Internal Memorandum

Date: November 07, 2013

To: Management Committee Meeting (11/13/13)

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

Subj: 3" Quarter Report on Investments (3Q2013)

Location: 390 N Robert Street, St. Paul, Fourth Floor, Rm. 4A at 12:30p.m.
The following items are attached for your review

1. Agenda

2. Minutes from Past Meeting
3. 3QI13 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

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

Agenda

[a—y

. Minutes from Past Meeting — August 12, 2013 (2Q13)

Status update on Wells Fargo Banking Implementation

. Action Item: “Affirmation of Financial Contracts”

. Action Item: “List of Authorized Financial Institutions (Official Depositories)”

Presentation of 3Q13 Quarterly Report

Discuss Upcoming General Obligation Bond Sales and PFA loan Issuance

Managing Liquidity in the Face of High Headline Risk

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 Analyst



l Investment Review Committee

Minutes
August 12, 2013, 1:33 p.m. Conference Room LLB

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; J enny
Munger, Recording Secretary.

Topics Discussed

¢ Mercy Ndungu presented the 2Q13 Investment Review up to the OPEB slide. Allen finished the
presentation. Council member Sandy Rummel asked for more explanation on the Total Return Chart
found on page "D”. Allen Hoppe explained total return in detail. Sandy asked “what does unrealized
gain & realized gain mean”? Mary Bogie answered this question.

o John Schweers asked the question “what kind of funds does Metropolitan Council buy”? Allen Hoppe
answered and Mary Bogie explained in depth.

 Sandy said that the Fed will eventually take its foot off the pedal and is wondering when they will back
off the stimulus. Allen Hoppe answered this question.

e Council member Jon Commers asked the question about credit quality in regards to stability for other
cities.” Does Detroit bring any uncertainty on credit quality for us”? Allen Hoppe answered this question
in detail.

¢ John Schweers asked “what projects are we working on”? Mercy Ndungu answered that Treasury is
working on the Wells Fargo Bank implementation project. Allen Hoppe added that the Scope of the
Custody and Securities lending RFP will come out before the next meeting,

e John Schweers asked that we discuss the OPEB portfolio at some point in the near future. He would like
an update on the asset allocation process.

Business completed, the meeting adjourned at 2:28p.m.

Respectfully submitted,

Jenny Munger



Report on Investments
Third Quarter, 2013

Economic Review

Past. During the third quarter, the US economic environment was one of growth, albeit at a slower pace. The third
estimate of second quarter gross domestic product (GDP) came in at 2.5% versus 1.2% in the first quarter. Growth was
driven by increases in consumption, which added 124 basis points to GDP growth; fixed investments added 96 basis
points while private inventories added 41 basis points. The largest drag on growth came from net exports and government
spending, each knocked off 7 basis points respectively from GDP growth. Year to date, the economy grew at a 1.6%
pace, which is below the historic average of about 3.4%. The employment situation, one of Fed’s key indicators for
current economic conditions was anemic during the quarter. The average number of jobs added for the three months
ended September was only 143,000, the lowest so far this year (vs. 182,000 during the second quarter). The
unemployment rate declined to 7.2% in September from 7.6% in June. This decrease was largely due to a drop in the
labor participation rate. Inflation, another key Fed indicator remained benign and well within the Fed’s target range of
1.7% t0 2.0 %. Headline CPI gained 0.2% in Sept (vs. 0.1% in August), lowering the year-over-year headline pace to
1.2% (vs. 1.5% in August). Excluding food and energy, year-over-year core inflation fell slightly to 1.7% in September
(vs. 1.8% in August). Housing continued to be a bright spot for the economy. Existing home sales (85% of housing
activity), new home sales and building permits have all rebounded to pre-recession levels. Home prices continued to
show year-over-year gains. The S&P/Case-Schiller index of property prices in 20 cities climbed 12.8% in August on a
year-over year basis (vs. 12.5% in July), the biggest 12-month gain since February 2006. The price increase was

attributed to stronger demand for housing.

The slow but steady gains the economy made were enough to buoy the stock market, but likely only because of the Fed’s

aggressive monetary policy. The S&P 500 Index returned 5.24% and is up 19.34% year to date.

Present. At the beginning of the fourth quarter, monetary policy was upstaged by fiscal policy as congress clashed over
the budget and debt ceiling. The disagreement ended with a government shutdown for a period of 16 days. Standard &
Poor’s, a rating agency, estimates that the shutdown will shave at least 0.6% or $24 billion off the US GDP growth in the
fourth quarter.

Incoming economic data for the month of September appears to be mixed, while data for October will mostly likely show
the economic damage caused by the shutdown. On the manufacturing front, the ISM manufacturing index rose to 56.4 in
October (vs. 56.2 in September). This was the highest reading since April 2011. A number above 50 indicates growth,
Headline durable goods orders rose 3.2% in September (vs. 0.1% in August). The increase was driven by a higher level of
transportation orders. Excluding transportation, good orders were down 0.1% (vs. -0.1 in August). This is the third

consecutive monthly decline. Retail sales, which gauge consumer spending fell 0.1% in September (vs. 0.2% in August).
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Excluding autos, gas and building supplies, sales rose 0.5% in September (vs. 0.1% in August). This indicates that
consumer spending was at a decent pace before the government shut down. The Conference Board’s measure of
consumer sentiment declined to 71.2 in October (vs. 80.2 in September), the largest drop since August 2011 after the debt
limit fight. Clearly, consumer optimism in the economic recovery was hit significantly by the uncertainty from the budget
'impasse and debt ceiling negotiations in Washington. This may have constrained consumer spending in the first half of

October.

Future. At their latest FOMC meeting, Fed members decided to continue with their asset purchase program at a pace of
$85 billion per month. They mentioned that they will “await more evidence that progress will be sustained” before
tapering quantitative easing (QE). Overall, there were no changes to the policy. While monetary policy has played a key
role in driving markets, recent months have seen investors paying close attention to signals coming from the central bank.
As the Fed gets closer to winding down its asset purchases, fundamental factors such as corporate earnings and cash flows

will once again become important driving factors for markets.

Going forward, we see the debate over the debt ceiling as more critical to economic growth. In our view, fiscal policy

uncertainty and indirect effects from fiscal tightening will have a more lingering influence on capital markets.

Council Impact. About 45% of the long term portfolio is invested in municipal bonds. The municipal bond market
experienced a sell off for most of the third quarter as credit concerns regarding the safety of municipal bonds resurfaced.
In mid-July, concerns about the credit quality of municipalities started to build up when the City of Detroit filed for
bankruptcy and Puerto Rico’s deteriorating fiscal condition dominated headlines during the summer. Yields on longer
term municipal debt moved higher than Treasury yields. Our long term portfolio experienced significant price
depreciation, which led to underperformance relative to the Merrill Lynch Agency Index (- 90 basis points). Despite the
volatility and headline noise, we believe the fundamentals underlying the municipal market remain strong. A few
indicators that support our view include; (1) data from Rockefeller Institute shows states have notched 13 consecutive
quarters of rising tax collections, (2) Moody’s recently revised its outlook on US States to “stable” after five years at
“negative”, (3) According to the National Conference of State Legislatures, between 2009 and 2011, 43 states enacted

some form of pension reform. That said, we believe municipal credits are in good shape.

A low yield environment is viewed as an opportunity for the Council to refund debt and issue new money bonds to fund
various capital improvements. Early next year, the Council will be selling five tax exempt general obligation (G.O) bond
issues; $101 million Grant Anticipation Notes for Central Corridor Light Rail project, $60 million for Environmental
Services, $25 million for Metro Transit, $8 million for parks and $9.1 million in refunding certificates of participation
(COP) to refund the series 2004G certificates for participation that were issued to finance the acquisition of the Robert
Street building. The refunding is done to generate overall debt service interest savings. Simultaneous, the Council will be

working on a $60 million Wastewater loan from the Minnesota Public Facility Authority (PFA).



Investment Results & Strategy

MCOA—Short-Term

3Q13 Results: Total return of 0.06% for this portfolio was above the index by 5 basis points. This portfolio has
averaged 30 bps per year more than its benchmark over the past 14.75 years. For the quarter, 20% of our cash was
invested in a government money market fund yielding 0.01%, about 71% was invested in top tier commercial paper
yielding 0.25%, and 9% was invested in short term taxable municipal bonds yielding 0.85%. Overall, the positive
performance was attributed to the commercial paper and short municipal holdings. Back in June, due to market
uncertainty related to SEC’s money market fund reform proposal, we temporarily moved cash from a prime money fund

(yielding 0.05%) to a government money market fund (yielding 0.01%).

4Q13 Strategy: Currently, about 46% of the portfolio is invested in institutional Government Prime money market
funds (MMF). In August, the Securities and Exchange Commission (SEC) released a set of proposed regulations that
were meant to stabilize money market funds and make them less susceptible to large redemptions. If the proposed

changes are enacted, money market funds could see further declines in yields.

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

3Q13 Results: During the third quarter, long term muni yields rose slightly while short term yields remained anchored at
low levels consistent with Fed’s accommodate monetary policy. Generally, there is an inverse relationship between
interest rates and bond prices. Long bonds with maturities ranging from 15 to 30 years experienced price depreciation.
The portfolio generated negative returns for the 3 months and 12 months ended September 30. Total return of -0.55% was
below the Index return of 0.35% by 90 basis points. The portfolios long relative duration (4.84 vs. the benchmark at 3.93)

detracted from performance.

Currently, 17% of the market value of the portfolio is made up of cash and cash equivalents. We will maintain this
conservative position in order to take advantage of opportunities should interest rate rise and to balance our overall

duration.

4Q13 Strategy: Maintain duration within the 2 - 6 range. We will maintain our diligence from a credit perspective and
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look for taxable municipal issues in a very cautious and selective manner. Some shorter maturity municipal bonds (1-3 years)
may be added to keep our duration from going much higher. 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.

Longer Strategy (12-months): We continue to structure the long term portfolio defensively with regard to duration and

credit, so that we are able to take advantage of better opportunities as they present themselves.

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 89% hedged for fiscal year 2014, According to Minnesota State Statutes,
the Council is not allowed to hedge more than 100% of projected consumption. Due to unplanned reductions in actual
consumption relative to amounts budgeted, the Council has set a hedge ceiling of 90% of projected diesel fuel

consumption.

During the third quarter, diesel futures contracts generated $0.5 million in net realized gains which were offset by a
comparable rise in the price of fuel purchased. Coincidently, but not directly related, about $0.5 million in net unrealized

gains occurred.

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

OPEB

3Q13Results: Stocks enjoyed strong gains during the third quarter supported by continued monetary stimulus and a
rebound in the global economy. Investors continued to bid up stocks despite the slowing profit growth. This bodes well
for our OPEB portfolio, which closely tracks the performance of the S&P 500 Index. The S&P 500 index and our OPEB
portfolio posted returns of 5.24% and 5.21%, respectively. For the quarter, the OPEB portfolio incurred $7.2 million of
unrealized gains. It is important to note that the market value of the portfolio has doubled since year 2010. The gains are

attributed to monthly contributions and the strong equity market performance.

4Q13 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’1l 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;

September 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: Q-1 0-6 2-6 n.a. 0-1 0-1
Result 0.01 0.40 4.84 n.a. 0.01 n.a.
Less: Index 0.12 0.40 3.93 n.a. 0.01 n.a.
Longer <Shorter> Index -0.11 0.00 0.91 n.a. 0.00 n.a.
Nofte: Index Source: Crane Data n.a. ML Agy. Master n.a. n.a. n.a.

(Prime Inst. MF Index)
Diversification
Sectors See Charts na. See Charts n.a. U.S. Bank/Wells Fargo Mixed
Effective Duration See Charts n.a. See Charts n.a. Acct. n.a.

Rate of Return

Revenue by Component:

Accrued Interest $ 13,941 § 2742 $ 2,399,045 $ B $ 371 $ 800,971

Realized Gains/Losses 3 - $ - b (20,882) % 506,717 $ - $ -

Unrealized Gains/Losses $ 6,524 $ (221) $ (9,460,766) % 457,855 $ - 3 7,165,164
Total Int. Rev. $ 20,464 $ 2,520 $ (7,082,603)  § 964,572 $ 371 $ 7,966,135

—_—

Total Investment Revenue, All Portfolios, Current Quarter $ 1,871,583

Book Yield: 0.04% 0.55% 2.50% n.a. 0.02% 237%

Total Return:

Current Quarter, Council 0.06% n.a. -0.55% n.a. 0.01% 5.21%
*Index 0.01% n.a. 0.35%) n.a. 0.01% 5.24%
Difference 0.05% n.a. -0.90% n.a. 0.00% -0.03%
Last 12 Months, Council 0.26% n.a. -2.41% n.a. 0.05% 19.22%
*Index 0.05%) n.a, -1.38% n.a. 0.05% 19.34%
Difference 0.21% n.a. -1.04% n.a. 0.00% -0.12%
Start Date: 12-31-99 05-01-04 12-31-99 05-01-04 03-31-01 07-03-06
Ave. Annual Rtn., Council 2.61% n.a. 4.93% n.a. 1.72% 6.62%
*Index 2.31% n.a. 4.82% n.a. 1.72% 6.21%
Difference 0.31% n.a. 0.11%) n.a. 0.00% 0.41%




METROPOLITAN COUNCIL-Investment Review Committee
Historic Statistics--All Portfolios
September 30, 2013

Account Group 3Q10 4Q10 1Q11 2Q11 Q1 4Q11 1Q12 2Q12 3Q12 4Q12 1Q13 2Q13 3Q13
Total Return(%):
MCOA-Taxable, ST 0.10%  0.05%] 006%  0.06% 0.06% 0.04%| 0.05% 0.06% 0.08%  0.06% 0.07% 0.07%  0.06%
MCOA-Taxable, Margin, w/Cash 0.54%  0.22%| 021%  0.58% 0.02% 0.02%| -0.08%  0.26% 0.25%  0.06%| -0.02% 0.02%  0.05%
MCOA-Taxable, LT 1.62%  -1.89%| 0.30% 1.711% 2.88% 048%| 048% 138%  0.84% 0.51% 030%  -2.67% -0.55%
[MCOA-Taxable Combined 1.22%  -0.88% 0.18% 1.04% 1.59% 0.29%| 029% 0.68% 0.48%  0.34% 0.25%  -2.36% -0.41%
HUD-Savings Acct. 0.05% 0.05%| 0.02% 0.05% 0.05% 0.05%| 0.05% 0.01% 001% 0.01% 0.01% 0.01%  0.01%
OPEB @ MN SBI 11.42% 10.63%| -10.45%  0.11% -13.76% 11.66%| 12.97% -2.74%  6.37% -0.38%| 10.55% 2.89%  521%
Effective Duration (¥rs):
MCOA-Taxable, ST 0.10 0.05 0.29 0.11 0.08 0.08 0.16 0.07 0.13 0.15 0.13 0.09 0.01
MCOA-Taxable, Margin, w/Cash 0.04 0.04 0.24 0.18 0.76 0.02 0.74 1.63 1.39 1.14 0.89 0.64 0.40
MCOA-Taxable, LT 3.51 4.15 4.26 331 231 2.48 3.69 3.35 3.39 3.85 3.66 4.85 4.84
[MCOA-Taxable Combined 2.61 2.01 2.30 2.00 1.31 1.46 2.16 163 1.86 2.45 2.88 4.31 3.72
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 SBI na. n.a. n.a. na. n.a. n.a. n.a. na. n.a. n.a, na. n.a. na.
Ave. Maturity (Yrs):
MCOA-Taxable, ST 0.10 0.05 0.08 0.11 0.08 0.07 0.15 0.07 0.16 0.19 0.13 0.01 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 3.75 4.59 4,71 3.34 2.42 1.05 8.72 6.93 7.79 8.92 7.99 7.10 7.34
[MCOA-Taxable Combined 2.79 2.22 243 2.01 1.35 4.07 4.99 3.30 4.18 3.59 6.23 7.11 5.63
HUD-Savings Acct. 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.0T 0.0T 0.01 0.01 0.01
OPEB @ MN SBI na. na. n.a. n.a. na. n.a. n.a. n.a. na. na. na. n.a, n.a.
Qtrly Earnings (Smillions):
MCOA-Taxable, ST § 01 8§ OIS 01T § 0T § 01 § O0I|§ 01 § 01 & 01 § 01|85 00 § 00 § 00
MCOA-Taxable, Margin, w/Cash 0.00 0.00 0.00 0.00 0.00 0.01 0.00 0.01 0.01 0.00 0.00 0.00 0.00
MCOA-Taxable, LT* 4.3 (4.6) 1.8 44 84 1.5 1.5 3.8 2.8 1.8 1.3 (11.0) (7.1)
[MCOA-Taxable Combined $ 44 8 @58 20 3 45 § 83 8§ 16 § 16 3 39 3 29 § I9|8§ 13 % (110} § (7.1)
MT Futures Contracts, Realized (0.4) 0.0 1.3 1.7 12 0.8 1.1 1.1 0.8 (0.0) 0.1 0.2 0.5
MT Futures Contracts, Unrealized 1.6 2.5 58 (3.8) 1.0 1.7 1.6 4.0) 22 (0.4) 0.5 (1.8) 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 10.2 16.8 7.7 3.1 (12.0) 1.0 14.8 (0.3) 10.0 2.6 13.9 42 1.2
Aggregate (Less Combined) $ 158 § T48]F 167 § 55 § (13) § 50|35 1901 § 07 § 159 § 41[% 157 § (84) 5 1.1
Investment Balances (MV, $millions):
MCOA-Taxable, ST $ 829 § 25683 2200 § 1940 S 2400 § 2320 |$ 2068 S 308.7 & 2026 § 2494 | 1146 § 450 S 1140
MCOA-Taxable, Margin, w/Cash 2.1 3.1 10.0 9.6 9.0 9.0 5.1 4.2 5.0 50 5.0 52 5.8
MCOA-Taxable, LT 239.7 231.0 236.6 292.0 297.6 324.0 275.2 279.0 331.6 412.7 4144 395.6 394.0
|MCOA-Taxable Combined 324.7 496.9 466.6 495.6 546.6 565.0 487.1 591.9 629.2 667.1 534.0 446.7 5138
HUD-Savings Acct. 0.0 0.0 0.0 - - - - - = - 0.0 - -
OPEB @ MN SBI 79.0 95.4 102.6 105.4 92.7 106.3 120.5 119.6 129.0 130.7 145.8 151.5 160.7
Aggregate (Less Combined) $ 4037 § 5523 3602 § 6010 S 6393 S 6713 |5 607.6 & 7115 & 7582 & 7978 |5 6798 § 5082 § 6743
Market Yield (%):
MCOA-Taxable, ST 0.54%  020%] 0.29% 0.52% 0.16%  023%| 0.60% 0.26% 022%  0.62% 0.30% 0.49%  0.03%
MCOA-Taxable, Margin, w/Cash 2.66% 2.10%| 0.43%  045% 0.48% 048%| 022%  0.55% 0.55%  0.55% 0.55% 0.55% 0.55%
MCOA-Taxable, LT 2.39% 3.03%| 3.08% 2.28% 1.62% 1L.72%[ 2.19%  1.88% 1.72%  1.76% 1.83% 2.38%  240%
[MCOA-Taxable Combined 1.92% 1.56% 1.71% 1.56% 0.96% 1.07% | 149%  1.03% 1.01%  1.32% 1.49% 2.16%  1.86%
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% 2.00%
OPEB @ MN SBI 1.57% 1.76% 1.68% 1.87% 1.58% 1.81%| 1.77%  1.79% 1.80%  2.92% 1.87%  249% 237%
Book Yield (%):
MCOA-Taxable, ST 0.35% 0.20% 0.27% 0.24% 0.16% 0.15%| 0.60% 024% 024% 027% 0.30% 0.16%  0.03%
MCOA-Taxable, Margin, w/Cash 2.66% 2.10% 0.43% 0.45% 045%  0.48%| 022% 0.55%  0.55%  0.55% 0.55% 0.55%  0.55%
MCOA-Taxable, LT 2.97% 3.28% 331% 2.61% 2.19%  2.56%| 2.19% 2.75% 281% 2.80% 2.59% 2.63%  2.50%
[MCOA-Taxable Combined 2.30% 1.68% 1.81% 1.64% 1.27% 154%| 194%  143% 1.60%  1.84% 2.08% 2.35%  1.93%
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% 0.02%
OPEB @ MN SBI 1.57% 1.76% 1.68% 1.87% 1.58% 1.81%) 1.77%  1.78% 1.89%  2.92% 1.87%  249%  237%
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