114: Metropolitan Council

Internal Memorandum

Date: February 4, 2009

To: Investment Review Committee (02/10) and Management Committee (02/25)

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

Subj: 4™ Quarter Report on Investments (4Q2008)
The following items are attached for your review

1. Agenda

2. Minutes from Past Meeting

3. 4Q08 Report on Investments

If you have any questions between meetings, please call me (602-1436) or Allen Hoppe (602-
1629).

Thank you.



Investment Review Committee

February 10 the at 2:30 P.M., in Lower Level, Room A
IRC Administrative Coordinator; Allen E. Hoppe (651)-602-1629

Agenda

1. Minutes from Past Meeting — November 12, 2008 (3Q08).
2. Update on Victoria Finance Security
3. Discussion on OPEB Portfolio

4. Presentation of 4Q08 Quarterly Report

Committee members:

Roger Scherer, Treasurer (5-28-08) & Council member
Craig Peterson, Council member

Leon (Lee) Binger, Appointee

Walter (Bud) Meadley, Appointee

Wes Kooistra, CFO

Mary Bogie, Deputy CFO

Reference staff: (not members of the IRC)
Katie Shea, Director Internal Audit
Allen Hoppe, Treasury Manager
Mercy Ndungu, Treasury Analyst
Trudy Aldrich, Executive Assistant



Investment Review Committee
IRC Administrative Coordinator: Allen E. Hoppe (651)-602-1629

Minutes
November 12, 2008 at 1:00 p.m., in Room LL-A

Present

Committee Members: Roger Scherer, Council Member; Craig Peterson, Council Member; Leon
(Lee) Binger, Appointee; Walter (Bud) Meadley, Appointee; Wes Kooistra, Chief Financial
Officer. '

Reference Staff: Katie Shea, Director Internal Audit; Allen Hoppe, Treasury Manager, Mercy
Ndungu, Treasury Analyst, Trudy Aldrich, Executive Assistant.

Call to Order

A quorum being present, Council Member R. Scherer called the quarterly meeting of the
Investment Review Committee (third quarter 2008) to order at 1:00 p.m. on Wednesday,
November 12, 2008.

Approval of Agenda and Minutes
It was moved by W. Meadley, seconded by L. Binger to approve the agenda.
The motion carried.

It was moved by L. Binger, seconded by W. Meadley to approve the minutes of the August 12,
2008 quarterly meeting (second quarter 2008) of the Investment Review Committee.
The motion carried.

Business

1. Affirmation of Financial Contracts (Action Item)
This item was presented by Allen Hoppe. It was moved by W. Meadley and seconded by

L. Binger that the Investment Review Committee recommend that the Management
Committee approve Business Item 2008-309 at their November 12, 2008 meeting and
propose that the Metropolitan Council authorize the Regional Administrator to amend the
terms of the following transaction-based financial contracts, as needed, to provide
continued service through December 31, 2009:

General banking services from US Bank;

Credit card processing from Metavante;

Purchasing card services from Bank of America (BofA);

Custodian and securities lending services from Wells Fargo and US Bank.

s

Mr. Hoppe explained that the annual affirmation process for these “fixed rate per
transaction” contracts assures continuous service throughout the contract term, where



needed, but does not negate the need for obtaining periodic competitive quotes or
documented sole source contracts as stated in the Council’s procurement policies and
procedures. The motion carried.

List of Authorized Financial Institutions (Official Depositories) (Action Item)
Allen Hoppe presented this item. It was moved by C. Peterson and seconded by W.

Meadley that the Investment Review Committee recommend that the Management
Committee approve Business Item 2008-322 at their November 12, 2008 meeting and
propose that the Metropolitan Council approve the list of Authorized Financial
Institutions for 2009 attached thereto.

Mr. Hoppe clarified that the List of Authorized Financial Institutions goes before the
Council at least annually and that the Council’s investment policy does not permit the
Council to do business with institutions that do not appear on the list. Discussion ensued
regarding additions and deletions to the list, the research done and criteria used to select
brokers, how brokers are matched to the Council’s needs, and if there were any failures
on settlements throughout the year. The motion carried.

Postpone Banking RFP
Allen Hoppe advised that a banking request for proposal has been forestalled by Treasury

staffs focus on implementation of a new credit card processor, Elavon Inc. While it is
beneficial for the Council to obtain fresh pricing for general banking services from time
to time, information periodically received by Council staff from other banks and services
demonstrates that the Council currently pays very competitive rates to US Bank. A
banking RFP will, therefore, be pursued after the implementation.

Update on Victoria Finance Security
Allen Hoppe distributed an e-mail received on November 11, 2008, containing an update

on Victoria Finance to committee members. It stated that the Collateral Agent for
Victoria Finance, Deutsche Bank Trust Company-Americas, is currently soliciting
approval from all holders of the Victoria Finance/Stanfield Victoria securities to adopt
“Amendment No. 5,” which would modify the original Security Agreement by enabling
the Collateral Agent to proceed with a foreclosure and restructuring process.

Mr. Hoppe informed committee members that the underlying collateral of Victoria
Finance is made up of a mixture of mortgages and asset-backed holdings and that he had
been given a confidential listing of the percentage of assets with their rating
classifications. Discussion ensued regarding this investment, current valuation estimates
and the Council’s options. L. Binger suggested that Mr. Hoppe attempt to obtain more
information and send out a communication to committee members with his findings. In
particular, the following information was deemed to be helpful:

1. A chart listing the assets with their credit rating distribution.



2. Determination of what percentage of the dollar value of the assets in the collateral
pool is current?

3. How Wells Fargo determined the 82™ percentile valuation for the bonds?

4. What transactions have taken place to date? Were they cash outs from the
collateral pool or market transactions, and at what level?

5. Status of Hedging throﬁgh Treasury Staff (vs. Consultant)

Allen Hoppe reported that this item has gone through the Management Committee and is
expected to take effect on January 1, 2009. The Council is moving towards extending
hedges up to 24 months and is working internally to put this into place.

6. Presentation of Third Quarter 2008 Quarterly Report
Mercy Ndungu and Allen Hoppe presented a PowerPoint presentation of the Third
Quarter 2008 Quarterly Report to committee members.

Adjournment
Business completed, the meeting adjourned at 2:30 p.m.

Respectfully submitted,

Trudy M. Aldrich
Recording Secretary



Report on Investments
4" Quarter, 2008

Economic Review

Past. It is official that the U.S. economy is in a recession. The recession has been and continues
to be felt across the entire economy — consumer, manufacturing, employment, and exports.

Gross domestic product was -3.8% versus 0.5% (3Q08). The ISM manufacturing index fell to
32.4 from 36.2, its lowest output since 1982. The labor market continued to show weakness with
the unemployment rate rising to 7.2% from 6.1%, initial jobless claims jumped to 626,000 in the
week ended Jan, 31. That’s up from a revised 591,000 in the previous week and the highest level
since the last week of October 1982. Housing remains an overhang. The S&P Case Shiller
index showed that prices of U.S. homes dropped 18.2% in November over year-ago levels.
While inflation concerns dominated the markets last year, deflation concerns have become the
new dominant theme as both PPI and CPI declined in December. Headline producer price index

(PPI) fell 0.9% from 0.4% in November while the consumer price index (CPI) fell from 2.0% to
1.8%.

The yield curve flattened by 42 basis points during the quarter, as the spread between the 2- year

Treasuries and 10-year Treasuries ended the quarter at a positive 145 basis points.

Present. The Federal Reserve Bank cut rates three times during the fourth quarter by a total of
175 basis points, to a range of 0% to 0.25%. The Fed emphasized its determination to use all
available tools to contain the recession and restart the financial markets. Through the Troubled
Asset Relief Program (TARP), the Fed provided much needed capital to banks and also to
automakers thus preventing them from going into bankruptcy. They also lowered mortgage rates
by purchasing assets outright through mortgage backed securities and agency debentures. These
actions have benefited the market in some ways. Some of the benefits include lower mortgage

rates and lower short term funding rates.



Future. Currently, home values are still falling, employment levels are decreasing while the
unemployment rate is on the rise and lenders want higher yields. As such economic
fundamentals are likely to get worse before they improve. The Federal Reserve has made it clear
that théy are willing to use all available tools to keep markets functioning, and it plans to keep
rates low for the foreseeable future. As such, this should provide the basis for positive GDP
growth in the later half of the year.

The yield curve should remain steep as the front end will be held down for the foreseeable future
while further treasury issuance keeps the long end yields higher.

Council'Impact. By most measures, broad market equity performance in 2008 was among the
worst ever, with the S&P 500 posting negative returns of -37.0%. As a result, our OPEB
portfolio (which closely tracks the equity market), was down -35.74%. Short and intermediate
term fixed income yields have dropped since September due to the on-going flight to quality;
hence some of our bonds have been called resulting in further exposure to reinvestment risk in
the long term portfolio. On December 30", $30 million of our agéncy bonds, yielding on average
5.7% were called and a total of $25 million matured. Part of the proceeds were used to purchase
taxable municipal bonds, the remainder was invested in a government money market fund to

maintain liquidity and safety.

There is some concern that that U.S. government will flood the market with bonds to finance the
bailout packages and that foreigners will reduce their holdings as their grow more concerned
about the U.S. currency devaluations — this will lead to higher U.S rates. Since rates are
expected to go up, we are maintaining a shorter duration in the long term portfolio so as reduce

exposure to price loss.



Investment Results & Strategy

MCOA—Sheort Term

4008 Results. Total return for this portfolio was above the index by 15 basis points. This
portfolio has averaged 34 bps per year more than its benchmark over the past 10 years. This
success is due to competitive rates from our money market funds. Both funds - Credit Suisse and
Morgan Stanley Institutional Prime funds had higher year-to-date returns of 2.95% and 2.74%

respectively, versus an industry average of 2.61%.

1Q09 Strategy. With Fed funds effectively at zero, several prime money market funds are going out of
business. Credit Suisse will be liquidating its prime portfolio by the end of first quarter. To maintain

safety in our short term portfolio, we opened a government fund money market account at Goldman
ranked # 2 with returns of 2.52 %. There are 259 money funds in the Government Institutional category.

Longer Strategy (12-months). We plan to wait on the sidelines in money market funds until the markets

stabilize and yields start rising.

MCOA—Long Term
4008 Results. Total return was below the benchmark index by 436 basis points due to our

having a shorter duration and more call exposure than the benchmark during a period of falling
interest rates. That is, we did ndt capture as much price appreciation as the index. Also, since

rates fell significantly during the fourth quarter, several of our agencies bonds were called. We
reinvested part of the proceeds in a government money market fund (low yielding).

1009 Strategy. The relative attractiveness of municipal bonds compared to treasuries is at historically
high levels. We bought some taxable munis with yields ranging from 6.1% to 7.0% from various

issuers. We may swap into a couple of more taxable munis as the opportunity arises.

Longer Strategy (12-months). We may purchase some more taxable munis or mortgage-backed
securities during the next year.



EFPMs — Hedging Accounts

"The energy forward pricing mechanisms (EFPMs) program manages the risk of swings in the
cost of diesel fuel consumed by Metro Transit and Metro Mobility and natural gas consumed by
Environmental Services and Metro Transit. During fourth quarter 2008, diesel and natural gas
contracts (combined) generated $1,240,000 in net realized losses and $17,527,000 in unrealized
losses. Fuel prices have been falling since last summer. Fuel expenses are under budget due to

prices paid for the unhedged portion.

MCOQA--Margin Account
The margin account supports both the diesel fuel and natural gas hedging programs; it includes

cash, a money market balance, and some U.S. Treasury securities.

The MCOA—Tax Exempt, and the HUD Account, portfolios receive limited activity. Money in
the tax-exempt account helps reduce our arbitrage liability. The HUD account is kept liquid for
operating purposes.

OPEB

4008 Results. During the quarter, we did not make any significant changes to our asset
allocation — maintained 100% S&P 500. At end of 4Q2008, both the S&P 500 Index and our
OPEB portfolio posted negative returns of -21.94% and -20.82% respectively. For the quarter,
the portfolio had $13.3 million of unrealized losses.

1008 Strategy. While this has been a difficult period for equities in general, we believe our
results will improve on both an absolute and relative basis as the economy stabilizes and begins
to improve. Maintain allocation at 100% equities. The current market value of $49.3 million

reflects a cumulative unrealized loss of $23.5 million since inception.

Longer Strategy (12-months). Continue with our current asset allocation of 100% equities with

minor adjustments when markets become historically expensive.



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

December 31, 2008

Operating Account (MCOA) Diesel &
Short- Futures Long- Tax NG Hedging
Term Margin Term Exempt Accounts HUD OPEB
Compliance OK OK oK OK OK OK QK
Safety (Defaults) None None 1 None None None None
Liquidity {(Effective Duration Years)
Target Duration Range: 0-1 0-6 2-6 02 na. 0-1 Q-1
Result 0.01 0.04 2.47 0.01 n.a 0.01 na
Less: Index 0.13 0.04 3.83 0.01 n.a. 0.01 n.a.
Longer <Shorter> Index -0.12 0.00 -1.36 0.00 na. 0.00 na.
Note: Index Source: iMoneyNet na ML Agy. Master na na. iMoneyNet na
(Prime Funds) (Prime Funds)
Diversification
Seciors See Charts n.a. See Charts n.a. n.a. U.S. Bank ~ Mixed
Effzctive Duration See Charts n.a. See Charis na. na. Acet. na
Rate of Return
Revenye by Component:
Accrued Interest 835,713 19,695 3,030,881 516 - 2,164 359,866
Realized Gains/Losses - - 125,978 - (1,237,918) - -
Unrealized Gains/Losses 23,450 - 871,259 - (17,527,065) - (13,271,922)
Total Int. Rev. 859,163 19,695 4,028,119 516 (18,764,583) 2,164 (12,912,055)
Totaf Investment Revenue, All Portfolios, Current Quarter 3 (26,767,382}
Book Yield: 2.05% 1.50% 4.59% 1.61% na. 0.05% 1.96%
Total Return: ‘ _
Current Quarter. Council 0.62% na. 2.39% 0.72% n.a 0.07% -20.82%
Index 0.47% n.d, 6.75% 0.72% n.a. 0.07% -21.94%
Difference 0.15% na -4.36% 0.00% n.a 0.00% 1.12%
Last 12 Months, Council 2.97% na. 5.81% 229% n.a. 1.43% -35.74%
Index 2.66%) n.a. 9.69% 2.29% n.a. 1.43% -37.00%
Difference 0.31% n.a -3.88%| 0.00% n.a. 0.00% 1.26%
Start Date: 12-31-99 05-01-04 12-31-99. 06-30-02 05-01-04 063-31-01 07-03-06
Ave. Annual Rin.. Council 3.71% na 5.74% 1.92% na. 2.75% 9.78%
Index 3.36% na 5.98%) 1.92% na 2.75% -8.36%
Diiference 0.34% n.a. -0.24%| 0.00% na 0.00% -1.42%




METROPOLITAN COUNCIL~-In t Review C ittee
Historic Statistics--All Portfolios
December 31, 2008
Account Group [1Qp6 2006 3Q06 4Q06| Q07 2007 3007 4Q07] 1Q08  2Q08  3Q88 3Qu08 |
MCOA-Taxable, 5T 1.08% Li1%%%6  1.33% 1.33%] 1.31% 1.31% 131%  125%] 0.97% 0706 0.65% 0.62%
MCOA-Taxable, Margin, w/Cash 1.16% L67%  1.61% 0.72%| 0.73% 128%  139%  1.63% 1.69% 2.19% L74% 0.11%
MCOA-Taxable, LT 0.34% -0.67%  4.98%  1.23%] 194% W072%  394%  3.82%) 3.08% -1.1T% 1.44% 2.3%9%
{MCOA-Taxable Combined 0.25% -0.17% 4.04%  1.24%| 1.75% -0.23%  3.22%  292%| L74% 0.03 112 1.69
MCOA-Tax Exempt, ST 0.64% 076% 0.78% 081%| 0.78% 0.83% O076%  0.72%] 063% 054%  037% 0.72%
HUD-Savings Acct. 1.09%% 1.20% 132 L31% 1.29% 130%  131%  L12%| 070% 0.34% 0.31% 0.07%
OQOPEB @ MN SBI na. na.  1.54%  6.08%| 0.61% 6.04%  2.08% -3.16%| -9.15% -2.77% -B.13% -20.82%
E$-SAC-Taxable nE na. n.a. n.a. n.a. n.a n.a. n.a. I.&. .a, ILA. n.a.
Effective Dyration (¥rs):
MCOA-Taxable, ST 0.15 0.13 0.04 0.12 033 6.21 0.04 0.05 0,02 (.02 0.01 0.01
MCOA-Taxable, Margin, w/Cash 0.24 0.22 0.45 0.74 0.26 0.38 0.28 0.11 0.04 0.02 B -
MCOA-Taxable, LT 5.0F 5.90 5.96 4.90 4.16 5.99 4.98 3.58 4.34 5.63 3.22 247
[MCOH-Taxable Combined 3.59 461 4.61 4.29 3.21 4.88 3.59 2.33 155 220 1.80 1.51
MCOA-Tax Exempt, 5T (.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.01 0.0L
HUD-Savings Acct. 0.01 0.01 0.01 0.01 .01 0.0t 0.01 0.01 0.04 0.01 0.01 0.01
OPEB @ MN SBE n.a. na na na- na na na. na. na na. na n.a
ES-SAC-Taxable n.a. n.a. na n.a. n.a n.a. n.a n.a. na. n.a. n.a, n.a.
Ave. Maturi T5)s
MCOA-Taxable, ST 0.13 0.08 0.04 612 0.33 0.21 0.04 0.04 0.03 0.02 0.01 0.01
MCOA-Taxable, Margin, w/Cash 0.25 0.18 .45 077 0.26 .40 0.29 0.30 0.17 0.0t 0.00 0.00
MCOA-Taxable, LT 10.79 11.60 11.46 10.65 10.96 12.08,  10.84 7.82 4.58 5.03 6.71 8.07
[MCOA4-Taxable Combined 7.76 9.17 918 9.4] 8.36 9.79 7.82 5.08 4.60 5.05 3.75 492
MCOA-Tax Exempt, ST 0.01 0.01 0.01 0.01 0.01 0.01 0.1 0.01 0.01 0.01 0.01 0.01
HUD-Savings Acct. 0.01 0.01 0061 0.01 0.0l 001 0.01 0.01 0.01 0.01 0.01 0.01
OPEB (@ MN SBI n.a. na. na na, n.a. na na. na. Ra. na. na. na.
ES-SAC-Taxable n.a. n.a. n.a. n.a. n.a. na. na. n.a. n.a. n.a. 3. n.a.
Otrly Earnings {Smillions): -
MCOA-Taxable, ST § 15 3§ 09 § 190 % 06{§5 09 § 09 § 10§ 11|§ 11 § 14 8§ 14 % 09
MCOA-Taxable, Margin, w/Cash 0.1 0.1 0.1 - 0.1 0.1 0.0 0.0 0.1 0.1 a.0 0.0
MCOA-Taxable, LT {0.7) (1.5) 11.7 2.7 3.7 {1.7) 8.5 79 73 (2.8) 22 4.0
[MCOA-Taxable Combined 5 09 3 (03 % 128 § 33|55 46 3 @7 § 95 § 90§ 35 % (13§ 36 3 49
MT Futures Contracts, Realized .4 09 0.6 (0.5} (0.8) (0.3) 0.03 0.60 14 33 24 {1.2)
MT Futures Contracts, Unreatized 0.7 0.6 (3.9 (1.3) 2.5 04 0.5 3.0 29 132 {163) (17.5)
MCOA-Tax Exempt, ST 0.0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
HIID-Savings Acct. 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
OPEB @ MN SBI na. na 0.6 25 0.3 3.6 1.4 (2.2) (6.4) 2.2 (5.7 13.2)
E%-5AC-Taxable na. n.a n.a. na. o.a. na X3 na n.a. n.a n.a, na,
Aggregate {(Less Combined) $ 20 § 10 % 101 § 40]$ 66 § 32 § 115 $ 104 § 64 § 130 § (16.0) 3  (27.0)
Investment Balances wmillions): :
MCOA-Taxable, ST § 806 $ 609 § 581 % 2701% o84 3 402 % 801 $ 1053]% 2140 $ 1940 § 1384 § 1210
MCQA-Taxable, Margin, w/Cash 64 6.2 4.6 6.1 6.5 3.6 33 6.7 12,0 13.0 8.4 50
MCOA-Taxable, LT 211.3 232.5 2393 - 2193 228.5 220.7 212.1 204.5 123.0 132.0 185.4 196.2
[MCGA-Taxable Combined 298.3 2996 302.0 2524 303.4 273.4 293.3 316.5 349.0 339.0 332.2 3222
MCOA-Tax Exempt, ST 0.0 - - 4.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
HUD-Savings Acct. 0.0 0.1 0.1 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0
OPEB @ MN SBI n.a, na. 16.5 530 58.0 649 68.4 67.5 63.2 64.0 60.0 493
ES-SAC-Taxable n.a. na. na n.a. na na. na. na. na na. na. na.
Aggregate (Less Combined) $ 2084 § 2997 & 318.6 5 3094 |% 3614 § 3383 $ 3639 § 3840 9% 4122 § 403.0 § 3922 371.5
Market Yield (%): .
MCOA-Taxable, ST [ 481% 3.35% 533% 8.61% 531% 534% 5.10% 350% 325% 1.65% 2.34% 1.66%
MCOA-Taxable, Margin, w/Cash 440%  4.68% 4.48%  4.90%| 4.92% 498%  492%  444%] 3.05% 23T 2.16% 1.50%
MCOA-Taxable, LT 527% 5.61% 528%  532%| 5.24% 5.55%  5.18%  4.69%| 4.35% S5.11%  433% 3.02%
[MCO4-Taxable Combined 5.03%  5.54%  3.28%  5.31%| J5.25% 4.99%  416% 4.76%| 3.63%  3.62%  3.43% .2.49%
MCOA-Tax Exempt, ST 2.68%  3.22%  3.15% 325%| 3.22% 333%  334% 334%| 212% 1.80% 151% 1.61%
HUD-Savings Acct. 449%  497% 521% 5.22%) 521% 521% 493% 493%{ 214% L25% 125% 0.05%
OPEB @ MN 8Bl na na 1.88%  2.18%) 242% 223%  256%  2.56%] 205% 231% 223% 1.96%
ES-SAC-Taxable n.a. na. na n.a. na. n.a. na. 1. na. na. n.a. na
Book Yield (%):
MCOA-Taxable, 3T 457% 457% 530% 539%%| 5.28% 527%  5.11%  4.86%| 3.26% @ 265%  236% 2.09%
MCOA-Taxable, Margin, w/Cash 440% 468%  448%  4.50%| 4.92% 497%  4.89%  4.50%| 3.05% 237% 2.16% 1.50%
MCOA-Taxable, LT 5.15% 5.44%  545%  541%|  5.48% 550%  5.64%  5.64%| 6.17%  5.11%  4.60% 4,59%
[MCOA-Taxable Combined 498%  5.33% s541% 539%1 542% 5.53%  3.49%  536%| 4.00% 393% 3.61% 3.60%
WMCOA-Tax Exempt, ST 268% 322% 3.15% 3.25%] 322% 333%  3.34%  209%} 2.02% 1.80%  L51% 1.61%
HUD-Savings Acct. 4.49%  497%  521%  5.22%) 521% 521% 493% 4.16%f 2.14% 125% 125% 0.07%
OPEB @ MN SBI na. na 1.88%  2.18%| 242% 223%  2.56%  2.67%) 205% 231% 223% 1.96%
ES-SAC-Taxable na, n.a. na. na. na. na. na. na. 1A, na. 1. na.
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Monthly Percentage Hedged Snapshot
Diesel (Heating Oil)

METROPOLITAN COUNCIL--Prospective Analysis (Futures Contracts)

December 31, 2008
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METROPOLITAN COUNCIL--Prospective Analysis (Futures Contracts)

Monthly Percentage Hedged Snapshot

Natural Gas
December 31, 2008
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