation is reflective of a decision to restructure the portfolio in
fiscal 2008 and 2009. The overall strategy is part of an approach by the board to decrease risk
through diversification in the wake of the 2008 financial crisis and is also a prudent approach as
the system becomes more mature with an increasing ratio of retirees to active members. Increased
investment in private equity has resulted in positive returns for the system, with less experienced
volatility than public equity. Lower allocations to public equity investments are expected to result
in lower returns when public equities are in growth patterns. However, as public equity can be a
highly volatile asset class, a more diverse investment allocation should reduce volatility to provide
protection when equity markets perform poorly or decline. While mitigating volatility will result
in not taking full advantage of highly performing public equity markets, more stable investment
returns will also mitigate swings in employer contribution rates. The board of trustees and the
investment committee monitor the allocation of assets and continue to discuss the appropriate
allocation (in consultation with the system’s investment staff and investment consultants) that will
achieve the system’s investment return needs. Given the certain nature of defined benefit payment
obligations, prudent allocation strategy should consider both achieving positive returns as well as
being positioned to avoid losses. While investment division staff have some authority to make
tactical, short-term adjustments to asset allocations, the Investment Policy Manual states an
objective of long-term investment strategy, acknowledging that the system’s long-term investment
horizon may lead to short-term volatility. The manual reflects actions by the board to alter the asset
allocation and can be found on the SRA website.

Investment Performance

The system’s investment return for fiscal 2024 was 6.93% net of management fees, above
the assumed rate of return of 6.80%. The system also exceeded its policy benchmarks for the
system as a whole by 0.59%. As shown in Exhibit 2, the total market value of the system’s assets
was $68.2 billion as of June 30, 2024, compared to $65.2 billion in assets at the end of fiscal 2023.
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Exhibit 2

State Retirement and Pension System of Maryland

Fund Investment Performance for Periods Ending June 30, 2024
($ in Millions)

Time-weighted Total Returns
Assets % Total 1 Year 5 Years 10 Years

Growth Equity

Public Equity $20,952 30.7% 17.94% 9.79% 8.03%
Private Equity 14,761 21.6% 5.24% 1538%  14.95%
Subtotal $35,727 52.4% 12.32% 11.55% 9.75%
Rate Sensitive

Nominal Fixed Income $8,986 13.2% -2.09% -2.65% 0.67%
Inflation Sensitive 2,278 3.3% 2.97% 2.26% 2.31%
Subtotal $11,264 16.5% -1.08% -1.46% 1.10%
Credit/Debt

High Yield Bonds and Bank Loans $1,864 2.7% 10.14% 4.66% n/a
Private Credit 3,467 5.1% 9.70% 8.04% 7.65%
Credit Hedge Fund 25 0.0% -24.83% -9.39%  -4.07%
Non-U.S. Credit 736 1.1% 10.63% 0.99% -0.03%
Subtotal $6,090 8.9% 9.83% 4.82% 4.40%
Real Assets

Real Estate $6,443 9.4% -7.70% 4.02% 6.51%
Natural Resources and Infrastructure 3,088 4.5% 7.21% 6.41 n/a
Commodities 192 0.3% n/a n/a n/a
Subtotal $9,722 14.2% -2.82% 5.07% 3.59%
Absolute Return $3,960 5.8% 5.86% 3.59% 2.50%
Multi Asset $260 0.4% 9.88% 2.27% n/a
Cash $1,222 1.8% 6.42% 2.83% 4.23%
Total Fund $68,245 100.0% 6.93% 7.02% 6.32%

! The Growth Equity Subtotal includes an additional $13.7 million in stock distribution assets.
Note: Returns beyond one year are annualized. Returns are net of fees. Columns may not add to total due to rounding.

Source: State Street — State Retirement Agency of Maryland — Rates of Return — Net Mgr — Periods Ending June 30, 2024
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The asset allocation targets set by the board are intended to maintain an acceptable risk
tolerance for the system, providing protection for the system against investment volatility. The
investment returns of each asset class can result in deviation from the target allocations, requiring
additional oversight to maintain the overall asset allocation within the system’s established risk
tolerance.

Exhibit 3 shows that the system performed 0.59% (59 basis points) above the total system
return benchmark for fiscal 2024. The system did not meet its benchmarks in three of its five major
asset classes. However, as previously noted, it exceeded the total fund benchmark for the year.

Exhibit 3

State Retirement and Pension System of Maryland
Performance Relative to Benchmarks for Year Ending June 30, 2024

Return Return Benchmark Excess
Growth Equity 12.32% 12.38% -0.06%
Public Equity 17.94% 17.25% 0.69%
Private Equity 5.24% 6.31% -1.07%
Rate Sensitive -1.08% -1.18% 0.10%
Nominal Fixed Income -2.09% -2.15% 0.06%
Inflation Sensitive 2.97% 2.48% 0.48%
Credit 9.83% 10.32% -0.49%
High Yield Bonds and Bank Loans 10.14% 10.59% -0.45%
Private Credit 9.70% n/a n/a
Credit Hedge Fund -24.83% 10.35% -35.18%
Non-U.S. Credit 10.63% 8.10% 2.53%
Real Assets -2.82% -5.43% 2.61%
Real Estate -7.70% -9.59% 1.90%
Natural Resources and Infrastructure 7.21% 4.56% 2.65%
Absolute Return 5.86% 8.43% -2.58%
Multi Asset 9.88% 6.34% 3.54%
Cash and Cash Equitization 6.42% 5.64% 0.78%
Total Fund 6.93% 6.34% 0.59%

Source: State Street — State Retirement Agency of Maryland — Rates of Return — Net Mgr — Periods Ending
June 30, 2024
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DLS requests that SRA comment on the fiscal 2024 return performance in relation to
the policy benchmarks. For any asset classes and asset sub-classes that underperformed the
benchmark, SRA should comment on the factors that led to the underperformance, whether
those factors are expected to negatively affect performance in fiscal 2025, and what actions
are being taken to mitigate those factors from impacting the fiscal 2025 returns.

Performance Relative to Other Systems

In addition to comparing the system’s performance to its policy benchmarks, another
method of evaluating the system’s investment performance is to compare it with the performance
of other systems. The Wilshire Trust Universe Comparison Service (TUCS) rankings are useful
for providing a big picture, snapshot assessment of the system’s performance relative to other large
public pension plans. In the TUCS analysis, systems are ranked on a scale of 1 to 100, with a rank
of 1 being the system with the highest investment returns for the time period. According to
TUCS, the system’s fiscal 2024 total fund investment performance was rated in the
ninety-fourth percentile among the public pension funds with at least $25 billion in assets, as
shown in Exhibit 4. As the system has historically had a low allocation to equity investments
compared to its peers — and to domestic equity in particular — the system’s investment policy will
have a low TUCS ranking when equity markets are experiencing strong performance, as has been
the case for a number of recent years. The long-term relative performance rankings have placed
SRPS’ relative total fund performance in the bottom quartile. The TUCS rankings are based on
returns gross of fees.

Exhibit 4

TUCS Percentile Rankings for Periods Ending June 30
Fiscal 2021-2024

2021 2022 2023 2024
1 Year 64 37 96 94
3 Years 57 37 71 89
5 Years 75 43 59 70
10 Years 88 75 78 75

TUCS: Wilshire Trust Universe Comparison Service
Note: Rankings for systems greater than $25 billion.

Source: Wilshire Trust Universe Comparison Service
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The impact of asset allocation on total system TUCS rankings can also be seen in the
system’s TUCS rankings on performance within individual asset classes. When the system as a
whole has experienced relatively low rankings when compared to peer systems, the system has
experienced better relative performance by asset class. Exhibit 5 shows the difference in the
system’s relative rankings by asset class. These asset class comparisons are based on pension funds
with assets of at least $1 billion in assets, unlike the total fund comparisons, which are based on
pension funds with at least $25 billion in assets.

The asset allocation has impacted the relative ranking of the total system return, with the
system having lower allocations to public equity and domestic public equity in particular when
compared to peer plans. This effect can also be seen in the ranking for total equity. The system
does not have a bias to U.S. equity, which had strong performance in recent years. A system with
higher allocations to well-performing asset classes will have better relative performance. The
system’s 5- and 10-year returns by asset class indicate sustained above-average performance in
multiple asset classes. With public equity — particularly U.S. public equity — comprising very
efficient public investment markets, the system’s long-term average performance indicates a
measured approach to balance risk and return in those volatile asset classes. While the overall
performance within each asset class generally indicates successful management, the performance
in fixed income has dropped significantly over the past three years. Private equity performance
dropped significantly to the seventy-fifth percentile in 2024, but long-term performance remains
among the best compared with peers.

Exhibit 5
TUCS Percentile Rankings for Periods Ending June 30, 2024

Asset Class 1-year 3-year S-year 10-year
Total Equity 75 99 84 65
U.S. Equity 32 40 31 35
International Developed 45 48 26 35
International Emerging 87 83 66 n/a
Fixed Income 89 96 75 46
Private Equity 75 29 5 5
Real Estate 64 55 50 40

TUCS: Wilshire Trust Universe Comparison Service
Note: Rankings for systems greater than $1 billion.

Source: Wilshire Trust Universe Comparison Service

DLS requests that SRA comment on the relative TUCS performance rankings by
asset class and how overall asset allocation impacts the total system’s TUCS rankings.
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Additionally, DLS requests that SRA comment on the drop in TUCS performance
rankings in the fixed income and private equity asset classes over the past three years, and
the strategies being implemented to improve performance within the asset classes.

Recent historical returns have seen both exceptionally strong and exceptionally weak
returns in public equity, which demonstrates how highly volatile this asset class is. Allocations
that limit exposure to more volatile assets should result in more stable employer contribution rates
over time. An allocation that would result in mitigating volatility of returns (whether excess gains,
returns below the assumed rate of return, or investment losses) will also mitigate the impact to
employer contributions from contribution rate increases. A system’s asset allocation should be
impacted by a number of considerations that reflect a system’s risk tolerance. A system’s maturity
(ratio of retirees to active members), funded status, assumed rate of return, benefit structure,
regularity of full contributions, and other considerations factor into a system’s risk tolerance. The
importance of these factors will vary from plan to plan, leading to different tolerances for risk,
variation in investment allocations, and differences in annual returns.

TUCS provides data on the risk-return profile of its members that shows that the system’s
level of risk over the three-year period ending June 30, 2024, was below the median for other
public funds with assets greater than $25 billion. This is consistent with the system’s comparatively
lower allocation to public equity, which historically is a highly volatile asset class. The system’s
asset allocation strategy is intended to protect against more extreme losses in down markets. Due
to the nature of the benefits that the system’s investments ultimately fund, there is prudence in
setting an asset allocation that achieves the necessary investment returns with the lowest level of
risk capable of achieving those returns, while also mitigating volatility. The system’s allocation
strategy has appeared to continue providing this intended result. Despite having a return of -2.97%
in fiscal 2022 and a return of 3.14% in fiscal 2023, many other plans experienced significantly
higher investment losses in fiscal 2022 that necessitated a higher level of investment risk to achieve
higher subsequent returns to recover the experienced losses.

DLS requests that SRA comment on how the system’s asset allocation strategy
affected the system’s investment return volatility over the prior five fiscal years and the
impact to the system of the mitigated volatility.

Investment Management Fees

As shown in Exhibit 6, SRPS incurred $437 million in investment management fees during
fiscal 2024, an increase from $434 million in fiscal 2023 fees, and fees paid as a percentage of
assets were less in fiscal 2024 than in fiscal 2023. Management fees for the plan have grown
substantially since the system adjusted its asset allocation to invest more heavily in alternative
asset classes with higher fee structures. The shift of public equity assets to global and emerging
market equity managers, which are almost all active managers, has also contributed to the growth
in fees over the years. Fees also fluctuate as assets increase or decrease.
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Exhibit 6

Asset Management Fees Paid by Asset Class
Fiscal 2023-2024

($ in Millions)
2023 2024

Fees as Fees as

Management Incentive % of Management Incentive % of

Asset Class Fee Fee  Total  Asset Fee Fee Total  Asset
Equity $56.5 -$22.8 $339  027% $52.4 $1.6 $54.0 0.45%
Rate Sensitive 15.8 14.0 29.8  0.64% 17.2 154 32.7 0.67%
Credit 55 n/a 55  0.19% 52 n/a 52 0.18%
Private Equity 126.8 n/a 126.8  0.93% 134.7 n/a 134.7 0.93%
Real Estate 55.5 4.5 60.1  0.84% 504 3.1 53.5 0.81%
Real Return 18.1 0.7 18.8  0.87% 23.5 0.6 24.1 1.58%
Absolute Return 50.5 433 939 234% 46.7 25.9 72.7 1.87%
Multi-asset 1.1 n/a 1.1 0.49% 1.1 n/a 1.1 0.45%
Credit/Debt 18.9 0.2 190 0.84% 239 n/a 23.9 0.76%
Equity Long Short 16.4 204 36.8 1.97% 16.2 10.0 26.3 1.51%
Service Providers 8.2 n/a 8.2 n/a 9.1 n/a 9.1 n/a
Total Fund $373.3 $60.5 $4339 0.68% $380.6 $56.7 $437.2 0.66%

Note: Columns may not sum to total due to rounding. Fees as % of Asset column indicates fees as a percentage of the
average market value of the asset under management.

Source: State Retirement Agency

Review of the SRPS fees by the system’s investment consultant has noted that SRPS has
been effective at negotiating more favorable fee arrangements than peer systems. Transitioning
assets to internal management is also expected to result in fee savings to the system. As discussed
in the following sections, the system has moved $14.5 billion in assets under internal management,
which is approximately 21% of system assets. SRA has stated that its goal is to increase this to as
much as 50% of assets by the tenth year of this transition, which is 2028.

Active Management

While active management of assets results in higher overall fees, the system has benefited
from active management. The system has found passive investment strategies to be effective where
available. However, active management is able to add more diversification to system investments
by investing in assets where active management can generate returns where passive investment is
not available or efficient. Active management can allow for tactical adjustments to respond to
short-term or rapidly developing market conditions. Exhibit 7 shows the system’s fiscal 2024
performance where active and passive management are utilized. Actively managed U.S. equity
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generally outperformed passive assets in the short term and for the fiscal year and five-year
periods. U.S. nominal fixed income actively managed assets also generally outperformed passively
managed assets, either achieving higher returns or avoiding deeper losses. Passively managed
international developed equity outperformed the actively managed assets. Unlike U.S. equity and
U.S. nominal fixed income, the system has significantly more actively managed International
Developed Equity assets than it does passively managed assets.

Exhibit 7

Active and Passive Management Performance
Periods Ending June 30, 2024
($ in Millions)

Assets 1 Month 3 Months FYTD 3-vear 5-year

U.S. Equity

Passive Management $4,320.7 2.74% 2.89%  22.21% 7.75% 13.56%
Active Management 4,797.2 3.63% 333%  24.56% 7.10% 14.29%
International Developed Equity

Passive Management $748.7  -1.18% 0.23%  12.70% n/a n/a
Active Management 34169 -2.41% -0.84%  10.71% 1.74% 6.14%
U.S. Nominal Fixed Income

Passive Management $3,639.8 1.39% -1.04% -2.39%  -8.17% -2.46%
Active Management 4,307.3 1.15% 0.09% 2.12%  -4.32% 0.18%

FYTD: fiscal year to date
Note: Returns are net of fees.

Source: State Street — State Retirement Agency of Maryland — Rates of Return — Net Mgr — Periods Ending June 30, 2023

DLS requests that SRA comment on the potential impact of its decision to allocate a
higher portion of the system’s international developed equity investments to actively managed
funds.

Absolute Return Fees and Performance

Absolute return fee structures typically include base fixed management fees and incentive
compensation based on performance. Fees paid for absolute return were $72.7 million in fiscal 2024,
which represents approximately 17% of all management fees. Absolute return comprises 5.8% of
SRPS investments. The absolute return investment return has consistently performed well below the
system’s assumed rate of return as well as additionally performing below its benchmark. The system’s
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Investment Policy Manual describes the absolute return asset class as, “investments whose
performance is expected to exceed the three-month U.S. Treasury bill by 4% to 5% over a full market
cycle and exhibit low correlation to public stocks.”

In fiscal 2024, managers achieved returns of 5.86% against a benchmark of 8.43%,
following returns of -1.37% against a benchmark of 1.41% in fiscal 2023. Performance relative to
benchmarks was mixed within the asset class, with only 10 of the 24 absolute return managers
achieving returns above the asset class benchmark. Returns varied considerably between
underperformance and overperformance. A significant number of investments sustained losses
with 10 managers underperforming their benchmarks by more than 5%, and 6 underperforming by
at least 10%. Only 4 managers had returns exceeding the Financial Times Stock Exchange
three-month U.S. Treasury bill benchmark of 5.64%.

Absolute return has returns below benchmarks for the 1-, 3-, 5-, and 10-year periods ending
June 30, 2024. Since inception, the returns have exceeded the benchmarks, but that return is only
3.32% against a benchmark of 2.99%. In contrast, the system’s cash assets (0.4% of total system
assets) have returned 3.70% since inception (against a benchmark of 1.03%) and have
outperformed the absolute return assets over the 1-, 3-, and 10-year periods ending June 30, 2024.

Given the historic low rate of return, underperformance relative to benchmarks, and
high management fee structures, DLS requests that SRA comment on the returns of the
absolute return asset class, including the market conditions leading to the low level of returns
and benchmark underperformance, and whether it is considering reducing its allocation to
absolute return as a result of long-term underperformance.

Private Equity Fees and Performance

Management fees for private equity comprised nearly 31% of total management fees while
constituting 21.6% of system assets in fiscal 2024. The reason for the higher amount of fees in
private equity involves a substantial degree of active management. Fee structures typically include
a fixed-base management fee plus a portion of earnings referred to as “carried interest.” The
management fees only reflect the base fees, not carried interest. Because of the nature of private
equity fee arrangements, carried interest fees are tied to performance. When private equity
managers earn strong returns, the system pays higher carried interest fees. SRA advises that private
equity returns are reported net of management fees and carried interest.

The private equity return was 5.24%, with a benchmark of 6.31%, marking the second time
in several years for which the asset class failed to achieve double-digit returns. Investment in
private equity has resulted in positive returns for the system with less experienced volatility than
public equity. Returns for the 1-, 3-, 5-, and 10-year periods ending June 30 were 5.24%, 9.53%,
15.38%, and 14.95%, respectively. With the exception of the 1-year return, returns for those same
periods also provided excess returns over the asset class benchmarks. Private equity investment
performance has also outperformed peer systems consistently, as noted in Exhibit 5, with the
system ranking in the top 29% for its 3-year return and the top 5% for its 5- and 10-year returns in
the TUCS rankings.
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SRA has also been utilizing coinvestments in private equity. Such investments are
companion investments to private equity funds that SRPS is already investing in but would not
carry the same associated fee structure. Under this approach, SRPS is effectively reducing its fees
for any private equity investments that it coinvests by increasing the invested funds, with the
coinvested portion of the investment being subject to a lower fee structure. One potential risk in
coinvesting is that it can result in decreased diversification by consolidating private equity assets
in fewer investments. Management of private equity assets will play a crucial role in the continued
success of the asset class.

DLS requests SRA to provide an update on estimated carried interest for
calendar 2024. SRA should also comment on the feasibility of including carried interest in
its regular fee reports.

Investment Division Staffing

Chapters 727 and 728 of 2018 granted the board authority to set the compensation of
personnel in the SRA Investment Division and to establish positions within the division, subject
to certain limitations. Investment Division staff are now to be “off-budget” and funded as system
expenses. Investment positions are also now outside of the State personnel system. The stated
purpose of the legislation by SRA and the board was twofold. First, SRA’s Chief Investment
Officer (CIO) noted that the ability to create positions and set compensation would reduce
compensation-related turnover in the division and help in recruitment to adequately staff the
division to perform its existing functions. Testimony submitted in support of the legislation noted
that the authority is expected to enhance system investment performance by maintaining and
adding staff. The testimony noted that additional staffing resources will “enable the division to
expand the universe of potential managers or investments to pursue, enhance the methodology of
evaluating those opportunities, or design tactical strategies to adjust the mix of investments for
intermediate-term performance.” Additional staffing was also intended to free senior investment
staff of administrative duties, resulting in increased focus on enhancing investments. The
testimony noted that providing the board with authority over positions and compensation “will not
result in paying the existing staff more money for doing the same job, but instead, will allow these
positions to be more focused on the investment process rather than the administrative and reporting
functions.” The request for staffing authority contemplated SRA’s need to expand its staff
resources, as both the complexity of the fund assets and the size of the assets under management
is expected to grow.

Since the passage of Chapters 727 and 728, SRA has been able to hire additional staff and
move forward into internal management of assets. The Investment Division has grown
to 51 approved positions as of June 30, 2024, with 63 positions projected for fiscal 2025. Periodic
review of the division’s operations will evaluate the need for additional future positions.
Chapters 727 and 728 included limitations on the amount compensation may be increased in a
fiscal year, which had led to issues with disparate compensation for division staff who were hired
prior to the compensation authority being granted to the board. Chapter 356 of 2022 gave the board
authority to “catch-up” these employees’ salaries to the salary midpoint for their position.
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Chapters 727 and 728 also included provisions establishing an Objective Criteria
Committee (OCC) to review compensation for the Investment Division and to make
recommendations to the board regarding the exercise of its authority to set compensation for the
division. OCC scheduled three meetings during the 2023 interim to meet the statutory requirement
to review division compensation. The 2018 legislation included a number of limitations on the
board’s authority to set compensation and, in particular, incentive compensation. The restrictions
included in Chapters 727 and 728 were intended to strike a balance between giving the board
necessary flexibility to be able to recruit and retain investment division personnel while also being
respectful of broader compensation available to other State employees. Consistent with this intent,
the authority granted to the board was a narrow authorization to set competitive compensation for
positions with job responsibilities that are unique within State government, namely exercising
discretion over investments of the multi-billion dollar trust that supports over 400,000 system
member, retiree, and beneficiary accounts. With regard to the use of incentive compensation, the
legislation required incentive compensation to only be granted based upon objective criteria
adopted by the board. OCC is a body charged with making recommendations to the board for the
adoption of the objective criteria.

The OCC process has undergone its second round of review over the past year. At the
November 2023 meeting of OCC, the board’s consultant reviewed the compensation structures for
Investment Division personnel, including both base compensation and incentive compensation.
The committee discussed a need to find a balance between base compensation and incentive
compensation comprising an employee’s total cash compensation. There was discussion of the
statutory cap on incentive compensation being limited to 33% of base compensation, resulting in
limitations on getting employees to the target ranges for total cash compensation. The discussion
noted that incentive compensation can align an employee’s personal interests with those of the
system by encouraging strong investment management performance and that higher base
compensation could have the result of “rewarding” underperformance. On the other hand, DLS
notes that during the passage of Chapters 727 and 728, there was discussion around the risks that
higher weight toward incentive compensation can incentivize an employee to take additional risks
when managing system assets. There was also discussion of how Chapters 727 and 728 have
impacted division recruitment and retention. It was noted that while there are some positions that
have been more competitive to recruit due to national labor market issues, very few investment
employees have vacated their positions since the passage of the legislation. State agency personnel
vacancies were at an all-time high in fiscal 2021, much of this attributable to low State
compensation. That the investment division is faring better than other State agencies suggests that
compensation is more line with similar organizations than in most other State agencies.

DLS requests that SRA comment on the use of the compensation adjustment
authority provided under Chapters 727 and 728 and Chapter 356 and whether the board has
faced any difficulties recruiting and retaining staff since the passage of Chapters 727
and 728. DLS further requests SRA to update the committee on the number of resignations
and terminations since the passage of Chapters 727 and 728.

Incentive Compensation

Fiscal 2020 was the first year in which Investment Division staff and the CIO were eligible
for incentive compensation under Chapters 727 and 728. Due to restrictions on the payment of
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incentive compensation in years in which State employees are subject to a furlough, incentive
payments are subject to deferral to ensure compliance with this restriction. Additionally, the statute
requires incentive compensation to be paid out over multiple years, and the board’s current policy
is to pay incentives earned over a two-year period. The Acts included this requirement as a
retention incentive and was modeled off a previous existing policy of the board to pay incentive
compensation for the CIO over a period of three years. Incentive compensation is earned based on
the performance of assets under an employee’s management. The incentive compensation earned
is based to varying degrees on the performance of assets related to the system’s actuarial rate of
return, the system’s policy benchmark, and asset class-specific performance benchmarks.

OCC explored whether a risk-based metric could be substituted for performance relative
to the assumed rate of return, but the OCC consultant as well as the board’s investment consultant
could not identify a reasonable risk-based metric to use. During the July 2024 investment
committee meeting, there was further discussion concluding that a reasonable risk-based metric
was not identified but that the board would continue to evaluate options for inclusion of risk-based
metrics in the future. As part of the discussion, a motion was adopted to remove performance
relative to the actuarial rate of return as a criteria for the CIO’s incentive compensation, so that the
CIO’s incentive compensation would be based 100% on the investment performance relative to
the policy benchmark over a three-year period. No such motion was made regarding other positions
within the division. The committee recommended incentive compensation performance metric
weighting for staff, as shown in Exhibit 8, which was adopted by the board at its October 2024
meeting. Investment return relative to the system’s actuarial rate of return remains a component
for incentive compensation for the positions of deputy chief investment officer, senior corporate
governance manager, and senior risk manager. During the OCC process, there was discussion
about whether basing incentive compensation on performance relative to the actuarial rate of return
for the system made sense for staff that worked primarily or exclusively in a select asset class and
for staff that did not have any role in advising the board on the system’s asset allocation. As noted
previously, the system’s asset allocation plays a major role in determining the system’s overall
returns.
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Exhibit 8
State Retirement Agency Investment Division
Incentive Compensation Performance Metric Weighting

Policy Actuarial Rate Asset
Position Benchmark of Return Class
Chief Investment Officer 100% n/a n/a
Deputy Chief Investment Officer 75% 25% n/a
Managing Director 50% 0% 50%
Senior Corporate Governance Manager 75% 25% n/a
Senior Risk Manager I through 111 75% 25% n/a
Senior Portfolio Manager I through IV 50% 0% 50%
Senior Investment Analyst I through III 50% 0% 50%

Source: Investment Policy Manual for the Board of Trustees of the State Retirement and Pension System (October 2024)

The board also had discussions regarding a provision of law that prohibits the payment of
incentive compensation in a fiscal year during which State employees are subject to a salary
furlough. Incentive compensation has generally been determined and designated for payment
around the end of the first quarter of the fiscal year. The discussion noted that the current practice
of determining and awarding incentive compensation could happen before it is known whether a
furlough might be implemented. The board decided that in years when the September general fund
revenue projections are strong and the Department of Budget and Management (DBM) indicates
a sound fiscal position for the State budget, incentive payment recommendations will be presented
to the board at its October meeting for payments to be made on a date in November. In years when
the September revenue estimates appear weak for the current and upcoming fiscal years (or come
in lower than expected) and are coupled with an uncertain fiscal outlook from DBM, incentive
recommendations would be delayed for review of the December revenue projections. If the fiscal
outlook has improved after the December projections and there is greater confidence a furlough
would not be issued, incentive recommendations would be presented at the January board meeting
for a February payment date. If there is still uncertainty after the December projections, the
recommendations for incentives would be extended to the board’s February meeting. The
discussion noted that historically, all furlough announcements have been issued no later than

January.

The statute only prohibits the payment of the incentive compensation during a period of
furlough; so, once a furlough has ended, any outstanding incentive compensation that was delayed
could be paid out by the system. When passing the legislation in the 2018 session, this was
discussed as both a way to preserve equity between division staff and other State employees, as
well as serving as a retention incentive, as division staff may not be paid incentive compensation
if they terminate their employment prior to the date of a payment. Alternatively, DLS would note
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that establishing a practice of paying incentive compensation on June 30 (the last day of a fiscal
year) would be the most assured method of not paying out incentive compensation during a fiscal
year in which there has been a furlough.

DLS requests that SRA update the committee on the use of incentive compensation
for recruitment and retention and provide information on the number of division staff
eligible for incentive compensation based on fiscal 2024 returns.

Additionally, DLS requests SRA to comment on the process that led the board to
remove fund performance relative to the systems’ assumed rate of return as one of the
metrics used for determining eligibility for incentive compensation for the position of CIO,
as performance relative to the system’s assumed rate of return is still a component for other
Investment Division staff with lesser involvement in advising the board on the system’s asset
allocation.

Internal Management of Assets

Another purpose of Chapters 727 and 728 was that the authority over positions and
compensation would be necessary to begin moving externally managed assets to internal
management by division staff. The timeline indicated for internal management contemplated
beginning with passively managed assets. Internal management would be broadened in
years 3 through 5 to types of assets directly managed, including coinvestment in private assets. By
year 10, as much as 50% of assets could be managed internally. One of the arguments for internal
management is that it can reduce fees paid for asset management. SRA indicates that fee savings of
just 1 basis point would net the system approximately $6 million. DLS has previously noted that
SRA has been effective at negotiating favorable fee arrangements with external managers, and that
external management provides SRPS with options to select asset managers and to diversify the
management of assets among multiple managers. DLS also previously noted that performance
measures would need to be adopted to monitor and evaluate the effectiveness of internal management
of system assets compared to external management. Additionally, guidelines and reporting
requirements would need to be implemented to track the internal management of system funds as
well as any expansion or reduction of internal management once implemented.

Since the passage of Chapters 727 and 728, the system has begun to move assets under internal
management. In total, the system has moved $13.5 billion in assets under internal management, which
is approximately 20% of system assets. Exhibit 9 shows the performance of the system’s internal
management program. The internally managed assets generally exceeded or tracked closely with the
asset benchmarks. The internally managed assets do not carry the same fee expenses as externally
managed assets, and the performance shown in Exhibit 9 does not reflect fee savings.
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Exhibit 9
State Retirement Pension System Internal Management Performance
Investment Performance for Periods Ending June 30, 2024

($ in Millions)
Total Fiscal 2024  Fiscal 2024 Inception  Inception Inception
Assets Actual Benchmark Actual Benchmark Date

MD TIPS $2,278.2 2.78% 2.48% 2.09% 2.00% 6/30/2019
MD Long Government

Bonds 2,461.8 -5.12% -5.55% -8.21% -8.41% 2/28/2020
MD Investment Grade

Corporate Bonds 648.3 4.86% 4.63% -3.18% -3.03% 6/30/2021
MD Securitized Bonds 529.7 2.64% 2.38% -2.97% -3.10% 9/30/2021
MD Enhanced Cash

Fund 30.9 n/a n/a 2.49% 2.22% 2/1/2024
MD U.S. Large Cap

Equity 3,903.6 23.85% 23.88% 14.85% 14.86% 10/1/2020
MD U.S. Small Cap

Equity 417.1 8.75% 8.66% 0.85% 0.76% 10/1/2021
MD Global

Infrastructure 1,382.8 4.54% 3.77% 2.73% 1.88% 12/1/2022
MD International x

U.S. Large Cap

Equity 748.0 12.72% 12.43% 14.98% 13.09% 4/1/2023
MD International x

U.S. Sci-beta Value 1,162.1 14.04% 14.45% 13.07% 12.82% 5/1/2023

MD: Maryland
TIPS: Treasury inflation-protected securities

Source: State Retirement Agency

DLS requests that SRA comment on the estimated fee savings attributable to
internally managed assets.

Additionally, DLS requests that SRA provide an update on the Investment Division’s
internal management of system assets and the development of necessary compliance and

controls on the use of internal asset management. More specifically, SRA should comment
on how the Investment Division:

o has developed proficiency in managing assets currently being managed internally;
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° will develop proficiency before expanding into internal management of additional
asset classes;

o will evaluate the performance of internal management compared to available external
management services; and

° will develop methodologies for determining fee savings achieved through internal
management.

Investment Climate Risk

The impact of climate change on the invested assets of public (and private) retirement
systems has been receiving increasing attention over the last few years. As climate-related risk to
investments is becoming more well understood and manifest, investment fiduciaries are becoming
more aware of the potential risks to current assets and the potential for future opportunities to
invest as climate risks manifest. Much of the discussion around climate risk has focused on
divesting from carbon-producing and -using businesses or severing relationships with entities who
are divesting from carbon producing and using businesses. In 2022, the Maryland
General Assembly adopted an approach centered around the requirement for system fiduciaries to
prudently invest the assets of the system. Chapters 24 and 25 of 2022 codified the responsibility
of a fiduciary of SRPS, when managing assets of the system and in accordance with statutory
fiduciary responsibilities, to consider the potential systemic risks of the impact of climate change
on the system’s assets.

The Acts do not require the system to take any specific action from any particular asset.
Instead, the goal is to ensure that the system fiduciaries are well informed of the potential
climate-related risks to system assets, just as they have duties to stay informed of any other
financial risks to system assets. The Acts are intended to ensure that the system is aware of
developing information regarding climate risk so that it is able to respond prudently and efficiently
when climate-related risk — or opportunity — arises. In many ways, the Acts codify activity that the
system has already established as regular practice. The system has received analysis from its
primary investment consultant modeling the impact of climate risk to the system’s assets during
the system’s periodic review of the asset allocation. Previously, the system has noted that its
ownership interests in businesses have provided access to engage with companies on climate risk
issues. The system’s Investment Policy Manual also has a number of policies for shareholder proxy
voting on climate-related issues.

As Chapters 24 and 25 included requirements that would either continue current practices
or require the buildout of new activities for the system’s Investment Division, it was expected that
additional positions and consultants may be needed. Using the authority to create new positions
within the Investment Division granted by Chapters 727 and 728, the system recently created
I new senior governance manager position in the division to oversee activity related to
environmental, social, and governance investment matters. That position is currently vacant.
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DLS requests SRA to provide an update on the implementation of Chapters 24 and 25,
including the status of recruitment for the Senior Governance Manager position.

Terra Maria Program

The Terra Maria program is the system’s emerging manager program. One of the
Terra Maria program’s stated goals is to achieve returns in excess of benchmarks. The program
has demonstrated the ability to achieve excess returns over benchmarks, with instances of
significant returns over benchmarks at times. Over the past few years, SRPS reorganized the
program to better utilize the asset diversification that the program can bring to SRPS. The program
transition included consolidating under 3 program managers (Attucks handles two different
portfolios), eliminating mandates for allocations to large-cap domestic equity, and increasing
mandates for international small-cap and emerging markets. Program investments in domestic
equity in recent years were tracking close to markets, making it more difficult to achieve excess
returns in an asset class where it is already difficult to outperform the market in addition to
incurring active management fees. The program has maintained a diverse roster of managers
through the transition.

Total assets within the program decreased to $2.35 billion in fiscal 2024, from $2.42 billion
in fiscal 2023. As a proportion of total assets, Terra Maria decreased from 3.7% of total assets in
fiscal 2023 to 3.4% in fiscal 2024. Exhibit 10 provides an overview of the Terra Maria program
by program manager and asset class.
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Exhibit 10
Terra Maria Program Performance
Investment Performance for Periods Ending June 30, 2024

($ in Millions)
Performance

Total Fiscal 2024 Fiscal 2024 Inception Inception

Assets Actual Benchmark Actual Benchmark
Program Manager
Attucks International Equity $549.3 10.87% 11.22% 10.05% 7.39%
Attucks U.S. Equity/Rate

Sensitive 1,050.0 6.57% 6.27% 9.78% 9.53%

Xponance 207.2 9.49% 8.06% 8.19% 8.35%
Leading Edge 546.8 11.61% 11.22% 8.82% 7.39%
Asset Class!
U.S. Equity $368.0 10.52% 10.03% 7.26% 7.41%
International Developed Equity 1,303.3 10.83% 10.66% 3.74% 2.86%
Rate Sensitive 554.4 3.95% 3.35% 1.67% 1.23%
Total $2,353.3 9.11% 8.93% 5.09% 4.87%

I Excludes allocations classified as credit/debt.

Note: Actual returns are net of fees; returns beyond one year are annualized. Total assets may not sum to total due to
rounding.

Source: State Street— State Retirement Agency of Maryland — Rates of Return — Net Mgr — Periods Ending June 30, 2023

In fiscal 2024, the program as a whole experienced returns of 9.11%, outperforming the
program benchmark by 0.19 percentage points. Three of the four program managers had returns
above their benchmarks, and three of the four program managers had returns well above the
system’s 6.8% assumed rate of return. By asset class, only U.S.- and international-developed
equity had strong returns while also outperforming the benchmarks. Since inception, all
four program managers have had returns above the system’s assumed rate of return, with three of
the four outperforming their benchmarks.

Of particular note, the actively managed Terra Maria portfolio had significantly better
performance in its rate sensitive assets compared to non-Terra Maria assets. For U.S. nominal
fixed-income investments, Terra Maria returned 3.95% compared to returns of 2.12% for actively
managed non-Terra Maria investments and -2.39% for passively managed non-Terra Maria
investments.
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Currency Program

Adopted in fiscal 2009, the currency program is designed to protect against losing value
when the dollar appreciates relative to some foreign currencies in countries in which the system
holds assets. During periods when the dollar is weak, the currency management program’s cost
manifests as a slight drag on international equity holdings. However, when the dollar appreciates,
the program provides gains that help offset the currency losses generated by the strengthening
dollar. As of June 30, 2024, the currency program added total value of $419.4 million since
inception (up from $398.4 million through June 30, 2023). Gains when the dollar is strong should
outweigh losses when the dollar is weak, and the system has taken steps to lock in program gains.
The primary objective of the program is to lower volatility related to currency fluctuations.

The currency hedging program has limited application and is only applied to a relatively
small portion of the system’s total assets. In addition, not all foreign currencies are included in the
hedging program. Due to liquidity constraints and higher transaction costs in some currencies, the
program is currently limited to the euro, Japanese yen, Swedish krona, Swiss franc,
Canadian dollar, Australian dollar, and British pound.
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Appendix 3

State Retirement Agency

Response to Questions Received from DLS

December 11, 2024

DLS requests SRA to comment on the fiscal 2024 return performance in relation to the policy
benchmarks. For any asset classes and asset sub-classes that underperformed the benchmark, SRA
should comment on the factors that led to the underperformance, whether those factors are expected to
negatively affect performance in fiscal 2025, and what actions are being taken to mitigate those factors
from impacting the fiscal 2025 returns.

In fiscal year 2024, the System achieved an investment return of 6.93%, exceeding the assumed actuarial
rate of 6.80%. This performance also outpaced the Board’s policy benchmark of 6.34% by 0.59%, or 59
basis points, representing over $380 million in added value. The policy benchmark is the weighted
average of each of the individual asset class benchmarks and represents what the System would have
returned if the asset class benchmark returns were achieved and is a more appropriate benchmark when
evaluating shorter-term performance. The total fund excess return of 59 basis points was a product of
strong performance in the asset classes of public equity and real assets. Over the ten years ending June
30, 2024, the System has achieved an average annualized return of 6.32%, beating the policy benchmark
of 5.75% by 58 basis points annualized net of all fees and expenses.

The Board of Trustees does not expect each asset class to outperform every year, but instead over time
and across economic cycles, in a risk-balanced and efficient manner. The effectiveness of this asset
allocation approach is demonstrated by the System’s Sharpe Ratio, a commonly-used measure of risk-
adjusted returns. Over the last 5- and 10-years, the System ranks in the top quartile on this measure
among a peer universe of similar plans. Investment Division staff reviews the performance of
underperforming asset classes to assess whether the performance is consistent with expectations, or a sign
of a longer-term problem. In fiscal year 2024, three major asset classes trailed the performance of their
respective benchmarks — private equity, credit and absolute return.

The private equity portfolio underperformed the State Street Private Equity index by 1.07%, or 107 basis
points for the fiscal year. The private equity porfolio provided a 5.24% return versus 6.31% for the index.
The System performed slightly better than the index in the buyouts segment of portfolio, which generated
a return in excess of 7.5% and represents over 70% of the portfolio and the index. One of the primary
drivers of underperformance was due to the composition of the index. Approximately 15% of the index is
composed of private credit, which generated a return of 10.33% for the fiscal year. Private credit is a
separate allocation in the System’s portfolio and is not included in the private equity returns. The other
driver of underperformance was the 9% of the portfolio that is invested in legacy secondary funds and
Asia focused fund-of-funds, which had a negative 1% return for the fiscal year. The percentage of the
portfolio in these legacy commitments continues to decline and they will be less of a drag on performance
over time.
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While the System’s private equity portfolio underperformed its respective benchmarks in fiscal year 2024
due to a mismatch in composition between the index and the System’s portfolio, as well as
underperformance of the System’s fund-of-funds investments, these factors are not expected to persist as
the market environment evolves and transitions to another economic regime. Over the longer term,
private equity has achieved positive relative performance, as shown in Table 1 below.

Table 1
MSRPS Private Equity Performance
As of June 30, 2024
1-Year | 3-Years | 5-Years | 10-Years
Maryland Private Equity 524% | 9.53% | 15.38% | 14.95%
Private Equity Benchmark 6.31% 8.59% | 13.97% 12.20%
Excess -1.07% | +0.94% | +1.41% | +2.75%

The credit asset class has been a very strong relative performer over all time periods except for the one-

year, as shown in Table 2 below:

Table 2
MSRPS Credit Performance
As of June 30, 2024
1-Year | 3-Years | 5-Years | 10-Years
Maryland Credit 9.83% 3.58% 4.82% 4.40%
Credit Benchmark 10.32% | 1.69% 3.46% 3.61%
Excess -0.49% | +1.89% | +1.36% | +0.79%

The underperformance for the one-year period can be explained by timing differences created by private
investments being benchmarked to public indices. When public market benchmarks experience strong
returns, like in fiscal year 2024, the appraised private market investments often are not able to keep up.
These private structures also experience what is known as the J-curve effect, marked by low, or negative,
returns during the early stage of an investment when values are typically held near cost until value
creation is realized. During this initial period, the System pays management fees on these investments,
which acts as an additional drag on performance. Over the past two fiscal years, the System has
committed roughly $2 billion to these private credit strategies. The impact of the J-curve is accentuated
when the public market credit benchmark produces a strong return, as was the case in fiscal year 2024.
While private credit investments detracted from the fiscal year performance, the longer-term returns have
significantly outperformed the public market benchmark, as shown in Table 3 below. These excess
returns are expected to persist in the future:
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Table 3
MSRPS Private Credit Performance

As of June 30, 2024
1-Year | 3-Years | 5-Years | 10-Years
Maryland Private Credit 9.70% 8.64% 8.04% 7.65%
Credit Benchmark 10.32% | 1.69% 3.46% 3.61%
Excess -0.62% | +6.95% | +4.58% | +4.04%

While the absolute return segment lagged its benchmark in fiscal year 2024, the portfolio provided
significant diversification and downside protection benefits relative to the rate sensitive portfolio,
returning +5.86% when bonds generated -1.08%. For the three years ending June 30, 2024, the absolute
return portfolio returned +1.92% compared to -6.90% for bonds. The objective of the absolute return
portfolio is to generate a positive return of cash plus 4% over time with low correlation to stocks and
bonds. Additionally, in the short- to medium-term horizon, the portfolio is benchmarked relative to a
custom blend of HFRI indices: 50% relative value, 25% macro, and 25% event-driven. This custom-
blended benchmark returned +8.43% during fiscal year 2024. While the portfolio underperformed
relative to its custom benchmark in fiscal year 2024, it continued to produce positive absolute returns with
negative correlation to public markets.

Staff has positioned the absolute return portfolio to be incrementally more defensive and less volatile than
the custom blend benchmark. As a result, the portfolio’s benchmark is likely to experience a higher
correlation to both public equity and bond markets, as well as realizing a higher annualized volatility
relative to the System’s absolute return portfolio. Consequently, in a period marked by strong
performance in public markets, like equities in fiscal year 2024, the System’s absolute return portfolio
may experience lower upside participation relative to its benchmark.

Accordingly, given staff’s portfolio implementation decision to exhibit low, or even negative, correlation
to public equities, the portfolio can be expected to underperform its higher risk-seeking benchmark
particularly when public equities experience outsized gains. In fiscal year 2024, broad global equities
generated a return of nearly +20%. The custom blend benchmark has a greater correlation and positive
beta to this benchmark, which explains its outperformance relative to Maryland’s portfolio. Moreover,
differences in sub-strategy weights may magnify the portfolio’s relative performance in a given year. For
example, the System’s absolute return portfolio is notably underweight event driven strategies compared
to the custom benchmark’s weighting, in favor of overweighting opportunistic strategies. Staff expects
this sub-strategy allocation decision to generate excess return over the longer term, but with the potential
for underperformance in shorter periods.

Staff continues to take incremental steps in reducing the portfolio’s concentration and tracking error to the
benchmark. In fiscal year 2024, staff terminated underperforming managers, including the manager that
was the biggest detractor of performance over the last twelve months, and avoided unattractive
investment strategies. Further, staff was able to leverage its existing relationship with certain managers to
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increase existing allocations and access previously unavailable strategies where capacity is limited. Staff
remains active in identifying and allocating to attractive opportunities and managers, including private
investments and co-investment opportunities. Staff expects these changes will reduce downside risk to the
portfolio and result in a more consistent return profile.

While the absolute return asset class has been an effective diversifier to the total plan and has provided
downside protection in volatile markets, it has not been able to meet performance objectives. Over the
past several months, the Board has been working with its consultant and staff to review the System’s asset
allocation. This review may result in changes to the target allocation to absolute return and the role it
plays within the total plan.

DLS requests that SRA comment on the relative TUCS performance rankings by asset class and how
overall asset allocation impacts the total system’s TUCS rankings.

As noted in the DLS Investment Overview, the System’s one-year total fund performance compared
against a peer group of other large public pension plans ranked in the 94™ percentile. Peer group
rankings are driven mainly by two factors — asset allocation and implementation of the asset allocation.
Asset allocation refers to the way the fund assets are distributed to the various asset classes, and
implementation refers to staff’s ability to select skillful managers and tactically position the portfolio to
take advantage of market opportunities.

An effective method to determine which of these factors is driving the total fund peer rankings is to
analyze the peer ranking of each individual asset class. As noted in the DLS report, most of the System’s
asset classes have achieved above median returns over time. Private equity, the System’s best-
performing asset class, representing 21.6 percent of total fund assets, has consistently ranked in the top
quartile of the peer group over time. In fact, for the ten-year period ending June 30, 2024, the System’s
private equity portfolio is ranked in the 5" percentile. That the individual asset class rankings are
generally higher than those of the total fund supports the notion that the mix of asset classes is mainly
driving the results, and not the performance of the individual asset classes. For example, the System
has higher target allocations to non-U.S. equities than the average peer in the universe. Over the past
ten years, U.S. stocks have significantly outperformed foreign stocks. The System’s relative
underweight to U.S. stocks has resulted in a lower peer ranking than would be assumed based solely on
rankings of individual asset classes. This is also demonstrated by the System’s total equity ranking in
the 75% percentile for the fiscal year, while the rankings of the regional components are significantly
better.

While the asset class rankings for the System’s fixed income portfolio are above median over the last
ten years, the performance trailed the peer group in fiscal year 2024. This is due to the longer duration
profile of the System’s portfolio relative to peers, who typically hold more core and shorter-duration
bonds. Yields increased meaningfully over the fiscal year, with the ten-year treasury rate increasing
from 3.85 percent to 4.40 percent. Longer-duration bonds are more sensitive to changes in interest rates
and lost more in value in fiscal year 2024 than shorter-duration debt. The System allocates more to
long-duration bonds for greater protection in disinflationary environments, to better match the plan’s
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longer-term liabilities and to hedge against stock market drawdowns to preserve principle. The
correlation between stocks and bonds is typically negative, meaning as stocks go down, bonds will
increase in value.

The System typically reports its peer rankings against a relatively small universe of roughly thirty public
pension plans on a gross-of-fee basis. Given the System’s asset allocation, with a relatively higher
allocation to private market investments like private equity, private credit and real estate, it might also
be instructive to measure performance against a larger universe on a net-of-fee basis. Private
investments typically do not report gross investment returns, but only performance net of all fees. As a
result, the System’s gross returns are a combination of gross and net performance. To the extent the
System invests more heavily in private investments, the difference between the gross and net numbers
will be smaller relative to a peer plan that employs a higher allocation to traditional assets. This is
illustrated in Table 4 below, which ranks the System’s performance against a larger universe of ninety-
five public pension plans after investment expenses have been netted out.

Table 4
Total System vs. Public Plans > $1 Billion Universe
(June 30, 2024 net of fees)

1 Year 3 Years 5 Years 10 Years
Total System 6.93% 2.28% 7.02% 6.32%

Rank 91 79 56 49
* Represents the InvMetrics Public Defined Benefit > $1 billion peer group

The focus on investment performance tends to be on returns. However, the Board and staff recognizes
that risk is equally important. To get a more complete picture of the System’s investment program,
risk-adjusted returns should also be evaluated. The System’s risk profile, as measured by the dispersion
of returns around the mean, falls in the bottom quartile of the peer group over the last five years. This
lower risk posture has been achieved by targeting a lower relative weighting to public stocks versus the
peer group. Sharpe ratio is another metric that accounts for risk in the assessment of investment
performance, and represents risk-adjusted returns, or returns per unit of risk. Based on the Sharpe ratio
measure, the System ranks in the top quartile (better than 75% of funds over the last five- and ten-years.
This is illustrated in Table 5 below, which ranks the System’s Sharpe ratio against a larger universe of
ninety-five public pension plans after investment expenses have been netted out.
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Table 5
Total System vs. Public Plans > $1 Billion Universe
Sharpe Ratio Comparison
(June 30, 2024 net of fees)

5 Years 10 Years
Total System 0.6% 0.7%
Rank 21 20

Represents the InvMetrics Public Defined Benefit > $1 billion peer group

Additionally, DLS requests that SRA comment on the drop in TUCS performance rankings in the
fixed income and private equity asset classes over the past three years, and strategies being
implemented to improve performance within the asset classes.

As noted earlier, the low rankings of the fixed income asset class over the last three years can be
attributed to the longer duration profile of the System’s portfolio. The System allocates more to long-
duration bonds for enhanced diversification in disinflationary environments, to better match the plan’s
longer-term liabilities and to provide downside protection against most stock market drawdowns to
preserve more principle, as the correlation between stocks and bonds is typically negative, meaning as
stocks go down, bonds will increase in value. While long duration bonds perform well in disinflationary
environments when interest rates typically decline, they perform poorly when inflation is high, and the
Fed must raise rates in response. Since March 2022, the Fed has hiked rates eleven times for an
aggregate increase of 5.25%. While all bonds will struggle in this environment, long duration bonds
will perform worse than shorter term bonds. While the System’s bond portfolio has a low peer ranking
over the last four years, we do not expect this to persist. As rates plateau or begin to fall, as has been
the case thus far in fiscal year 2025, the long duration positioning should outperform more core, shorter
maturity strategies as maturity proceeds and coupon payments are reinvested at higher yields.

For the fiscal year, the System’s private equity program ranked in the 75" percentile in the TUCS
universe, which appears to be an outlier relative to the top rankings over the longer term. It is difficult
to assess this contrast, as there is no transparency into the composition of the TUCS universe or granular
detail regarding portfolio characteristics. It appears that most of the relative underperformance occurred
in the quarter ending December 31, 2023, which would reflect private equity performance as of
September 30, 2023 given the quarter lag associated with private markets performance reporting.
During this quarter, publicly-traded stocks performed poorly with the S&P 500 returning -3.27%. The
System’s private equity portfolio has a large allocation to large buyout funds, which generally appraise
more closely to the public equity market and may hold more public stocks in the fund. This higher
exposure to large buyout funds may explain the lower ranking for this quarter, given the negative
performance for public stocks.
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Another factor contributing to the underperformance for the fiscal year was the benchmark exposure to
private credit strategies, representing roughly 15% of the index. These strategies generated a return of
10.33% for the fiscal year, far outpacing more equity-focused funds. Private credit is a separate asset
class in the System’s portfolio and is not included in the private equity returns. Legacy secondary funds
and Asia-focused fund-of-funds also added to the System’s underperformance for the fiscal year,
generating a return of -1%. The percentage of the private equity portfolio allocated to these legacy
commitments continues to decline and they will have less of an impact on performance over time.

The System’s investment focus continues to be generating strong long-term performance. While the
performance of the private equity portfolio was below median over the last two fiscal years, the longer-
term returns are near the top of the TUCS universe and represent the System’s best performing asset
class.

DLS requests that SRA comment on how the system’s asset allocation strategy affected the system’s
investment return volatility over the prior five fiscal years and the impact to the system of the
mitigated volatility.

The Board’s asset allocation policy is designed to achieve the actuarial rate of return over long periods of
time by assembling a diversified portfolio of asset classes, each of which may have a large or small, positive
or negative return in any given year. By assembling assets that exhibit distinct risk and return characteristics
in different market environments, the Board expects more stable investment returns over time than a less
diversified portfolio. This lower risk portfolio should result in a larger asset pool for the System’s
beneficiaries than a more volatile portfolio with the same average return.

Over this five-year period, the System’s diversified and balanced asset allocation generated a net return of
7.02%, exceeding the actuarial target of 6.80% by 0.22%. While a 60/40 portfolio of the S&P 500 stocks
and U.S. bonds would have achieved a higher return of 9.01% over this period due to the outperformance
of U.S. stocks relative to foreign stocks and the shorter duration posture of the bond index versus the
System’s bond portfolio, the volatility, or risk, of the System’s return stream was significantly lower than
the 60/40 portfolio. The volatility of the System’s monthly returns over this period was 7.96%, compared
to 12.35% for the 60/40 portfolio. The System’s Sharpe Ratio, a measure of risk-adjusted returns, was also
higher than the 60/40 portfolio at 0.61 versus 0.55. Volatility of returns is an important consideration,
particularly when there are negative cash flows in any investment portfolio, as it is difficult to recover after
a market downturn. Volatility results in a smaller asset pool relative to a portfolio with no cash flows.
Since the System must pay monthly benefits and is in a negative cash flow position, mitigating the negative
effects of volatility is critically important. Table 6 below shows the impact return volatility has on
investment portfolios, with poor investment returns early in the period resulting in significantly lower
ending market values compared to portfolios that experience strong returns earlier. Because the sequence
of returns and the overall investment environment is uncertain, a diversified portfolio provides the System
with the most even and balanced path in achieving its objectives.
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Table 6
Impact of Sequence of Returns
on Investment Portfolios
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DLS requests that SRA comment on the potential impact of its decision to allocate a higher portion of
the system’s international developed equity investments to actively managed strategies.

The System allocates more to active management strategies in the developed international allocation
because there is greater opportunity to generate excess returns relative to the benchmark in this space than
large cap U.S. equity. Table 7 below shows that, except for large cap U.S. equity, active equity managers
have been able to outperform their respective benchmarks by a significant margin due to potentially greater
market inefficiency and less analyst coverage.

Table 7

Annualized Excess Returns versus Benchmark

U.5. Large U.5. Small Int'l Large Int'l Small Emerging

Cap Cap Cap Cap Markets
Median Manager (0.23) 1.23 0.73 0.95 0.76
Average Manager  (0.33) 1.60 0.79 0.83 1.00

Relative to manager's preferred benchmark. From Q3 2014 to Q3 2024,
EOURLCE: eVestment

It is important to note that the current developed international passive mandate is not a broad market strategy
representing the total opportunity set of companies, but a mega cap index of the top 200 international
developed companies. This is a portfolio management tool to offset an active, small cap international
mandate the System has established with a Terra Maria manager-of-emerging managers. Since small cap
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companies are not included in the developed international benchmark, the System offsets this small cap
bias with the mega cap passive account. In fiscal year 2024, mega caps in the developed international space
performed much better than the broad MSCI World ex U.S. index, generating a return of 12.7% versus
11.2% for the broader benchmark. The higher return of the passive mandate for the fiscal year is a function
of mega cap stocks outperforming smaller companies, and less attributable to passive management beating
active management.

Given the historic low rate of return, underperformance relative to benchmarks, and high
management fee structures, DLS requests that SRA comment on the returns of the absolute return
asset class, including the market conditions leading to the low level of returns and benchmark
underperformance, and whether it is considering reducing its allocation to absolute return as a result
of long-term underperformance.

The objective of the System’s absolute return asset class is to provide diversification and risk reduction to
the total fund by having little exposure, or even negative exposure, to the common risk factors found in
the rest of the portfolio. The return objective is to outperform a cash return by 4% over a full market
cycle, recognizing that shorter-term performance can deviate from this objective significantly. The
portfolio has a further objective of maintaining diversification when equity markets are volatile, and
returns are negative. Conversely, when public market returns are positive, the defensive posturing of the
portfolio may lead to underperformance relative to the plan and public markets. The portfolio has not met
its return objective and has failed to match or exceed its benchmark return. In fiscal year 2024, the
underperformance of the absolute return portfolio can largely be attributed to manager selection, where
three managers within the portfolio experienced outsized negative performance in absolute terms and
relative to the managers’ peers. Additionally, the portfolio maintains marginally dissimilar characteristics
relative to its benchmark that yields performance dispersion under various market conditions.

Hedge funds comprise most of this asset class, which are often characterized by many diverse trading
strategies that attempt to take advantage of relative value, event-driven and global macro opportunities
between different securities across the spectrum of asset classes. The most favorable environment for this
type of trading is one where realized volatility is high, correlations are low, and dispersion among
securities is high. Volatility is the degree to which asset prices fluctuate; correlation is the degree to
which assets move in the same direction; and, dispersion refers to the difference in asset price movements
regardless of whether they are moving in the same direction. Hedge funds have historically performed
best in more volatile markets in which increased uncertainty among market participants is present.
Additionally, selecting skilled managers who can take advantage of these conditions is important as
aggregate hedge fund universe performance is characterized by a high degree of dispersion among
managers.

The absolute return asset class has struggled to outperform its benchmark, which was changed in fiscal
year 2022 from the HFRI Fund of Funds Conservative Index plus 100 basis points to a strategy-blended,
asset-weighted benchmark consisting of 50% HFRI Relative Value, 25% HFRI Event-Driven and 25%
HFRI Macro. Following this change, staff re-evaluated the portfolio’s exposures in tandem with its
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consultant, implementing several notable changes to further optimize the portfolio’s expected risk and
return profile. The absolute return asset class has been able to provide significant downside protection
during equity drawdowns due to its decreased risk posture and lower equity sensitivity relative to the
benchmark. Examples of this protection include the fourth quarter of 2018, first quarter of 2020, and the
first half of calendar 2022, when the portfolio significantly outperformed public equities during periods of
market stress. Conversely, because of the portfolio’s defensive nature, it is expected to underperform
public markets during months in which public equities perform positively. Going forward, the portfolio’s
objective is to continue to preserve capital when equity markets decline, while maintaining and improving
performance cadence with the benchmark when equities perform positively.

Staff has continued to focus on improving the performance and efficiency of the portfolio through
manager consolidation, upsizing higher conviction managers, improving cash management, and tactically
seeking and allocating to higher return or diversifying mandates that will better position the portfolio for
improved performance going forward. During the fiscal year, the System continued to receive liquidation
proceeds from a handful of managers that were terminated in fiscal year 2022 and 2023. Staff continues
to proactively monitor the portfolio, re-underwriting existing managers and canvassing the market to
identify attractive opportunities that may substitute current exposures or complement existing portfolio
exposures. Staff continues to leverage the portfolio’s size, when applicable, with existing manager
relationships to reduce the fee expense load paid to these managers. Additionally, staff is focused on
expanding and capitalizing on co-investment opportunities. Exposure to these investments is expected to
increase in 2024 and beyond, resulting in reduced fees paid to external managers. These changes have led
to improved performance over the last several years relative to the portfolio’s long-term return target over
cash. In calendar year 2024 and fiscal year 2025 through October, the portfolio is exceeding its policy
benchmark by 0.63% and 1.47%, respectively.

The recent restructuring, in addition to further implementation changes, should result in a more
diversified and balanced strategy allocation that is modeled to marginally increase the portfolio’s
volatility to a level that more closely resembles the benchmark, while preserving the portfolio’s added
benefit of diversification to the plan during periods of market stress. Staff is confident the forward-
looking opportunity set of the asset class is attractive and believes the portfolio is well-positioned to
execute on its diversifying properties to the plan and other asset classes.

While the absolute return asset class has been an effective diversifier to the total plan and has provided
downside protection in volatile markets, it has not been able to meet performance objectives. Over the
past several months, the Board has been working with its consultant and staff to review the System’s asset
allocation. This review may result in changes to the target allocation to absolute return and the role it
plays within the total plan.

DLS requests SRA to provide an update on estimated carried interest for calendar 2023. SRA should
also comment on the feasibility of including carried interest in its regular fee reports.

The System records carried interest earned by its managers on a calendar year basis to align with the
reporting schedule for audited financial statements for most of the System’s alternative investment
vehicles. Currently, there is no standardized reporting structure of carried interest in the private market
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industry. Because of this lack of consistent reporting, the process of aggregating carried interest amounts
carned by the System’s 415 private market investment vehicles is largely a manual process that is very
time and labor intensive. In addition, there is a significant time lag from the end of each quarter to the
time staff receives the report, particularly the calendar year-end audited financial reports. Because of
these challenges, it takes the better part of a year to calculate the aggregate carried interest amounts for
the prior calendar year.

In calendar year 2023, the System’s managers earned estimated carried interest payments of roughly
$222.6 million. It is important to distinguish the difference between management fees and carried
interest, or performance incentives, as many private market investors do not consider incentive fees to be
management fees. Management fees are contractual obligations that must be paid regardless of
performance. Incentive fees, which primarily apply only to private market investments and not traditional
asset classes, represent a portion of investment profits that is earned by a manager, and are only paid if
performance thresholds are achieved and generally after the investor has recouped all management fees
and expenses. They are utilized to motivate the manager to make profitable investments, and to ensure
alignment of interests. The percentage of profits that is allocated to the manager is substantially lower
than the amount received by the System. Because of this disproportionate sharing of profits, the amounts
realized by the System would far exceed any incentive fees paid to managers. Large amounts of carried
interest should be considered a positive result, as this would imply much greater gains to the System at a
level of roughly fourfold. Based on the amount of carried interest earned in 2023, the implied gains to the
System over a period of several years would equate to approximately $890 million. While the System
would like to see an improved profit-sharing allocation in favor of the investor, and negotiates contract
terms aggressively where possible, the overall market, consisting of both managers and investors,
establishes the sharing percentages. If the System avoided these investments based on the fee structure
alone, it would not have experienced the superior net-of-fee returns provided by private equity relative to
all other asset classes.

DLS requests that SRA comment on the use of the compensation adjustment authority provided under
Chapters 727 and 728 and Chapter 356, and whether the board has faced any difficulties recruiting
and retaining staff since the passage of Chapters 727 and 728. DLS further requests SRA to update the
committee on the number of resignations and terminations since the passage of Chapters 727 and 728.

At the request of the Board of Trustees, during the 2018 session, the General Assembly enacted
legislation that provided the Board with the authority to determine and create the type and number of
Investment Division staff, as well as compensation for these positions, subject to certain constraints.
These constraints included limiting annual increases to no more than 10%. This annual cap on salary
increases resulted in a disparity between legacy employees hired prior to the 2018 legislation and newer
employees hired under the new classification and salary structure. We were able to offer these recent
hires a higher salary closer to the market midpoint, while legacy employees with the similar skills,
experience and responsibilities would have to wait several years to reach an equivalent salary level.

During the 2022 legislative session, the Board requested the Joint Committee on Pensions to sponsor
legislation to address this disparity. The Joint Committee agreed and on July 1, 2022 this legislation
became effective. This legislation authorizes the Board of Trustees to provide two adjustments before
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June 30, 2024, to the compensation for legacy employees within the Investment Division whose salary is
below the midpoint for their positions. The legislation specifically provides that these adjustments do not
preclude the Board from also providing annual salary increases to all employees of the Investment
Division.

Nine legacy employees had a salary below the midpoint of the approved range. In October of 2022, the
Board approved salary adjustments for these individuals closer to the midpoint of their respective ranges.
For employees with a salary closer to the midpoint or target salary, the Board approved a one-time
adjustment to be effective in November 2022. For individuals with a significant difference between
current salaries and the midpoint or target salary, the implementation of the salary adjustments occurred
in two stages. The first increase was effective in November 2022, and the second adjustment was
implemented in April of 2023 to coincide with the regular schedule of salary reviews for the entire
Investment Division. As a result of these salary increases, there are no remaining compensation disparity
issues among investment-focused employees and there we no adjustments under Chapter 356 in fiscal
year 2024.

This legislation has been an effective tool in recruiting and retaining Investment Division personnel.
Since the legislation was enacted in 2018, the Investment Division has roughly doubled in size. A portion
of this growth in headcount was to remediate the level of understaffing that existed prior to the passage of
the legislation, and the remaining positions were dedicated to building out the internal management
initiative, as well as adding depth and ensuring a sustainable long-term staffing structure with appropriate
succession planning resources. This legislation enabled the System to hire qualified and experienced
investment professionals, many of whom would not have been applicants under the former compensation
structure. The effectiveness of this legislation can be measured by the low level of turnover the
Investment Division has experienced since the legislation was passed. Since 2018, only twelve
employees of the Investment Division separated from service for various reasons, seven in the
administration unit and five investment-focused positions. Three of these twelve employees retired after
more than thirty years of service and most of the others left to pursue other career opportunities, and not
for compensation reasons.

In 2023, the Objective Criteria Committee convened again to work with the Board’s compensation
consultant to review the compensation structure of the Investment Division. As a result of this review,
several minor changes were recommended by the OCC and the compensation consultant and approved by
the Board in February and June of 2024. These changes are effective July 1, 2024.

The OCC and compensation consultant also recommended that the Board direct staff to engage with
policy makers to assess the continued appropriateness of the limitations associated with the Investment
Division’s compensation and incentive program. These limitations were designed to create alignment
between Investment Division staff and other state employees. One area of alignment focused on ensuring
that during periods of budgetary stress for the state that led to furloughs of state employees, pay actions
and incentive payments will be deferred for the Investment Division. Another area focused on
maintaining equity for positions within the Investment Division that have close counterparts in other
segments of state government by requiring the Board, in exercising its pay setting authority, to reference
state pay levels for these positions. Another alignment concern addressed the potential equity challenge
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of Investment Division staff receiving very large percentage increases during a fiscal year by limiting pay
actions to 10% in any year.

The division has experienced challenges in recruiting for positions in the accounting and operations area,
marked by lower response rates to job postings and a mismatch in skills, qualifications and experience.
Employees in this unit were included in the 2018 legislation that granted the Board authority to set
compensation levels for Investment Division employees, but for these positions that do not involve
investment discretion, the Board is limited to the extent it can set compensation by the levels set for other
state employees providing comparable services. For most of these positions, given the unique and
technical nature of the System’s investment function, we have been unable to identify other state
employees performing similar functions. Lastly, there is a small number of positions that provide
comparable services to other state positions.

This hierarchical treatment has also resulted in disparity within the division where different compensation
policies are applied to the three groups. Based on analysis of peer compensation practices and pay scales
for non-investment discretion positions, it is likely that harmonizing the compensation authority for the
first two groups could be consistent with maintaining equity with other state employees performing
similar services and would improve recruiting, morale and teamwork within the Investment Division by
moving from a two-class structure to one where all employees are covered under the same compensation
policies. We have found that the standard state salary scale is consistent with the salary ranges for the
System’s industry peers relating to these non-investment discretion positions for entry and mid-level
positions. However, the more senior level leadership positions in the areas of accounting and operations
are more aligned with investment leadership structures.

The Operations and Accounting group has seen greatest turnover in the division, particularly in leadership
positions. Over the last five years, six senior-level managers have left the System for various reasons. In
addition, recruiting for these positions have been difficult, marked by two failed recruitments for a
Managing Director of Operations and Accounting and a Chief Operations Officer. The challenges in
staffing this group have impacted the investment program by slowing down the pace of internal asset
management development. While the division has made significant progress in achieving its internal
management targets, it is the product of front office staff with investment discretion taking on the
leadership and some implementation roles for the operations function, combined with the dedicated work
of the small operations team. These non-investment activities have reduced the bandwidth of investment
staff with discretion to focus on investing activity. Granting the Board similar authority over the
accounting and operations units would improve the division’s recruiting efforts, particularly in the senior
leadership levels.

The furlough provisions create unique challenges for the incentive payments that can be addressed
without losing the alignment intended with the provision. Incentive programs are effective when they are
predictable and awarded within the timeframe in which they were earned. Small changes to the
expression of this feature could improve the effectiveness. For example, relaxing the requirement that the
Board set the payment dates on the date that awards are granted would remove uncertainty for investment
staff and allow the board to ensure that no furloughs are expected before setting a payment date.

Another limitation relating to the Board’s authority to set compensation levels is the amount by which an
employee’s salary may be increased in any fiscal year is capped at 10%. While this limit may seem

Page 13 of 21
75



reasonable and sufficient to keep pace with the public pension plan industry, there are instances that
create challenges in its application. During periods of high inflation, like we saw in 2022 with inflation
reaching 9%, there may be little to no room to award any merit increases based on individual job
performance and contributions to the division. In a scenario where inflation exceeds 10%, salaries will
not be able to keep pace with the general level of prices and lose purchasing power. This 10% cap also
creates challenges for existing employees when new people are hired at higher market rates. Existing
employees, whose annual salary increases are limited to 10%, will not be able to match the compensation
levels of recent hires for several years, creating disparity among team members performing similar
functions.

The challenges relating to the 10% limit in annual salary increases would be exacerbated by the
imposition of state furloughs. The Board may not grant salary increases or pay incentive compensation in
fiscal years in which state employees are subject to furloughs. During furlough periods, the System’s
salary structure would fall behind its industry peers, who are not typically subject to this restriction.
Unlike the incentive program which defers incentive payments until a year with no furloughs, there is no
catch-up provision to account for the compensation freeze during the furlough duration. As a result, it
would take several years for the System to narrow the compensation disparity within the industry.

The compensation consultant also noted that the System’s maximum annual incentive of 33% is lower
than the industry peer group. For larger public fund peers greater than $60 billion in assets under
management, the median maximum incentive for senior-level employees is greater than 100% of base
salary, while the median for portfolio managers is 75% of base pay. This lower incentive maximum
translates into lower total compensation at the median salary level for the System relative to the peer
group. An Investment Division employee for the System who earns a median salary will earn
significantly less in total compensation than an employee at a similar public pension plan making the
same median salary. This disparity is due to the difference in incentive compensation, as peers can earn
more than twice the amount of System employees. This competitive disadvantage can be remediated by
increasing the maximum incentive as a percentage of base salary or expanding the salary ranges to
account for the shortfall in total compensation.

Table 8 below shows a three-year example comparison of the System’s compensation program relative to
the peer group median using certain assumptions. The example reflects the same starting salary of
$200,000 for both plans. For the initial two years, it assumes furloughs for Maryland resulting in no
salary adjustments or incentive payments. The peer plan receives salary increases of 3% in each of the
three years of the example and one-half of the maximum incentive payment of 75% of salary. In year
three, Maryland receives the maximum 10% salary increase to catch-up to the industry and three years’
worth of incentive payments at the target of 22%. At the end of the three years, the median peer plan
would have received total compensation of $868,542, representing 115% more than the $752,000
cumulative amount for Maryland.
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Table 8
3-Year Compensation Comparison

Starting Maryland Peers
Salary $200,000 $200,000
Year1 Furlough-no salary increase $200,000 3% salary increase  $206,000
Furlough-no Incentive S0 1/2 of 75% $75,000
Year2 Furlough-no salary increase $200,000 3% salary increase  $212,180
Furlough-no Incentive S0 1/2 of 75% $77,250
Year3  10% salary increase $220,000 3% salary increase  $218,545
Incentive-3 yrs worth (22%) $132,000 1/2 of 75% $79,567
Cumulative Comp at end of 3 years: $752,000 $868,542

The Board’s objective is to ensure a successful and sustainable long-term investment function by offering
a competitive compensation program that promotes employee retention and recruitment. This should lead
to strong investment performance for the System’s participants and beneficiaries. The compensation
authority granted to the Board by the 2018 legislation has been an effective tool in incentivizing staff to
maximize value relative to the policy benchmarks. Over the last five years, staff has generated annualized
excess returns over the total fund policy benchmark of 0.89%, representing over $2.6 billion added value
to the plan. As the initial compensation program has been successfully implemented over the last five
years and salaries have been adjusted closer to industry peers, it is important for the System to remain
vigilant to ensure continued competitiveness in the market for human capital.

DLS requests that SRA update the committee on the use of incentive compensation for recruitment and
retention and provide information on the number of division staff eligible for incentive compensation
based on fiscal 2024 returns.

Additionally, DLS requests SRA to comment on the process that led the board to remove fund
performance relative to the system’s assumed rate of return as one of the metrics used for determining
eligibility for incentive compensation for the position of CIO, as performance relative to the system’s
assumed rate of return is still a component for other Investment Division staff with lesser involvement
in advising the board on the system’s asset allocation.

In June 2019 the Board approved an incentive program for certain positions within the Investments
Division based on recommendations from the Board’s compensation consultant and the Objective Criteria
Committee. This program has been an important tool in recruiting and retaining skilled and experienced
investment personnel as only one investment-focused employee resigned from the System in fiscal year
2023 and there have been no departures to date in fiscal 2024. This program is subject to certain
constraints, which are highlighted below:
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¢ Financial incentives in any fiscal year shall not exceed 33% of a position’s salary

e Any financial incentives paid shall be paid over multiple fiscal years in equal installments

e The Board may not pay out financial incentives in a fiscal year in which state employees are
subject to a furlough

¢ Financial incentives shall be paid on the dates set by the Board at the time of award, and an
individual who has been awarded financial incentives but separates from employment in the
Investment Division may not receive any remaining financial incentives due to be paid after the
date of separation from employment, except for retirement.

The Board also approved the performance metrics for determining incentive awards, which are
highlighted below:

e Net total fund returns vs. total fund policy benchmark over 3 years
e Net total fund returns vs. actuarial assumed rate of return over 3 years
e Net asset class returns vs. asset class benchmarks over 3 years

For the three years ending June 30, 2024, the System achieved a net annualized investment return of
2.28%, exceeding the policy benchmark of 1.61 by 68 basis points. This level of excess return resulted in
the maximum incentive of 33% for this component of the calculation. A second part of the incentive
calculation focuses on the actuarial rate of return, which is 6.8%. For the three years ending June 30,
2024, the 2.28% return did not meet the actuarial target. As a result, staff was not eligible to receive the
maximum incentive based on this metric.

The last piece of the incentive calculation is based on the performance of the individual asset classes.
Most of the asset class teams exceeded the performance of their respective benchmarks and were eligible
for incentive compensation based on this metric, while two were not. In fiscal year 2024, a total of thirty-
one employees in the Investment Division were eligible for incentive compensation.

The second iteration of the Objective Criteria Committee met four times between October 2023 and
January 2024. During those meetings the committee reviewed analysis and recommendations from the
compensation consultant, CBIZ. Among the recommendations was to discontinue or at least reduce the
use of the actuarial rate as a metric for incentive compensation. CBIZ cited its lack of prevalence in the
industry and the inability of staff to control the outcome over meaningful timeframes as in conflict with
the objectives of the incentive program as a retention and recruitment tool. CBIZ’s Option 1
recommendation was to remove the actuarial rate for all staff members. After discussion, the committee
adopted a recommendation that removed the actuarial rate for most staff and retained it at a reduced
importance for the Chief Investment Officer and some other senior staff. The recommendation included a
25% weight for a new risk metric for the Board to consider but, acknowledging the difficulty in
identifying such a metric left it as an open item to be determined later.

During its June 18, 2024 meeting, the Investment Committee reviewed the recommendation of Meketa
Investment Group, after their analysis of several risk metrics to potentially include as part of the incentive
calculation. After considering several measures, the committee determined not to add a risk metric to the
incentive calculation. To reallocate the 25% that was initially targeted to the risk measure, the CIO then
recommended, and the committee approved, to increase the total plan relative return by 25% for all staff
other than the CIO. The Executive Director made the same recommendation for the CIO’s incentive.
During this discussion the committee adopted an amendment to focus solely on performance relative to
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the policy benchmark. During the Board meeting on the same date, the Board adopted the
recommendations of the Investment Committee.

DLS requests that SRA comment on the estimated fee savings attributable for internally managed
assets.

The Board and Investment Division have a three-pronged plan to enhance the ability of achieving the
investment objectives of the plan. The first prong focuses on continual improvement in the asset
allocation process. The second is improving implementation of that asset allocation through improved
staffing and resourcing of the division and the third is to lower the cost of managing the assets through
direct fee negotiations, direct management of public assets and direct management of private assets
through co-investment. As of June 30, 2024, the annual management fee savings due to direct
management of public assets and private market co-investments is estimated to be $40.7 million. Carried
interest savings related to private market co-investments are expected to be significantly higher due to the
industry-standard structure that bases this calculation on a percentage of profits, typically 20%. Over
several years, the estimated carried interest savings based on these private market co-investments made to
date will be over $428 million. As the System expands the internal management initiative into more
active strategies and increases its co-investment program, staff expects the longer-term annual savings to
be over $150 million.

Additionally, DLS requests that SRA provide an update on the Investment Division’s internal
management of system assets and the development of necessary compliance and controls on the use
of internal asset management. More specifically, SRA should comment on how the Investment
Division:

e has developed proficiency in managing assets currently being managed internally;
e will develop proficiency before expanding into internal management of additional asset classes;

¢ will evaluate the performance of internal management compared to available external
management services; and

¢ will develop methodologies for determining fee savings achieved through internal management.

The System has been working to develop its internal management capabilities since 2016. The initial
efforts were geared to building the ability to execute trades internally. Elements of this process included
establishing procedures to evaluate and select brokers, create operational processes to execute and
communicate trades to the custodian and procure contracts with Futures Clearing Merchants. These
processes supported the level of activity that was occurring historically and were necessary steps toward
building an internal management process.
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In 2019, staff worked with the Attorney General’s office and external counsel to create policies and
procedures for internal management including enhanced policies governing staffs’ personal trading,
conflicts of interests and handling of material non-public information. These policies and procedures
were approved by the Board or codified in the Division’s Operations Manual in early 2020. In 2020, the
System procured a trade order management system to handle the processing of trades including pre-trade
compliance and straight-through processing.

The proficiency of internal staff to manage internal portfolios has come in two ways. Existing staff had
prior experience in managing assets directly and prior direct management experience was a major factor
in the hiring process for new staff members.

The System has a rigorous product development process, the elements of which include:

1. Identify a potential product for internal management that staff expects to be able to execute as
well or better than external managers

2. Develop guidelines that detail the performance objective, portfolio construction limits, and
reporting requirements

3. Create portfolio management tools to execute the strategy

4. Manage a paper portfolio with pre-approval of every trade and creation of complete reporting
package

5. Test the trading platform and provide training to middle and back office team as needed

6. Engage with the General Consultant for an independent operational due diligence evaluation
and address any shortcomings identified

7. After demonstrating proficiency, present a full diligence memo to the internal investment
committee and respond to questions and other follow up items

8. With internal investment committee approval, establish a portfolio inception date with the
Chief Investment Officer including a source of funding

As of June 30, 2024, ten internal portfolios valued at $13.6 billion had been established following this
process: U.S. TIPS, U.S. Long Government Bonds, Russell 1000 large-cap U.S. equity, investment-grade
corporate bonds, U.S. small cap equity, U.S. securitized bonds, International large-cap equity,
International equity value factor strategy, public equity infrastructure and cash. Staff is currently in the
development process to implement additional internal portfolios, including currency hedging and active
management within existing passive portfolios.

The division has built a process that is designed to evaluate the internal products in a manner similar to
the selection and oversight of external managers. This includes presenting the strategy to the internal
investment committee in the same manner as external managers. It also includes independent annual
evaluation of the product by the System’s general consultant. The division has also created an Internal
Management Oversight Committee to provide independent evaluation of the efficacy of the strategies and
managers. This group exists so that the investment teams are not put in the position of evaluating their
own products. Finally, each quarter, every asset class reports to the internal investment committee on the
performance of the asset class including individual manager performance. At these meetings, the
committee members often challenge the team on the efficacy of continuing to retain underperforming
managers.
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DLS requests SRA to provide an update on the implementation of Chapters 24 and 25, including the
status of recruitment for the Senior Governance Manager position.

Some of the provisions of Chapters 24 and 25 of 2022 codify existing practices of the System relating to
climate change investment risk, while others require the development of new policies and procedures.
One element of the legislation requires the System to incorporate its provisions into the System’s
Investment Policy Manual. The Board approved the addition of these items in February 2023. The Board
also approved an Engagement and Advocacy policy as tools to mitigate risks and enhance opportunities
for the investment of System assets. Engagement and advocacy work together with proxy voting to
promote the best outcomes for active investments by prudently addressing poor corporate governance
practices, including those associated with climate risk.

Staff has also updated the Investment Division’s Annual Compliance Questionnaire, sent to all
investment managers and consultants, to incorporate ESG and climate specific information to assess their
policies and practices in this area. The System has also included an analysis relating to the level of
climate risk across the total investment portfolio as part of the annual risk assessment to the legislature.
Staff has also been actively identifying investment opportunities in the energy transition by meeting with
managers who specialize in this area and is tracking these meetings and opportunities as part of normal
routine. To create more structure around this effort, the Investment Division has formed a Theme Team
to focus on investment opportunities that may benefit form broad macro-economic trends like the energy
transition.

To gain insight and education regarding best practices regarding climate change, staff has increased
participation with industry climate action groups. These groups provide forums for discussion and
exchange of ideas to support both asset owners and managers in setting and implementing investor
climate action and energy transition plans. Staff is also in active discussions with industry leaders and
academics regarding the most effective way to structure a climate advisory panel or education series to
help guide the Board and staff in managing climate risk and evaluating related investment opportunities.
Going forward, staff will continue to implement the requirements of this legislation through more direct
engagement with managers, companies and industry advocacy groups. Staff will also develop more
robust processes to evaluate transition readiness in high-impact sectors using asset class specific metrics
and standards.

Chapters 24 and 25 also authorized the Board to establish an advisory panel of experts in the analysis of
climate change risk to provide the most current science and data available. The charter for the Climate
Advisory Panel (Panel) has been drafted and is in the final stage of approval by the Board of

Trustees. The Panel will likely be established as a committee of the Board of Trustees, with the objective
of supporting the Board, its committees, and the Investment Division regarding climate change risk in the
management of System assets and to assess transition investment opportunities. The Panel will likely
consist of at least three outside experts in the analysis of climate change risk who are appointed by the
Board. The Panel will collaborate with the Board, Investment Committee, Corporate Governance and
Securities Litigation Committee, Investment Division and consultants to develop recommendations and
initiatives to effectively address the risks and opportunities associated with climate change. Interest
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forms have been distributed to potential candidates to serve on the Panel, and the Board expects to
appoint advisors in the first half of 2025.

Meketa Investment Group, the Board’s general investment consultant, has incorporated climate scenario
analysis into the System’s strategic asset allocation modeling for several years. This year Meketa used
scenario inputs from the Network of Central Banks and Supervisors for Greening the Financial System
(NGFS) to complement its internally developed scenarios. The six NGFS scenarios consider temperature
rises ranging from 1.4°C to 3.0°C+ with varying amounts of policy coordination and emissions reduction
assumptions. Investment Division staff has collaborated with a large global asset management firm on
similar NGFS-based analysis. While the modeling does not explicitly incorporate tipping points and
involves a great deal of uncertainty, staff believes the output is useful as a starting point to understand
potential economic linkages and portfolio outcomes across a range of transition scenarios.

This year’s Risk Assessment also includes an analysis of physical risk with respect to the System’s
private real estate investments. Using data from the National Oceanic and Atmospheric Administration
(NOAA), the System’s 50 largest individual property holdings are mapped by geolocation coordinates
under an extreme scenario where sea levels rise by eight feet. These 50 holdings represent an aggregate
value of $1.03 billion, or approximately 1.5% of the System’s total assets, and are held in core open-end
private fund structures. Eleven of the 50 properties are in impacted areas according to the NOAA sea
level rise data, representing approximately 0.3% of the System’s total assets. In addition, Investment
Division staff discusses physical and transition risks, including effects to insurance premiums, with the
System’s real estate managers as a matter of regular ongoing due diligence.

As described in last year’s Risk Assessment, the System is building out its allocation to private
infrastructure investments. The strategic policy target allocation to this asset class is 4%, which translates
to approximately $2.7 billion based on total System assets as of June 30, 2024. The private infrastructure
portfolio is currently valued at $566 million, or approximately 0.8% of total fund assets. Energy
transition has been a major theme in the early stages of portfolio construction. The report highlights
several investments in companies that are well-positioned for a lower carbon economy. The System
expects portfolio exposures to this theme to grow as additional investments are made and existing
investments mature.

To help lead the effort in ESG and other corporate governance initiatives, the System is in the process of
recruiting for the open Corporate Governance Manager. The position was posted in September 2025 and
staff has conducted first round interviews. We expect to complete second round discussions in January
2025 and hope to fill the position in the first quarter of 2025.
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Appendix 4
2025 Board Requested Legislation

The following legislative proposals are recommended by the Board of Trustees for the
State Retirement and Pension System (System) to the Joint Committee on Pensions for its
consideration to sponsor as legislation for the 2025 legislative session.

Pre-2011 Deferred Vested Members Returning to Service

Provisions of the Employees’ Pension System (EPS) and Teachers’ Pension System (TPS)
provide that a deferred vested member of the Alternate Contributory Pension Selection (ACPS)
tier of the EPS or TPS who returns to State employment and resumes membership in the EPS or
TPS, shall resume participation in the ACPS tier of the EPS or TPS. Regardless of the break in
service that has occurred, a returning vested member will not be enrolled in the Reformed
Contribution Pension Benefit (RCPB) tier of the EPS or TPS (which is applicable to new
members on or after July 1, 2011) when returning to service. This allows the ACPS deferred
vested member to continue to receive the benefits provided for under the ACPS tier and not start
anew in the RCPB tier.

While the Correctional Officers’ Retirement System (CORS), the State Police Retirement
System (SPRS) and the Law Enforcement Officers’ Pension System (LEOPS) do not have
benefit tiers similar to the EPS and TPS, the 2011 pension reforms did change vesting and
average final compensation for any individual who began membership in the public safety
systems on or after July 1, 2011. Additionally, these systems do not have a comparable provision
that allows for deferred vested members of the CORS, SPRS, or LEOPS to resume membership
subject to the pre-July 1, 2011 provisions if they began membership before July 1, 2011, and
later return to membership in their former system after incurring a break in service of more than
four years (the length of time an individual remains in membership status after leaving
employment with a participating employer). For example, an individual who joined the CORS
before July 1, 2011, vested in the CORS after accruing five years of service, left employment
with a participating employer, and returned to CORS membership after incurring a break in
service of more than four years, would now be subject to 10-year vesting and a five-year average
final compensation with respect to all service after July 1, 2011. And the Agency is required to
maintain two separate accounts for the employee in CORS, because different rules apply to the
pre- and post-July 1, 2011 service. Again, this is because the public safety plans do not have a
corresponding provision, similar to the provision in EPS and TPS, that allows deferred vested
members who return to membership, regardless of the length of their break in service, to be
subject to the same requirements that were in effect in the EPS or TPS, on June 30, 2011.

The legislative history indicates that the provisions to preserve an EPS or TPS member’s
pre-July 1, 2011 membership status beyond a break in service of more than four years, were
enacted in response to a deferred vested member of the ACPS tier of the EPS returning to
membership after more than a 10-year break in service. Staff for the Agency can find no
indication to suggest the public safety plans were deliberately excluded; rather, it appears that the
focus of the legislation was limited to the EPS and TPS because of the individual who brought it
to the attention of the legislature.
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For consistency across the several systems and ease of administration, the Board is
recommending legislation that would provide that deferred vested members of the CORS, SPRS,
or LEOPS who vested in these plans prior to July 1, 2011, shall be subject to the same
requirements that were in effect in their former plan on June 30, 2011, regardless of the length of
their break in service.

State Police DROP Participation Clarification

A SPRS member may enter the Deferred Retirement Option Program (DROP) if the member
has at least 25 and less than 32 years of service and is less than 60 years old. An eligible member
may elect to participate in the DROP for a period not to exceed the lesser of:

1. 7 years;
the difference between 32 years and the member’s service credit as of the date of the
member’s election to participate in the DROP and retire from the State Police Retirement
System; and

3. the difference between age 60 and the member’s age as of the date of the member’s
election to participate in the DROP and retire from the State Police Retirement System.

Provisions in the State Personnel and Pensions Article provide that a member is entitled to
receive one month of service credit for employment for a month or a part of a month if member
contributions are received for that month. In 2020, legislation was passed that provides that after
28 years of service as a member of the SPRS, a member does not make any further member
contributions, effectively capping the service credit a member may earn at 28 years.

Studying how each of these pieces regarding service credit and participation in the SPRS
DROP intersect with each other, staff for the Agency has discovered an inconsistency that we
believe requires clarification from the General Assembly. Prior to 2020, SPRS members would
continue to make contributions after accruing 28 years of service, and accordingly, continue to
earn service credit. A member who continued active membership for 32 years would accrue 32
years of service credit. A member with 32 years of service credit would not be eligible to
participate in the SPRS DROP.

With the passage of the 2020 legislation that ended member contributions after 28 years of
service, a member who continues active membership after 28 years, will not accrue any
additional service credit, capping their service at 28 years, regardless of how long they remain an
active SPRS member after that point. Even though their service credit is capped at 28 years, they
still continue to receive the benefit of any salary increases earned after 28 years of service in the
calculation of their average final compensation used to calculate the amount of their benefit at
retirement.

The 2020 legislative change to discontinue member contributions and service credit accrual

after 28 years of services has also had a corresponding impact on the provisions governing the
DROP participation period for the SPRS. For example, a SPRS member who chooses to work 32
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years, will only have 28 years of service credit. Because DROP participation is calculated based
on the difference between 32 years and the member’s service credit when entering DROP, the
2020 law change has resulted in the member being eligible to participate in the DROP for four
additional years after 32 years of active service (32 — 28 years of service credit). If that member
chooses to stay in the DROP for the entire four years, the member will be leaving the DROP with
36 years of employment service and not the 32 years currently provided for in the State
Personnel and Pensions Article. In fact, current law could potentially allow a member of the
SPRS to work indefinitely after accruing 28 years of service (provided they have not reached the
mandatory retirement age of 60), and still be guaranteed four additional years of DROP
participation, since their service credit will always be capped at 28 years.

Because staff for the Agency is uncertain if this outcome is an untended consequence of the
2020 legislation, the Board is seeking clarification from the Legislature regarding these
provisions of the State Personnel and Pensions Article that govern the System.

Disability Earnings Limitations

Current provisions of the State Personnel and Pensions Article exempt EPS and TPS
service retirees and all ordinary disability retirees from a reemployment earnings limitation if the
retirees had an average final compensation (AFC) at the time of retirement that was less than
$25,000. This AFC reemployment exemption was increased for EPS and TPS service retirees
from $10,000 in 2010 and was added for the first time for ordinary disability retirees in 2016. An
accidental or special disability retiree does not have the benefit of this AFC reemployment
exemption. Although retirees receiving accidental or special disability benefits are not subject to
an earnings limit, a reemployed accidental or special disability retiree whose reemployed annual
gross salary exceeds their AFC at the time of retirement, will have their disability retirement
benefit temporarily suspended while they continue to earn a gross salary greater than their AFC.

To illustrate how this lack of an AFC reemployment exemption for accidental and special
disability retirees, an accidental disability retiree who at the time of retirement had an AFC of
$21,400 and is reemployed in a position earning a gross salary of $21,500, will have their entire
disability benefit temporarily suspended while reemployed in this new position. In this example,
both the retiree’s AFC and reemployed gross salary are less than $25,000, yet this retiree does
not have the same AFC reemployment exemption that is available to all other retirees of the
several systems.

The Board is recommending legislation that would add a similar AFC reemployment
exemption for the temporary suspension of a retirement allowance (State Pers. & Pens. Art. § 29-
115), applicable to all disability retirees. Additionally, staff for the Agency is recommending
increasing the AFC reemployment exemption for both service and disability retirees from
$25,000 to $35,000, the current minimum annual salary on the standard State pay scale, for all
retirees of the System. Staff believes this increase is supported by the 2010 legislation that
increased the then AFC reemployment exemption from $10,000 to $25,000. At that time, the
minimum annual salary on the standard State pay scale was $21,200.
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Staft reports that in the past five years, within each group (service, ordinary disability,
and accidental or special disability) fewer than 10 retirees per year would have been exempt
from the earnings limitation or the temporary suspension if the AFC reemployment exemption
had been $35,000 or less.

CORS Security Attendant Supervisors or Managers

Chapters 135 and 136 of 2024 moved members from the EPS to the CORS who were
employed by the Maryland Department of Health in security attendant positions at State forensic
facilities. Individuals hired into these positions on or after July 1, 2024, at the facilities included
in the legislation, will be enrolled in the CORS as a condition of employment. As Chapters 135
and 136 were drafted, many supervisor and manager positions for these security attendants were
inadvertently omitted from the legislation. As a result, under current law, an individual serving in
a security attendant position who is promoted into a supervisor or manager position that was
omitted from the legislation, will be moved back to the EPS at the time of promotion. To avoid
this disruption to these members’ benefits, the Board is recommending clarifying that the
supervisors and managers of security attendants will also be members of the CORS as a
condition of employment.

Similar legislation was enacted in 2014, for a correctional officer serving as a security
chief, a facility administrator, an assistant warden, or a warden. Prior to the 2014 legislation,
correctional officers serving in these positions were members of the EPS. As a result,
correctional officers who were serving in the first six job classifications and members of CORS,
and who were promoted into one of these positions, were moved out of the CORS and into the
EPS. It was reported at the time, that knowing a correctional officer would have to move to the
EPS if they were promoted to a security chief, a facility administrator, an assistant warden, or a
warden, was serving as a disincentive for correctional officers to apply for these promotions. To
address this issue, the 2014 legislation was enacted to move these positions into the CORS.

Staft is currently aware of 45 individuals serving as supervisors or managers of security
attendants who would be moved into these positions.

Title 37 Study Group

Title 37 of the State Personnel and Pensions Article governs the transfer of service from
any State or local retirement or pension system to another State or local retirement or pension
system. Because of this, it is the only pension related title in this Article that applies to the State,
all 23 counties, and Baltimore City.

Provisions within Title 37 include those that address the types of service credit that may
be transferred from one system to another, the member contributions and interest that must
accompany these transfers, and the time frame under which these transfers must be made. Over
the years, staff for the Agency has noticed that there are many inconsistencies, duplicative
provisions, and ambiguities throughout this title. Staff is very interested in addressing these
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issues, though many will require legislative changes. Given that the groups that are impacted by
Title 37 include the State, all 23 counties, and Baltimore City, we believe this is an undertaking
that should include input from all stakeholders. To accomplish this, the Board is recommending
legislation that would establish a Title 37 workgroup that would consist of representatives from
the State Retirement Agency, each of the counties and Baltimore City that operate their own
retirement or pension system, and the Department of Legislative Services (DLS). The
workgroup would meet throughout the 2025 interim to address the issues we have found in Title
37 and any issues the counties may be trying to resolve. The Agency would provide the staff for
this workgroup and submit recommended changes to Title 37 to the Joint Committee on Pensions
during the fall 2025.

General Assembly Reports Due Dates

Two reports that the State Retirement Agency is required to submit to the General
Assembly each year have statutory due dates that make it very difficult for staft for the Agency
to meet. We reached out to the DLS library and were told that the Agency may request changes
to the due dates of their reports. The Board is recommending legislation that would change the
due dates for the annual report regarding the Investment Committee’s business relationships with
minority business enterprise brokerage and investment management services firms and the
annual report addressing the System’s private equity/venture capital investments in Maryland
technology with TEDCO from September 1 and December 1, respectively, to November 1 and
December 31, respectively.

Repeal of Administrative Fees

Prior to July 1, 2011, the administrative budget for the Agency, based on statutory
authority, was funded solely through special funds drawn down from the pension trust fund.
Chapter 397 of 2011 changed this process and now requires the Agency to apply a per employee
charge on all employers participating in the System to fund its operating expenses.

The current process of determining the amount of administrative fees that each
participating employer owes the Agency in any given year is based on a formula that involves
determining the number of employees for each employer that are also members of the several
systems as of June 30 of the second prior fiscal year and dividing this number by the total
number of current members in the System. This percentage is applied to the actual amount that
the Agency spent during the second previous fiscal year. Each participating employer is then
notified in October of each year what they will owe the Agency in administrative fees for the
upcoming fiscal year.

When calculating the System’s administrative fees, the Finance Division for the Agency
and the budget analysts for the Department of Budget and Management (DBM) and DLS
continue to use differing methodologies when determining the final close-out number for the
Agency for the previous fiscal year. The three agencies met throughout the summer to discuss the
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entire process for determining the administrative fees for the Agency and agreed that the current
method of funding the Agency’s operating expenses continues to be overly cumbersome.

Throughout these discussions, the agencies reviewed the changes that were made to the
process during the 2024 legislative session and recent information received by the System’s
actuary. The 2025 Budget Reconciliation and Financing Act (Chapter 717 of 2024) eliminated a
longstanding reduction the State was required to make to the Teachers’ Pension System employer
contribution. This reduction was a component of the process for determining the administrative
fees due to the Agency. To mitigate the loss of this reduction, the annual $75 million the System
has received in supplemental payments has been reduced to $50 million. Additionally, the
System’s actuary reported that the General Accounting Standards Board (GASB) would prefer
that actuaries for public pension plans, when calculating the annual employer contribution rate
for a public plan, include a certain percentage above the employer contribution rate that serves to
cover a plan’s operating expenses. The System’s actuary also noted that it is unaware of any
other public plans that fund their operating expenses through administrative fees similarly to
Maryland.

In light of the 2024 legislative changes coupled with the information provided by the
System’s actuary, the three agencies believe that there is no meaningful benefit to the System, the
State, or other participating employers of the System to maintain the current process of funding
the System’s operating expenses through administrative fees. Therefore, on behalf of the Agency,
DBM, and DLS, the Board is recommending returning to the past practice of funding the
Agency’s operating expenses through funds drawn down from the Trust. These funds would be
collected through the additional operating expense percentage added to the employer
contribution rate determined by the System’s actuary each fiscal year. In addition to significantly
reducing the complexity of this process for the three agencies, this proposal would also simplify
the payment process for the System’s participating employers. This proposal would provide that
going forward participating employers would only receive one annual bill from the System.

This proposal would not have a fiscal impact on the System because the operating
expense percentage determined by the System’s actuary should be comparable to the amount the
Agency would otherwise certify as its administrative fees.

Board of Trustees’ Compensation Committee

Chapters 727 and 728 of 2018 gave the Board the authority to determine and create positions
necessary to carry out the professional investment functions of the Investment Division and to set
qualifications and compensation for the positions, including incentive compensation, as specified
in the legislation. To assist the Board in adopting objective criteria for setting compensation and
awarding financial incentives for the Chief Investment Officer (CIO) and specified Investment
Division staff, the 2018 legislation also created the Objective Criteria Committee (OCC).

Under provisions of the State Personnel and Pensions Article, the OCC is required to meet at

least once every five years. The OCC includes a senator and delegate who are serving on the
Joint Committee on Pensions, the Treasurer (or the Treasurer’s designee), the Secretary of DBM
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(or the Secretary’s designee), two trustees appointed of the Board, and a member of the public
with financial industry experience. It is charged with recommending objective criteria for the
Board to use when it is determining the compensation and financial incentives for the CIO and
certain staff of the Investment Division. The Board is also required to hire a compensation
consultant to assist the OCC regarding objective criteria. This consultant may not be a
consultant that is actively providing consulting services to the Board or the staff of the
Investment Division.

The OCC met throughout the summer of 2018, shortly after Chapters 727 and 728 became
effective. At the conclusion of its work, the OCC submitted to the Board a recommended
compensation and incentive compensation program for the Investment Division. These
recommendations served as the foundation for the expansion of the Investment Division from
2018 to 2023. However, during these intervening five years, as the Investment Division has
grown and created new positions, including an internal training desk, we believe the Board
would have benefited from having an ongoing committee that could review criteria for
compensation and incentive compensation and assist with creating new positions within the
Investment Division.

Section 21-108(b) of the State Personnel and Pensions Article provides, in part, that the
Board may establish committees of the Board. Section 21-108, therefore, would allow the Board
to establish a compensation committee of the Board that would address the Investment Division
compensation issues that arise in real time, rather than wait for the OCC, every five years. While
the OCC’s role is limited to recommending objective criteria, the Board’s responsibilities are far
broader, including determining the type and number of positions to carry out the functions of the
Investment Division, and their qualifications and compensation (including financial incentives).
In addition to adopting objective criteria, the Board needs to determine a position classification
system and a pay scale, and to review and regularly update these items as the needs of the
System change. A compensation committee of the Board could better assist with the broad array
of responsibilities that have been assigned to the Board. Additionally, we would also recommend
enabling the Board to hire a compensation consultant to assist both the compensation committee
and the Board with reviewing and updating its objective criteria as well as creating and maintain
a position classification structure, pay scale and financial incentive program for the CIO and
Investment Division.

To accomplish this, the Board is recommending legislation that would repeal provisions
establishing the OCC. In its place the Board would establish a compensation commission of the
Board. This proposal would also enable the Board to hire a compensation consultant to assist
both the new committee and the Board.
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Appendix 5
Maryland Supplemental Retirement Plans Overview Presentation
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Sheet1

										Top 5 Holdings		% of Total

										State Street S&P 500 Index Non-Lending K		16%

										Investment Contract Pool		15%

										William Blair Large Cap Growth CIF 5		7%

										Fidelity Puritan		6%

										T. Rowe Price Structured Research Common Tr Fund D		5%

										Other Investments		51%
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https://msrp.maryland.gov/About/Board-of-Trustees
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