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Senat or Moyni han, Co- Chairman Parsons, and Menbers of the Conm s-
si on:

My nanme is Roger Mehle. | amthe Executive Director of the
Federal Retirement Thrift Investnent Board and, as such, amthe
managi ng fiduciary of the Thrift Savings Plan, or TSP, for Feder-
al enployees. | welconme this opportunity to appear before the
Comm ssi on on behal f of the Board.

The Commi ssion has invited nmy testinony as part of its re-
vi ew of historical experience in adm nistering portable personal
accounts. Although the Board has no view regardi ng any proposal s
to change Social Security, given the possible approaches, our ex-
perience with the TSP may provi de sone useful information for the
Commi ssion in its deliberations. The relevant issues include
pl an structure, governance, record keeping, benefits, communica-
tions, and investnents. | am pleased to describe how the TSP
functions in each of these areas and to di scuss how t he Congress
addressed inportant TSP issues in the Federal Enployees’ Retire-
ment System Act of 1986 (FERSA), Pub. L. No. 99-335, 100 Stat.
514 (codified as anmended largely at 5 U.S.C. 88 8351 and 8401-
8479) .



The TSP is a voluntary savings and investnent plan that pro-
vi des a nmechani sm for Federal and Postal enployees to accumul ate
capital for their retirenment. It was enacted into law with bi-
parti san Congressi onal cooperation and support as part of FERSA
It offers enpl oyees of the Federal Governnent the sanme types of
savings and tax benefits that many private corporations offer

t heir enpl oyees under Internal Revenue Code section 401(k) re-

tirenment plans. The TSP currently has approximately 2.5 mllion
i ndi vi dual accounts, and an additional 2.7 mllion nenbers of the
uni formed services will be eligible to sign up beginning in Ccto-

ber 2001. TSP fund bal ances have grown to nearly $100 billion.
Each nonth, participants add nore than $700 million in new con-
tributions which, when coupled with TSP earnings, portends sub-
stantial growh in the size of the Thrift Savings Fund for the
foreseeable future. Participants nay contribute to any or all of
five investnment funds; transfer their nonies anong the funds; ap-
ply for loans fromtheir accounts; and receive a distribution of
their accounts under several available w thdrawal options. TSP
adm ni strative expenses are borne not by the taxpayer, but by the
partici pants thensel ves.

By law, eligible enployees are provided two opportunities
each year to elect to participate in the Plan. The results of
t he “open season” for participation that ended on January 31,
which are the | atest avail able, show the Governnent-w de Federa
Enpl oyees’ Retirenment System (FERS) enpl oyee participation rate

at 86.6 percent, with eight major agencies show ng participation



rates of 90 percent or nore. TSP participation by Cvil Service
Retirement System (CSRS) enpl oyees is currently approxinately 66
per cent .

PLAN STRUCTURE

Enpl oyees who are covered by FERS, CSRS, or equival ent Gov-
ernnent retirenent plans nay contribute via payroll allotnment to
the TSP. The maxi mum percentages they nmay contribute are pre-
scribed by |Iaw and are scheduled to increase over the next five
years. The absol ute anount of contributions is subject to Inter-
nal Revenue Code ceilings (which are al so schedul ed to increase
over the same period).

TSP benefits are in addition to the FERS and CSRS defi ned
benefit basic annuities. However, for FERS enpl oyees, the TSP is
an integral part of their retirenent package, along with the FERS
basic annuity and Social Security. Wthout participation in the
TSP, FERS enpl oyees usually would not have retirenment benefits
conparabl e to those avail able under CSRS. This is because the
formul a used to conmpute the FERS basic annuity is not as generous
as the fornmula used to conpute the CSRS benefit.

FERS enpl oyees receive an automatic contribution to their
TSP accounts, paid by their enploying agency, which is equal to
one percent of their basic pay each pay period. Beginning this
July they could elect to contribute, on a pre-tax basis, up to
el even percent (previously 10 percent) of basic pay each pay pe-
riod to the TSP, subject to the Internal Revenue Code el ective

deferral limt ($10,500 in 2001), and their enploying agency



mat ches the first five percent of basic pay contributed -- dol -
|ar-for-dollar on the first three percent and fifty cents on the
dollar for the next two percent. These agency automatic and

mat chi ng contributions are subject to a statutory waiting period
of six to twelve nonths.

For CSRS enpl oyees, the TSP is a supplenment to the CSRS an-
nuity. CSRS enpl oyees receive the sane tax benefits as FERS em
pl oyees, but may currently contribute only up to six percent of
their basic pay to the TSP each pay period. CSRS enpl oyees re-
ceive no automatic or matching contributions fromtheir agencies.

Begi nni ng Cctober 9, 2001, uniforned services nenbers wl|
be eligible to enroll in the TSP. They may contribute up to sev-
en percent of their basic pay and up to 100 percent of their in-
centive or special pay each nonth. (Their contributions wll
first begin in January 2002, at which time the nmaxi rum FERS and
CSRS percentages will increase to twelve and seven percent, re-
spectively.) Their contributions are either tax-deferred (like
t hose of FERS or CSRS enpl oyees) or, if made from pay subject to
t he conbat zone tax exclusion, are exenpt fromtaxes. |In addi-
tion, service secretaries may designate critical specialities for
mat chi ng contri butions based on the sane formula as for FERS em
pl oyees. Uniforned services nenbers do not receive Agency Auto-
matic (19 Contributions.

GOVERNANCE AND ADM NI STRATI ON

The TSP is adm nistered by the Federal Retirenment Thrift In-

vest nent Board, which was established as an i ndependent Federal



agency under FERSA. There are approxinmately 110 enpl oyees of the
Board. Governance of the Board is carried out by five part-tine
presi dential appoi ntees who serve four-year terns, and by a full-
time Executive Director selected by those appoi ntees who serves
an indefinite term Each of these persons is required by FERSA
to have “substantial experience, training, and expertise in the
managenent of financial investnents and pension benefit plans.”

5 US C § 8472(d). Wth input fromthe Executive Director and
his staff, the Board nenbers collectively establish the policies
under which the TSP operates and furnish general oversight. The
Executive Director carries out the policies established by the
Board nmenbers and otherwi se acts as the full-tinme chief executive
of the agency. The Board and the Executive Director convene
monthly in nmeetings open to the public to review policies, prac-

tices, and performance. On Cctober 1, 1986, | was appoi nted by

Presi dent Reagan to serve as the first Chairman of the Board. In
1988, | was reappoi nted as Chairman by Presi dent Reagan and con-
firmed in that position by the Senate. | served as the agency’s

Chai rman of the Board continuously until January 31, 1994. On
that date, | resigned fromthe Chairmanship to accept the ap-
poi ntment by my fell ow Board nenbers to becone the agency’s Exec-
utive Director

FERSA provides that all nonies in the Thrift Savings Fund
are held in trust for the benefit of the participants and benefi -
ciaries. As fiduciaries, the Executive Director and the Board

menbers are required to act prudently and solely in the interest



of TSP participants and beneficiaries. This fiduciary responsi-
bility gives the Board a uni que status anong Gover nnent agenci es.

Congress wi sely established this fiduciary structure because
it recognized that all funds held in trust by the Plan belong to
the participants, not the Governnent, and thus must be managed
for themindependent of political or social considerations.

The Conference Report on FERSA, House Report 99-606, dated
May 16, 1986, states in the Joint Explanatory Statenment of the
Commi ttee of Conference:

Concerns over the specter of political involvenent
in the thrift plan managenent seemto focus on two dis-
tinct issues. One, the Board, conposed of Presidential
appoi ntees, could be susceptible to pressure from an
Adm ni stration. Two, the Congress m ght be tenpted to
use the large pool of thrift noney for political pur-
poses. Neither case would be likely to occur given
present |egal and constitutional restraints.

The Board nenbers and enpl oyees are subject to
strict fiduciary rules. They nust invest the noney and
manage the funds solely for the benefit of the partici-
pants. A breach of these responsibilities would make
the fiduciaries civilly and crimnally |iable.

The structure of the funds thensel ves prevents
political manipulation. The Governnment Securities In-
vestnent Fund is invested in nonmarketabl e special is-
sues of the Treasury pegged to a certain average inter-
est rate. The Fixed Incone |Investnent Fund is conposed
of guaranteed investnment contracts, certificates of de-
posits or other fixed instrunments in which the Board
contracts with insurance conpani es, banks and the |ike
to provide it with a fixed rate of return over a speci-
fied period of tine. The Board would have no know edge
of the specific investnents.

Finally, the stock index fund is one in which a
comon stock i ndex such as Standard & Poor’s 500 or
Wlshire’s 5000 is used as the nechanismto allocate
i nvestnents fromthe fund to vari ous stocks.



The investnent approach chosen by the conferees is
patterned after corporate, state and | ocal governnent,
and the few existing Federal pension funds. Political
mani pul ation is unlikely and woul d be unl awf ul .

As to the issue of Congress tanpering with the
thrift funds, the inherent nature of a thrift plan
precludes that possibility. Unlike a defined benefit
pl an where an enpl oyer essentially prom ses a certain
benefit, a thrift plan is an enpl oyee savings plan. 1In
ot her words, the enpl oyees own the noney. The noney,
in essence, is held in trust for the enployee and man-
aged and invested on the enployee’s behalf until the
enployee is eligible to receive it. This arrangenent
confers upon the enpl oyee property and ot her | egal
rights to the contributions and their earnings. We-
ther the noney is invested in Governnent or private
securities is immterial with respect to enpl oyee own-
ership. The enployee owns it and it cannot be tanpered
with by any entity including Congress.

H- R Conf. Rep. No. 99-606, at 136-37 (1986), reprinted in 1986

US CCA N 1508, 1519-20.

The original Senate version of the bill that eventually was
passed as FERSA, S. 1527, required that the Board’ s investnent
policies provide for prudent investnments, |ow admnistrative
costs, and “investnents likely to receive broad acceptance by
partici pants and the public, taking into consideration the views
of the Enployee Advisory Conmittee.” S. 1527, 99th Cong.

§ 101(a), S. Rep. No. 99-166, at 265-66 (1985). Although this
section did not explicitly nention so-called “social investing,”
at a Senate hearing on S. 1527, held Septenber 11, 1985, it was
poi nted out to Senator Ted Stevens, then Chairman of the Subcom
mttee on Post Office, Cvil Service and General Services of the
Senate Governnental Affairs Conmmttee, that this | anguage could
be interpreted as an endorsenent of social investing. Senator
Stevens stated that “I don’t think that [social investnent]

-7 -



shoul d be our function” and that the |anguage shoul d be changed

“nore toward a strict economc investnent.” Hearing Before the

Senate Comm on Governnental Affairs on S. 1527, S. Hrg. No. 99-

754, at 521 (1985). Senator Stevens’ conments are entirely con-
sistent with the intent expressed in the Conference Report, and
the | anguage in S. 1527 suggesting that social investing would be
accept abl e was not incorporated in the final version of FERSA

In keeping with the intent of Congress that the Plan be ad-
m ni stered in accordance with fiduciary standards derived from
those applicable to private sector enpl oyee benefit plans -- as
distinct fromthe usual adm nistration of an executive branch
agency -- Congress exenpted the Board fromthe normal budget-ap-
propriations process and the | egislative and budget cl earance
process of the Ofice of Managenent and Budget. The Plan’s in-
dependence is critical to ensure the fiduciary accountability en-
vi sioned by FERSA. So long as the Plan is managed by the fidu-
ciaries naned in FERSA (the nenbers of the Board and the Execu-
tive Director) in accordance with the statute’'s strict fiduciary
st andards, Federal enpl oyees can be confident that their retire-
ment savings will not be subject to political or other priorities
whi ch m ght ot herw se be inposed by the usual budget-appropria-
tions and policy clearance processes.

Al t hough the Board is independent by statute, it is subject
to continuing audits and revi ew under FERSA. FERSA protects the
Thrift Savings Fund through nore than just the independent fidu-

ciary governance by the Board nmenbers and the Executive Director



Addi tional safeguards to protect TSP participants include the
provisions in FERSA relating to (1) the role of the Secretary of
Labor in establishing a programof fiduciary conpliance audits;
(2) the requirenment that the Board contract with a private ac-
counting firmto conduct an annual audit of the TSP on the basis
of generally accepted accounting principles; and (3) the partici-
pation of the 15-nmenber Enpl oyee Thrift Advisory Council, which

i ncl udes representatives of the major Federal and Postal unions,
ot her enpl oyee organi zati ons, and now t he uni formed servi ces.

The Board has benefitted greatly fromnore than one hundred
audits conducted by the Pension and Wl fare Benefits Adm nistra-
tion of the Departnent of Labor over the past thirteen years.
These audits, which have covered every aspect of the TSP, are re-
ported to the Congress annual ly under the Inspector Ceneral Act
of 1978, as anended, 5 U S.C. App. 3.

By law, the Advisory Council neets with the Executive D rec-
tor and advises on investnment policy and the adm nistration of
the TSP. These neetings are helpful in providing the Board with
insights into enpl oyee needs, attitudes, and reactions to the
vari ous prograns undertaken by the Board.

The TSP al so benefits fromthe cooperation of every agency
in the Federal establishment. Although the Board is an independ-
ent body, successful adm nistration of the TSP is highly depend-
ent upon all Federal agencies, which have direct responsibilities

under FERSA for the admi nistration of the TSP.



RECORD KEEPI NG

When | was first appointed as Board Chairnman in 1986, | was
at once aware of the enornous challenge to establish and maintain
a systemof records for what would be, and now is, the |argest
plan of its kind in the world. The TSP al so represented the
first Governnent-wi de effort ever attenpted to coordinate the
nore than 600 different Federal payroll systenms existing in 1986
with a single record keeping system which is essential to the
operation of the TSP. This global adm nistrative process began
operations on April 1, 1987, and continues to operate success-
fully today.

| nmust credit the National Finance Center (NFC) of the De-
partment of Agriculture (USDA) for its assistance in hel ping the
Board to deal with this challenge. Since the Plan’s inception
the NFC has served as the Board s record keeper and has perforned
its record keeping function and a nunber of critical ancillary
functions in an exenplary manner.

The arrangenment with the NFC has been established pursuant
to a Menorandum of Understandi ng and i nteragency agreenents with
the USDA to provide systens devel opnent, record keeping, and par-
ticipant support services for the Board. W are pleased that the
many i ndependent audits of the TSP system have confirned its con-
ti nued production of accurate results. Nevertheless, the current
system and perhaps sonme TSP procedures as well, mght be differ-
ent in inportant ways if both a total TSP program design and a

total systens design could have been conpl eted before begi nning
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devel opnent of the initial systemfeatures in the fall of 1986.
We have thus undertaken to develop an entirely new record keeping
systemto support plan operations. W expect to have the new
system the core of which is a commercial -off-the-shelf software
product known as Omi Plus, in operation in about a year.

PLAN SERVI CES AND BENEFI TS

Federal and Postal enployees who participate in the TSP are
served primarily by the personnel, payroll, and other adm nistra-
tive enployees in their own agencies. The agencies are responsi-
ble for distributing TSP materials, providing enployee counsel -
ing, and accurately and tinely transmtting participant and em
pl oyer contributions and necessary records to the NFC. For basic
TSP participation, enployees need | ook no further than their own
agenci es for assistance and service.

| think nost observers, as evidenced by the TSP's hi gh par-
ticipation rate, would agree that this program enjoys the confi -
dence of the vast mpjority of eligible enployees. This confi-
dence results fromthe professionalismand dedication of thou-
sands of adm nistrative personnel throughout Government who de-
liver basic “retail” TSP services to their fell ow enpl oyees.

In addition, the TSP Service Ofice at the NFC perfornms a
wi de variety of services for TSP participants. That office works
directly with current enployees to provide |loan and interfund
transfer services, and it functions as a surrogate personnel of-
fice -- answering questions and providi ng withdrawal program as-

sistance -- to those enpl oyees who have | eft Governnent service
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and still have TSP accounts. The Service Ofice operates a cal
center staffed by approximately 230 Partici pant Service Represen-
tatives, or PSRs. The PSRs, who fundanentally are the “voice of
the TSP,” handled over 1.5 mllion tel ephone inquiries from TSP
partici pants in 2000.
Loans

Actively enpl oyed participants may borrow their own contri -
butions and earnings fromtheir accounts according to rules es-
tabl i shed by the Board and regul ati ons of the Internal Revenue
Ser vi ce.

Participants repay the loans, with interest, through payrol
allotnent, and the noney is reinvested in their TSP accounts.
The |l oan programis designed to facilitate pronpt processing of
| oan applications in a manner that will mnimze | oan adm ni stra-
tive costs, which are borne by all of the Plan’s partici pants.

W t hdr awal s

The other nmjor benefit program adm nistered by the Board is
the TSP wit hdrawal program Participants may w thdraw funds from
their TSP accounts before separation after reaching age 59% or in
cases of financial hardship. Upon separation, a participant may:
- wi t hdraw his or her account balance in a single
paynent (and have the TSP transfer all or part of
the paynent to an Individual Retirenment Account
(IRA) or other eligible retirenment plan);

- wi t hdraw his or her account balance in a series of

mont hly paynents (and, in certain cases, have the
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TSP transfer all or part of each paynent to an I RA
or other eligible retirenment plan);
- receive a life annuity; or
- keep his or her account in the TSP, subject to
certain limts.
Currently, a participant may select only one of these wth-
drawal nodes. When the new TSP record keeping systemis inple-
ment ed, however, participants will be permtted to conbine them

Unli ke the annuity paynents provi ded under the defined ben-

efit prograns admi nistered by the O fice of Personnel Managenent
TSP annuities are purchased froma comrercial annuity vendor.
TSP annuities are currently provided through a Master Annuity
Contract between the Board and Metropolitan Life Insurance Com
pany, a major national insurance conpany conpetitively chosen by
t he Board.

COVMUNI CATI ONS

Early in its existence, the Board concluded that the TSP s
success was dependent on three factors: benefits, trust, and com
muni cations. The Plan benefits authorized by FERSA provi de sub-
stantial incentives for enployees to save for their retirenent.
The trust of participants cones from sound adm nistration at the
“retail” level by the enploying agencies, accurate financial re-
cord keeping by the NFC, and the Board’'s independent exercise of
its fiduciary obligations. Finally, the Board, since its incep-
tion, has sustained a continuous effort to communicate on a num

ber of levels within the Federal establishnent in order to
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achi eve enpl oyee understandi ng of the investnent choices, bene-
fits, and the admnistration of the program This is especially
i mportant given the voluntary nature of the Plan and the partici-
pants’ degree of individual control over investnents and bene-
fits.

The conmmuni cation effort is initiated by the Board for eli-
gi bl e individuals through the issuance of a “new account letter”
to each new participant after the enpl oyi ng agency establishes
his or her account. Enploying agencies distribute program i nfor-
mation, including the Summary of the Thrift Savings Plan for Fed-
eral Enpl oyees, which provides a conprehensive description of the
Pl an; bookl ets describing the | oan program w thdrawal program
and annuity options for enployees to review at the tinme they are
exam ning those benefits; and the Guide to TSP Investnents, a
bookl et whi ch describes in detail investnment considerations and
approaches, fund managenent, and operations. | have nmade copies
of these publications available to the Comm ssion for its review
in connection with ny statenent today.

In addition, we issue materials related to a specific event,
such as the Open Season Update, produced sem annually to announce
each open season. The TSP Highlights is a newsletter distributed
to each participant along with the sem annual partici pant state-
ment. Copies of the nost recent edition of the newsletter, which
addresses topical itens and conveys rates of return, have al so

been provided to the Comm ssion.



A TSP video is avail abl e explaining the basics of the TSP in
an animated format. TSP Bulletins are issued regularly to inform
agency personnel and payroll specialists of current operating
procedures. The TSP Wb site (ww.tsp.gov) contains a vast
anount of Plan information, including the nost recent rates of
return, fornms, publications (including those | have provided to
you), and a calculator for projecting future account bal ances.
The ThriftLine, the Board' s autonated voice response system also
provi des both general plan and account-specific information.

As part of our effort to invite outside input and dial ogue,
the Board al so conducts quarterly interagency neetings. These
have proven to be an effective neans of conmunicating program and
systens requirenments to Federal agency adm nistrative personnel.
These neetings also allow the Board to hear and address agency
concerns and to incorporate agency suggestions in the establish-
ment of TSP poli cies.

| NVESTMVENT FUNDS

The TSP is a participant-directed plan. This neans that
each partici pant nust decide how the funds in his or her account
are invested.

As initially prescribed by FERSA, participants could invest,
indirectly, in three types of securities -- U S. Treasury obliga-
tions, common stocks, and fixed incone securities -- which differ
consi derably fromone another in their investnent characteris-
tics. 1n 1996, on the Board’ s recomrendati on, Congress author-

ized two additional investnment funds, which allow further diver-
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sification and potentially attractive long-termreturns. The
Smal | Capitalization Index Investnment Fund and the International
Stock I ndex Investnment Fund were of fered begi nning this Muy.

The Governnent Securities Investnent (G Fund is invested in
short-term nonmarketabl e U.S. Treasury securities guaranteed by
the full faith and credit of the U S. Government. 5 U. S . C
88 8438(b)(1)(A), (e). There is no possibility of |oss of prin-
cipal fromdefault by the U S. Governnment and thus no credit
risk. These securities are simlar to those issued to the Soci al
Security trust funds and to other Federal trust funds. See 42
US. C 8 401(d) (Social Security trust funds); 5 U S.C. 8§ 8348(d)
(Gvil Service Retirenment and Disability Fund).

The Fi xed I ncome Index Investnment (F) Fund, which by |aw
must be invested in fixed inconme securities, is invested in a
bond i ndex fund, chosen by the Board to be the Lehman Brothers
Aggregate (LBA) index. The LBA index represents a |large and di-
versified group of investnment grade securities in the nmajor sec-
tors of the U S. bond markets: U S. Governnent, corporate, and
nort gage-rel ated securities.

The Common St ock Index Investnment (C) Fund nust be invested
in a portfolio designed to replicate the performnce of an i ndex
t hat i ncludes common stocks the aggregate market val ue of which
is a reasonably conplete representation of the U S. equity mar-
kets. The Board chose the Standard & Poor’s 500 (S&P 500) stock
index in fulfillnment of that requirenent. The S&P 500 i ndex con-

sists of 500 stocks representing approximately 77 percent of the
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mar ket val ue of the United States stock narkets. The objective
of the C Fund is to match the perfornmance of that index.

The Smal| Capitalization Stock Index Investnent (S) Fund
nmust be invested in a portfolio designed to replicate the perfor-
mance of an index that includes comon stocks the aggregate nar-
ket val ue of which represents the U S. equity markets, excluding
the stocks that are held in the C Fund. The Board chose the WI -
shire 4500 i ndex, which tracks the performance of the non-S&P 500
stocks in the U S. stock market. The objective of the S Fund is
to match the performance of the WIlshire 4500 i ndex. The WI -
shire 4500 i ndex represents approximately 21 percent of the nar-
ket capitalization of the U S. stock market. Thus, the S Fund
and the C Fund conbi ned cover virtually the entire U S. stock
mar ket .

The International Stock Index Investnment (1) Fund nust be
invested in a portfolio designed to track the performance of an
i ndex that includes common stocks the aggregate market val ue of
whi ch represents the international equity markets, excluding the
U S. equity markets. The Board chose the Mrgan Stanl ey EAFE
(Europe, Austral asia, Far East) index, which tracks the overal
per formance of the major conpanies and industries in the Euro-
pean, Australian, and Asian stock markets. The objective of the
| Fund is to match the performance of the EAFE i ndex. The EAFE
i ndex was desi gned by Morgan Stanley Capital International (MsSCl)
to provide broad coverage of the stock markets in the 21 coun-

tries represented in the index. For each country, MSCl selects
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common stocks of conpanies which, in the aggregate, represent 60
percent of the market value of that country’ s stock market.

One likely concern associated with a Federal agency’s in-
vesting in equities is the potential for the Government to influ-
ence corporate governance questions and other issues subnmtted to
stockhol der votes. FERSA provides that the voting rights associ -
ated with the ownership of securities by the Thrift Savings Fund
may not be exercised by the Board, other CGovernnent agencies, the
Executive Director, a Federal enployee, Menber of Congress, for-
mer Federal enpl oyee, or former Menber of Congress. 5 U. S C
§ 8438(f). Barclays dobal Investors, the manager of the C, S,
and | Fund assets, has a fiduciary responsibility to vote conpany
proxies solely in the interest of TSP participants and benefici a-
ries.

The fund assets held by the F, C, S, and | Funds are pas-
sively managed. Passive nanagenent is generally defined as the
investnment in a portfolio in which a “buy-and-hold” strategy is
pur sued.

| ndexing is a cormon form of passive nmanagenent in which
securities are held in proportion to their representation in the
stock or bond markets. The phil osophy of indexing is that, over
the long term it is difficult to inprove upon the average return
of the market. The investnent managenent fees and tradi ng costs
i ncurred from passi ve managenent through indexing generally are
substantially | ower than those associated with active nanagenent.

Passi vel y managed i ndex funds al so preclude the possibility that

- 18 -



political or other considerations mght influence the selection
of securities.

The manager of the assets held by the F, C, S, and | Funds
has been sel ected through conpetitive bidding processes. Propos-
als fromprospective asset nanagers were eval uated on objective
criteria that included ability to track the rel evant index, |ow
trading costs, fiduciary record, experience, and fees.

The Board has contracts with BG@, the |argest investnent
manager of index funds in the United States, which had over $800
billion in total assets under managenent as of Decenber 31, 2000,
to manage the F, C, S, and | Fund assets.

The F Fund assets are invested in the BA U S. Debt Index
Fund; the C Fund assets are invested in the BA Equity I ndex
Fund; the S Fund assets are invested in the BG Extended Market
| ndex Fund; and the | Fund assets are invested in the BA EAFE
| ndex Fund. The BA index funds are conm ngled trust funds in
whi ch the assets of public and corporate enpl oyee benefit plans
are conbi ned and invested together. BG keeps separate account -
ing records for each plan in the four funds. As of Decenber 31,
2000, 229 enpl oyee benefit plans were invested in these four
funds. (The BA funds are not open to individual investors, but
only to enpl oyee benefit plans such as the TSP.)

Because the assets of the F, C, S, and | Funds are held in
trust by BA, they cannot be used to neet the financial obliga-
tions of BA, and are protected from any adverse financial de-

vel opnments involving BA or its affiliates.
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The centralized managenment of TSP investnents was carefully
considered in FERSA by Congress. According to the Joint Expl ana-
tory Statenent of the Commttee of Conference quoted earlier:

Because of the many concerns rai sed, the conferees
spent nore tinme on this issue than any other. Propos-
als were made to decentralize the investnent nmanagenent
and to give enployees nore choice by permtting themto
choose their own financial institution in which to
invest. Wile the conferees applaud the use of I|RAs,
they find such an approach for an enpl oyer-sponsored
retirement program inappropriate.

The conferees concur with the resolution of this issue
as discussed in the Senate report (99-166) on this |egisla-
tion:

As an alternative the conmttee consid-
ered permtting any qualified institution to
of fer to enpl oyee[s] specific investnent ve-
hicles. However, the conmttee rejected that
approach for a nunber of reasons. First,
there are literally thousands of qualified
institutions who woul d bonbard enpl oyees with
pronotions for their services. The conmttee
concl uded that enpl oyees would not favor such
an approach. Second, few, if any, private
enpl oyers offer such an arrangenment. Third,
even qualified institutions go bankrupt occa-
sionally and a substantial portion of an em
pl oyee’s retirenment benefit could be w ped
out. This is in contrast to the diversified
fund approach which could easily survive a
few bankruptcies. Fourth, it would be diffi-
cult to admnister. Fifth, this “retail” or
“voucher” approach would give up the economc
advant age of this group’s whol esal e purchas-
ing power derived fromits |arge size, so
t hat enpl oyees acting individually would get
| ess for their noney.

H R Rep. No. 99-606, at 137-38, reprinted in 1986 U.S.C C A N

1508, 1520-21.



| NVESTVENT RETURNS

By law, TSP investnent policies nmust provide for both pru-
dent investnments and | ow adm ni strative costs. Fromthe begin-
ning of the G Fund’s existence (April 1987) and the begi nning of
the F and C Funds’ existence (January 1988) through July 31,

2001, the G F, and C Funds have provided conpound annual returns
net of expenses of 7.2 percent, 8.1 percent, and 14.8 percent,
respectively. The related BA funds closely tracked their re-
spective markets indexes well throughout this period. Because
the S and I Funds were introduced in May 2001, the Board has no
significant history for themyet. The indexes which they track,
however, have produced conpound annual returns of 15.9 percent
and 8.2 percent, respectively, for the ten-year period ended De-
cenber 2000.

For cal endar year 2000, the net Plan adm nistrative expenses
were .05 percent for the G Fund, .07 percent for the F Fund, and
.06 percent for the C Fund. This means that the 2000 net i nvest-
nment return to participants was reduced by approximately $.50,
$.70, and $.60 for each $1,000 of account bal ance invested in the
G F, and C Funds, respectively. The expense ratio for the G
Fund represents the basic costs of plan adm nistration, which are
predom nantly record keepi ng expenses. The expense ratios for
the F and C Funds include the basic costs of adm nistration as
wel | as private investnent managenent costs. Expense ratios
woul d be approximately .02 percent higher in the absence of ac-

count forfeitures, which offset expenses. These costs conpare
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very favorably with typical private sector 401(k) service pro-
vi der charges.

In summary, | believe that the Thrift Savings Plan has ef-
fectively and efficiently realized the nunerous objectives Con-
gress thoughtfully established for it fifteen years ago. To the
extent that our experience is useful to the Comm ssion, the Board
wel comes the opportunity to provide any additional information
you may require. | would be pleased to respond to any questions

you or other nenbers of the Conm ssion nay have at this tinmne.



