Internal Memorandum

Date: May 15, 2013

To:  Management Committee Meeting (05/22/13)

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

Subj: 1¥ Quarter Report on Investments (1Q2013)
The following items are attached for your review

1. Agenda
2. Minutes from Past Meeting
3. 1QI13 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

Agenda

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

1. Minutes from Past Meeting — February 6, 2013 (1Q13)

2. Discussion on Fuel Supplier Purchase Option

3. Presentation of 1Q13 Quarterly Report

Committee members:

Jon Commers, Committee Chair & Council member
Sandy Rummel, Committee Vice Chair & Council member
Jeannette Parr, CFA, Appointee

John Schweers, Appoiniee

Mary Bogie, CFO & Treasurer

Reference staff: (not members of the IRC)

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



I Investment Review Committee

Minutes
February 11, 2013, 1:34p.m. Conference Room 4A

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

Absent
Committee member: John Schweers, Appointee

Reference stajff: Allen Hoppe, Sr. Manager, Treasury; Mercy Ndungu, Principal Financial Analyst; Mary
Weems, Recording Secretary.

Topics Discussed

e Mercy Ndungu reviewed the 4Q12 Report on Investments, which included an economic review of
US GDP, manufacturing, unemployment, US housing market data and inflation expectations.

o Ms. Ndungu reviewed performance results, strategy and expectations for the short-term portfolio.

e Allen Hoppe reviewed performance results, strategy and expectations for the long-term. The
portfolio is comprised of municipal bonds (43%), agency bonds (44%), commercial paper (10%),
mortgage backed securities (1.6%) and money market funds (1.4%). He mentioned the sale of a
municipal bond which generated gains in the amount of $650,000 during the fourth quarter.

e Mr. Hoppe reviewed the diesel hedging program.

® Mr. Hoppe presented 4Q12 performance results for the Other Post Employment Benefits (OPEB)
portfolio.

Business completed, the meeting adjourned at 2:20p.m.

Respectfully submitted,

Mary Weems



Report on Investments
First Quarter, 2013

Economic Review

Past. The US economic growth rebounded during the first quarter after a lackluster performance in the fourth
quarter. Gross domestic product, which measures all goods and services produced in the US, increased 2.5% (vs.
0.4% in 4Q12). Economic data on consumer spending, housing, and employment posted gains. Consumer
spending which accounts for about 70% of the economy rose at a 3.2% annual rate (vs. 2.1% in 4Q12) and was the
fastest pace since 4Q10. The housing market continued its slow recovery, supported by record low mortgage rates,
low inventory and attractive pricing levels. For the month of March, existing home sales, which account for 95%
of the total housing market, were down 0.6% (vs. 0.8% in February), new home sales were up 1.5% (vs. -4.6% in
February), housing starts were up 7.0% (vs. 0.8% in February), while building permits which gauge future
construction activity fell 3.9% to an annual rate of 902,000 down from February’s rate of 939,000 — but still slightly
below the five year high. Home prices moved higher in most areas. According to the S&P Case-Shiller 20-city
home price Index, home prices rose 9.3% in February on a year-over-year basis (vs. 8.1% in January) — the highest
level in seven years. Higher prices encourage spending through the wealth effect, reduce bank loan losses and
provide support to construction activity. Growth in the labor market continues to be sluggish. During the first
quarter, job gains averaged 168,000 per month after averaging 151,000 in the fourth quarter. According to the
Federal Reserve, in order to bring the unemployment rate down to a level that is in line with the Federal Open
Market Committee (FOMC) forecasts, the economy needs to generate 150,000 to 200,000 jobs a month. The
unemployment rate fell to 7.6% from 7.7% in February.

Financial markets fared well during the first quarter supported by stable interest rates, central bank stimulus and
improving economic conditions. The US equity market, as measured by the S&P 500 Index, returned 10.6% during
the first quarter (vs. -0.38% in 4Q12). The broad fixed income market as measured by the Barclays U.S Aggregate
Bond Index, posted a quarterly return of -0.10% (vs. 0.21% in 4Q12).

Present. Economic data continues to be mixed. On the manufacturing front, the ISM manufacturing index
slipped to 50.7 in March (vs. 51.3 in March). The index continues to hover around 50, pointing towards stagnant
manufacturing growth in the months ahead. US manufacturers have been reluctant to increase output due to the
fiscal policy uncertainty, budget debate as well as weak export orders from Europe and Asia. Durable goods orders
fell 5.7% in March (vs. 4.3% in February), excluding transportation, orders fell 1.4% (vs. -1.7% in February). This
suggests a sluggish pace of business spending over the coming months. Retail Sales, which gauge consumer
spending behavior, fell 0.4% in March (vs. 1.1% in February), ex-autos retail sales fell 0.4% (vs. 1.0% February).
On a positive note, consumer confidence and labor markets showed slight improvements. Consumer sentiment as
measured by the Conference Board’s index climbed to 68.1 in April from 61.9 in March. Initial jobless claims for

week ended May 4th decreased by 4,000 to 323,000, the fewest since January 2008.
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Future. At its latest FOMC meeting, the Fed reiterated that they expect to keep the Fed Funds rate near zero as
long as the unemployment rate remains above 6.5% and long-term inflation is no more than 2.5%. So far, Fed
policies have anchored short-term rates and maintained downward pressure on long term interest rates. We expect

U.S interest rates to remain range bound in the near future.

While this economic recovery appears tepid compared to past recoveries, it is gaining some momentum. Among
the positive contributors, are housing, autos and the manufacturing sectors. We expect improvements in these
sectors to offset the effects of higher taxes and less government spending from sequestration. Our outlook for the

balance of 2013 is that the economy will continue to grow below its historical trend.

Council Impact. We have probably achieved historical lows in interest rates for this business cycle. Yields on
Government paper especially on the short end of the curve cannot decline much further and credit spreads are
starting to stabilize. The low market yield environment continues to weigh heavily on our short term investments.
At end of 1Q13, our short-term portfolio yield was 0.30%, about 22 basis points higher than the Crane prime fund
industry average (0.08%). Investment opportunities remain limited in the short end of the curve. We continue to

maintain a conservative strategy that places greater emphasis on liquidity and safety.

About 35% of the long term portfolio is invested in Municipal bonds. In the last few months, long term pension
obligations have become front and center issues for municipalities. Most of them continue to realize that reforms
are needed in order to achieve fiscal stability. Last month, Moody’s, a credit rating agency, announced their final
approach on how they will be analyzing and adjusting pension liabilities for state and local governments. They
placed several cities, local governments and school districts on credit watch for potential downgrades after
reviewing their pension obligations. That said, it is important to note that municipal bond defaults continued to

remain low during the first quarter.

Overall, our expectations are that as the broad U.S economy continues to improve, this will translate into improved

finances for local municipalities.



Investment Results & Strategy
MCOA—Short-Term

1Q13 Results: Total return for this portfolio was above the index by 6 basis points. This portfolio has averaged
30 bps per year more than its benchmark over the past 14 years. For the quarter, 29% of our cash was invested in a
prime money market fund yielding 0.06%, about 61% was invested in top tier commercial paper yielding 0.3 1%,
and 10% was invested in short taxable investment-grade municipal bonds yielding 0.84. The positive performance
was attributed to our commercial paper and muni holdings.

As the weather continues to warm up, we expect to drawn down funds at faster pace compared to prior winter

months in order to fund capital projects.

2Q13 Strategy: In November 2012, a new regulatory body, the Financial Stability Oversight Committee was
established by the Dodd-Frank act. The committee has issued proposed recommendations regarding additional
regulation for money market mutual funds. The recommendations include allowing a floating net asset value
(NAV) instead of a stable $1 value, mandating that fund sponsors maintain a capital buffer of up to 1% combined
with redemption restrictions and lastly, mandating that fund sponsors maintain capital buffers of up to 3% of fund
assets. All these changes if enacted will further depress yields on money market funds. We intend to gradually
move away from prime money market funds and invest in high quality commercial paper, 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

1Q13 Results: Total return was above the Merrill Lynch Agency Master index by 25 basis points. Coupon income
contributed positively to the total return number. The portfolio experienced slight price depreciation. For several
months now, we have maintained a cash position in the portfolio to help offset some of the recent interest rate volatility
especially in the long end of the curve. Without the cash, our portfolio would have experienced a greater loss from price

depreciation.

2Q13 Strategy: 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, which have a sinking fund structure that pays down over time and possibly some commercial

paper. In our view, municipal bonds remain strong from a fundamental perspective.
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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 86% hedged for fiscal year 2014.

During the first quarter, diesel futures contracts generated $0.06 million in net realized gains which were offset by a
comparable rise in the price of fuel purchased. During the quarter, about $0.4 million in net unrealized gains

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 (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

1Q13Results: Our OPEB portfolio (market value at $147.9 million) is currently 100% invested in equities. At the
end of first quarter, both the S&P 500 index and our OPEB portfolio posted returns of 10.6%. For the quarter, the
OPEB portfolio incurred $13.9 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.

2Q13 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:

March 31, 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. 0-1 0-1
Result 0.13 0.89 3.66 n.a. 0.01 n.a.
Less: Index 0.12 0.89 375 n.a. 0.01 n.a.
Longer <Shorter> Index 0.01 0.00 -0.09 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 C omggbnem:
Accrued Interest $ 125,064 $ 2,742 $ 2,455,728 $ - $ 497 $ 637,772
Realized Gains/Losses $ (5,032) $ - $ 714,555 $ 60,992 $ - $
Unrealized Gains/Losses $ 28,945 $ (3,916 $ (1,904,166) § 398,349 $ 3 13,257284
Total Int. Rev. $ 148,977 $ (1,174 $ 1,266,117 $ 459,341 $ 497 $ 13,895,056
Total Investment Revenue, All Portfolios, Current Quarter $ 15,768,937
Book Yield: 0.30% 0.55% 2.59% n.a. 0.05% 1.87%
Total Return:
Current Quarter, Council 0.07% n.a. 0.30% n.a. 0.01% 10.55%
*Index 0.01% n.a. 0.05% n.a. 0.01% 10.03%
Difference 0.06% n.a. 0.25% n.a. 0.00% 0.52%
Last 12 Months, Council 0.27% n.a. 3.06% n.a. 0.05% 13.94%
*Index 0.08% n.a. 2.51% n.a. 0.05% 13.38%
Difference 0.19% n.a 0.55% n.a. 0.00% 0.57%
Start Date: 12-31-99 05-01-04 12-31-99 05-01-04 03-31-01 07-03-06
Ave. Annual Rtn., Council 2.70% n.a. 5.34% n.a. 1.79% 5.88%
*Index 2.39% n.a. 5.11% n.a. 1.79% 5.35%
Difference 0.30% n.a. 0.23% n.a. 0.00% 0.53%




METROPOLITAN COUNCIL-Investment Review Committee

Historic Statistics--All Portfolios
March 31, 2013

Account Group 1Q10 2Q10 3010 4Q10 1Q11 2011 3Q11 4011 1Q12 1Q12 3Q12 4012 1Q13
Total Return(%):
MCOA-Taxable, ST 0.10% 0.08% 0.10% 0.05% 0.06% 0.06% 0.06% 0.04% 0.05% 0.06% 0.08% 0.06% 0.07%
MCOA-Taxable, Margin, w/Cash 0.16% 0.01% 0.54% 0.22% 0.21% 0.58% 0.02% 0.02% -0.08% 0.26% 0.25% 0.06% -0.02%
MCOA-Taxable, LT 1.43% 3.81% 1.62% -1.89% 0.30% 1.71% 2.88% 0.48% 0.48% 1.38% 0.84% 0.51% 0.30%
[MCOA-Taxable Combined 1.22% 2.78% 1.22% -0.88% 0.18% 1.04% 1.59% 0.29% 0.29% 0.68% 0.48% 0.34% 0.25%
HUD-Savings Acct. 0.01% 0.01% 0.05% 0.05% 0.02% 0.05% 0.05% 0.05% 0.05% 0.01% 0.01% 0.01% 0.01%
OPEB (@ MN SBI 543%  -11.46% 11.42% 10.63%|  -10.45% 0.11%  -13.76% 11.66% 12.97% -2.74% 6.37% -0.38% 10.55%
Effective Duration (Yrs):
MCOA-Taxable, ST 0.24 0.02 0.10 0.05 0.29 0.11 0.08 0.08 0.16 0.07 0.13 0.15 0.13
MCOA-Taxable, Margin, w/Cash 0.04 0.06 0.04 0.04 0.24 0.18 0.76 0.02 0.74 1.63 1.39 1.14 0.89
MCOA-Taxable, LT 4.99 3.64 3.51 4.15 4.26 331 231 248 3.69 3.35 3.39 3.85 3.66
[MCOA-Taxable Combined 4.22 2.71 2.6/ 2.01 2.30 2.00 1.31 1.46 216 1.63 1.86 2.45 2.88
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$BI n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Ave. Maturity (Yrs):
MCOA-Taxable, ST 0.05 0.04 0.10 0.05 0.08 0.11 0.08 0.07 0.15 0.07 0.16 0.19 0.13
MCOA-Taxable, Margin, w/Cash 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
MCOA-Taxable, LT 6.37 4.48 3.75 4.59 4.1 3.34 242 7.05 8.72 6.93 7.79 8.92 7.99
[MCOA-Taxable Combined 5.34 3.26 2.79 222 243 20! 135 4.07 4.99 3.30 4.18 3.59 6.23
HUD-Savings Acct. 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01
OPEB @ MN 5BI n.a. n.a. na. n.a. na. n.a. na. n.a. n.a. n.a. n.a. n.a. n.a.
Qtriy Earnings (Smillions):
MCOA-Taxable, ST 0l % [DAIY 0.1 01]$% 01 % 0.1 0.1 or(s 0l $ 01 $ 01 § 0.1 0.0
MCOA-Taxable, Margin, w/Cash 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.01 0.00 0.01 0.01 0.00 0.00
MCOA-Taxable, LT* 3.0 8.6 43 (4.6) 1.8 44 8.4 1.5 1.5 3.8 2.8 1.8 1.3
[MCOA-Taxable Combined 31§ 87 § 44 +435)] 8 20 § 4.5 8.5 16 8 16 § 39 3 29 § 1.9 13
MT Futures Contracts, Realized (2.6) (1.0) 0.4) 0.0 13 1.7 1.2 0.8 1.1 1.1 0.8 (0.0) 0.1
MT Futures Contracts, Unrealized 23 1.2 1.6 25 5.8 (3.8) 1.0 1.7 16 (4.0) 2.2 (04) 0.5
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 4.0 8.9 10.2 16.8 17 3.1 (12.0) 1.0 14.8 (0.3) 10.0 26 13.9
Aggregate (Less Combined) 68 § 0.1) § 15.8 148 | % 16.7 § 5.5 (1.3) 50([% 19.1 § 0.7 § 159§ 4.1 15.7
Investment Balances (MV, Smillions):
MCOA-Taxable, ST 334 5 829 § 829 2568 [$ 2200 § 1940 240.0 2320|% 2068 § 3087 $§ 2926 § 2494 114.6
MCOA-Taxable, Margin, w/Cash 40 5.1 2 3.1 10.0 9.6 9.0 90 5.1 42 5.0 5.0 5.0
MCOA-Taxable, LT 193.0 231.3 239.7 2370 236.6 292.0 297.6 324.0 2752 279.0 3316 412.7 414.4
[MCOA-Taxable Combined 2304 319.3 324.7 496.9 466.6 495.6 546.6 565.0 487.1 591.9 629.2 667.1 3534.0
HUD-Savings Acct. 0.0 0.0 0.0 0.0 0.0 - - - - - - - 0.0
OPEB @ MN SBI 76.0 69.0 79.0 95.4 102.6 105.4 92.7 106.3 120.5 119.6 129.0 130.7 145.8
Aggregate (Less Combined) 3064 $§ 3883 § 4037 5923 (8§ 5692 § 601.0 639.3 671318 6076 § TIILS $ 7582 § 7978 679.8
Market Yield (%):
MCOA-Taxable, ST 0.77% 0.14% 0.54% 0.20% 0.29% 0.52% 0.76% 0.23%) 0.60% 0.26% 0.22% 0.62% 0.30%
MCOA-Taxable, Margin, w/Cash 0.80% 2.66% 2.66% 2.10% 0.43% 0.45% 0.48% 0.48%) 0.22% 0.55% 0.55% 0.55% 0.55%
MCOA-Taxable, LT 3.58% 2.66% 2.39% 3.03% 3.08% 2.28% 1.62% 1.72% 2.19% 1.88% 1.72% 1.76% 1.83%
[MCOA-Taxable Combined 3.12% 2.04% 1.92% 1.56% 1.71% 1.56% 0.96% 1.07% 1.49% 1.03% 1.01% 1.32% 1.49%
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 1.43% 1.55% 1.57% 1.76% 1.68% 1.87% 1.58% 1.81% 1.77% 1.79% 1.89% 2.92% 1.87%
Book Yield (%):
MCOA-Taxable, ST 0.77% 0.28% 0.35% 0.20% 0.27% 0.24% 0.16% 0.15% 0.60% 0.24% 0.24% 0.27% 0.30%
MCOA-Taxable, Margin, w/Cash 0.80% 2.66% 2.66% 2.10% 0.43% 0.45% 0.45% 0.48% 0.22% 0.55% 0.55% 0.55% 0.55%
MCOA-Taxable, LT 3.85% 3.15% 2.97% 3.28% 3131% 2.61% 2.19% 2.56% 2.19% 2.75% 2.81% 2.80% 2.59%
[MCOA-Taxable Combined 3.35% 2.32% 2.30% 1.68% 1.81% 1.64% 1.27% 1.54% 1.94% 1.43% 1.60% 1.84% 2.08%
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 1.43% 1.55% 1.57% 1.76% 1.68% 1.87% 1.58% 1.81% 1.77% 1.78% 1.89% 2.92% 1.87%

* Interest earnings for fiscal year 2012 were revised on 03/31/13.
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