12: Metropolitan Council

Internal Memorandum

Date: March 12,2012

To: Investment Review Committee Meeting (03/19)

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

Subj: 4™ Quarter Report on Investments (4Q2011)
The following items are attached for your review

1. Agenda

2. 4Q11 Report on Investments

If you have any questions, please call me at 651-602-1436 or Allen Hoppe at 651-602-1629.

Thank you.



Investment Review Committee

Agenda

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

B

1. Overview of Council Investments and Cash Management
2. Changes to Investment Policy and Related Discussions

3. Discuss Diesel Hedging Program
4. Presentation of 4Q11 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, Chief Financial Officer

Reference staff: (not members of the IRC)

Allen Hoppe, CFA, Senior Treasury Manager
Mercy Ndungu, Principal Treasury Analyst
Robin Schmitt, Executive Assistant



Report on Investments
Fourth Quarter, 2011

Economic Review

Past. The U.S. economy closed year 2011 on a positive note. During the fourth quarter, Gross domestic product
(GDP) increased at an annualized rate of 3.0% (vs. 1.8% in the third quarter), this brought the 2011 growth to 1.7%,
a decline from 3.0% in 2010. The quarterly improvement was mostly broad based, with data on consumer
spending, manufacturing, housing and employment all showing meaningful gains; part of the gain was attributable
to volatile inventory changes. The monthly employment reports show that job gains averaged 137,000 in 2011,
almost double the monthly gain in 2010. For all of 2011, employers added 1.6 million workers, the most since
2006. Jobless claims dropped below the key 400,000 level and moved to a three year low in December. The four-
week moving average, which is less volatile, dropped to 375,000 in the last week of December. The unemployment
rate fell from 9.1% in September to 8.5% in December. Manufacturing and the service sectors improved modestly.
The Institute of Supply Management (ISM) manufacturing index increased from 51.6 in September to 53.9 in
December. The index remained above 50 each month in 2011. Growth within the service sector remained flat
during the fourth quarter, with the ISM non-manufacturing index remaining unchanged from 53.0 in September to
52.6 in December. Readings in the low 50s continue to be consistent with the moderate economic growth
environment. Housing activity remained at depressed levels during the quarter. Housing sales, starts and permits

remained lower and distressed sales continue to make almost a third of total sales.

Financial markets improved but continued to experience heightened volatility fueled by the European sovereign
debt crisis. The U.S market, as measured by the S&P 500 Index returned 11.8% during the fourth quarter, bringing
the full year performance to a modest 2.1% (vs. 15.1% in 2010). The broad fixed income market, as measured by

the Barclays Capital Aggregate Index posted a quarterly total return of 1.12%, and is up 7.84 % for all of 2011.

Present. Despite the fact that headlines have been dominated by the Eurozone sovereign debt crisis, U.S
economic data flow continues to reflect an economy that is growing at a moderate pace. Retail sales, which gauge
consumer spending behavior, rose 1.1% in February versus 0.6% in January. Excluding auto, retail sales beat
expectations and rose 0.9% versus expectations for an increase of 0.7%. Personal income rose 0.3% in January
versus 0.5% in December, while personal spending increased 0.2% in January versus 0.0% in December.

Consumer confidence improved in February, the number came in at 70.8 vs. 61.5 in January. According to the



report, consumers are more optimistic about the short term outlook of the economy. The labor market is also
showing strength. For the week ended March 8", weekly jobless claims rose by 8,000 to 362,000 from a prior
number of 354,000. On a trend basis, the four-week moving average fell to 355,000 from 366,000. This is the
lowest it’s been since March 2008. Historically, improvements in claims precede actual advances in hiring. Some

indicators are starting to point to moderate growth in the housing sector.

Future. The Federal Reserve continues to note headwinds facing stronger economic growth. The Fed remains
disappointed with the slow recovery in unemployment. They are concerned that “strains in global financial markets
continue to pose significant downside risk to the economic outlook”. At its January 25™ meeting, the Federal Open
Market Committee (FOMC) said economic conditions may warrant exceptionally low interest rate levels in the

policy rate “at least through late 2014”.

Going forward, we expect overall bond yields to remain relatively low, consistent with the Fed keeping rates
exceptionally low through late 2014, continuation of Operation Twist, moderate economic growth and relatively

contained inflation expectations.

Council Impact. During the fourth quarter municipal bonds delivered strong returns, outperforming most other
spread sectors. Our long term portfolio however, underperformed its benchmark due to our cash and cash
equivalent holdings (28% of portfolio). As a result, we experienced a cash drag. Also, several of our municipal
and agency bonds were called away before maturity. For all called bonds, we reinvested proceeds in a government
money market fund, which is currently yielding 0.0%. Investment opportunities in the municipal market remain
limited. A cautionary environment and the absence of the Build America program have impacted supply, while
demand has remained relatively high. According to a recent study by The Bond Buyer’s journal, long term
municipal bond volume fell by 32% in 2011 versus 2010. (A total of $294.7 billion in 1,556 issues in 2010
compared to $433.2 billion in 13,800 issues in 2010).

On a comparative basis (2011 vs. 2010), the Minnesota AAA G.O yield curve has dropped quite a bit along all
segments of the curve. This low yield environment is viewed as an opportunity for the Council to refund some of
its outstanding bonds and notes. Recently, the Council engaged its financial advisor and requested a thorough

review of all potential refunding candidates.

Given the low absolute level of yields, we expect municipalities to become somewhat more active in the market in
2012 in order to fund capital needs and refund previous outstanding bonds for savings; however, issuance continues

to be constrained by financial stress and low economic activity in some communities.



Investment Results & Strategy

MCOA—Short-Term

4011 Results: Total return for this portfolio was above the index by 2 basis points. This portfolio has averaged
31 bps per year more than its benchmark over the past 13 years. For the quarter, 65% of our cash was invested in a
government fund yielding 0.0%. Last year, we switched from a prime money market fund to a government fund
due to ongoing concerns that prime money market funds had significant exposures to European banks. A few
weeks ago, ratings agencies — Moody’s and S&P placed many European and global banks on watch for

downgrades. In the U.S, the P-1 short-term rating of Bank of America and Citibank are on watch for downgrade.

1Q12 Strategy: The Fed continues to maintain short-term rates near zero. This provides us with limited income
opportunities in this portfolio. We need to continue to stay extra liquid in order to fund our liabilities, e.g., debt

service payments and various capital improvement projects including CCLRT.

Longer Strategy (12-months): We remain committed to high levels of liquidity within the next 9-12 months.
However, we may extend duration slightly to pick up incremental yield. We will continue to invest in separately
owned high quality commercial paper, government money market funds and short maturing high quality municipal

bonds. As the Euro situation stabilizes, we’ll move back to prime money market funds.

MCOA—Long-Term

4Q11 Results: Total return of 0.48% was below the Merrill Lynch Agency Master index by 12 basis points. The
portfolio’s short relative duration (2.48 vs. the benchmark at 3.56) hampered performance. Due to the ongoing
European debt crises, municipal bond prices rose as U.S. Treasury prices rose due to flight-to-quality trades and yields
fell. Due to high Council needs for cash, about 28% of the long term portfolio is invested in cash and cash equivalents

which caused a drag on total return during the quarter.

1Q12 Strategy: We will maintain our diligence from a credit perspective and look for taxable municipal issues in a very
cautious and selective manner. Depending on Council’s cash needs, we will continue to hold cash in the portfolio. Cash
will be utilized to purchase shorter maturities to take advantage of any interest rate increases. We may also purchase some
intermediate to long term agency and municipal bonds to enhance portfolio income. Government-backed mortgage

securities may also be purchased.



Longer Strategy (12-months): Deploy cash into callable agencies, mortgage securities, munis and possibly some
commercial paper. In our view, high to medium-quality municipal credit tiers continue to offer compelling valuations
relative to Treasuries, as measured by the ratios of quality municipal yields to Treasury yields.

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. The program continues to provide a high degree of budget certainty for very volatile commodity prices. In
2011, diesel futures contracts generated $5.9 million in net realized gains which were offset by a comparable rise in

the price of fuel purchased. During the year, about $2.1 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 a U.S. agency security.

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

OPEB
4011 Results: Our OPEB portfolio is currently 100% invested in equities. At the end of fourth quarter 2011, the
S&P 500 index and our OPEB portfolio posted returns of 11.8% and 11.7%, respectively. For the quarter, the

portfolio incurred $0.5 million of unrealized gains.

1Q12 Strategy: Corporate earnings growth remains solid due to slowly imprdving business fundamentals. Hence,

we continue to hold a positive long-term view toward equities.

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

historically expensive.



December 31, 2011

Operating Account (MCOA) Diesel &
Short- Futures Long- NG Hedging
Term Margin Term Accounts 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 0.08 0.04 2.48 n.a. 0.01 n.a.
Less: Index 0.10 0.04 3.56 na. 0.01 n.a.
Longer <Shorter> Index -0.02 0.00 -1.08 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 Component:
Accrued Interest $ 77,113 $ 10,841 $ 1,623,231 $ - $ 500 512,991
Realized Gains/Losses $ (3,384) $ - $ 2,250 $ 781,902 $ - -
Unrealized Gains/Losses $ (20,760) $ 498 $ (79,214) $ 1,701,103 $ - 458,822
Total Int. Rev. $ 52,969 $ 11,339 $ 1,546,267 $ 2,483,005 3 500 971,813
Total Investment Revenue, All Portfolios, Current Quarter 5,066,016
Book Yield: 0.15% 0.48% 2.56% na. 0.05% 1.81%
Total Return:
Current Quarter, Council 0.04% n.a. 0.48% n.a. 0.05% 11.66%
*Index 0.01% n.a. 0.60% n.a. 0.05% 11.80%
Difference 0.02% n.a. -0.12% n.a. 0.00% -0.15%
Last 12 Months, Council 0.21% n.a. 5.45% n.a. 0.09% 2.20%
*Index 0.03% n.a. 5.27% n.a. 0.09% 2.10%
Difference 0.18% n.a. 0.18% n.a. 0.00% 0.10%
Start Date: 12-31-99 05-01-04 12-31-99 05-01-04 03-31-01 07-03-06
Ave. Annual Rtn., Council 2.93% n.a. 5.59% n.a. 1.99% 2.45%
*Index 2.62% n.a. 5.42% n.a. 1.99% 1.97%
Difference 0.31% n.a. 0.17% n.a. 0.00% 0.47%

*For subscription cost reduction purposes, we began using Crane Data effective 3Q2011,




METROPOLITAN COUNCIL--Investment Review Committee

Historic Statistics--All Portfolios
December 31, 2011

Account Group 4Q08 1Q09 2Q09 3Q09 4Q09 1Q10 2010 3Q10 4Q10 1Q11 2011 3Q11 4Q11
Total Return(%):
MCOA-Taxable, ST 0.62%| 0.27% 0.14% 0.12% 0.08%| 0.10% 0.08% 0.10% 0.05% 0.06% 0.06% 0.06% 0.04%
MCOA-Taxable, Margin, w/Cash 0.11%| 0.08% 0.03% 023% 0.04%| 0.16% 001% 0.54% 0.22% 0.21% 0.58% 0.02% 0.02%
MCOA-Taxable, LT 2.39%| 1.02% -0.44%  4.48% -1.01%| 1.43% 3.81% 1.62% -1.89% 0.30% 1.71% 2.88% 0.48%
[MCOA-Taxable Combined 169 0.67% -0.35% 3.33% -059%| 1.22% 2.78% 122% -0.87% 0.18% 1.04% 1.59% 0.29%
HUD-Savings Acct. 0.07%] 0.02% 0.01% 0.01% 001%| 0.01% 005% 0.05% 0.05% 0.02% 0.05% 0.05% 0.05%
OPEB @ MN SBI -20.82%)| -10.45% 15.25% 14.89%  5.96%| 5.43% -11.46% 11.42% 10.63%| -10.45% 0.11%  -13.76% 11.66%
Effective Duration (¥rs):
MCOA-Taxable, ST 0.01 0.01 0.00 0.00 0.00 0.24 0.02 0.10 0.05 0.29 0.11 0.08 0.08
MCOA-Taxable, Margin, w/Cash - 0.00 0.00 0.02 0.02 0.04 0.06 0.04 0.04 0.24 0.18 0.76 0.02
MCOA-Taxable, LT 2.47 4.88 5.12 4.71 4.36 4.99 3.64 3.51 4.15 4.26 3.31 2.31 2.48
[MCOA-Taxable Combined 1.51 3.76 4.08 3.75 2.69 4.22 2.71 2.61 2.01 2.30 2.00 1.31 1.46
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.
Ave. Maturity (Yrs):
MCOA-Taxable, ST 0.01 0.01 0.01 0.01 0.01 0.05 0.04 0.10 0.05 0.08 0.11 0.08 0.08
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 8.07 9.79 6.86 5.72 5.78 6.37 4.48 3.75 4.59 4.71 3.34 2.42 2.39
[MCOA-Taxable Combined 4.92 7.53 5.46 4.21 3.56 5.34 3.26 2.79 4.62 4.63 2.01 1.35 1.40
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.
Qtrly Earnings ($millions):
MCOA-Taxable, ST $ 09]% 03 § 03 $ 01 $ 01[% 01 $ 01 § 01 § 01]% 01 3 01 $ 01 $ 0.1
MCOA-Taxable, Margin, w/Cash 0.0 0.00 0.00 0.02 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.01
MCOA-Taxable, LT 4.0 2.3 (0.8) 8.3 (2.1) 3.0 8.6 4.3 (4.6) 1.8 4.4 8.4 1.5
[MCOA-Taxable Combined § 4918 26 $§ (06 5 84 § (20|35 31 § 87 § 44 § 4.5) § 20 3 45 3 85 § 1.6
MT Futures Contracts, Realized (1.2) (3.0) (2.0) (2.6) (4.3) (2.6) (1.0) 0.4) 0.0 1.3 1.7 1.2 0.8
MT Futures Contracts, Unrealized (17.5) (0.0) 7.2 1.7 6.3 23 1.2 1.6 2.5 5.8 (3.8) 1.0 1.7
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 (12.9) (5.7) 7.2 8.4 4.0 4.0 (8.9) 10.2 16.8 7.7 3.1 (12.0) 1.0
Aggregate (Less Combined) $ 2678 (62) § 119 § 159 § 40[% 68 § (0D § 158 $§ 148[% 167 § 55 § (1.3) § 5.0
Investment Balances (MV, $millions):
MCOA-Taxable, ST $1210|% 510 § 364 § 661 $ 13103 334 § 829 § 829 § 2568 |$ 2200 $ 1940 § 2400 $ 232.0
MCOA-Taxable, Margin, w/Cash 5.0 9.0 13.5 11.7 5.5 4.0 5.1 2.1 3.1 10.0 9.6 9.0 9.0
MCOA-Taxable, LT 196.2 199.0 195.0 215.6 219.0 193.0 231.3 239.7 237.0 236.6 292.0 297.6 324.0
[MCOA-Taxable Combined 322.2 259.0 244.9 293.4 355.5 2304 319.3 324.7 496.9 466.6 495.6 546.6 565.0
HUD-Savings Acct. 0.0 0.0 0.0 0.0 0.0 0.0 0.0 - - -
OPEB @ MN SBI 49.3 44.7 54.7 64.9 71.0 76.0 69.0 79.0 95.4 102.6 105.4 92.7 106.3
Aggregate (Less Combined) $ 3715 % 303.7 $299.6 § 3583 §4265|% 3064 $ 3883 § 4037 § 5923|F 5692 § 6010 § 6393 § 6713
Market Yield (%):
MCOA-Taxable, ST T.66%] 073% 0.61% 022% 022%| 0.77% 0.14% 0.54% 0.20% 0.29% 0.52% 0.16% 0.19%
MCOA-Taxable, Margin, w/Cash 1.50%| 1.05% 026% 0.13% 0.13%]| 0.80% 2.66%  2.66% 2.10% 0.43% 0.45% 0.48% 0.48%
MCOA-Taxable, LT 3.02%|  3.56%  3.35%  3.09%  3.22%| 3.58% 2.66%  2.39% 3.03% 3.08% 2.28% 1.62% 1.72%
[MCOA-Taxable Combined 249%| 2.92% 277% 233% 233%| 3.12% 204% 192% 1.56% 1.71% 1.56% 0.96% 1.07%
HUD-Savings Acct. 0.05%| 0.05% 0.05% 0.05% 0.05%] 0.05% 005% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05%
OPEB @ MN SBI 1.96%| 1.57% 151% 143% 1.53%| 143% 1.55% 1.57% 1.76% 1.68% 1.87% 1.58% 1.81%
Book Yield (%):
MCOA-Taxable, ST 2.09%| 073% 0.56% 022% 0.29%] 077% 028% 0.35% 0.20% 0.27% 0.24% 0.16% 0.15%
MCOA-Taxable, Margin, w/Cash 1.50%| 1.05% 0.26% 0.13% 0.13%| 080% 2.66%  2.66% 2.10% 0.43% 0.45% 0.45% 0.48%
MCOA-Taxable, LT 4.59%| 4.08%  3.76%  342%  3.42%| 3.85% 3.15% 297% 3.28% 3.31% 2.61% 2.19% 2.56%
|MCOA4-Taxable Combined 3.60%| 332% 3.09% 2.57% 222%| 335% 232% 2.30% 1.68% 1.81% 1.64% 1.27% 1.54%
HUD-Savings Acct. 0.07%| 0.05% 0.05% 0.05% 0.05%] 005% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05% 0.05%
OPEB @ MN SBI 1.96%) 1.57% 1.51% 143% 1.53%| 143% 1.55% 1.57% 1.76% 1.68% 1.87% 1.58% 1.81%
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