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State has $10.6B in net tax-supported debt outstanding
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NEW YORK, July 07, 2014 --Moody's Investors Service has assigned a Aaa rating to the State of Maryland's
General Obligation State and Local Facilities Loan of 2014, Second Series. The borrowing consists of $100 million
in tax-exempt bonds (Second Series A) to be sold in a negotiated sale; $400 million in tax-exempt bonds (Second
Series B) to be sold competitively, and $400 million in tax-exempt refunding bonds (Second Series C), also to be
sold competitively. The competitive deals are expected to sell July 23rd.

SUMMARY RATING RATIONALE

The highest quality rating reflects Maryland's strong financial management policies and stable economy with high
personal income levels. The rating also acknowledges the state's above average debt burden and large unfunded
pension liabilities relative to the size of its economy.

STRENGTHS

-History of strong financial management

-Strong economy with high personal income levels

-Adequate reserve levels despite recent draws



CHALLENGES

-Continuing budget pressure

-Low retirement system funded levels

-Above average debt burden

-Reliance on federal jobs in era of retrenchment

DETAILED CREDIT DISCUSSION

"APRIL SURPRISE" REVENUE SHORTFALL DEEPENS 2014 TREND

Maryland joined many other income-tax-dependent states when April personal income tax (PIT) collections fell
short of expectations. In April, the final payment component of the PIT declined 19.5% compared to April 2013,
driving total general fund PIT collections to decline nearly 12%. Much of this decline had been anticipated: through
the end of May, general fund PIT collections were nearly $180 million or 2.6% less than the March Bureau of
Revenue Estimates (BRE) forecast. With some revenue sources performing better than anticipated, total
revenues were off 0.5% from the forecast. In response, agencies were given spending reduction targets to
achieve by June 30.

The state's mid-year 2014 revenue adjustments already reflected a disappointing tax collection trend. December
and March BRE forecasts cut total fiscal 2014 general fund revenue projections by about $210 million, reducing
the growth from fiscal 2013 to 1.5% from 2.3%. However, the state forecasts more robust growth of 5.2% in fiscal
2015, even after trimming the expected growth of PIT and sales taxes.

The "April surprise" stems from the complicating effect that the fiscal cliff at the end of 2012 had on tax revenue
forecasts nationwide. To avoid higher income tax rates taking effect in January 2013, some individuals opted to
shift capital gains and other discretionary income into 2012. Revenue forecasters had to make educated guesses
about how much of the 2012 income boost was a result of underlying economic growth and how much was shifted
from future years. In general, they overestimated underlying growth in 2012 and were taken by surprise when final
payments in April 2014 fell short of projections.

STATE MAKING ADJUSTMENTS TO FISCAL 2015 BUDGET

The enacted fiscal 2015 budget increases appropriations to $16.06 billion, or 4.3% from 2014. However, the state
is taking actions to address the revenue shortfall that came to light subsequent to budget enactment, which may
affect the year-to-year growth rate.

Maryland is also experiencing unexpectedly large increases in Medicaid enrollment stemming from the
implementation of the Affordable Care Act. Enrollments through April 2014 ran about 6% higher than the enrollment
anticipated for 2015. The mix of enrollees and the difficulties the state had in implementing its health insurance
exchange have created additional uncertainty about the adequacy of the 2015 Medicaid budget.

Maryland's Board of Public Works, consisting of the Governor, the Comptroller, and the Treasurer, approved
$82.8 million in general fund reductions and balancing actions just a day after the new fiscal year began on July 1.
The actions include a $19 million reduction in the statewide health insurance funding pool balance and an
assortment of expense reductions, contract savings and reimbursement cuts. Fiscal 2015 should also benefit from
the fiscal 2014-year-end spending reductions which will bolster the beginning balance for the new fiscal year. The
Board is granted significant authority to make spending adjustments when the legislature is not in session, which
we view as an important credit strength.

The state will be accommodating these adverse developments even after taking a mix of recurring and non-
recurring actions in the enacted budget to balance 2015 spending and revenues. The most significant of these is a
cap on extra pension contributions the state was to make under a plan to place the state's pension system on
sounder financial footing, which will reduce spending a combined $351 million in 2014 and 2015. The state also
estimates savings of $164 million over fiscal 2014 and 2015 from favorable trends, including more effective
contracting and cost containment in employee and retiree health care benefits.

Spending growth overall is driven by several factors, including growing Medicaid enrollment, an increase in the
education funding formula and debt service. Because of the sluggish housing market, growing debt service costs
cannot be paid entirely from the statewide property tax, requiring supplemental resources from the general fund.



BUDGET OUTLOOK REFLECTS PERSISTENT BUT MANAGEABLE STRUCTURAL IMBALANCE

While the executive budget proposal would have eliminated the state's long-standing structural imbalance by fiscal
2017, the budget outlook now reflects a persistent structural balance through 2019, the end of the current forecast
period. The imbalance, which averages about $300 million per year, is a manageable problem at about 2% of
average ongoing revenue. The structural gap emerged about a decade ago when the state enhanced education
aid without putting offsetting revenues in place and continued as the state struggled with the impacts of the
recession. A personal income tax increase on high-income individuals, the transfer of certain teacher pension
costs to local governments and assorted reductions to state operating costs are recurring actions that have
contributed to the decrease in the structural gap.

The state's inability to resolve the imbalance even at this relatively low level is an indication of the ongoing financial
stress it has experienced as the impacts of the recession were followed by federal sequestration, slow economic
recovery and the ongoing consequences of its departure from full funding of its pension more than a decade ago.

CASH BALANCES STABLE

The Revenue Stabilization Account (RSA) account is anticipated to be $764 million as of the close of fiscal 2014,
5% of general fund revenues. The state has maintained the RSA at the 5% target since 2012. Combined with
budgetary balances, the state's cash balance at the end of 2013 was $1.2 billion, falling to about $900 million
projected at the end of 2014.

AUDITED FINANCIAL POSITION SHOWS THIN AVAILABLE BALANCES

On an audited basis, the state's available balances are slim. The state's unassigned fund balance - those funds
that are not otherwise restricted or committed - has been negative since the state has reported under new
reporting standards required by the Governmental Accounting Standard Board's (GASB) Statement no. 54.
Unassigned balances deteriorated from -$292 million at the end of fiscal 2011 to -$623 million at the end of fiscal
2013. This amount is slightly offset by the amount in the RSA, leaving the state's GAAP-basis net available funds
at $97 million at the close of fiscal 2013, or less than 1% of revenues. By contrast, during the previous decade the
state built its GAAP-basis available balances to nearly $2.3 billion in 2007, a cushion of more than 15% of
revenues.

The negative unassigned balance stems largely from the state's transfer of local income tax reserves for budget
balancing purposes in fiscal 2009 and 2011. A portion of the negative balance is a result of forecasting errors
related to the state's income tax distributions to local governments. Negative balances for uncommitted funds are
atypical of Aaa-rated states except during recession.

MARYLAND JOB GROWTH LAGS NATION

While not suffering as deep a recession, Maryland's economic recovery continues to lag behind the nation. Annual
national employment growth averaged 1.7% in 2012 and 2013, while job gains in Maryland averaged 1.1% for the
two years. On the plus side, the state's unemployment rate is lower, registering 5.6% in May 2014, compared to
6.3% nationwide.

Based on the large federal presence in Maryland, the state's economy has been exposed to federal deficit
reduction measures. Federal jobs account for more than 5% of Maryland employment, compared to just more than
2% nationally. Maryland gained federal jobs over several years because of the relocation of military personnel
under the Base Realignment and Closure process, which consolidated certain defense operations in Maryland.
After federal sequestration federal job levels declined 1.2% in 2013 and 2.3% the period January-May 2014
compared to the same period in the previous year. The employment impacts on the state are less severe than
nationwide, as the impacts of sequestration had a greater relative impact on satellite offices of federal agencies.
Nonetheless, the Bureau of Revenue Estimate (BRE) December 2013 report notes an estimated economic impact
of sequestration of 25,000 Maryland jobs lost relative to baseline performance.

The BRE projects employment growth picking up to 1.8% in calendar years 2015 and 2016 from 0.9% in 2013.
Personal income growth is projected to increase to 5.1% and 5.2% from 1.8% in 2013 and 3.6% in 2014. The
forecasts are somewhat conservative compared to those of major forecasting firms.

With a population of just 5.9 million, Maryland's 2013 per capita personal income of $54,259 is 122% greater than
the national average of $44,543. In addition to a large percentage of well-paid residents employed by the federal
government, Maryland has an economic concentration in industries such as information and business and



professional services, where college and advanced degrees are more frequently required than in some other
sectors.

STATE HAS HIGH DEBT BURDEN BUT RAPID AMORTIZATION

Maryland's debt levels relative to 50-state medians are high. Moody's 2014 State Debt Medians ranks Maryland
eighteenth for debt as a percent of personal income and fourteenth on a per capita basis. The state's debt burden
has historically remained within the recommendations of its Capital Debt Affordability Committee, which advises
limiting total debt to within 4.0% of personal income and debt service to within 8% of revenues.

Somewhat offsetting the credit impacts of its high debt burden, Maryland's constitution requires a rapid 15-year
amortization of tax-supported debt. This policy increases debt service as a percentage of revenues, but also
quickly replenishes the state's debt capacity and helps restrain growth in the outstanding balance. Even so,
despite its high debt burden the state ranked 22nd in debt service as a percent of pledged revenue in our 2014
State Debt Medians report.

MARYLAND GRADUALLY REDUCES PENSION BURDEN; CONTROLS OPEB LIABILITY

The financial condition of Maryland's retirement system represents a credit challenge for the state. The state's
reported funded ratio is 65.5% for fiscal 2013, representing a reported unfunded liability of $20.7 billion. The state's
three-year average Moody's adjusted net pension liability (ANPL) through fiscal 2012 is $38 billion, or 132% of
governmental revenues. The state's pension burden as measured by this metric is 7th highest of the 50 states and
significantly more than twice the median of 52%. Our adjustments to reported state pension data include a
common 20-year amortization period, as well as an assumed 13-year duration of plan liabilities and a market-
based discount rate to value the liabilities, rather than the long-term investment return used in reported figures. Our
adjusted liability amounts currently exclude the state's two smaller plans, for legislators and judges.

Contributing to the state's large net pension liability are asset losses associated with the financial crisis and the
enactment in 2002 of a corridor funding method that resulted in contributions less than actuarially required when
the pension system has a funded ratio of less than 90%.

The state has taken a number of measures to reduce its pension burden. Reforms in 2011 to both pension and
retiree health (OPEB) plans reduced the pension liability by more than $400 million and halved the OPEB liability.

The pension reform was coupled with statutory requirements to allocate a portion of the resulting annual savings to
make additional payments to the plan. In 2012, the state enacted legislation to shift over four years the
responsibility for paying the normal cost of teacher pension to local governments, saving roughly $100 million in
the first year of implementation.

In 2013 legislative session, the General Assembly enacted a bill to phase out the corridor funding method over a
10-year period by increasing the rate at which contributions increase, although the enacted budget reduction in the
amount of pension reform savings added to annual contributions will slow progress. Prior to the reduction in the
savings to be reinvested into the system, the state projected it would reach 100% funding by 2030, but now this is
delayed to 2039.

In contrast to growing pension contributions, OPEB annual required contribution (ARC) is projected to decline to
$576.1 million in 2014 from $634 million as the state realizes the benefits of its reforms to retiree health benefits
enacted in 2012. While the state established a trust fund to accumulate assets to offset accrued OPEB liabilities, it
does not regularly contribute to it and instead pays for current benefits on an annual basis. As of June 30 2013, the
fund held $222.6 million in assets to offset $8.3 billion in liabilities.

OUTLOOK

The outlook for Maryland's general obligation debt is stable. Consistent with its history of strong financial
management, the state has been appropriately addressing its structural budget gap and pension funding concerns
even under pressure from federal budget reductions.

WHAT COULD MAKE THE RATING GO DOWN

-Economic and financial deterioration that results in deficits and continued draw downs of reserves without a plan
for near-term replenishment

-Failure to adhere to the state's tradition of conservative fiscal management, including failure to take actions to



reverse its negative fund balance

-A state economy that does not rebound in tandem with the rest of the country

-Failure to adhere to plans to address low pension funded ratios

-Downgrade of the US government

The principal methodology used in this rating was US States Rating Methodology published in April 2013. Please
see the Credit Policy page on www.moodys.com for a copy of this methodology.

REGULATORY DISCLOSURES

For ratings issued on a program, series or category/class of debt, this announcement provides certain regulatory
disclosures in relation to each rating of a subsequently issued bond or note of the same series or category/class
of debt or pursuant to a program for which the ratings are derived exclusively from existing ratings in accordance
with Moody's rating practices. For ratings issued on a support provider, this announcement provides certain
regulatory disclosures in relation to the rating action on the support provider and in relation to each particular rating
action for securities that derive their credit ratings from the support provider's credit rating. For provisional ratings,
this announcement provides certain regulatory disclosures in relation to the provisional rating assigned, and in
relation to a definitive rating that may be assigned subsequent to the final issuance of the debt, in each case where
the transaction structure and terms have not changed prior to the assignment of the definitive rating in a manner
that would have affected the rating. For further information please see the ratings tab on the issuer/entity page for
the respective issuer on www.moodys.com.

Regulatory disclosures contained in this press release apply to the credit rating and, if applicable, the related rating
outlook or rating review.

Please see www.moodys.com for any updates on changes to the lead rating analyst and to the Moody's legal
entity that has issued the rating.

Please see the ratings tab on the issuer/entity page on www.moodys.com for additional regulatory disclosures for
each credit rating.
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