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Shown below is the quarterly report on the status of the Montgomery County Consolidated Retiree Health Benefits Trust (“CRHBT”) for the quarter ending December 31, 2013.  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 achieved by the CRHBT for the fourth quarter was 3.95%, 19 basis points (bps) ahead of the 3.76% return recorded by the policy benchmark. Fiscal year-to-date was a return of 8.47%, 49 bps ahead of the 7.98% return recorded by the policy benchmark. For the one year period ending December 31, 2013, the CRHBT’s net of fee return was a gain of 10.92%, 38 basis points ahead of the 10.54% return recorded by the policy benchmark.  Our annualized net of fee performance for the three-year period was a gain 8.38%, 12.72% for the five-year period and 5.45% since inception in June, 2008.  

The total market value of trust assets at December 31, 2013 was $292.1 million.  The CRHBT’s asset allocation was: Domestic Equities 24.3%, International Equities 19.1%, Global Equities 4.9%, Fixed Income 21.9%, Inflation Linked Bonds 9.8%, Commodities 5.0%, REITS 9.9%, Absolute Return 3.6%, and Cash 1.5%.    









Capital Markets and Economic Conditions 

The U.S. economy continued to show promising signs of moving towards normalization, as GDP expanded at a 4.1% real annualized rate during the third quarter of 2013, as opposed to a more modest real annualized increase of 2.5% reported in June.  The increase in GDP was driven primarily by higher business spending and larger personal consumer consumption, partially offset by a continued tightening in the Federal government’s budget.  Employers added just 74,000 jobs in December, well below the 197,000 average that economists expected.  Even considering the disappointing December jobs data, the unemployment rate continued its fall to 6.7%; however, the labor force participation rate is the lowest it has been in more than three decades as millions of Americans continue to willingly leave the labor market.  Inflation still remains relatively low and below the Fed’s target of maintaining a consistent 2% annual rate.  The Consumer Price Index (CPI) rose by just 1.5% during the 2013 calendar year, allowing the Fed the ability to keep the current Federal Funds Rate near historic lows.  The S&P/Case-Shiller U.S. National Home Price Index rose 3.2% during the third quarter, as the housing recovery continues to move forward.  The proportion of homes in foreclosure is declining as consumers are becoming more financially stable, however, new home construction remains well below its peak prior to the financial crisis and interest rates are expected to normalize in the long run which could put downward pressure on existing housing sales.   	

Major Initiatives/Changes

During the quarter, the Board made a $4 million commitment to Atlas Capital, a private equity manager focused on acquiring small to mid sized distressed companies.  The Board also hired Wilshire Associates as its general consultant.  In addition, the Board requsted legislation be approved to remove investment restrictions in the County Codes.  There were no changes to the investment staff during the quarter.  In December 2013, Jon Grabel, a Montgomery County Public Schools representative, resigned from the Consolidated Health Benefit Trust Board.  

Public Equity Markets:  U.S. equities continued to rally during the quarter on the strong global economic outlook and the Fed’s measured reduction of monetary stimulus, which all bolstered investor confidence throughout the quarter and year.  The S&P 500 Index had its best year since 1997.  Larger capitalization stocks (as represented by the S&P 500 Index) outperformed their smaller counterparts. All of the ten sectors of the S&P 500 Index were up with Industrials and IT performing the best. The domestic equity performance was a gain of 9.87%, underperforming the 10.10% gain recorded by the Russell 3000 benchmark.  The domestic equity allocation consists of one passive and four active managers.  

International markets continued to advance on stronger economic data and accommodative monetary policy from central banks around the globe.  European stocks rallied, with the Stoxx Europe 600 Index posting its biggest annual gain since 2009. Within the Asia-Pacific region, Hong Kong and Japan performed well, while Australia and New Zealand lagged. Emerging markets trailed their developed counterparts with currency moves impacting performance during the quarter. India benefited from the appreciation of the rupee and Brazil declined due to the weakness in the real. During the quarter, developed markets, as measured by the MSCI EAFE Index, posted a 5.71% return led by the markets of Germany, Finland, and Spain.  Emerging Markets advanced 1.83%, with Egypt, India, and Greece posting double digit returns. The international equity performance was a gain of 6.74% for the quarter, outperforming the 4.74% gain recorded by the custom benchmark. The international equity allocation, as of December 31st, consisted of a two active developed international managers and an active emerging markets manager. The global equity performance was a gain of 3.63%, underperforming the 7.31% return of the MSCI ACWI benchmark and consisted of one active manager. 
Fixed Income:  Treasuries started the quarter off positively as a Government shutdown threatened to slow the pace of the recovery reducing worries about an early end to quantitative easing and higher interest rates. However, yields moved higher after a budget deal was approved by Congress and the Fed announcement, in mid-December, that it would begin tapering its monthly bond buying by $10 billion in January. Federal Reserve Chairman Bernanke eased investor fears by stressing that short term rates would remain low for an extended period and that the pace of tapering would be data driven and flexible.  The yield curve steepened (shown on chart to the right) as the spread between 2-year and 10-year Treasuries, the main gauge of the yield curve, widened by 36 bps to 265 bps.  For the quarter, the 2-year Treasury yield ended at 0.38%, up 6 bps, while the 10-year Treasury yield increased by 42 bps to 3.03%, the highest level since July 2011 and 125 bps higher than at the start of the year.  Credit spreads tightened as investors moved out of Treasuries into corporate bonds resulting in credit spread tightening.  For the quarter, the Merrill High Yield Index returned 3.49%, the Barclays Aggregate declined 14 bps and the Barclays Long Govt/Credit Index declined 10 bps. The fixed income performance for the quarter was a gain of 1.31%, underperforming the custom benchmark’s 1.51% return. The fixed income allocation consists of an active high yield manager and a passive long duration manager.  The Treasury Inflation-linked bonds (TIPS) declined 1.95% for the quarter, in-line with the 2.00% decline recorded by the benchmark. The TIPS portfolio is passively managed by one manager.  

Absolute Return: Hedge funds, as measured by the HFRI Composite Index, gained 3.7% in the fourth quarter and returned 9.3% for the year.  Equity Hedge and Event Driven were the best performing strategies.  The HFRI Equity Hedge Index gained 5.0% in quarter. Performance was led by long biased equity hedge fund strategies that benefitted from the equity markets rally during the quarter.  The HFRI Event Driven Index returned 3.8% for the quarter and 12.5% for the year driven by increased M&A (merger & acquisition) activity and corporate restructurings.  The HFRI Macro Index returned 2.00% in the quarter and but posted a 30 bps decline in 2013, the third consecutive year of declines. Macro managers struggled with central bank driven monetary and fiscal policies and sharp reversals in certain currencies and commodities.  Fund-of-Hedge Funds returns, as measured by the HFRI Fund-of-Funds index, returned 3.5% in the quarter and 8.8% for the year.  The absolute return portfolio returned 1.08%, net of fees, in the fourth quarter, underperforming the 1.98% return of HFRI Macro Index.  Fiscal year-to-date the portfolio has returned 6.4%, outperforming the benchmark by 5.7%. The allocation consists of one active manager. 
 
Private Real Assets:  Commercial real estate transaction activity in the U.S. continues to be strong, increasing 24% quarter-over-quarter and up 19% compared to 2012 levels. The office and multi-family sectors continue to command the lowest capitalization rates across the U.S. as investors focus on properties in major markets and the homeownership rate remains well below the 2006 peak levels. In the energy markets, the U.S. continues to increase its production of both oil and natural gas, up 40% and 15%, respectively, since 2008, largely due to the onshore drilling programs of industry participants. To date, the CRHBT has made commitments to 4 private real assets managers totaling $12 million.  During the quarter, the portfolio saw $30,000 of capital called and no distributions.  Due to the young age of the portfolio, there is no performance to report.

Private Equity: The number of new platform deals purchased by private equity firms declined in 2013 compared to the prior year with private equity companies choosing to make add-on acquisitions onto existing platform companies.  Strong PE fundraising, a favorable borrowing environment, and difficult deal sourcing have contributed to surging valuations for new platform deals. Initial Public Offerings (IPOs) have become an increasingly popular private equity exit strategy this past year, placing 2013 as the best year for IPOs since 2006. To date, the CRHBT has made commitments to 4 private equity funds totaling $12 million; the portfolio saw $60,165 of capital called and no distributions. Due to the young age of the portfolio, there is no performance to report.
 
[image: ]Commodities:  The Dow Jones-UBS Commodity Index declined 1.05% during the quarter due to all but the energy and metals sectors posting losses. The energy sector rallied by a boost of natural gas demand on cold weather expectations, along with higher gasoline/heating oil prices due to stronger than expected demand and declining inventory levels. Precious metals fell as the improving global economy cut demand for wealth protection. Furthermore, the announcement of tapering easy monetary policy starting in 2014 eased inflation concerns also impacting demand. Results in agriculture and livestock were weak due to the robust harvests in the U.S. (corn), India (wheat), and Brazil (sugar) boosting oversupply. During the quarter, our commodities portfolio declined 1.89%, 84bps behind the DJ UBS Commodities Index.  The allocation consists of 2 active managers.  

REITs:  During the fourth quarter, property news was characterized by stable to positive earnings releases from listed property companies, improving property fundamentals, and an active transactions market. However, news of the Federal Reserve's tapering drove up interest rates during the quarter and put pressure on global real estate security prices. Global REITs, as measured by the FTSE EPRA/NAREIT Developed Index, declined 66 bps for the quarter while U.S. REITs, as measured by the Dow Jones US Select Index, declined 1.08%.  Our global REIT portfolio declined 0.51% in the fourth quarter, outperforming the custom benchmark by 35bps. The allocation consists of an active global REIT manager and a passive U.S. REIT manager. 

Outlook

The U.S. economy continues to show promising signs of moving towards normalization in the post-financial crisis era.  Inflation remains relatively tame in the face of the Federal Reserve’s aggressive monetary policies, and GDP growth is expected to maintain its pace of modest acceleration as we move into the New Year.  Business spending is expected to pick up as firms take advantage of strong balance sheets to obtain attractive financing to fund capital expenditures.  Household consumption, one of the largest drivers of GDP, is also showing signs of improvement as consumers continue to contribute to the pace of recovery in terms of spending.  Housing prices finished out the year strongly, although growth is likely to slow to a more realistic pace rather than continuing to accelerate due in part to the expected rising of interest rates.    

Due to a stabilizing U.S. economy, the Federal Reserve formally announced plans to begin tapering quantitative easing (QE) at their most recent FROMC meeting in December.  According to the Fed, there will be a $10 billion reduction in monthly asset purchases set to commence in January 2014.  While no commitment to additional tapering beyond January was released, many economists believe that the Fed is now on a scheduled taper unless economic conditions significantly suggest otherwise.  This suggests that QE could now be over before the end of 2014.  Although QE may be in its infant stages of winding down, Fed statements imply that the Federal Funds Target rate will likely remain held close to zero even after unemployment declines past its target rate. Janet Yellen, the new Fed chair, took over responsibilities on February 1, 2014, and it is widely expected that Ms. Yellen will continue former chairman Ben Bernanke’s policies to support economic expansion.      
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 are shown below: 
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US Treasury Yield Curve
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Total Return Risk Sharpe Ratio Sortino Ratio Return/Risk

CRHBT - Net of Fees 10.92 6.85 1.55 1.80 1.59

CRHBT Benchmark 10.54 6.57 1.56 1.81 1.61

1 Year ending December 31, 2013
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Total Return Risk Sharpe Ratio Sortino Ratio Return/Risk

CRHBT - Net of Fees 8.38 11.18 0.71 0.85 0.75

CRHBT Benchmark 8.10 11.05 0.70 0.84 0.73

3 Year ending December 31, 2013
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Total Return Risk Sharpe Ratio Sortino Ratio Return/Risk

CRHBT - Net of Fees 12.72 14.64 0.83 1.11 0.87

CRHBT Benchmark 12.46 14.53 0.82 1.10 0.86

5 Year ending December 31, 2013


image6.png
9/30/2013 9/30/13-12/3113 12/31/2013

Balance $  Balance % Contributions Expenses_Investment Gain/Loss Balance $  Balance %

Wonigomery County Gov.  $153,762,936  61.73%) $1913540  ($149,326) $6,088,572 $161615723  55.32%
NontCo Revenue Authority 1,340,148 0.54%) §79285  (51301) 53,066 1,471,198 0.50%)

Strathmore Hall Foundation $588,159 0.24%) 42,200 (s571) 523,289 653,167 0.22%)
Credit Union 546,897 0.22%) 533,183 (8531) 21,656 601,204 0.21%)
Dept of Assessments & Tax 9,667 0.00%) 0 (59) $383 10,040 0.00%)
District Coutt of Maryland S0 0.00%) S0 0 50 0 0.00%)
HOC $6,154,819 247% $548918  (85977) 243713 6,041,473 238%
wsTC 544,563 0.02%) 3,643 (543) 1,765 49,928 0.02%)

Village of Friendship Heights $161,279 0.06%) $10,685 (8157) $6,386 $178,193 0.06%)
Wontg. Cty. Public Schools  $83504,356  33.52%| S0 ($81005) $3,306,533 $86729795  2968%
Montgomery College 2,994,140 1.20% $30.811.155  ($2.908) 118,559 §33.920047  1161%
Total $249,106,964 _ 100.00%)| $33,442,699  (5241,918) $9,863,922 $292,171,667 _ 100.00%





