Internal Memorandum

Date: August 07, 2013

To: Investment Review Committee Meeting (08/12/13)

From: Mercy Ndungu (651-602-1436)
Principal Treasury Analyst

Subj: 2" Quarter Report on Investments (2Q2013)

Location: 390 N Robert Street, St. Paul, Conference Room LLB at 1:30p.m.
The following items are attached for your review

1. Agenda

2. Minutes from Past Meeting
3. 2Q13 Report on Investments

If you have any questions, please call me at 651-602-1436 or Allen Hoppe at 651-602-1629.
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Investment Review Committee

Minutes
June 10, 2013 at 10:33a.m., in Conference Room LLA

Present
Committee members: Jon Commers, Chair; Sandy Rummel, Vice Chair; John Schweers, Appointee; Mary Bogie, Chief
Financial Officer.

Absent
Committee member: Jeannette Parr, Appointee

Reference staff:  Allen Hoppe, Sr. Manager, Treasury; Mercy Ndungu, Principal Financial Analyst; Jason Willett,
Director, Environmental Services Finance & Energy Management; Jenny Munger, Recording Secretary.

Topics Discussed

o Jason Willett presented the SAC Fund and focused on the MCES deferral steps.

e  Allen Hoppe talked about the diesel hedging program. As requested by Council member Steven Chavez, finance
staff researched the feasibility of taking an equity interest in the East Coast fuel refinery recently acquired by
Delta Airlines. Our hedging consultant gave comments to staff prior to the IRC meeting. IRC members
discussed the subject and recognized a number of reasons why it was not feasible for the Council to pursue this
interest further:

o The plant is too far away to benefit from the physical supply source—delivery cost is prohibitive.

o The plant’s primary output is jet fuel, not diesel.

o AsaMN government entity, we are not authorized to buy the common stock of Delta with operating
money, only OPEB money is allowed in equities.

© As anon-profit, the IRS highly limits our ability to engage in for-profit activities without jeopardizing our
exemption from income taxes.

o Delta is not offering partnerships/shares in the Philadelphia plant.

® Mercy Ndungu reviewed the Money Market Fund Update (SEC proposal for new money market fund reforms).

¢ Allen Hoppe and Mercy Ndungu discussed the credit quality of certain municipal bonds securities that are
currently in the long term portfolio. No particular concerns exist.

¢  Allen Hoppe and Mercy Ndungu presented the 1Q13 Investment Quarterly Report. An overview was given on
the following topics

o US Economy
o Long term and short term investment portfolio results
o OPEB portfolio results
o Diesel Hedging program
Business completed, the meeting adjourned at 12:03p.m.

Respectfully submitted,

Jenny Munger



Report on Investments
Second Quarter, 2013

Economic Review

Past. US economic productivity accelerated slightly in the second quarter and weathered the Federal budget sequester
that went into effect on March 1, 2013. Advanced 2Q13 GDP came in at an annualized rate of 1.7% versus 1.1% increase
in the first quarter. Growth was driven by increases in consumption, which added 1.22 basis points to GDP growth; fixed
investments added 93 basis points while private inventories added 41 basis points. The largest drag on growth came from
net exports and government spending, which knocked off 81 and 8 basis points respectively from GDP growth. The
housing market continues to be a bright spot for the economy. Existing home sales, new home sales and building permits
have all rebounded to pre-recession levels. Home prices are again showing year-over-year gains. The S&P/Case-Schiller
index climbed 12.2% in May on a year-over year basis (vs. 12.1% in April), the biggest 12-month gain since March 2006.
The price increase is attributed to low borrowing costs, short supply and improving job market. Overall housing
inventory has dropped to a 5.1 month supply, the lowest since September of 2005. A six-month supply is considered

average.

Financial markets experienced gains during the months of April and May. Gains were reversed in June, spurred by the
Federal Reserve announcements that they might consider reducing the amount of Treasuries and mortgage debt that they
purchase as part of the QE3 program. Investors were spooked and interest rates rose. The US equity market, as measured
by the S&P 500 Index, returned 2.9% during the second quarter (vs. 10.6% in 1Q13). The broad fixed income market as
measured by the Barclays U.S Aggregate Bond Index, posted a quarterly return of -2.3% (vs. -0.10% in 1Q13).

Present. Incoming economic data continues to point to an economy that is slowly picking up speed. The industrial
sector continues to show resilience. The ISM manufacturing index improved for a 2™ straight month, rising to 55.4 in
July (vs. 50.9 in June), the highest reading since June 2011. Four out of five index components posted numbers above the
50 expansion threshold: production rose by 11.6 to 65, new orders slightly up 6.4 to 51.9, employment jumped 5.7 to 54.5
and supplier deliveries rose 2.1 to 52.1. The ISM non-manufacturing index, which gauges the service sector climbed to
56 (vs. 52.9 in June), the fastest pace in five months. The improvements in the manufacturing sector are consistent with
the data from factory orders, which rose 1.5% in June (vs. 3.1% in May). The labor market continued its upward trend.
The economy added 162,000 jobs in July (vs. 188,000 in June). This was the 34™ straight month of job gains. The
unemployment rate fell to 7.4% (vs. 7.6% in June). Initial jobless claims for week ended July 27, decreased by 19,000 to
326,000 (vs. 345,000 the prior week), the lowest level in more than five years. All the above economic data point to an

economy that is gaining traction.



Future. At their latest FOMC meeting, Fed members left the Fed funds target rate unchanged, holding it between 0%
and 0.25% and downgrading the performance of the economy from “moderate” to “modest”. The Fed made it clear that
going forward, any changes to monetary policy will be data dependent. They are currently projecting a GDP growth rate
of between 2.3% and 2.6% for year 2013. This estimate will be harder to achieve now that the first quarter GDP growth
was revised down from 1.8% to 1.1% and the second quarter advance estimate came in at 1.7%. The International
Monetary Fund (IMF) is projecting a lower estimate of 1.7% for 2013. This estimate assumes the sequester will remain in
effect until 2014.

During the third quarter, we expect markets to experience further volatility depending on the strength of incoming
economic data and how the data might influence Fed action going forward. Our outlook for the balance of 2013 remains

unchanged, that the economy will continue to grow below its historical trend (a.k.a., the “new normal™).

Overall, we believe the US economy is entering a period of gradually improving economic growth with stable inflation

and relatively low default rate.

Council Impact. Year-to-date stock market performance continues to be strong relative to bonds. This bodes well for
our OPEB portfolio, which closely tracks the performance of the S&P 500 Index. We remain bullish on equities relative
to fixed income asset classes. In the current business cycle, equities exhibit strong momentum supported by

macroeconomic conditions and easy monetary policies.

About 45% of the long term portfolio is invested in municipal bonds. The municipal bond market performed poorly
during the second quarter - interest rates rose throughout the yield curve, bond prices fell and investors pulled money out
of municipal bond funds. According to the Investment Company Institute (ICI), municipal bond funds reported outflows
of $19 billion in the second quarter. This lack of demand may extend the weakness in the muni bond market, resulting in
further price depreciation. Default rates remain low in the muni market. According to the Distressed Debt Newsletter, 17
municipal issuers defaulted on their debt during the first five months of 2013, which compares to 133 defaults in 2012 and
146 defaults in 2011 (defaults include draws on debt service reserves). That said, based on fundamentals, we believe

municipal credits are in good shape.



Investment Results & Strategy

MCOA—Short-Term

2Q13 Results: Total return of 0.07% for this portfolio was above the index by 6 basis points. This portfolio has
averaged 31 bps per year more than its benchmark over the past 14.5 years. For the quarter, 26% of our cash was invested
in a prime and government money market funds yielding 0.05%, about 66% was invested in top tier commercial paper
yielding 0.31% and 8% was invested in short taxable munis yielding 0.84%. Overall, the positive performance was
attributed to the commercial paper and muni holdings. We continue to draw down funds to fund capital projects, debt
service and operations. Cash and cash equivalent balances fell from $155 million at the end of first quarter to $46 million

at the end of the second quarter.

3Q13 Strategy: Back in June, the SEC proposed new reforms to money market mutual funds. The reforms included
two options — an option to float the NAV for prime institutional funds or a second option which would include liquidity
fees and gates coupled with additional disclosures to enhance transparency. All these changes, if enacted, will increase
costs and further depress yields on money market funds. We temporarily moved away from prime money market funds as
the SEC proposal was digested by the marketplace. Once new SEC rules are put in place, we may move away from prime
money market funds. We will invest in high quality commercial paper, prime and government money market funds or an

interest bearing bank account.

Longer Strategy (12-months): We continue to maintain a conservative strategy that places greater emphasis on
liquidity and safety. We will continue to invest in separately owned high quality commercial paper and short maturing

high quality municipal bonds.

MCOA—Long-Term

2Q13 Results: During the second quarter, US agencies and municipal bonds posted negative returns. The weak
performance was largely driven by investors fleeing fixed income asset classes in fear of price losses from less
accommodative monetary policy by the Federal Reserve Bank. The portfolio generated negative returns for the 3 months
and 12 months ended June 30. Total return of -2.67% for this portfolio was below the index by 68 basis points. Including
2Q13 results, this portfolio has averaged 18 bps per year more than its benchmark over the past 14.5 years. Another
factor that detracted from the overall performance was duration. Portfolio duration was slightly longer (app. 4.85) than its
benchmark duration (4.01), which enhanced losses during the second quarter. If we used the benchmark returns at a

duration if 4.85, our returns would be slightly better than the benchmark (see chart on schedule D).

3Q13 Strategy: Total return in the long term portfolio will primarily be driven by coupon income. As interest rates rise,

we expect our long term portfolio to experience greater price depreciation since the portfolio has a longer duration (4.85)

relative to its benchmark (4.01). Price risk continues to be of great concern; particularly in relation to the long end of the
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yield curve. We are in no rush to add significant duration except for tactical purposes i.e. trading the long Treasury bond

which often results in supplemental total return.

We will maintain our diligence from a credit perspective and look for taxable municipal issues in a very selective manner.

Longer Strategy (12-months): Deploy cash into sectors that are less sensitive to rising interest rates. These sectors include
municipal bonds, some of which have a sinking fund structure that pays down over time, and possibly some commercial paper.

our view, municipal bonds remain strong from a fundamental perspective.

EFPMs - Hedging Accounts

The energy forward pricing mechanisms (EFPMs) program continues to provide a high degree of budget certainty for very
volatile commodity prices. On average, we are 87% hedged for fiscal year 2014 because of the variability in the
projections used to calculate monthly diesel consumption.

During the second quarter, diesel futures contracts generated $0.2 million in net realized gains which were offset by a

comparable rise in the price of fuel purchased. During the quarter, about $1.8 million in net unrealized losses occurred.

MCOA--Margin Account

The margin account supports the diesel fuel hedging program; it includes a cash balance ($3.2 million), and a U.S. agency
security (market value at $2.0 million).

Low Activity Portfolios

The HUD portfolio received limited activity. The HUD account is kept liquid for operating purposes.

OPEB

2Q13Results: During the second quarter, equity markets outperformed bond markets. The positive performance was
attributed to continued global central bank easing, attractive valuations relative to bonds and positive inflows from retail
investors. For the second quarter, the S&P 500 index and our OPEB portfolio posted returns of 2.91% and 2.89%,
respectively. For the quarter, the OPEB portfolio incurred $3.4 million of unrealized gains. There has been no advantage,
and in some analyses, more risk, by investing in fixed income and cash equivalent securities; thus, the nearly 100%

allocation to equities.

3Q13 Strategy: Continue allocating to equities with minor adjustments when markets become historically expensive.

Longer Strategy (12-months): In the 1-2 years before the start of portfolio liquidation, we’ll likely cease transfers to

PERA and hold the money in the Council cash pool which typically earns more than the PERA/SBI cash pool.



METROPOLITAN COUNCIL--Report on Investments

Quantitive Policy Results for the Quarter Ending:

June 30, 2013

Operating Account (MCOA) Diesel
Short- Futures Long- Hedging
Term Margin Term Account HUD OPEB
Compliance OK OK OK OK OK OK
Safety (Defaults) None None None None None None
Liquidity (Effective Duration Years)
Target Duration Range: 0-1 0-6 2-6 n.a. Q-1 0-1
Result 0.10 0.64 4.85 n.a. 0.01 n.a.
Less: Index 0.13 0.64 4.01 n.a. 0.01 n.a.
Longer <Shorter> Index -0.03 0.00 0.84 n.a. 0.00 n.a.
Note: Index Source: Crane Data n.a. ML Agy. Master n.a n.a n.a.
(Prime Funds)
Diversification
Sectors See Charts n.a. See Charts n.a. U.S. Bank Mixed
Effective Duration See Charts n.a. See Charts n.a. Acct. n.a.
Rate of Return
Revenue by Component:
Accrued Interest $ 46,686 $ 2741 $ 2,389,263 $ $ 503 766,266
Realized Gains/Losses $ (4,980) $ - $ (11,100) $ 235,011 $ - -
Unrealized Gains/Losses $ (8,799) $  (1,982) $  (13,406,235) $ (1,808,344) § - 3,445,654
Total Int. Rev. $ 32,907 $ 760 $  (11,028,071) $ (1,573333) § 503 $ 4,211,920
Total Investment Revenue, All Portfolios, Current Quarter 3 (8,355,191)
Book Yield: 0.16% 0.55% 2.63% n.a 0.05% 2.49%
Total Return:
Current Quarter, Council 0.07% n.a. -2.67% n.a. 0.01% 2.89%
*Index 0.01% n.a. -1.98% n.a. 0.01% 2.91%
Difference 0.06% n.a. -0.68% n.a. 0.00% -0.02%
Last 12 Months, Council 0.28% n.a. -1.05% n.a. 0.05% 20.54%
*Index 0.07% n.a. -0.90% n.a. 0.05% 20.60%
Difference 0.21% n.a. -0.15% n.a. 0.00% -0.06%
Start Date: 12-31-99 05-01-04 12-31-99 05-01-04 03-31-01 07-03-06
Ave. Annual Rtn., Council 2.66% n.a. 5.05% n.a. 1.75% 6.09%
*Index 2.35% n.a. 4.88% n.a. 1.75% 5.66%
Difference 0.31% n.a. 0.18% n.a. 0.00% 0.43%




METROPOLITAN COUNCIL~Investment Review Committee

Historic Statistics--All Portfolios
June 30, 2013

Account Group 2Q10 3Q10 4Q10 1Q11 2Q11 3Q11 4Q11 1Q12 2Q12 3012 4Q12 1Q13  2Q13
Total Return(%}):
MCOA-Taxable, ST 0.08% 0.10% 0.05% 0.06% 0.06% 0.06% 0.04% 0.05% 0.06% 0.08% 0.06% 0.07% 0.07%
MCOA-Taxable, Margin, w/Cash 0.01% 0.54% 0.22% 0.21% 0.58% 0.02% 0.02% -0.08% 0.26% 0.25% 0.06% -0.02% 0.02%
MCOA-Taxable, LT 3.81% 1.62% -1.89% 0.30% 1.71% 2.88% 0.48% 0.48% 1.38% 0.84% 0.51% 0.30% -2.67%
[MCOA-Taxable Combined 2.78% 1.22% -0.88% 0.18% 1.04% 1.59% 0.29% 0.29% 0.68% 0.48% 0.34% 0.25% -2.36%
HUD-Savings Acct. 0.01% 0.05% 0.05% 0.02% 0.05% 0.05% 0.05% 0.05% 0.01% 0.01% 0.01% 0.01% 0.01%
OPEB @ MN SBI -11.46% 11.42% 10.63%|  -10.45% 0.11%  -13.76% 11.66% 12.97% -2.74% 6.371% -0.38% 10.55% 2.89%
Effective Duration (Vrs):
MCOA-Taxable, ST 0.02 0.10 0.05 0.29 0.11 0.08 0.08 0.16 0.07 0.13 0.15 0.13 0.09
MCOA-Taxable, Margin, w/Cash 0.06 0.04 0.04 0.24 0.18 0.76 0.02 0.74 1.63 1.39 1.14 0.89 0.64
MCOA-Taxable, LT 3.64 351 4.15 4.26 331 231 2.48 3.69 335 3.39 3.85 3.66 4.85
[MCOA-Taxable Combined 271 2.61 2.01 2,30 2.00 I.31 1.46 2.16 1.63 1.86 2.45 2.88 4.31
HUD-Bavings Acct. 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01
OPEB @ MN SBI na. n.a. n.a. n.a. na. n.a. n.a. na. na. na. n.a. na. n.a.
Ave. Maturity (Yrs):
MCOA-Taxable, ST 0.04 0.10 0.05 0.08 0.11 0.08 0.07 0.15 0.07 0.16 0.19 0.13 0.01
MCOA-Taxable, Margin, w/Cash 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
MCOA-Taxable, LT 4.48 3.75 4.59 4.71 3.34 2.42 7.05 8.72 6.93 7.79 8.92 7.99 7.10
[MCOA-Taxable Combined 3.26 2.79 2.22 2.43 2.01 1.35 4.07 4.99 3.30 4.18 5.59 6.23 7.11
HUD-Savings Acct. 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01
OPEB @ MN S$BI n.a. n.a, n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Qtrly Earnings (Smillions):
MCOA-Taxable, ST 0.1 0.1 § 011% 0T % 0.1 § 0.1 0.1 01 § 01 § 01 § 0.1 00 § 00
MCOA-Taxable, Margin, w/Cash 0.00 0.00 - 0.00 0.00 0.00 0.00 0.01 0.00 0.01 0.01 0.00 0.00 0.00
MCOA-Taxable, LT* 8.6 4.3 (4.6) 1.8 4.4 84 13 L5 3.8 2.8 1.8 1.3 (11.0)
[MCOA-Taxable Combined 8.7 44 5 4.5 3 20§ 45 8 8.5 L6 16 § 39 § 29 3 1.9 I3 §10)
MT Futures Contracts, Realized (1.0) 0.4) 0.0 13 1.7 1.2 0.8 1.1 1.1 0.8 (0.0) 0.1 0.2
MT Futures Contracts, Unrealized 1.2 1.6 2.5 5.8 (3.8) 1.0 1.7 1.6 (4.0) 22 0.4) 0.5 (1.8)
HUD-Savings Acct. 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
OPEB (@ MN SBI (8.9) 10.2 16.8 1.7 3.1 (12.0) 1.0 14.8 (0.3) 10.0 2.6 13.9 4.2
Aggregate (Less Combined) (0.1) 158 § 148§ 167 3 55 § (1.3) 5.0 19.1 § 0.7 § 159 § 4.1 157 § (84)
Investment Balances millions):
MCOA-Taxable, ST 82.9 829 § 2568[% 2200 § 1940 § 2400 2320 2068 § 3087 § 2926 § 2494 1146 § 45,
MCOA-Taxable, Margin, w/Cash 5.1 2.1 31 10.0 9.6 9.0 9.0 5.1 42 5.0 5.0 50 5.2
MCOA-Taxable, LT 2313 239.7 237.0 236.6 292.0 297.6 324.0 275.2 279.0 331.6 412.7 4144  395.6
[MCOA-Taxable Combined 3193 324.7 496.9 466.6 495.6 546.6 565.0 487.1 391.9 629.2 667.1 5340  446.7
HUD-Savings Acct. 0.0 0.0 0.0 0.0 - - - - - - - 0.0 -
OPEB @ MN SBI 69.0 79.0 954 102.6 1054 927 106.3 120.5 119.6 129.0 130.7 1458 151.5
Aggregate (Less Combined) 3883 4037 8§ 5923(|F 35692 § 6010 $ 6393 671.3 6076 § 7115 § 7582 § 79738 679.8  $598.2
Market Yield (%):
MCOA-Taxable, ST 0.14% 0.54% 0.20% 0.29% 0.52% 0.16% 0.23% 0.60% 0.26% 0.22% 0.62% 0.30% 0.49%
MCOA-Taxable, Margin, w/Cash 2.66% 2.66% 2.10% 0.43% 0.45% 0.48% 0.48% 0.22% 0.55% 0.55% 0.55% 0.55% 0.55%
MCOA-Taxable, LT 2.66% 2.39% 3.03% 3.08% 2.28% 1.62% 1.72% 2.19% 1.88% 1.72% 1.76% 1.83% 2.38%
[MCOA-Taxable Combined 2.04% 1.92% 1.56% 1.71% 1.56% 0.96% 1.07% 1.49% 1.03% 1.01% 1.32% 1.49% 2.16%
HUD-Savings Acct. 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05%
OPEB @ MN SBI 1.55% L.57% 1.76% 1.68% 1.87% 1.58% 1.81% 1.77% 1.79% 1.89% 2.92% 1.87% 2.49%
Book Yield (%):
MCOA-Taxable, ST 0.28% 0.35% 0.20% 0.27% 0.24% 0.16% 0.15% 0.60% 0.24% 0.24% 0.27% 0.30% 0.16%
MCOA-Taxable, Margin, w/Cash 2.66% 2.66% 2.10% 0.43% 0.45% 0.45% 0.48% 0.22% 0.55% 0.55% 0.55% 0.55% 0.55%
MCOA-Taxable, LT 3.15% 2.97% 3.28% 3.31% 2.61% 2.19% 2.56% 2.19% 2.75% 2.81% 2.80% 2.59%  2.63%
[MCOA-Taxable Combined 2.32% 2.30% 1.68% 1.81% 1.64% 1.27% 1.54% 1.94% 1.43% 1.60% 1.84% 2.08%  2.35%
HUD-Savings Acct. 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05%
OPEB @ MN $BI 1.55% 1.57% 1.76% 1.68% 1.87% 1.58% 1.81% 1.77% 1.78% 1.89% 2.92% 1.87% 2.49%
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