Internal Memorandum

Date: February 06, 2013

To:  Investment Review Committee Meeting (02/11/13)

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

Subj: 4" Quarter Report on Investments (4Q2012)

The following items are attached for your review

1. Agenda .
2. Minutes from Past Meeting
3. 4Q12 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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Thank you.
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Investment Review Committee

Agenda

IRC Administrative Coordinator; Mercy Ndungu (651)-602-1436

1. Minutes from Past Meeting — November 19, 2012 (3Q12)

2. Presentation of 4Q12 Quarterly Report

. Committee members:
“Jon Commers, Committee Chair & Council member
Sandy Rummel, Committee Vice Chair & Council member
Jeannette Parr, CFA, Appointee

John Schweers, Appointee

Mary Bogie, CFO & Treasurer

Reference staff: (not members of the IRC)

~ Allen Hoppe, CFA, Senior Manager, Treasury
Mercy Ndungu, Principal Treasury Analyst



Investment Review Committee

Minutes
November 19, 2012, 3:00 p.m. Conference Room LI.B

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

Reference staff* Allen Hoppe, Sr. Manager, Treasury; Mercy Ndungu, Principal Financial Analyst;
Robbin Moore, Recording Secretary.

Topics Discussed

Mercy Ndungu discussed the status of the Wells Fargo Proposal for general banking services. She
noted that all contracts are expected to be finished and signed by January 1, 2013,

Allen Hoppe reviewed the 2013 Authorized Financial Institutions and Service Providers.

Ms. Ndungu reviewed the fall bond sale results.

Ms, Ndungu reviewed third quarter investment results which included graphs showing GDP
trends, Manufacturing, and Unemployment Rates.

Mr. Hoppe discussed the long term investment portfolio.

Business completed, the meeting adjourned at 4:14p.m.

Respectfully submitted,

Robbin Moore



Report on Investments
Third Quarter, 2012

Economic Review

Past. The momentum of the US economy screeched to a halt during the final three months of 2012, Gross
domestic product shrank at an annual rate of 0.1%, much lower than the 3.1% recorded in the third quarter and
below consensus projections for an increase of 1.1%. Primary factors that led to the contraction were a sharp
decline in government spending, a pronounced drawdown in business inventories and a fali in exports. For all of
2012, the US economy grew an annualized rate of 2.2% versus 1.8% in 2011. Economists are concerned that this
pace of economic expansion is far too slow to significantly lower the unemployment rate which currently stands at
7.8%. The labor market continued to improve, albeit at a slower pace. December employment report showed that
the economy added 2.2 million jobs in 2012 versus 1.6 million in 2011, Housing market was a bright spot for the
ecohomy. After five years of record foreclosures and falling home prices, the housing market regained some
stability in 2012. In December, housing starts unexpectedly rose 12.1% (month-over—mdnth) to an annualized rate
of 954,000 units, the highest fevel since the summer of 2008. The improvement was fueled by low borrowing costs
and rising property values. On a negative note, existing home sales fell by 1.0% in December to an annualized rate
of 4.94 million.-units (vs.4.99 million units in November). Despite the recent contraction, the annualized rate is still
up 13% compared to last December. In November, home prices as measured by the S&P Case-Shiller Home Price
20-City Compbsite Index, rose 5.5% on a year-over year basis (vs. 4.21% in October). Going forward, we expect

home prices to continue to rise as inventory remains low and the share of distressed sales continues to fall.

Financial markets improved but continued to experience volatility fueled by European sovereign debt crisis, US
fiscal challenges, China’s economic slowdown, and tensions in the Middle East. Thé US equity market, as
measured by' the S&P 500 Inde)i, returned -0.38% during the fourth quarter, bringing the full year performance to
16.1% (vs. 21% in 2011). Thé_broad fixed income market as measured by the Barclays U.S Aggregate Bond Index,
posted a quarterly return of 0.21% and is up 4.21% for all of 2012 (vs.7.84% in 2011).

Present. While this recovery appears more tepid than past recoveries, the trends are moving in the right direction.
During the month of January, economic data were generally positive. Retail Sales, which gauge consumer
spending behavior, rose 0.5% in December (vs. 0.4% in November), ex-autos retail sales rose 0.3% (vs. -0.1% in
November). On the manufacturing front, the ISM non-manufacturing index, which gauges the service sector, fell to
55.2 in January (vs. 55.7 in December). Readings above 50 signal growth. The ISM manufacturing index, which
gauges the manufacturing sector rose 53.1 in January (vs. 50.2 in December). This marks the fifth consecutive
month in expansiénary territory after three consecutive months below the breakeven level of 50. The labor market
continues fo improve very slowly. The economj reportedly added 157,000 jobs in January (vs.196,000 in
December). The unemployment rate ticked up to 7.9% (vs. 7.8% in December).



Future. Despite better than expected economic data, economic growth remains subpar and unemployment is still
too high which supports the Fed’s highly accommodative monetary policy. At the January FOMC meeting, the Fed
remained focused on quantitative easing; continuing with $85 billion in monthly purchases of agency mortgaged
backed securities and longer-term Treasuries. The goal of the securities purchases is to hold long-term rates lower
until the labor market improves. Back in December, the Fed Reserve replaced its pledged to keep rates low through
“at least mid 2015 with “at least as long as the unemployment rate remains above 6.5%”. The Federal Reserve

alsb identified an upper inflation threshold number of 2.5%.

In terms of economié growth, the World Bank is projecting a 2.4% .growth rate for the world economy in 2013 and
an economic growth rate of 1.9% for the US economy, which it considers insufficient to bring down the high
unemployment rate. - In summary, the World Bank biannual Global Economic Prospects report stated that: “While
there are signs that growth is picking up in developing countries, the world continues to face a bumpy and uncertain

recovery”.

From an investment point of view, the accommodative monetary policy will continue to drive investors into riskier -

assets in search of higher yiclds. At the same time, we believe that stronger growth and the potential for a pickup in

inflation expectations should drive US Treasury yields higher in the long run.

Council Impact. During the fourth quarter and all of 2012, munidipal bonds delivered positive returns. The |
positive performance was attributable to high demand and limited supply. Pending national fiscal problems and the
refunding of investors’ holdings put a high demand on munis, in some cases muni yields (double exempt), were

higher than US Treasury yields (single exempt). Our long-term portfolio outperformed its benchmark by 0.30% in

the -fourth'quarter and by 0.81% for the 12 month period that ended December 31, 2012. Despite the negatiile

headlines during the first haif of 2012, news regarding municipal bankruptcies faded during the second half.
According to Municipal Market Advisors (MMA), the municipal market had a total of 11 chapter 9 bankruptcy

filings totaling under $2.7 billion in par value in 2012 (vs. $6.5 billion in 2011 and $3.6 billion in 2010). In terms

of supply, total new issuance volume for 2012 came in at $373.1 billion, 29.7% higher than 2011 on a year-over-
year basis (YOY). Volume was spearheaded by refunding issuance. Refunding deals were 71.5% higher in 2012
versus 2011, In 2012, the Council issued refunding bonds in the amount of $454 million in par value and issued

$268 million in new money bonds.



Investment Results & Strategy

MCOA—Short-Term

4Q12 Results: Total return for this portfolio was above the index by 3 basis points. This portfolio has averaged
28 bps per year more than its benchmark over the past 14 years. For the quarter, 36% of our cash was invested in a
prime money market fund yielding 0.10%, about 52% was invested in top tier commercial paper yielding 0.30%,
8% was invested in short taxable investment-grade municipal bonds yielding 0.74% and 4% was invested in an
agency bond yielding 0.45%. The positive performance was attributed to our commercial paper and muni Holdings;

About two thirds of the money in the short-term portfolio is dedicated to capital projects and debt service payments.

1Q13 Strategy: With the expiration of the FDIC Transaction Account Guérantee program (TAG) and pending
money market fund reforms, we have seen yields fall further on cash and cash equivalents securities. This provides
limited opportunities for cash managers and requires us to consider adding credit flexibility to our investment
options. This would include adding high quality asset backed commercial paper issuers or other sectors like credit

cards and automobiles.

Longer Strategy (12-fnonths): 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 }')aper, prime money

market funds and short maturing high quality municipal bonds.

MCOA—Long—Terni
4Q12 Results: Total return was above the Merrill Lynch Agency Master index by 30 basis points despite a duration
much shorter than the benchmark for all but the last two weeks of the quarter. Sector allocation may have played a part.
About 40% of our portfolio is invested in municipal bonds. Muni bonds outperformed agencnes during the fourth
quarter Hence our portfolio appreciated in value more than the benchmark.
In an effort to take advantage of the steep yield curve, we deployed $75 million of cash within the 6-10 year range

of the maturity spectrum. We believe this part of the curve is optimal and will roll down with yields as bond
| maturities shorten. In particular, we purchased callable agency bonds. The impact on the portfolio was an increase
in negative convexity (from -0.48 at the end of November to -1.26 at the end of December) and effective duration
(from 3.13 at the end of November to 3.85 at the end of December). Generally, callable bonds provide higher
yields compared to bullets. They have an embeddéd call option. H interest rates fall further, they are more likely to
be called prior to maturity. If interest rates rise thereafter, the proceeds from the call can be reinvested at much

higher yields.

1Q13 Strategy: We will maintain our diligence from a credit perspective and look for taxable municipal issues in a .very

selective manner.



We recently took 30% gains in the.amount of $650,000 from the sale of $2.4 million par value municipal bonds (Kenosha
USD, WI). The gains were equivalent to three and a half years worth of income. Proceed from the sale will likely be

invested in callable agency bond.

Longer Strategy (12-months): Deploy cash into callable agencies, mortgage securities, munis and possibly some
commercial paper. In our view, good quality (G.O. credits rated “A” and revenue credits rated “AA”) taxable municipal

bonds continue to offer compelling valuations relative to Treasuries.

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 90% hedged through August 2014,

During the fourth quarter, diesel futures contracts generated $0.04 million in net realized losses which were offset
by a comparable drop in the price of fuel purchased. During the quarter, about $0.3 million in net unrealized losses

occurred.

MCOA--Margin Account
The margin account supports the diesel fuel hedging program; it includes a cash balance ($3 million), and a U.S.

agency security ($2.0 million).

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

OPEB _ 7

4QI12Results: Our OPEB portfolio (market value at $131 million) is currently 100% invested in equities. At the
end of fourth .quarter 2012, both the S&P 500 index and our OPEB portfolio posted returns of -0.38%. For the
quarter, the OPEB portfolio incurred $1.7 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 high allocation to

equities.

1Q13 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 earns more than the PERA/SBI cash pool.



METROPOLITAN COUNCIL--Report on Investments
Quantitive Policy Results for the Quarter Ending: ‘

December 31, 2012

Operating Account (MCOA)

Diesel
Short- Futures Long- Hedging -
- Term Margin Term Account " HUD OPEB
Compliance OK OK OK OK OK 0K
Safety (Defaults) None None None None None None
Liquidity (Effective Duration Years) :
Target Duration Range: 0-1 0-6 2-6 n.a. 0-1 0-1
Result 0.15 1.14 3385 n.a. 0.01 n.a.
Less: Index 0.12 1.14 3.84 n.a. 0.01 " na.
Longer <Shorter> Index 0.03 0.00 0.0% n.a 0.00 na.
Note: Index Source: Crane Data n.a. ML Agy. Master n.a. n.Aa. na.
{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 Intérest $ 185,894 $ 2742 $ 1,904,559 $ - $ 496 790,433
Realized Gains/Losses $ - $ - $ - $ 41,664) $ - -
Unrealized Gains/Losses % (28.624) % 30 $ 10,343,594 $ (353,396) § - 1,780,354
Total Int. Rev. $ 157,270 § 2772 $ 12,248,153 3 (395,060) $ 496 2,570,787
Total Invesiment Revenue, All Portfolios, Current Quarter 14,584,542
Book Yield: 0.27% 0.55% 2.80% n.a. 0.05% 2.92%
Total Return:
Current Quarter, Council 0.06% ni 0.51% na. 0.01% -0.38%
*Index 0.02% na 0.22% n.a. 0.01% -0.38%
Difference 0.03%, na. 0.30% n.a. 0.00% 0.00%.
Last 12 Months, Council 0.25% na. 3.25% n.a. 0.05% 16.44%
*Index 0.09%]. na. 2.44%| n.a. 0.05% - 16.01%
Difference 0.16%) n.a. 0.81% LA 0.00% 0.43%
Start Date: 12-3 1_-99 05-01-04 12—31-99_ 05-01-04 03-31-01 07-03-06
Ave. Annual Rin., Couneil 2.72% n.a. 5.42% n.a. 1.82% 4.48%
*Index 2.44% na. 5.20% na. 1.82% 4.02%
Difference n.a. 0.22% 1.4, 0.00% 0.47%

0.28%




METROPOLITAN COUNCIL--Investment Review Committee
Historic Statistics--All Portfolios

December 31, 2012

4011

Account Group 40Q09 1010 2010 3010 4010 1011 2011 3011 1012 2Q12 3Q12 4012
Total Return{%):
MCOA-Taxable, ST 0.08%| 0.10% ©¢08% 0.10% 0.05%| 0.06% 0.06% 0.06%  0.04%| 0.05% 0.06% 0.08%  0.06%
MCOA-Taxable, Margin, w/Cash 0.04% 0.16% 0.01%  054% 0.22%]| 021% 0.58% G02%  0.02%| -0.08% 026% 0.25%  0.06%
MCOA-Taxable, LT -1.01% 1.43% 3.81% 1.62%  -1.89%| 0.30% 1.71%  2.88%  0.48%| 0.48% 138%  0.84% 051%
|MCOA-Toxable Combined -0.39% 122%  2.758% 1.22%  -0.88% . 18% 1.04% Li9%  0.29%| 0.29% 0.68% 0.48% 0.34%%
HUD-Bavings Acct. 0.01%| 0.01% 001% 0.05% 0.05%| 0.02% 005% 0.05% 005%| 005% 0.01% 0.01% 001%
OPEB @ MN SBI 5.96%| 543% -11.46% 11.42% 10.63%| -10.45% 0.11% -13.76% 11.66%| 1297% -2.74% 637% -0.38%
Effective Duration (¥rs):
MCOA-Taxable, ST 0.00 0.24 0.02 0.10 0.05 0.29 0.11 Q.08 0.08 0.16 0.07 0.13 0.15
MCOA-Taxable, Margin, w/Cash . 0.02 0.94 0.06 0.04 0.04 0.24 0.18 0.76 0.02 0.74 £.63 1.39 f.14
MCOA-Taxable, LT 4.36 4,99 3.04 351 4.15 4.26 3.31 231 2.48 3.69 3.35 3.39 3.85
|MCOA-Taxable Combined 2.69 422 2.7 2.61 2.01 2.30 2,00 131 146 2.16 1.63 1.86 . 2,45
HUD-Savings Acct. 0.01 0,01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.0 0.01 0.01
OPEB @ MN SBI n.a. n.a. n.a. n.a. n.a, n.4. i.a. n.a. na. n.a. 1.a. n.a. na.
Ave. Maturity (¥rs): )
MCOA-Taxable, ST 0.01 0.03 0.04 010 003 0.08 0.11 0.08 0.07 0.15 0.07 0.15 0.19
MCQOA-Taxable, Margin, w/Cash 0.00 0.00 0.00 0.00 0.00 G.00 0.00 0.00 4.00 0.00 Q.00 0.00 0.00
MCOA-Taxable, LT 5.78 6.37 4.48 3.75 4,59 4.71 3.34 2.42 7.03 3.72 6.93 7.79 8.92
[MCOA-Taxable Combined 3.36 3.34 3.26¢ 2.79 2.22 243 201 1.35 4.07 £.59 3.30 418 359
HUD-Savings Acct. 0,01 0.01 ¢.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01
OPEB @ MN SBI 0.8, n.a n.a. n.a, na, 0.2, na. n.a. n.a. na. n.a. nd. na.
Otrly Earnings (Smillions):
MCOA-Taxable, ST 5 015 o1 & 0L $ 01 § OI1]% 01 § OI § 01 $§ O0I|% OO0 § ©02 § 02 § 02
MCOA-Taxable, Margin, w/Cash 0.00 $00 0.00 0.00 0.00 0.0¢ 0.00 0.00 0.01 0.00 0.01 0.01 0.00
MCOA-Taxable, LT {2.1) 3.0 8.6 4.3 (4.6) 1.8 4.4 8.4 1.5 9.8 3.2 12.6 12.2
[MCOA-Taxable Combined § 2008 31 8 R7 § 44 5 (3§ "6 5 435 5 83 5 16|83 98 5§ 34 § 128 35 134
MT Futures Centracts, Realized 4.3) (2.6) (1.0} (0.4) 6.0 13 1.7 12 08 1.1 1.1 0.8 {0.0)
MT Futures Coptracts. Unrealized 6.3 2.3 1.2 1.6 25 58 (3.9 Lo 1.7 L6 (4.0) 22 (0.4)
HUD-Savings Acct. 0.0 0.0 Q0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
OPEB (@ MN SBI 4.0 4.0 8.9) 10.2 16.8 .7 3l {12.0) 1.0 148 (0.3) 10.0 2.6
Apgregate (Less Combined) $ 40[F 68 § (0.1) § 158 % 148}5 167 § 55 § (13) § 50[% 273 § 02 % 258 § 146
Investment Balances (MV, Smitlions):
MCOA-Taxable, ST 51510 |% 334 % 829 5 829 25685 2200 § 15940 § 2400 § 2320 & 2068 § 308.7 5 2926 3 2494
MCOA-Taxable, Margin, w/Cash 5.5 4.0 5.1 2.1 31 10.0 9.6 9.0 9.0 5.1 42 5.0 50
MCOA-Taxable, LT 219.0 193.0 231.3 239.7 237.0 236.6 292.0 297.6 324.0 275.2 279.0 3316 4127
[MCOA-Taxable Combined 355.3 230.4 393 324.7 £06.9 +60.6 495.6 J46.6 3650 +87.1 391.9 629.2 867.1
HUD-Savings Acct, 0.0 0.0 0.0 0.0 0.0 - - - - - - -
OPEB @ MN 5BI 710 76.0 69.0 79.0 954 1026 105.4 2.7 1063 1205 119.6 129.0 130.7
Agpregate (Less Combined) 542655 3064 $3883 54037 592375 5692 £ 6010 56393 F6715([F 6076 § 7115 § 7582 § 7978
Market Yield (%):
MCOA-Taxable, ST 0200 0.TRA 0.14% T O058%  020%| 029% 0525 O.16% 0.23%| 0.00% 026%  022% 0605
MCOA-Taxable, Margin, w/Cash 0.13%| 080% 266% 266% .2.10%| 043% 0.45% 0.48% 048%| 022% 055% 0355% 0.35%
MCOA-Taxable, LT 3.22%| 3.58% 2.66%  2.39%  3.03%| 3.08% 228% 1.62%  1.72%| 2.19%  1.88% 1.72% 1.76%
[MCOA-Taxable Combined 233%| 3.I2%  204% 1.92% 1.36% | 171% 1.36% 0.96% 107% | 1.49% 1.03% L01% 1.32%
HUD-Saviags Acct. 0.05%| 0.05% 0.05% 005% 0.05%| 0.05% 005% 005% 005%| 0.05% 005% 005% 0.05%
OPEB @ MN SBI 1.53% 1.43% 1.55% 1.57% 1.76%. 1.68% 1.87% 1.58% 1.81%, 1.77% 1.7%% 1.39% 2.92%
Book Yield (%): .
MCOA-Taxable, ST 0.29%| 077% 0.28% 035% 0.20%| 027% 024% 0.16% C.15%| 060% 0.24% 024% 0.27%
MCOA-Taxable, Margin, w/Cash 0.13%| 080% 266% 266% 2.10%| 043% 045% 045% 0.48%| 022% 0.55% 055%  0.55%
MCOA-Taxable, LT 342%| 3.85%  3.15%  2.97%  3.28%| 331%  261%  2.19%  256%| 219%  2.75% 281%  2.80%
[MCO4-Taxabie Combined 2.22% | 335%  2.32%  2.30% 1.68% 1.81% 1.64% 1.27% 1.54% 1.9:4% 1. 43% 1.60% 1.84%
HUD-Savings Acct. 0.05%| 0.05% 005% 0.05% 005%] 005% 0.05% 0.05%  0.05%| 0.05% 0.05% 005% 005%
OPEB @ MN SBI 1.53% 1.43% 1.55% 1.57% 1.76% 1.68% 1.87% 1.58% 1.81% 1.77% 1.78% [L.R9%  2.92%
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