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Members of the Montgomery County Council

| am pleased to present to you the Quarterly Report of the Montgomery County Employees’ Retirement
System (“ERS”) for the quarter ended June 30, 2019. This quarterly report is designed to assist you in
understanding the current status of the ERS. This report was prepared pursuant to the provisions of the
Montgomery County Code.

History

The Employees’ Retirement System was established in 1965 as a cost-sharing multiple-employer defined
benefit pension plan providing benefits to the employees of Montgomery County and other agencies or
political subdivisions who elect to participate. The System is closed to employees hired on or after October
1, 1994, except public safety bargaining unit employees and employees who elect to participate in the
Guaranteed Retirement Income Plan (“GRIP”). There were approximately 6,150 ERS and GRIP active
members and 6,400 retirees participating in the ERS as of June 30, 2019.

Performance Results

The total return achieved by the ERS’ assets for the quarter was a gain of 3.82%, 74 basis points ahead of
the 3.08% gain recorded by the policy benchmark. For the one-year period ending June 30, 2019 the ERS’
gross return (before fees) was a gain of 8.69%, 94 basis points ahead of the 7.75% gain recorded by the
policy benchmark. The one-year gross return places the ERS’ performance in the top decile of other plans
in the universe of comparable pension funds constructed by the Board’s consultant, Wilshire Associates.
Our annualized performance of 9.95% for the three-year period and 6.86% for the five-year period each
rank in the top quintile. The annualized return for the ten-year period was 10.31% and ranks in the top
decile of Wilshire’s Large Public Funds Universe. The asset allocation on June 30, 2019 was: Domestic
Equities 15.0%, International Equities 12.3%, Global Equities 2.8%, Fixed Income 21.1%, Inflation Linked
Bonds 12.8%, Public Real Assets 13.0%, Private Equity 9.8%, Private Real Assets 5.1%, Private Debt
1.8%, Opportunistic 4.8%, and Cash 1.3%. We estimate that the funded status of the ERS was 95.1% as
of June 30, 2019. The actual funded status will be affected by the ERS’ membership experience, as well
as demographic and economic changes and may be higher or lower when calculated by the actuary during
the next valuation.

Major Initiatives

During the quarter, the following private fund commitments were made: $17 million to Clearlake
Opportunities Partners Il, L.P., a private debt fund, $17 million to Riverside Acceleration Capital Fund I,
L.P., a private debt fund, $12 million to Franklin Park Venture Fund Series 2019, L.P., and $12 million to
Franklin Park International Fund 2019, L.P., private equity fund-of-funds. Allocations to public fund
managers include GQG Partners Emerging Markets Equity Fund, an emerging markets fund.
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Capital Markets and Economic Conditions

Economic data reflected that GDP increased at an estimated annualized rate of 2.0% in the second quarter,
on par with market expectations. This economic growth figure follows the 3.1% expansion in the first quarter
of 2019 and represents the weakest increase since the first quarter of 2017. Consumer and government
spending drove growth during the quarter; personal consumption expenditures rose 4.7%, the most since
Q4 2017, and government spending rose 4.5%. These gains were partially offset by a pullback in private
inventory investment and a slump in exports, which contributed negatively to growth. The economy added
456,000 jobs during the quarter, a decrease from Q1’s 521,00 gain. After touching a 49 year low in April,
the U.S. unemployment rate finished the quarter at 3.7%, a decrease of 0.1% from the prior quarter. Q2
inflation was below expectations as the Consumer Price Index increased 1.6% year-over-year relative to
expectations of 1.8%. The housing market exhibited some momentum early in the quarter as mortgage
rates dropped and new housing starts increased 6.2% year-over-year, however, building permits continued
to trend downwards, falling 6.6% year-over-year.

Public Equity Markets: The equity markets continued to advance in the second quarter, making it the
strongest first half of the year performance for U.S. equities in 24 years. Despite the China trade concerns
and a possible global economic slowdown, equity prices responded positively to actions and the statement
by the Fed, who has softened its monetary policy stance during the quarter. Growth stocks continued to
outperform value stocks and large cap stocks outperformed small cap stocks for the quarter. Within the
S&P 500 sectors, financials, materials, and IT led returns.
Energy, which was impacted by the declining oil prices, was
the only detracting sector. Our combined domestic equity
performance was a gain of 3.99%, slightly underperforming
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0.0% - between the U.S. and China, lagged both the U.S. and
international developed markets. Russia and Brazil rallied strongly, while India failed to keep pace, and
China detracted. Pakistan and Chili were the worst performing markets. Our combined international equity
performance was a gain of 2.55%, underperforming the 2.74% gain recorded by the benchmark. Our global
equity allocation recorded a gain of 5.61%, outperforming the 3.61% gain of the MSCI ACWI Index.

Private Equity: During the second quarter of 2019, a total of 244 funds raised a combined $109 billion, on
par with the $100 billion secured in the first quarter of 2019. This is significantly fewer funds than the 399
that closed in Q2 2018. Fundraising activity was focused in North America, as 139 funds secured $68 billion.
Europe and Asia were level in terms of fund closures, 43 and 45, respectively; however, Europe focused
funds raised $21 billion versus $15 billion in Asia. The high demand from investors is allowing fund
managers to speed up the fundraising process. 41% of funds closed in the first half of 2019 were in market
for six months or less. Globally, 1,193 deals were announced in the quarter totaling $75 billion, which is
similar to the 1,206 deals but lower than the $201 billion announced the previous quarter. While deal values
in Asia and Europe increased, the aggregate deal value in North America fell from $68 billion to $38 billion.
The buyout exit market also experienced a slowdown in Q2, with 326 exits totaling $133 billion, which
represents the third consecutive quarterly decline in the number of exits but an uptick in the exit values
compared to the prior quarter. The decline in the number of exits has been due to a fall in trade sales, with
the number of IPOs and sales to GPs (secondary buyouts) remaining stable.
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Since Q3 2018, when the venture capital industry had reached the most active deal-making period of all
time, both the number and value of deals have declined. In Q2 2019, 3,263 deals were announced globally,
worth $52 billion, which is lower than the 4,356 deals in Q2 2018 valued $77 billion. The decline is mainly
due to a slowdown in investments in Greater China. Venture capital exit activity in Q2 saw the greatest
number of exits announced since Q3 2017. The value of these exits reached $56 billion, the second highest
quarterly total ever, driven by several high-profile mega exits.

During the quarter, our private equity managers called a combined $22.1 million and paid distributions of
$26.3 million. Our current allocation to private equity is 9.77%, with a market value of $418.1 million. From
its 2003 inception through March 31, 2019, the total private equity program (including fund-of-funds) has
generated a net internal rate of return of 11.3% versus a 12.4% return for the dollar-weighted public market
equivalent (the Russell 3000 Index plus 300 bps). The direct private equity program, which began in 2009,
generated a 21.7% return versus 15.8% for the benchmark.

Opportunistic: Hedge funds, as measured by the HFRI Fund of Funds Composite Index, finished up 1.26%
in the second quarter. On a sub-strategy basis, the HFRI Event-Driven Index fell 0.21%, the HFRI Relative
Value Index gained 1.17%, the HFRI Equity Hedge Index decreased 0.90%, and the HFRI Macro Index
also posted positive returns of 1.76%. During the second quarter, the System’s Diversifying hedge fund
portfolio returned a gain of 1.61% versus a 1.26% increase for the HFRI Fund of Funds Conservative Index,
and the System’s Directional hedge fund portfolio returned a gain of 2.18%, outperforming the 0.63%
increase by the HFRI Fund of Funds Strategic Index.

Fixed Income: The yield curve fell in a parallel fashion during
the quarter. The curve stayed, and became more inverted, 4.00% -
with the 10-year yield dropping below the three-month yield — “~"°
generally interpreted as a recessionary signal by investors. As 3.50% -
a result of the continued yield curve inversion, markets began 3.00%
pricing in new interest rate cuts in 2019 from the Federal
Reserve. The yield on the 30-year bond decreased by 29 bps  2.50% ——\_/
during the quarter and ended the period at 2.52%. The spread 2 g, \_/
between 2-year and 10-year Treasuries, the main gauge of the .

yield curve, widened by 11 bps to 25 bps. For the quarter, the 1.50% 1
2-year Treasury yield ended at 1.75%, down 52 bps from the 1.00% -
prior period, while the 10-year Treasury yield fell by 41 bps to 050% |
2%. The high yield portfolio’s performance for the quarter was

a gain of 2.34%, underperforming the Merrill Lynch High Yield 0.00% ' ‘ ' ‘ !
Il Constrained Index by 22 bps. The long duration portfolio’s sSM6M  2Yr 5Yr 10Yr 30Yr
return for the quarter was a gain of 6.74%, outperforming the ——1Q2019 ——2Q2019
Barclays Long Govt/Credit Index by 15 bps. Our global
inflation-linked bond portfolio, combined with a portable alpha overlay, recorded a gain of 5.62%,
outperforming the custom benchmark’s gain of 5.12%.

US Treasury Yield Curve

Private Debt: Private debt fundraising continued to slow during the second quarter, marking the fourth
consecutive quarterly decline in aggregate capital raised. This fundraising contraction has affected all
private debt strategy types; however, direct lending remains the most active sector, as the $12 billion raised
during the quarter represented approximately half of the total private debt quarterly commitments.
Separated by region, private debt fundraising has been very bifurcated, with European funds primarily
contributing to the slowdown. As a testament to the difficult fundraising conditions, almost % of active new
funds have been fundraising for more than one-year, while 23% have been in the market for greater than
two-years. During the quarter, our private debt managers called a combined $9.6 million and paid
distributions of $5.6 million. Our current allocation to private debt is 1.77%, with a market value of $75.7
million. From 2013 through December 31, 2018, the private debt program generated a net internal rate of
return of 8.9% versus a 8.3% return for the dollar-weighted public market equivalent benchmark (ICE Merrill
Lynch High Yield Master Il Constrained + 300 bps).

Private Real Assets: The NCREIF Property Index (NPI), a measure of private commercial real estate
properties in the U.S., gained 1.5% in the second quarter 2019, down from 1.8% last quarter. The total
return consisted of a 1.1% income return and 0.4% capital appreciation. Returns for all the property types
except retail were up slightly for the quarter. Occupancy came in at 94.3%, the highest level since 2000.
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Cap rates edged lower to 4.7%. The industrial sector continued to be the stellar performer with a 3.5%
return in the quarter. Office, apartments, hotels and retail returned 1.7%, 1.6% and 1.1% and -0.1%
respectively. During the quarter, total deal volumes and values for the oil and gas sector reached an all-
time high for a second quarter of $119 billion, driven by three mega deals. The maijority of Q2 2019
transactions were in the upstream, with Occidental Petroleum’s proposed $64 billion acquisition of
Anadarko representing the bulk of Q2 deal value. During the quarter, our private real assets managers
called a combined $7.1 million and paid distributions of $9.1 million. Our current allocation to private real
assets is 5.1%, with a market value of $218.6 million. From its 2006 inception through December 31, 2018,
the total private real assets program (including fund-of-funds) has generated a net internal rate of return of
5.8% versus a 6.7% gain for the long-term benchmark CPI plus 500 bps. Excluding two large commitments
prior to 2008, the private real assets program generated a 10.4% return versus the 6.7% return for the
benchmark.

Public Real Assets: The BIoomberg Quarterly Commodity Performance
Commodity Index declined 1.2%
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weakening global economic growth
outlook. Livestock prices fell during the quarter on rising feed prices.

Global listed real estate securities as measured by the FTSE EPRA/NAREIT Developed Index were flat on
mixed results across geographies and sectors. Within Europe, property stocks in Germany and UK declined
due to proposals to cap rental rates for apartments and Brexit concerns, respectively. Spain advanced as
solid office demand along with limited new supply resulted in higher rents. In Asia, Singapore and Australia
advanced while Japan and Hong Kong declined. Singapore property stocks were supported by M&A
transactions while Australia property companies benefited from rising wages, lower interest rates and
cyclically low vacancy rates. Hong Kong properties was negatively impacted due to social unrest. U.S.
returns were mixed with growth sectors such as Industrial, Self-Storage, and Manufactured Homes
outperformed while value sectors such as Malls and Office underperformed.

Listed infrastructure advanced 4.3% for the quarter as measured by the Dow Jones Brookfield Global
Infrastructure Index. The favorable performance was broad-based with all sectors posting flat to positive
performance except for ports. Both defensive sectors such as utilities and growth sectors such as toll roads
and airports showed strength. There was also broad-based strength across regions.

For the quarter, the public real asset portfolio advanced 1.34%, outperforming the custom benchmark by
60 bps due to outperformance by REITs, commodities and listed infrastructure managers.
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Additions

The primary sources of additions for the ERS include contributions from members and employers and
investment income. The following table displays the source and amount of additions for the quarter ending
June 30, 2019 and fiscal year-to-date.

Employees’ Retirement System
Contributions and Investment Income (millions)

Qtr Fiscal

6/30/2019 YTD
Employer Contributions $ 18.9 $ 86.6
Member Contributions 7.4 29.6
Net Investment Gain 153.0 295.7
$ 179.3 $ 411.9

Deductions

The deductions from the Employees’ Retirement System include the payment of retiree and survivor
benefits, participant refunds, and administrative expenses.

Employees’ Retirement System
Deductions by Type (millions)

Qtr Fiscal

6/30/2019 YTD
Benefits $ 63.3 $ 257.4
Refunds 2.0 6.4
Administrative Expenses 0.9 3.1
$ 66.2 $ 266.9

Outlook

During the second quarter of 2019, the U.S. Federal Reserve (“Fed”) left the benchmark interest rate
unchanged at 2.25%-2.5%. While the Fed still maintains a generally positive outlook on the economy due
to low unemployment and strong consumer spending, the Federal Open Market Committee (“FOMC”)
signaled that they would be willing to cut rates in the future given the muted inflation pressures and global
trade tensions. It is now anticipated that the rate hike cycle that began in 2015 has concluded and the
market is expecting one rate cut in 2019. GDP is forecasted to grow at 2.1% in 2019 followed by 2.0% in
2020, which represent declines from 2.9% in 2018 and 2.4% in 2017. At the end of Q2, the Fed also reduced
their inflation expectation for 2019 from 1.8% to 1.5%.

The European Central Bank (“ECB”) kept deposit rates unchanged at -0.4% in the second quarter and
indicated that the bank would delay its first post-crisis interest rate hike until 2020 or beyond. ECB President
Mario Draghi cited global trade tensions and softening economic growth and inflation expectations as
support for pushing back the interest rate hike. The ECB has slightly revised their 2019 real GDP growth
projections from 1.1% to 1.2% but they have cut their 2020 growth projection from 1.6% to 1.4% given fears
of a looming global recession. The 2019 inflation outlook has been slightly revised upward to 1.3%. As
expected, the Bank of Japan (“BOJ”) maintained its short-term target interest rate of -0.1% and also
articulated their goal to keep the 10-year bond yield at 0.0% for the foreseeable future. In a similar manner
to the Fed, the BOJ indicated that they would be willing to cut rates further if necessary, given the weak
global economic backdrop. The International Monetary Fund (“IMF”) further cut its outlook for global growth
to 3.2%, the lowest level since the financial crisis as global GDP reports point to weaker than anticipated
global activity.
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Sources: BlackRock, Bloomberg, Bridgewater, Eagle, FRM, Gryphon, JP Morgan MSCI, NCREIF, Northern Trust, Oil & Gas Investor,
PE Hub, Private Equity Analyst, Pitchbook, Preqin, PwC Deals, Real Capital Analytics, RE Alert, S&P Schroders, T. Rowe Price, U.S.
Bureau of Economic Analysis, U.S. Bureau of Labor Statistics, Wilshire Associates.
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EMPLOYEES’ RETIREMENT SYSTEM

STATEMENTS OF FIDUCIARY NET POSITION

Assets
Equity in pooled cash and investments
Investments:
Northern Trust
Aetna
Fidelity - Elected Officials Plan
Fidelity - DRSP/DROP
Total investments
Contributions receivable
Total assets
Liabilities
Benefits payable and other liabilities

Net position restricted for pensions

June 30, 2019

1,924,160

4,284,071,607
764,496
456,184
10,039,341

4,295,331,628

7,263,281

4,304,519,069

10,210,106

4,294,308,963
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STATEMENTS OF CHANGES IN FIDUCIARY NET POSITION

Additions

Contributions:
Employer
Member

Total contributions
Investment income
Less investment expenses
Net investment income

Total additions

Deductions
Retiree benefits
Disability benefits
Survivor benefits
Refunds
Administrative expenses

Total deductions

Net increase

Net position restricted for pensions

Beginning of period

End of period

09/27/2019
June 30, 2019

Quarter Fiscal YTD
18,888,600 $ 86,585,788
7,381,087 29,615,349
26,269,687 116,201,137
161,404,559 321,364,306
8,336,824 25,673,662
153,067,735 295,690,644
179,337,422 411,891,781
47,470,651 193,911,786
13,186,669 53,167,703
2,593,409 10,291,354
2,025,450 6,455,167
896,115 3,064,249
66,172,294 266,890,259
113,165,128 145,001,522
4,181,143,835 4,149,307,441
4,294,308,963 $ 4,294,308,963




