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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, ten to twenty years) are to achieve an annualized investment return that:

L 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.

2. In real terms, exceeds the U.S. inflation rate by at least 3.0%. The
inflation-related objective compares the investment performance against the rate of
inflation as measured by the Consumer Price Index (CPI) plus 3.0%. The inflation
measure provides a link to the System’s liabilities.
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3. 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.

The assets allocation is structured into five categories. The growth equity class includes
public equity (domestic, global, international, and emerging markets) and private equity
investments. The rate sensitive class includes fixed income, treasury inflation protected securities,
and cash. The credit class includes high yield bonds and bank loans and emerging market debt.
The real assets class includes real estate, commodities, and natural resources and infrastructure
investments. Absolute return is the final asset class category and consists of investments that are
expected to exceed U.S. treasuries with 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. Exhibit 1 shows system asset allocations in relation to the strategic targets in effect on
June 30, 2017.

Exhibit 1 also shows a continuation of a trend that began with significant restructuring of
the portfolio in fiscal 2008 and 2009. Most notably, public equity has dropped from 62.8% in
fiscal 2008 to 37.4% in fiscal 2016. As of June 30, 2017, the public equity allocation has grown
slightly to 38.7%, with domestic public equity increasing from 14.8% in fiscal 2016 to 16.7% at
the close of fiscal 2017. The allocation for private equity — one of the system’s strongest
performing asset classes — increased to 10.3% as of June 30, 2017, with the allocation reaching
11.1% as of September 30, 2017. The overall strategy of diminishing allocations to public equity
is part of an approach by the board to decrease risk through diversification in the wake of the
2008 financial crisis, while 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 will 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, return volatility will exacerbate 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.
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Exhibit 1
State Retirement and Pension System Asset Allocation

Target Actual Actual

Asset Class Allocation June 30,2017 September 30,2017
Growth/Equity 47.0% 49.0% 50.6%
U.S. Equity 16.0% 16.7% 15.9%
International Equity 12.0% 13.4% 14.1%
Emerging Market Equity 8.0% 8.7% 9.5%
Private Equity 11.0% 10.3% 11.1%
Rate Sensitive 21.0% 21.0% 20.7%
Long-term Government

Bonds 10.0% 9.8% 10.4%
Securitized and Corporate

Bonds 6.0% 6.6% 5.7%
Inflation-linked Bonds 5.0% 4.6% 4.6%
Credit 9.0% 9.5% 9.2%
High Yield Bonds and Bank '

Loans 6.0% 6.6% 6.2%
Emerging Market Debt 3.0% 3.0% 3.0%
Real Assets 15.0% 12.1% 10.4%
Real Estate 10.0% 8.0% 8.2%
Commodities 3.0% 2.2% 0.4%
Natural Resources and

Infrastructure 2.0% 1.9% 1.8%
Absolute Return 8.0% 7.2% 6.4%
Cash and Cash

Equitization 0.0% 1.2% 2.6%
Total Fund 100.0% 100.0% 100.0%

Note: Columns may not add to total due to rounding. Target allocation is as of June 30, 2017.

Source: State Retirement Agency

As of October 1, 2017, the asset allocation targets have been revised. Target allocations to
the growth equity class are increased to 50%, with increased target allocations to emerging markets
and private equity and a decreased international equity target. The rate sensitive class is decreased
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to 19%. Within the credit class, the allocation targets increase the allocation to high yield bonds
and bank loans and decrease the target allocation for emerging market debt. The system’s
Investment Policy Manual for the board of trustees for the SRPS will reflect actions of the board
altering the asset allocation and can be found on SRA’s website.

Investment Performance

The system’s investment return for fiscal 2017 was 10.02% net of management fees,
exceeding the assumed rate of return for the first time in three years. The performance was driven
primarily by growth equity returns, which made up 49.0% of the portfolio and returned 18.53%
for the fiscal year. As shown in Exhibit 2, the system’s assets totaled $49.1 billion as of
June 30,2017, an increase of over $3.6 billion over fiscal 2016. Additionally, as of
September 30, 2017, the fund has increased to $50.3 billion, the first time the fund has exceeded
$50.0 billion. As noted below, the strongest performing asset classes were public and private
equity, credit, and real estate.

As shown in Exhibit 3, the system as a whole performed 15 basis points above the
benchmark. Public equity, private equity, credit, and natural resources and infrastructure all had
strong returns above the assumed rate of return of 7.55%. Commodities and nominal fixed income
had the poorest returns, at -8.22% and -2.35%, respectively, though nominal fixed income returned
156 basis points above its benchmark. Absolute return’s performance of 3.31% was 285 basis
points below its benchmark return of 6.16%. The system’s cash and cash equitization program
had the best performance relative to its benchmark, returning 5.11% against a benchmark of 0.46%.
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Exhibit 2

State Retirement and Pension System of Maryland

Fund Investment Performance for Periods Ending June 30, 2017
($ in Millions)

Time Weighted Total Returns

Assets % Total 1 Year 5 Years 10 Years

Growth Equity
Public Equity $19,022 38.7% 19.02% 11.42% 4.21%
Private Equity 5,045 10.3% 16.44% 14.11% 10.00%
Subtotal 324,067 49.0% 18.53% 12.00% 4.64%
Rate Sensitive
Nominal Fixed Income $8,049 16.4% -2.35% 3.11% 5.25%
Inflation Sensitive 2,255 4.6% -0.76% 1.12% n/a
Subtotal $10,304 21.0% -2.08% 2.91% 5.15%
Credit $4,683 9.5% 9.99% 7.13% n/a
Real Assets
Real Estate $3,939 8.0% 7.19% 11.41% 4.70%
Commodities 1,082 2.2% -8.22% -7.92% n/a
Natural Resources and

Infrastructure 910 1.9% 12.87% 5.03% n/a
Subtotal $5,931 12.1% 4.67% 0.57% 4.24%
Absolute Return $3,528 7.2% 3.31% 2.34% n/a
Cash and Cash

Equitization $585 1.2% 5.11% 2.37 n/a
Total Fund $49,098 100.0% 10.02% 7.64% 4.15%

Note: Data presented includes funds invested by the system on behalf of the Maryland Transit Administration.
Returns beyond 1 year are annualized. Returns are net of fees, except for 10-year returns, which are gross of fees.
Columns may not add to total due to rounding.

Source: State Street Investment Analytics
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Exhibit 3

State Retirement and Pension System of Maryland
Benchmark Performance for Periods Ending June 30,2017

Return Benchmark Excess
Public Equity 19.02% 20.12% -1.10%
Private Equity 16.44% 13.67% 2.77%
Nominal Fixed Income -2.35% -3.96% 1.61%
Inflation-linked Bonds -0.76% -.067% -0.09%
Credit 9.99% 9.93% 0.06%
Real Estate ’ 7.19% 7.16% 0.03%
Commodities -8.22% -6.50% -1.72%
Natural Resources and Infrastructure 12.87% 13.35% -0.49%
Absolute Return 331% 6.16% -2.85%
Cash and Cash Equitization 5.11% 0.46% 4.65%
Total Fund 10.02% 9.88% 0.15%

Note: Excess may not sum due to rounding,.

Source: State Street Investment Analytics

Appendix 1 presents the fiscal year-end performance by each investment manager for
fiscal 2017 and prior periods by asset class and asset sub-class.

DLS requests SRA to comment on the 2017 return performance in relation to the
policy benchmarks and for any asset classes and asset sub-classes that underperformed the
benchmark; to comment on the factors that led to the underperformance, whether those
factors are expected to negatively affect performance in fiscal 2018; and to comment what
actions are being taken to mitigate those factors impacting the fiscal 2018 returns.

Additionally, SRA should comment on the utilization of any strategic adjustments to
asset allocation during fiscal 2017 and the impact on investment performance.

Performance Relative to Other Systems

One method of evaluating the system’s investment performance is to compare the system’s
investment performance with the performance of other systems. The Wilshire Trust Universe
Comparison Service (TUCS) rankings are useful for providing a big-picture, snapshot assessment
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of the system’s performance relative to other large public pension plans. In the TUCS analysis,
the one-hundredth percentile represents the lowest investment return, and the first percentile is the
highest investment return. According to TUCS, the system’s fiscal 2017 investment performance
was rated in the ninety-fifth percentile among the public pension funds with at least $25 billion in
assets, as shown in Exhibit 4. As the system has a low allocation to equity investments compared
to its peers, the system’s investment policy will have a low TUCS ranking when equity markets
are experiencing strong performance, as was the case during fiscal 2017. With the exception of
the one-year return for fiscal 2016, long-term performance rankings place SRPS in the bottom
quartile for every timeframe examined. The TUCS rankings are based on returns gross of fees.

Exhibit 4

TUCS Percentile Rankings for Periods Ending June 30
Fiscal 2014-2017

2014 2015 2016 2017
1 Year 94 81 57 95
3 Years 94 88 95 91
5 Years 84 88 95 87
10 Years 99 91 95 100

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

Source: Wilshire Trust Universe Comparison Service

TUCS rankings on their own offer limited insight into the manner in which a system’s asset
allocation drives performance. The rankings by themselves offer little by way of explaining why
Maryland’s performance differs from that of other funds and do not reflect a clear picture of the
increased investment volatility risks borne by a system with heavier investment in equity,
particularly public equity. Additionally, total system TUCS rankings will be driven by the asset
allocation. SRA noted in its presentation on the Investment Division that in certain asset classes
the system does outperform peers, but that when the system as a whole is compared, the low
allocation to public equity will drive down the system’s overall ranking.

TUCS also provides data on the risk-return profile of its members. The data shows that
the system’s level of risk over the three-year period ending June 30, 2017, was below the median
for other public funds with assets greater than $25 billion. This is consistent with the system’s
comparatively low allocation to public equity, which is a highly volatile asset class. The system’s
asset allocation sets the system up 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.
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Asset allocation and returns in comparably sized public pension plans further illustrate the
relationship between allocations to equity and fund performance. Over the last few years, high
allocations to public equity resulted in higher returns due to the run-up in those markets. Based
on data compiled by SRA, DLS identified seven other state pension funds with total fund values
similar to Maryland, five of which utilize internal asset management. All but one of the systems
had a higher share of equity allocations, and all outperformed Maryland in returns. These systems
are shown in Exhibit 5. As expected, the systems with higher allocations to equity outperformed
Maryland. Pennsylvania’s Public School Employees’ Retirement System (PSERS) had a
substantially lower allocation to public equity than SRPS but had similar overall returns for the
year.

Exhibit 5
Performance and Equity Allocation of Public Pension Fund Peers
As of June 30, 2017

Asset Allocation

Assets ($ Total

in Equity  pyplic  Private Real Fiscal 2017
Billions) ~Exposure ggyity Equity Estate Performance
Minnesota $64.1 73.8% 64.9% 8.0% 0.9% 15.10%
Massachusetts 66.9 65.4% 45.7% 10.6% 9.1% 13.20%
Colorado 46.0 74.4% 57.9% 7.9% 8.6% 13.00%
[llinois 49 4 64.1% 36.4% 13.2% 14.5% 12.60%
Virginia 74.4 62.6% 41.3% 8.7% 12.6% 12.10%
Tennessee 47.0 66.0% 54.4% 3.9% 7.7% 11.42%
Pennsylvania 52.4 44.3% 21.3% 11.3% 11.7% 10.14%
Maryland $49.1 57.1% 38.7% 10.3% 8.0% 10.02%

Note: Maryland, Massachusetts, and Minnesota do not manage investments internally. Massachusetts returns are
gross of fees.

Colorado: Public Employees’ Retirement Association of Colorado

Illinois: Teachers’ Retirement System of the State of Illinois

Maryland: Maryland State Retirement and Pension System

Massachusetts: Massachusetts Pension Reserves Investment Management Board

Minnesota: Minnesota State Board of Investments

Pennsylvania: Pennsylvania Public School Employees’ Retirement System

Tennessee: Tennessee Consolidated Retirement System

Virginia: Virginia Retirement System

Source: State Retirement Agency; Pennsylvania Public School Employees’ Retirement System 2017 Comprehensive
Annual Financial Report
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SRPS returns in public equity and private equity generated significant returns in fiscal 2017
above the actuarial target of 7.55%, and real estate returned 7.19% for the fiscal year. Other
systems shown in Exhibit 5 highlight the strength of equity performance in fiscal 2017. All things
being equal, a system with a higher allocation in these asset classes would be expected to have
performed better than SRPS in fiscal 2017. However, PSERS provides an example of mitigating
exposure to more volatile assets while still achieving returns that meet or exceed the investment
return assumptions. PSERS had significantly less public equity exposure to SRPS yet achieved a
slightly higher return than SRPS. PSERS investment return assumption was 7.25%, compared to
SRPS target of 7.55%, meaning PSERS return of 10.14% provided more excess return than the
SRPS return of 10.02%. While these returns were comparatively lower than other systems, they
still were above the assumed rates of return and shield their beneficiaries and funding employers
in periods where equity markets sustain losses. Additionally, allocations that limit exposure to
more volatile assets will result in more stable employer contribution rates. Contribution rates take
into account investment returns, so even fluctuations in returns that are near or above the assumed
rate of return could cause swings in year-to-year employer contributions. An allocation that would
result in mitigating volatility of returns (whether excess gains or returns below the assumed rate
of return or investment losses) will also mitigate the impact to employer contributions from
contribution rate increases due to prior year returns being higher than current year returns.

DLS requests that SRA comment on the risk profile of the system’s asset allocation
and comment on investment strategies that can take advantage of short-term market
opportunities while still maintaining the system’s overall risk tolerance.

Investment Management Fees

As shown in Exhibit 6, SRPS incurred $333.6 million in investment management fees
during fiscal 2017, a slight increase of $329.6 million over fiscal 2016 fees. Management fees for
the plan as a whole have grown substantially since the system adjusted its asset allocation to invest
more heavily in alternative asset classes with higher fee structures. The shift of public equity
assets to global and emerging market equity managers, which are almost all active managers,
contributed significantly to the growth in fees over the past few years. While management fees
increased slightly, the total plan assets increased significantly, reducing the portion of fees relative
to assets under management. SRA credits its ability to negotiate favorable fee arrangements as a
contributing factor in reducing management fees.
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Exhibit 6
Asset Management Fees Paid by Asset Class
Fiscal 2016-2017
($ in Millions)

2016 2017
Public Equity $83.6 $80.1
Rate Sensitive 10.0 10.5
Credit and Debt Related 36.9 35.7
Real Return 29.6 254
Absolute Return 49.2 54.1
Private Equity 81.4 86.0
Real Estate 32.6 34.2
Currency 3.1 4.6
Service Providers/Other 3.1 3.1
Total $329.6 $333.6

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

Source: State Retirement Agency

While active management of assets results in higher overall fees, the system has benefited
from active management by achieving excess returns over performance benchmarks. Private
equity returned 277 basis points in excess of its fiscal 2017 benchmark. Actively managed
U.S. equity outperformed passive U.S. equity with returns of 19.71% and 17.56%, respectively.
International developed equity in the Terra Maria program outperformed passively managed
international developed equity with returns of 20.69% and 20.01%, respectively. Actively
managed investments in emerging market equity returned 24.42%, while passive investments
returned 23.22%. Passive domestic nominal fixed income returned -4.01%, while active
management returned -2.36% for the fiscal year. The system has demonstrated an ability to receive
value when paying for active management by mitigating the extent of negative returns and
achieving excess returns when market opportunity is available. Review of SRPS fees has
concluded that SRPS has continued to be effective at negotiating more favorable fee arrangements

than peer systems.

Private Equity Fees

Private equity investments comprise 10.3% of total system assets as of June 30, 2017. The
total private equity investment has increased from 8.0% as of June 30, 2015. The system’s private
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equity program is relatively young, beginning in 2005. Management fees for private equity
comprise nearly 26.0% of total management fees, despite only constituting 10.3% of system assets
in fiscal 2017. The reason for the high amount of fees in private equity involves a substantial
degree of active management. Fee structures are similar to those used in hedge funds, with a set
management fee, plus a portion of earnings referred to as “carried interest.” The management fees
only reflect the management fees, not carried interest. Because of the nature of private equity fee
arrangements, carried interest fees are tied to performance. When the system pays higher carried
interest fees, a higher return on investment is the result. SRA indicates that private equity returns
are reported net of management fees and carried interest. Management fees for private equity
shown reflect increased investment commitments in fiscal 2017.

While private equity does involve substantial management fees, the system’s private equity
portfolio was one of the strongest performing asset classes in 2017, with a return of 16.44%. This
return was 277 basis points above its benchmark. Investment in private equity has resulted in
positive returns for the system with less experienced volatility than public equity. Returns for the
one-, three-, and five-year periods ending June 30, 2017, were 16.44%, 13.15%, and 14.11%,
respectively. Returns for those same periods also provided significant excess returns over the asset
class benchmarks. Additionally, SRA’s chief investment officer has indicated plans for
co-investments in private equity. Such investments would be companion investments to private
equity funds SRPS is already investing in but would not carry the associated fee structure. Under
this approach, SRPS would effectively be reducing its fees for any private equity investments it
co-invests by increasing the invested funds with a portion of the investment not being subject to
fees.

Absolute Return Fees

Absolute return comprises 7.2% of SRPS investments. Absolute return was among the
lower performing asset classes in fiscal 2017, underperforming its benchmark by 285 basis points
with a return of 3.31%. The system’s Investment Policy Manual describes the absolute asset class
as, “investments whose performance is expected to exceed the three month U.S. Treasury bill by
4-5% over a full market cycle and exhibit low correlation to public stocks.” Only four investments
within the absolute return class achieved returns above the asset class benchmark, with a number
of investments sustaining significant losses. Similar to private equity, absolute return asset fee
structures include set management fees and incentive compensation based on performance. Fees
paid for absolute return were $54.1 million in fiscal 2017, which was a little more than 16% of
management fees. In contrast, private equity (with similar fee structures) returned 277 basis points
above its benchmark where the absolute return asset class returned 285 basis points below its
benchmark, for a net return of 3.31%. Since inception, absolute return has returned 3.22% with a
benchmark for that same period of 1.28%.
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Given the low rate of return and high management fee structures, DLS requests SRA
to comment on the returns of the absolute return asset class, including the market conditions
leading to the low level of returns and what market conditions would result in markedly
improved returns for investments in the asset class.

Investment Division Staffing

During the 2016 interim, the board of trustees requested legislation to give SRA authority
to set the compensation of personnel in the SRA Investment Division and to establish positions
within the division. Legislation introduced during the 2017 session did not pass, but language was
included in the Joint Chairmen Report on the 2018 State Operating Budget requiring SRA to
submit a report on how the requested authority would be utilized. That report was presented at the
October 25, 2017 meeting of the Joint Committee on Pensions.

The report noted that “it would be in the best interest of the System to be provided the
additional authority to allow it to make necessary adjustments to the investment management
program through time, specifically in the areas of compensation, creating and eliminating
positions, and procuring investment-related products and services.” The report noted that while
authority to set compensation will not eliminate turnover, it would reduce compensation-related
turnover, providing more staff continuity to the system. The report noted that the ability to control
the positions within the division (initially creating additional positions) would allow more senior
managers to pass down necessary administrative functions to junior staff positions, allowing senior
staff to focus more on developing and enhancing investment strategies. The report further noted
that with control over personnel, the division can be structured so that no critical functions are the
sole responsibility of one individual. Control over the number of division staff “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.” As the fund has grown, the complexity of the
assets under management has also grown. The request for staffing authority would allow SRA 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.

Longer term, the report indicates that economies of scale will likely necessitate moving to
internal management functions. The report noted that out of 24 peer plans with assets greater than
$40 billion, only 4 (including SRPS) had no internal management functions. The report noted that
in the early 2000s, about one-third of system assets were under internal management, but the
internal management functions were stopped due to the inability to attract and retain personnel to
perform the function. The report noted that a mix of internal and external management will be
necessary and that moving into internal management will be a long-term process, phasing up to its
target of 50% of assets managed internally over a 10-year period.

Previously, DLS noted that a shift to internal management would require significant
operational changes. 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
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internal management of system funds as well as any expansion or reduction of internal
management once implemented. The report acknowledged that personnel will need to be
evaluated more stringently under higher compensation structures and given the higher expectations
for asset management.

One of the arguments for internal management is that it can reduce fees paid for asset
management. The report noted that fee savings of just 1 basis point would net the system
$5 million. Utilization of internal management would have the potential to significantly reduce
management fees, resulting in net gains to the system. However, SRA has been effective at
negotiating favorable fee arrangements with external managers, and external management
provides SRPS with options to select asset managers and to diversify the management of assets
among multiple managers. When particular managers do not perform well, SRPS is able to
terminate the management arrangement and place the funds under management elsewhere. If
assets under internal management fail to adequately perform, the investment performance would
be an SRA personnel issue, rather than a manager selection issue. Flexibility and diversification
in managements of assets will need to be balanced with potential cost savings from reduced fees.
Additionally, turnover of internal management personnel could affect investment performance
continuity.

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. With one exception, fiscal 2017 returns by manager
yielded returns double the SRPS total plan assumed rate of return of 7.55%. The manager that
underperformed started with the program in February 2017. Though the program as a whole
performed under benchmark, three of the five managers had net returns above their benchmarks.

Over the past year, SRPS underwent reorganizing of the program asset management to
better utilize the asset diversification that the program can bring to SRPS. The program transition
includes eliminating mandates for allocations to large-cap domestic equity were and increasing
mandates for international small-cap and emerging markets. The program consolidated under
five managers, after terminating three managers and adding one new program manager. With the
size of program investments in domestic equity in recent years, investment performance was
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.

The program continued to add value to the portfolio, but its performance has weakened
compared with its early years. Now in its tenth year, the program return of 14.60%
underperformed its benchmark by 74 basis points in fiscal 2017, though since inception the
program has performed 64 basis points above its benchmark. Domestic public equity under
Terra Maria managers had a cumulative return of 16.75%, which was 201 basis points below its
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benchmark. By comparison, the system returned 19.71% in actively managed domestic public
equity, which was 155 basis points above the benchmark. However, in the program’s largest asset
allocation, international developed equity, the program outperformed SRPS’ actively managed
international developed equity portfolio. In this asset class, Terra Maria returned 20.69%, which
was 26 basis points above benchmark compared to non-Terra Maria returns of 17.53% in the asset
class, which was 232 basis points below its benchmark.

The program has also continued to experience some retrenchment in size. Total assets
devoted to the program decreased from $2.6 billion in fiscal 2016 to $2.3 billion in fiscal 2017.
As a proportion of total assets, Terra Maria dropped from 5.7% of total assets in fiscal 2016 to
4.7% in fiscal 2017. Exhibit 7 provides an overview of the Terra Maria program by program
manager and asset class.

Exhibit 7
Terra Maria Program Performance

Investment Performance for Periods Ending June 30, 2017
($ in Millions)

Performance
Fiscal 2017  Fiscal 2017 Inception Inception

Program Manager Total Assets Actual Benchmark Actual Benchmark
Acuitas $97.1 —2.11% 5.82% -2.11% 5.82%
Attucks 444.9 19.62% 19.49% 13.42% 8.66%
Capltal PI‘OSpeCtS 9560 16.41% 15.67% 15.06% 1486%
FIS Group 385.4 19.26% 22.96% 12.21% 11.62%
Leading Edge 437.5 19.69% 19.49% 12.17% 8.66%
Asset Class
U.S. Equity $410.4 16.75% 18.76% 8.03% 8.12%
International

Developed Equity 1,217.6 20.69% 20.42% 2.71% 1.02%
Emerging Market

Equity 50.6 17.89% 23.75% 10.17% 13.67%
Rate Sensitive 642.7 1.07% 0.11% 2.78% 2.22%
Total $2,321.4 14.60% 15.34% 5.69% 5.05%

Note: Actual returns are net of fees; returns beyond one year are annualized. Total assets may not sum to total due to
rounding and outstanding payables from closed accounts. Acuitas inception date is February 1, 2017.

Source: State Retirement Agency
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DLS requests SRA to comment on the restructuring of the Terra Maria program,
including how the reallocation of assets continues to promote the goals of the program and
positions the program to continue to add investment value to SRPS.

Anti-boycott, Divestment, and Sanctions Executive Order

On October 23, 2017, Governor Lawrence J. Hogan, Jr., issued Executive Order
01.01.2017.25, which prohibits executive agencies from executing procurement contracts with a
business entity unless the entity certifies that it is not engaging in a boycott of Israel and will refrain
from a boycott of Israel for the duration of the contractual obligation. SRA does not consider the
executive order to apply to SRPS investments. In the accompanying press release, it was noted
that the Governor requested the board of trustees to “take divestment action with regard to any
companies that hold investments with entities who participate in the BDS movement”. Legislation
was introduced during the 2017 legislative session, but no vote was taken at the committee level.

Currency Program

Adopted in fiscal 2009, the 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. During
fiscal 2017, the program lowered returns by $41.4 million. However, as of June 30, 2017, the
currency program added value of $225.7 million since inception. 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 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.

DLS requests SRA to comment on its process for evaluating utilization of the currency
program and plans for the program moving forward.
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