13: Metropolitan Council

Internal Memorandum

Date: June 1, 2011

To: Investment Review Committee (05/10 - Cancelled) and Management Committee (06/08)

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

Subj: 1% Quarter Report on Investments (1Q2011)

The following items are attached for your review

1. 1Q11 Report on Investments

If you have any questions between meetings, please call me at 651-602-1436 or Allen Hoppe at 651-
602-16209.



Report on Investments
First Quarter, 2011

Economic Review

Past. US economic data suggests that the economy continued to grow during the first quarter of 2011 (GDP at
1.8%), but at a slower pace when compared to growth in the fourth quarter of 2010 (GDP at 3.1%). The slowdown
was primarily driven by an increase in imports, slower personal consumption and a big drop in government
spending. The manufacturing sector remains relatively strong, supported by a weaker U.S. dollar. The Institute of
Supply Management (ISM) index trended higher in the first quarter; from 58.5 in December to 61.2 in March. The
broad trade-weighted U.S dollar (USD) has declined by 4.0% over the last six months benefiting the manufacturing
sector through increased global competitiveness. The service sector, as measured by the ISM non-manufacturing
index improved slightly from 57.1 in December to 57.5 in March. Retails sales came in at 0.4% in March (vs. 1.1%
in February). Consumption increased 0.6% in March versus a 0.9% gain in February. This numbers indicate that
consumers are spending at a relatively cautious pace due to continued elevated levels of unemployment. Consumer
confidence has improved, averaging 67 during the first quarter versus 54.5 during 2010. Labor markets showed
signs of recovery. The March payroll report showed a gain of 216,000 jobs, which pushed the three month average
to an increase of 159,000 jobs. The unemployment rate declined to 8.8% in March from a high of 9.8% in
November. Housing market continues to be a sore spot for the economy. High levels of delinquencies and new
foreclosures keep housing inventories elevated and prices have resumed their downward trend. The Case Schiller

20-city index was down 3.6% year-over-year in March, the biggest 12 month decrease since November 2009.

Treasuries had a volatile first quarter. Yields rose until early February when increased tensions in the Middle East
and North Africa, followed by the Earthquake in Japan, led yields to decline as investors flocked toward Treasuries
in the resulting flight to quality. As economic data came in strong in March, yields rose again. Treasuries

generated a 0.16% return, while the S&P 500 index returned 5.92% during the first quarter.

Present. The Federal Reserve Bank left the federal funds rate unchanged at zero to 0.25% at their April 27"
meeting citing “the economic recovery is proceeding at a moderate pace and overall conditions in the labor market
appear to be improving gradually”. While headline inflation has increased 3.2% year-over-year (vs. an annualized
2.7% in March), the rate of core inflation came in at 1.3% year-over-year (versus 1.2% in March). Core inflation as
measured by the personal consumption expenditure (PCE) index, Fed’s preferred inflation gauge, came in at 1.0%
year over year, which is below the Fed’s target range of 1.75% to 2.0%. Overall upward pressure on inflation has
increased with the recent spike in oil and other commodity prices, but low levels of capacity utilization and

significant slack in labor markets will keep wage inflation, the largest driver of overall inflation, muted.



Future. Currently, it seems the Federal Reserve is willing to accept higher inflation in order to ensure faster
economic growth in the short run, with the expectation that over time they will be able to reverse course fast
enough to avoid an inflation spike. At its meeting, the Fed reiterated that it will follow through with its second
round of quantitative easing (QE2) including $600 billion purchase of treasury securities through June 30. The
purpose of QE2 is to keep short term interest rates low for the short to medium term. We expect overall bond
yields to remain relatively low in the short run. In the intermediate term, we expect yields to gradually increase as

economic conditions continue to improve and U.S. Treasury issuance remains at historically higher levels.

Based on improving labor markets, growing business confidence, strong manufacturing, continued expansion in
consumption and exports led by global growth, we expect economic growth in the U.S. to proceed at a sustainable

yet moderate pace in 2011.

Council Impact. Our municipal bond holdings performed positively during the quarter, after sharply declining
in the fourth quarter of 2010. Our long-term portfolio underperformed its benchmark due to its duration being
longer than its benchmark and our cash position (13% of portfolio) which is earning less than 0.10%. The
Council’s short-term and long-term portfolios continue to suffer from depressed levels of interest rates on short
term money. Long-term interest rates have a greater potential to increase and cause unrealized losses in the long-

term portfolio.

During the quarter, taxable municipal issuance dropped due to expiration of the Build America Bond program; tax-
exempt issuance dropped due to the larger amount of municipal bonds issued in 4Q10. According to Municipal
Market Advisors about $45 billion municipal securities were issued during the first quarter of 2011, compared to
$87 billion in the first quarter of 2011. Demand was also limited due to investor concern over fundamental credit
stress and perceptions of heightened bankruptcy risk. Going forward, thorough credit assessment of municipal
issuers will be an important tool in selecting municipal bonds. Currently, the average rating on municipal bonds in

the long term portfolio is Aal by Moody’s.

The good news is that state and local governments are finally addressing long-term structural issues. Once

resolved, these entities will be on a more solid ground.



Investment Results & Strategy

MCOA—Short-Term

1Q11 Results: Total return for this portfolio was above the index by 4 basis points. This portfolio has averaged
30 bps per year more than its benchmark over the past 12 years. For the quarter, we invested in short taxable

municipal bonds with an average rating of Aa2 (yielding 1.26%), the Federated prime fund, rated Aaa (yielding
0.16%) and commercial paper, average rating, A-1+/P-1 (yielding 0.41).

2Q11 Strategy: The Fed continues to maintain short-term rates near zero. This provides limited opportunities for
our short term portfolio. We continue to stay liquid in order to fund our liabilities i.e. debt service payments and
various capital improvement projects. We are looking at the possibility of purchasing a 3, 6, and 9-month
commercial paper, agency notes or taxable municipal bonds that can provide better yields than money market
funds.

Longer Strategy (12-months): We will continue to invest in commercial paper, prime money market funds and

short maturing high quality municipal bonds.

MCOA—Long-Term

1Q11 Results: Total return of 0.30% was below the Merrill Lynch Agency Master index by 3 basis points. During
the quarter, municipal yields fell slightly across the curve and price performance was positive on the short and long
segments of the yield curve. Our cash holding in the amount of $31 million detracted from relative performance but is
maintained as an offset to the long duration of bond holdings. The benchmark holds agency securities and does not hold

any cash.

2Q11 Strategy: We will maintain our diligence from a credit perspective and 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.

Longer Strategy (12-months): In our view, rates will begin to crop up as positive economic data continues to be
reported. This will portray a strengthening economy. Therefore, we anticipate maintaining a shorter duration as it will
allow us to be ready to take advantage of higher yields in the future. Some bond swaps may occur if market conditions are

right. Assuming the Federal Reserve unwinds QE2, we hope to pick up some mortgage-backed securities.



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 the first quarter of 2011, diesel and natural gas contracts (combined) generated $1.3 million in net
realized gains which were offset by a comparable rise in the price of fuel purchased. At end of quarter, about $5.8

million in net unrealized gains occurred.

MCOA--Margin Account

The margin account supports both the diesel fuel and natural gas hedging programs; it includes cash, a money

market balance, and an agency note yielding 2.15%.

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

OPEB
1Q11Results: Our OPEB portfolio is 100% invested in equities. At the end of first quarter 2011, both the S&P
500 index and our OPEB portfolio posted returns of 5.92% and 6.02%, respectively. For the quarter, the portfolio

had $7.3 million of unrealized gains.

2011 Strategy: Corporate earnings growth remains solid due to improving business fundamentals, strong
manufacturing activity and improving financial sector profits. Hence, we continue to hold a positive view toward

equities.

Longer Strategy (12-months): Continue allocating to equities with minor adjustments when markets become

historically expensive. We’ll likely be 100% in equities into 1Q12.



METROPOLITAN COUNCIL--Report on Investments

Quantitive Policy Results for the Quarter Ending:

March 31, 2011

Operating Account (MCOA) Diesel &
Short- Futures Long- NG Hedging
Term Margin Term Accounts 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 0.29 0.04 426 n.a. 0.01 n.a.
Less: Index 0.12 0.04 342 n.a. 0.01 n.a.
Longer <Shorter> Index 0.17 0.00 0.84 n.a. 0.00 n.a.
Note: Index Source: iMoneyNet 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 bz Comgonent:
Accrued Interest $ 140,126 $ 7,959 $ 1,830,352 $ - $ 372 451,845
Realized Gains/Losses $ - $ - $ (81,800) $ 1,332,264 $ - -
Unrealized Gains/Losses $ 4,199) $ (232) 761,894 $ 5,754,386 $ - 7,250,447
Total Int. Rev. $ 135,927 $ 7,728 $ 2,510,446 $ 7,086,651 $ 372 7,702,292
Total Investment Revenue, All Portfolios, Current Quarter 17,443,539
Book Yield: 0.27% 0.43% 331% n.a. 0.05% 1.68%
Total Return:
Current Quarter, Council 0.06% n.a. 0.30% n.a. 0.01% 6.02%
Index 0.02% n.a. 0.33% n.a. 0.01% 5.92%
Difference 0.04% n.a. -0.03%) n.a. 0.00% 0.10%
Last 12 Months, Council 0.29% n.a. 3.81% n.a. 0.09% n.a.
Index -0.03% n.a. 3.78% n.a. 0.09% n.a.
Difference 0.31%) n.a. 0.03% n.a. 0.00% n.a.
Start Date: 12-31-99 05-01-04 12-31-99 05-01-04 03-31-01 07-03-06
Ave. Annual Rtn., Council 3.07%) n.a. 5.51% n.a. 2.13% n.a.
Index 2.78% n.a. 5.34% n.a. 2.13% n.a.
Difference 0.30%) n.a. 0.16% n.a. 0.00% n.a.




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

March 31, 2011

Account Group 1Q08 2Q08 3Q08 4Q08 1Q09 2Q09 3Q09 4Q09 1Q10 2Q10 3010 4Q10 1Q11
Total Return(%):
MCOA-Taxable, ST 097%  0.70%  0.65%  0.62%| 0.27% 0.14% 0.12%  0.08%] 0.10% 0.08%  0.10% 0.05% 0.06%
MCOA-Taxable, Margin, w/Cash 1.69%  2.19% 1.74%  0.11%| 0.08%  0.03% 023%  0.04%] 0.16% 0.01%  0.54% 0.22% 0.21%
MCOA-Taxable, LT 3.08% -1.17% 1.44%  2.39% 1.02% -0.44%  4.48% -1.01% 143%  3.81% 1.62% -1.89% 0.30%
[MCOA-Taxable Combined 1.74% 0.03 1.12 1.69F 0.67% -0.35%  3.33% -0.59%| 122% 2.78% 1.22% -0.87% 0.18%
HUD-Savings Acct. 070%  034%  031%  0.07%{ 0.02% 0.01% 0.01% 0.01%] 001% 0.01% 0.05% 0.05% 0.02%
OPEB @ MN SBI -9.15%  -2.77%  -8.13% -20.82%| -10.45% 1525% 14.89%  596%| 5.43% -11.46% 11.42% 10.63%| -10.45%
Effective Duration (Yrs):
MCOA-Taxable, ST 0.02 0.02 0.01 0.01 0.01 0.00 0.00 0.00 0.24 0.02 0.10 0.05 0.29
MCOA-Taxable, Margin, w/Cash 0.04 0.02 - - 0.00 0.00 0.02 0.02 0.04 0.06 0.04 0.04 0.24
MCOA-Taxable, LT 4.34 5.63 3.22 2.47 4.88 5.12 4.71 4.36 4.99 3.64 3.51 4.15 4.26
[MCOA-Taxable Combined 1.55 2.20 1.80 1.51 3.76 4.08 3.75 2.69 4.22 2.71 2.61 2.01 2.30
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 n.a. n.a. n.a n.a. na. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Ave. Maturity (Yrs):
MCOA-Taxable, ST 0.03 0.02 0.01 0.01 0.01 0.01 0.01 0.01 0.05 0.04 0.10 0.05 0.08
MCOA-Taxable, Margin, w/Cash 0.17 0.01 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 4.58 5.03 6.71 8.07 9.79 6.86 5.72 5.78 6.37 4.48 3.75 4.59 4.71
{MCOA-Taxable Combined 4.60 5.05 3.75 4.92 7.53 5.46 4.2] 3.56 5.34 3.26 2.79 4.62 4.63
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 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.
Otrly Earnings ($millions):
MCOA-Taxable, ST $ 11$ 14 3% 14 % 09|% 03 $ 03 § 01 $ 01f{% 01 $ 01 $ 01 0.11% 0.1
MCOA-Taxable, Margin, w/Cash 0.1 0.1 0.0 0.0 0.00 0.00 0.02 0.00 0.00 0.00 0.00 0.00 0.00
MCOA-Taxable, LT 7.3 (0.8) 2.2 4.0 2.3 (0.8) 8.3 (2.1) 3.0 8.6 4.3 (4.6) 1.8
[MCOA-Taxable Combined $ 85 8 07 8 36 § 498 26 $§ (06) $§ 84 § Q20§ 31 § 87 § 44 4.5)] § 2.0
MT Futures Contracts, Realized 1.4 33 2.4 (1.2) (3.0) (2.0) (2.6) (4.3) 2.6) (1.0) (0.4) 0.0 1.3
MT Futures Contracts, Unrealized 2.9 13.2 (16.3) 17.5) (0.0) 7.2 1.7 6.3 2.3 1.2 1.6 2.5 5.8
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 6.4) (1.8) (5.3) (12.9) (5.7) 7.2 8.4 4.0 4.0 8.9) 10.2 16.8 7.7
Aggregate (Less Combined) $ 64 § 154 7% (156) $ (267)[% (62)$ 119°% 159 % 407% 68 § (0.1) § 158 14818 167
Investment Balances (MV, $millions):
MCOA-Taxable, ST $ 2140 $ 1940 $ 1384 $121.0]% 510 $ 364 § 661 $ 131.0|% 334 $ 829 § 829 256.8 [ $ 2200
MCOA-Taxable, Margin, w/Cash 12.0 13.0 8.4 5.0 9.0 13.5 11.7 5.5 4.0 5.1 2.1 3.1 10.0
MCOA-Taxable, LT 123.0 132.0 185.4 196.2 199.0 195.0 215.6 219.0 193.0 231.3 239.7 237.0 236.6
[MCOA-Taxable Combined 349.0 339.0 332.2 322.2 259.0 244.9 293.4 355.5 230.4 319.3 324.7 496.9 466.6
HUD-Savings Acct. 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
OPEB @ MN SBI 63.2 64.0 60.0 493 44.7 54.7 64.9 71.0 76.0 69.0 79.0 95.4 102.6
Aggregate (Less Combined) $ 4122 $ 4030 $ 3922 $3715]8% 3037 $299.6 $ 3583 § 426.5[% 3064 $ 3883 $ 403.7 5923 |% 5692
Market Yield (%):
MCOA-Taxable, ST 325% 2.69% 234% 1.66%] 0.73% 061% 022% 0.22%| 0.77% 0.14%  0.54% 0.20% 029%
MCOA-Taxable, Margin, w/Cash 3.05%  237%  2.16% 1.50% 1.05%  0.26%  0.13%  0.13%| 0.80% 2.66%  2.66% 2.10% 0.43%
MCOA-Taxable, LT 435%  S5.11%  433%  3.02%| 3.56% 3.35% 3.09% 3.22%| 3.58% 2.66%  2.39% 3.03% 3.08%
{MCOA-Taxable Combined 3.63%  3.62%  3.45%  249%) 2.92% 2.77% 233% 233%| 3.12% 2.04% 1.92% 1.56% 1.71%
HUD-Savings Acct. 2.14% 1.25% 1.25%  0.05%] 0.05% 0.05% 0.05% 0.05%| 0.05% 0.05%  0.05% 0.05% 0.05%
OPEB @ MN SBI 205% 231% 2.23% 1.96% 1.57% 1.51% 1.43% 1.53% 1.43% 1.55% 1.57% 1.76% 1.68%
Book Yield (%):
MCOA-Taxable, ST 3.26%  2.69%  2.36%  2.09%| 0.73%  0.56% 0.22% 0.29%] 077% 028%  035% 0.20% 0.27%
MCOA-Taxable, Margin, w/Cash 3.05% 237%  2.16% 1.50% 1.05%  0.26%  0.13%  0.13%| 0.80% 2.66%  2.66% 2.10% 0.43%
MCOA-Taxable, LT 6.17%  5.11%  4.60%  4.59%| 4.08% 3.76% 3.42% 3.42%| 3.85% 3.15%  2.97% 3.28% 3.31%
[MCOA-Taxable Combined 4.00%  3.93% 3.61% 3.60%| 332% 3.09% 2.57% 2.22%| 3.35% 2.32% 2.30% 1.68% 1.81%
HUD-Savings Acct. 2.14% 1.25% 1.25%  0.07%| 0.05%  0.05%  0.05%  0.05%]| 0.05% 0.05%  0.05% 0.05% 0.05%
OPEB @ MN SBI 2.05% 231%  2.23% 1.96% 1.57% 1.51% 1.43% 1.53% 1.43% 1.55% 1.57% 1.76% 1.68%
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METROPOLITAN COUNCIL--Investments
March 31, 2011

Operating Account--Long Term Investments, (Selected Data)
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