QUARTERLY REPORT


SEPTEMBER 30, 2014


Shown below is the quarterly report on the status of the Montgomery County Consolidated Retiree Health Benefits Trust (“CRHBT”) for the quarter ending September 30, 2014.  This quarterly report is designed to assist you in understanding the current status of the CRHBT.  

History

The Consolidated Retiree Health Benefits Trust was established in 2008 as a Section 115 Trust to provide funding for retiree health benefits for retirees and their dependents of Montgomery County and other agencies or political subdivisions who elect to participate.  

Participating Agencies and Other Trust Participants

Participating agencies include Montgomery County Government, Revenue Authority, Credit Union, Department of Assessment & Tax, Strathmore Hall Foundation, Housing and Opportunity Commission, Washington Suburban Transit Commission, and Village of Friendship Heights.  Beginning in June 2012, funding for retiree health benefits for Montgomery County Public Schools (“MCPS”) and Montgomery College were also contributed to the CRHBT.  

Board of Trustees

The Board of Trustees consists of 19 members: The Montgomery County Directors of Management and Budget, Finance, and Human Resources; the Council Staff Administrator; a Police Bargaining Unit Representative; a Fire & Rescue Bargaining Unit Representative; an Office, Professional, and Technical (OPT) and Service, Labor and Trades (SLT) Bargaining Unit Representative; a Non-Bargaining Unit Representative; a Retired Employees Representative;  two persons recommended by the Council who are knowledgeable in pensions, investments, or financial matters; two individuals knowledgeable in pensions, investments, or financial matters appointed by the County Executive;  three members nominated by the Montgomery County Board of Education including a designee of the Superintendent, a Bargaining Unit Representative and retiree of MCPS; and 3 members nominated by the Board of Trustees of Montgomery College including a designee of the President, a Bargaining Unit Representative, and a retiree of Montgomery College.

Performance Results

The total net of fee return for the third quarter was a loss of 2.45%, 24 basis points (bps) behind of the 2.21% loss recorded by the policy benchmark. For the one year ending September 30, 2014, the return of 9.00% was in-line with the 9.02% return recorded by the policy benchmark. Our annualized net of fee performance for the three-year period was a gain 12.86%, 9.30% for the five-year period and 5.58% since inception, June, 2008.  

The total market value of trust assets at September 30, 2014 was $488.1 million.  The CRHBT’s asset allocation was: Domestic Equities 27.9%, International Equities 19.0%, Global Equities 4.3%, Fixed Income 20.4%, Inflation Linked Bonds 10.0%, Commodities 4.6%, REITS 8.8%, Hedge Funds 3.6%, Private Real Assets 0.4%, Private Equity 0.7%, and 0.4% Cash.    










Capital Markets and Economic Conditions 

Economic data released during the third quarter showed that the economy expanded at a healthy pace. The Bureau of Labor Statistics increased its third estimate of second quarter gross domestic product (GDP) to 4.6%, reflecting broad-based strength in many areas of the economy, including exports and consumer spending. Cars and light trucks sold at a 16.4 million annual pace, which was near the fastest clip since 2006. The employment situation continues to improve; however the trend of job growth declined from 288,000 new jobs added in June to 134,000 new jobs in August. Nevertheless, the unemployment rate dropped from 6.3% in May to 6.1% in August. Employers may be having a hard timing filling open positions as job openings advanced 12% over the three months-ended in June, reaching a 13-year high. According to the Manufacturing ISM survey, economic activity in the manufacturing sector expanded in August for the 15th consecutive month. The August PMI registered 59.1%, led by new orders which reached the highest level since April, 2004. The one month seasonally adjusted Consumer Price Index (CPI) declined 0.2% in August due to a 2.6% drop in the energy component as oil and gas prices fell in the quarter. On a year over year basis, CPI increased 1.7%, below the Federal Reserve’s 2% target.  Existing-home sales slipped in August after four consecutive months of gains, decreasing 1.8% to a seasonally adjusted annual rate of 5.05 million. Real estate investors paying in cash have retreated from the market as prices have risen. During the quarter the Federal Open Market Committee (FOMC) announced further reductions in its asset purchase program.

Major Initiatives/Changes

During the quarter, the Board replaced an active public real estate manager with a passive manager. In addition, the Board made a $3,500,000 commitment to a private real estate manager. There were no changes to the investment staff during the quarter.  

Public Equity Markets:  U.S. stocks ended the quarter flat after experiencing volatility as investors were faced with numoreous geopolitical events including problems in Ukraine, Iraq and Syria.  Despite strong U.S. economic data, concerns over the Fed’s unwinding its stimulus impacted the markets. Larger capitalization stocks (as represented by the S&P 500 Index) strongly outperformed their smaller counterparts. Five of the ten sectors of the S&P 500 Index were up with Healthcare and IT performing the best. The domestic equity performance was a loss of 0.17%, underperforming the 0.01% performance of the Russell 3000 benchmark.  The domestic equity allocation consists of one passive and six active managers.  

International markets trailed their domestic counterparts as problems between Russia and Ukraine, and continued unrest in the Middle East heightened investors’ concerns. Growth worries in the Eurozone further weighed on the markets.  The European Central Bank drove short-term rates into negative territory to spark economic activity in the region. Pacific regional markets posted moderate gains despite a second-quarter contraction in the Japanese economy. During the quarter, developed markets, as measured by the MSCI EAFE Index, returned a loss of 5.88% with the markets of Portugal, Austria, and Germany detracting the most.  Emerging Markets posted a loss of 3.50% with Greece, Russia, and Hungary posting double digit losses. The international equity performance was a loss of 5.39% for the quarter, underperforming the 5.25% loss recorded by the custom benchmark. The international equity allocation, as of September 30th, consisted of two active developed international managers and one active emerging markets manager. 

Global equities recorded a loss of 3.21%, underperforming the 2.31% loss of the MSCI ACWI benchmark and consisted of one active manager. 

Fixed Income:  Short and intermediate term U.S. Treasury yields finished higher in the third quarter while longer dated Treasury yields declined.  With the Fed's bond purchasing program on target to conclude at the end of October, the market began to listen more closely to the mixed dialogue coming from the members of the central bank for clues as to when interest rates in the United States would rise above their almost zero level for the first time in 6 years. Positive economic data, including the release of an unexpected increase in GDP for Q2, portrayed a clearer growth picture in the U.S. than in the previous quarter.  The yield curve flattened (shown in the chart to the right) as the spread between 2-year and 10-year Treasuries, the main gauge of the yield curve, narrowed by 15 bps to 192 bps.  For the quarter, the 2-year Treasury yield ended at 0.57%, up 11 bps, while the 10-year Treasury yield declined by 4 bps to 2.49%. Perceived credit risk increased causing credit spreads, which had been tightening in the first half of the year, to widen over the quarter resulting in Treasuries outperforming similar duration credit. For the quarter, the Merrill High Yield Index declined 1.92%%, the Barclays Aggregate returned 0.17%, and the Barclays Long Govt/Credit Index was the best performer, returning 1.04%.  The fixed income performance for the quarter was flat (0.00%), outperforming the custom benchmark’s 0.15% decline. The fixed income allocation consists of an active high yield manager and a passive long duration manager.  The Treasury Inflation-linked bonds (TIPS) declined 2.05% for the quarter, in-line with the 2.04% decline of the benchmark. The TIPS portfolio is passively managed by one manager.  

Hedge Funds: Hedge funds, as measured by the HFRI Composite Index, gained 0.30% in the third quarter but with material dispersion across and within strategies.  Global Macro gains partially offset declines in other strategies with the HFRI Global Macro Index gaining 3.03% for the quarter.  Gains were driven by more systematic, model based, trading strategies than discretionary strategies, as factors within currency produced solid returns.  Relative Value was also slightly positive, returning 0.3% in the quarter, driven by strong advances in asset-backed strategies that were up over 2% and offset by corporate credit, which was down almost 1%.  Most other broad strategies posted negative performance for the quarter. Equity Hedge and Event Driven strategies, both of which are more beta exposed to the equity markets, each declined 1.2% in quarter. The HFRI Fund of Funds Index was down 0.6% for the quarter. The hedge fund portfolio declined 4.57%, net of fees, in the third quarter, underperforming the 3.03% return of HFRI Macro Index. The allocation consists of one active manager. 
 
Private Real Assets: Commercial real estate transaction activity in the U.S. increased by 7% quarter over quarter and these levels remained 11% above Q3’13 volumes. Year over year capitalization rates declined across all major property types (multi-family, industrial, retail and office) in the United States continuing its downward trend post global financial crisis. Thirty private real estate funds closed in Q3 2014, raising an aggregate $18 billion, the lowest quarterly amount raised since Q1 2013; however, fundraising remains strong in 2014 as a whole. Also, capital is becoming more concentrated among fewer managers. In the energy markets, U.S. oil prices declined 11% due largely to the increased supply from domestic onshore production from shale regions. In addition, U.S. spot natural gas prices decreased by 8% during the quarter primarily due to weather seasonality as there is less demand for power usage (i.e. air conditioning) in the cooler months. To date, the CRHBT has made commitments to 5 private real assets managers totaling $15.5 million.  During the quarter, the portfolio saw $514,626 capital called and received no distributions.  Due to the young age of the portfolio, performance data is not relevant.


Private Equity: Private equity fundraising saw a decrease in the third quarter compared to the previous quarter.  A total of 199 private equity funds raised an aggregate $80 billion this quarter, representing 21% fewer vehicles and a 44% decrease in capital commitments compared to the second quarter.  However, the relatively low number of funds with higher fund sizes indicates that investors seem to be more inclined to commit capital to the larger, more established private equity fund managers.  The number of private equity-backed buyout deals was slightly lower, from 816 to 803, while the aggregate value of deals was higher at $84 billion vs. $80 billion in the previous quarter. To date, the CRHBT has made commitments to 7 private equity funds totaling $26 million; the portfolio saw $1.7 million of capital called and no distributions. Due to the young age of the portfolio, performance data is not relevant. 
[image: ]
Commodities: The Bloomberg Commodity Index (formerly known as the Dow Jones – UBS Commodity Index) was down for the quarter. All commodities sectors declined during the quarter impacted by expanding surpluses, a surging dollar, and slowing growth in China. The agriculture sector detracted the most led by corn which reached the lowest price level in five years after a U.S. government report showed that domestic inventories exceeded analysts’ forecasts.  Crude oil prices continued to decline on abundant supply.  Gold fell near to lowest level since last January, as a stronger dollar and signs of an improving U.S. economy cut demand for a protection of wealth.  Industrial metals, which were already under pressure from concern that Chinese demand was slowing, were further impacted by the dollar’s strength. During the quarter, our commodities portfolio declined 10.43%, outperforming the Bloomberg Commodity Index by 140 basis points.  The allocation consists of two active managers.  

REITs:  Global listed real estate securities declined about 4% in the third quarter. September was a difficult month for Global REITs, as they declined 6% due to rising interest rates in the U.S. and weak economic data coming from China and Europe. In the U.S., all property sectors declined for the quarter, led by Mixed-Industrial/Office and Apartments. The U.S. region outperformed Non-U.S. listed real estate as the strengthening U.S. dollar had a negative impact on international real estate securities. The U.S. declined 3.2% for the quarter whereas the worst performing regions, Europe ex UK and Japan, declined 9.5% and 8.8% respectively. Our global REIT portfolio declined 4.52% in the third quarter, underperforming the custom benchmark by 73bps. The allocation consists of a passive global REIT manager and a passive U.S. REIT manager. 
 
Outlook

Economic growth and monetary policy are diverging across the world. The U.S. economy continues to grow and employment has been steadily improving, supported by accommodative monetary policy, growth in the energy and technology sectors, and a stable housing market.  The continued healing of the U.S. economy from the financial crisis increases the likelihood that the Federal Reserve will end its bond purchase program (i.e. quantitative easing QE) soon and begin raising short term rates next year. In contrast, economic fundamentals in the Eurozone and Japan remain weak and there is an increasing probability that the Eurozone will fall back into recession if further monetary and fiscal stimulation is not pursued. While there has been enough fiscal and monetary stimulation to stabilize financial conditions in the Eurozone, it remains insufficient to generate growth that would materially improve depressed conditions. The key question is whether European leaders can work together to provide coordinated fiscal stimulation and structural reforms to help bring about acceptable economic conditions in Europe. 

There is also a divergence among emerging market economies based on their sensitivity to foreign capital. The emerging countries that are less reliant on foreign capital are performing better than those that are more reliant on foreign capital. 

Inflation is low across the developed world and is expected to be muted for the foreseeable future. Declining commodity prices, particularly oil prices, are supporting lower inflation. Corporate surveys in the U.S. indicate that businesses are planning to increase wages and prices; however, uncontrolled wage growth is unexpected in a world economy with excess capacity where production and jobs can be shifted from country to country. Interest rates have been falling and are low, easing the debt burdens of many developed economies. While U.S. interest rates are priced to gradually rise as the economy continues to strengthen, rates may rise slower than expected due to high debt levels that make the economy more sensitive to interest rate increases and a strengthening U.S. dollar which lowers the cost of imports and reduces inflationary pressures. 

Shifts across currencies and monetary policies, and choppy growth across economies may increase financial market volatility from the historically low levels experienced over the past few years. The effectiveness of fiscal, monetary and structural reforms will have a meaningful impact on returns across regions.
Sources: Bloomberg, Northern Trust, MSCI, S&P, Pyramis Global Advisors, FRM, Wilshire Associates, Bridgewater, JP Morgan, BlackRock, PE Hub, Private Equity Analyst, Pitchbook, Real Capital Analytics, RE Alert, Schroder, Oil & Gas Investor. 

Risk Profile
The risk/return statistics for the CRHBT for the 1, 3 and 5 year periods ending September 30, 2014 are shown below: 

	1 Year 

	 
	Total Return
	Risk
	Sharpe Ratio
	Sortino Ratio
	Return/Risk

	CRHBT - Net of Fees
	9.00
	6.31
	1.38
	1.62
	1.43

	CRHBT Benchmark
	9.02
	6.02
	1.46
	1.71
	1.50



	3 Year

	 
	Total Return
	Risk
	Sharpe Ratio
	Sortino Ratio
	Return/Risk

	CRHBT - Net of Fees
	12.86
	7.34
	1.70
	2.23
	1.75

	CRHBT Benchmark
	12.61
	7.31
	1.67
	2.23
	1.73



	5 Year

	 
	Total Return
	Risk
	Sharpe Ratio
	Sortino Ratio
	Return/Risk

	CRHBT - Net of Fees
	9.30
	11.01
	0.81
	0.99
	0.84

	CRHBT Benchmark
	9.19
	10.83
	0.81
	1.00
	0.85




Participating Agency Allocation 
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Index Returns 
Qtr - 9/30/14
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US Treasury Yield Curve
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Quarterly Commodity Performance
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6/30/2014 6/30/14 - 09/30/2014 9/30/2014

Balance $  Balance % Contributions Expenses _Investment Gain/Loss Balance $  Balance %

Montgomery County Govt  $227,818,308 $1,093,580  ($314,479) (65271671)  $223,325738
MontCo Revenue Authority $1,742,416 $42850  (52,405) (540,319) $1,742,542

Strathmore Hall Foundation $788,083 $24,225 (81,088) (518,236) $792,984
Credit Union $713,640 $18,650 (8985) (816,513) $714,791
Dept of Assessments & Tax $10,784 $0 (815) (5250) $10,520
District Court of Maryland $0 $0 $0 $0 $0
HOC $8,578,801 $326775  ($11,842) (8198,512) $8,695,222
wsTC $61,080 $1,900 (584) (81,413) $61,483
Village of Friendship Heights $213,257 $6,150 (5294) (84,935) $214,178
Montg. Cty. Public Schools  $179,267,958 S0 (5247,460) (84,148,226) $174,872,272
Montgomery College $38,875,066 $0 __ ($53663) (8899,561) $37,921,842

Total $458,069,394 $1,514,130  ($632,316) _ (510,599,636)  $448,351,572





