Internal Memorandum

Date; November 14, 2012

To: Investment Review Committee Meeting (11/19/12)

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

Subj: 3" Quarter Report on Investments (3Q2012)

The following items are attached for your review

1. Agenda
2. Minutes from Past Meeting
3. 3QI12 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 — August 06, 2012 (2Q12)

2. Status Update on Banking RFP

3. Action item: “Affirmation of Financial Contracts”

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

5. Fall Bond Sale Results

6. Presentation of 3Q12 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, CFO § Treasurer

Reference staff: (not members of the IRC)

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



' Investment Review Committee

Minutes
August 7, 2012, 2:30 p.m. Conference Room LLA

Present

Committee members: Jon Commers, Chair; Sandy Rummel, Vice Chair;; John Schweers, Appointee;
Mary Bogie, Chief Financial Officer.

Reference staff: Allen Hoppe, Sr. Manager, Treasury; Mercy Ndungu, Principal Financial Analyst.
Absent: Jeannette Parr, Appointee

Topics Discussed

e Banking RFP Results

o Ms. Ndungu reviewed results from the banking RFP that was issued during the first
quarter. The Council received responses from four qualified proposers — US Bank, Wells
Fargo, JP Morgan Chase and BMO Harris. Wells Fargo Bank provided the most complete
and the least cost proposal under a 3 year and five year scenario. The evaluation
committee recommended that the Council approve a contract with Wells Fargo. Once
approved, Treasury staff will negotiate the contract with Wells Fargo and begin the
implementation process.

e Mr. Hoppe reviewed the June bond sale results. On June 5™ the Council sold four bond series —
three new money bond issues and two refunding bonds. True interest rates on the bonds ranged from
0.67% to 2.69%. Total net present value savings from the refunding were $10.7 million. On June
26™, the Council sold a refunding bond ($214 million) to refund various PFA loans. True interest cost
on the bonds was 1.50%. Net present value savings achieved from the refunding was $16.2 million.

e Economic Review 2Q12
o Ms. Ndungu reviewed the 2Q12 Report on Investments which included several economic
indicators - gross domestic product, manufacturing indices and employment data. She also
reviewed performance results for the short-term and long-term portfolios.

e OPEB
o Mr. Hoppe reviewed 2Q12 performance results for the OPEB portfolio.

o Ms. Bogie discussed the results from the 2012 actuarial valuation that was completed in
June. Total plan liability decreased significantly from $328 million (2010 valuation) to
$261 million. Reasons for the decline were as follows —

" The assumed implicit subsidy for post-65 Medicare coverage was eliminated due to
additional information from the plan's insurers that the premiums for this coverage
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are priced based on a large Medicare-eligible population of which Met Council
members are a small segment.

* The implicit subsidy for pre-65 medical coverage decreased significantly since
premiums increased as expected but medical claims experience was lower than
expected. This illustrates the leveraged nature of implicit subsidy liabilities.

* The implicit subsidy for dental coverage decreased due to new assumptions
regarding the potential cost and utilization increases at older ages.

* The demographic assumptions (e.g., termination, retirement, mortality) were
updated to the tables used in the 2011 MSRS pension valuation, and the
participation and election assumptions were updated as well.

° Diesel Fuel Hedging Program.
o Allen Hoppe reviewed the Diesel Fuel Hedging Program, reminding the committee as to
the purposes behind the program. He also noted that due to regulatory changes in the
industry, Treasury was not able to purchase all futures contract required to set the 2013
budget. Due to lack of liquidity in the May 13 through November 13 contracts, treasury
placed a large number of backlogged trades for the December 13 contracts. These
contracts will be liquidated in 2013.

Business completed, the meeting adjourned at 3.50 p.m.

Respectfully submitted,

Mercy Ndungu



Report on Investments
Third Quarter, 2012

Economic Review

Past. The US economic growth remained in the “muddle through” territory in the third quarter. Real GDP rose at
a 2.0% annual rate in the advance report estimate versus 1.3% in the second quarter. Positive contributions came
from federal government spending, residential fixed investment, and personal consumption expenditure (PCE)
which were partly offset by negative contributions from exports, nonresidential fixed investment and private
inventory investment. Labor markets improved but remained sluggish during the quarter. Payroll gains averaged
132,000 per month after averaging about 67,000 per month during the second quarter. Political uncertainty and
concern about the US fiscal cliff continued to hurt private payroll gains as businesses remain reluctant to hire new
workers or increase capital spending. The housing market, which has lagged the broader economy, appears to be
improving. Home prices as measured by the S&P Case Schiller 20-city index increased by 2.0% in August
compared to a year ago, a faster pace than the previous month. Housing starts hit an annualized pace of 872,000
units in September, up 15% month-over-month and nearly 35% year-over-year. Building permits were up more
than 11% in September vs. -1.1% in August. Existing home sales reached an annualized rate of 4.75 million in
September, up 11% when compared to one year ago. This positive trend indicates that the housing market has
bottomed and will continue its recovery with support from record low mortgage rates and constrained supply in

previously depressed markets.

Global equity markets rallied as the Fed, ECB and other central banks engaged easing monetary policies designed
to offset the effects of slowing global growth and declining corporate profits. Consequentially, investors diverged
into riskier investments such as stocks with high dividend and lower-quality bonds — slightly higher returns can be
earned on these investments. The U.S. stock market, as measured by the S&P 500 Index, generated a return of
6.4% during the third quarter and 30.2% on a year-to-date basis. The broad domestic fixed income market, as
measured by the Barclays U.S. Aggregate Bond Index, posted a quarterly return of 1.59% and 5.16% on a year-to-

date basis.

Present. During the month of October, economic data was generally positive. On the manufacturing front, the
ISM non-manufacturing index, which gauges the service sector, fell to 54.2 (vs. 55.1 in September). Readings
above 50 signal growth. The ISM manufacturing index, which gauges the manufacturing sector rose 51.7 (vs. 51.5
in September). This marks the second consecutive month in expansionary territory after three consecutive months
below the breakeven level of 50. Headline durable good orders rose 9.9% in September (vs. -13.1% in August).
The increase was driven by a higher level of transportation orders. Excluding transportation, goods orders rose
2.0% (vs. -1.6% August). The employment report was upbeat. The economy reportedly added 171,000 jobs in
October (vs.114,000 in September), which pushed the four-month average for payroll growth to 173,000, The
unemployment rate ticked up to 7.9% (vs. 7.8% in September).
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A few weeks ago, Hurricane Sandy pummeled the Northeast with high winds and heavy rains. Initial estimates by
Moody’s Analytics suggest damages could run as high as $50 billion. Moody’s estimates show the storm could
shave about 0.1% from fourth quarter GDP, but reconstruction could add 0.1% to 0.2% to first quarter 2013 GDP

figures.

Future. While the economic picture continues to improve, headwinds remain as the final stretch of 2012 gets
under way. In particular, the “fiscal cliff” issue will take center stage. The fiscal cliff, a combination of tax
increases and expenditure reductions, is scheduled to take effect January 2013 if congress fails to act. This could
potentially tip the U.S economy back into recession and drive unemployment higher. Going forward, we believe
the lack of a timely and proactive resolution to the fiscal cliff issue, the debt ceiling and other policy issues will
continue to affect the economy negatively as businesses lack the confidence necessary to increase hiring and capital

spending plans. However, improved consumer demand may act as a counterbalance.

We expect U.S. growth to remain moderate over the next few quarters. It will be constrained by the high
unemployment rate, slow global growth triggered by fiscal austerity in Europe, slower growth in China and

subdued real (inflation-adjusted) income growth.

Council Impact. The high quality (AAA G.0O.) municipal bond yield curve shifted lower during the third
quarter. Yields for maturities greater than 15 years declined the most resulting in price appreciation in our long
term portfolio (comprised of 50% municipal bonds, 25% agencies, 23% commercial paper and prime money market
funds and 2% mortgage backed securities). Credit quality was also an important factor as lower credit quality tiers
outperformed the higher quality tiers. Ratings on our municipal bond holdings range from Aaa to A2 (Moody’s).
Our exposure to higher quality munis detracted from performance during the quarter. The long term portfolio

performed as well as the Merrill Lynch agency index (comprised of 100% agency bonds).

A low yield environment was viewed as an opportunity for the Council to refund some of its bonds and issue new
money to fund various capital improvements. Last month, the Council sold a second tranche of grant anticipation
notes in the amount of $100 million to provide bridge financing for the Central Corridor Light Rail project. The
bonds were issued at a true interest cost of 0.70% and mature over a period of four years. The Council also
refunded several Transit capital bonds (series 2003C, 2007A and 2008B) and two Wastewater bonds (series 2007B
and 2008C). Combined, the refundings generated net present value savings in the amount of $15.0 million. Year to
date, the Council has refunded a total of about $461 million bonds/loans resulting in net present value savings of
about $42 million. In the long term, these great savings are beneficial to taxpayers and wastewater rate payers

within the Council’s boundaries.



Investment Results & Strategy
MCOA—Short-Term

3Q12 Results: Total return for this portfolio was above the index by 5 basis points. This portfolio has averaged
29 bps per year more than its benchmark over the past 14 years. For the quarter, 57% of our cash was invested in a
prime money market fund yielding 0.14%, about 34% was invested in top tier commercial paper yielding 0.33%
and 5% was invested in short taxable investment-grade municipal bonds yielding 0.71%. The positive performance
was attributed to our commercial paper and muni holdings.

About two thirds of the money in the short-term portfolio is dedicated to capital projects.

4Q12 Strategy: The Transaction Account Guarantee (TAG) program is set to expire at year-end per the Dodd-
Frank Act. Goldman Sachs forecasts $1.4 trillion will transfer away from formerly guaranteed accounts to money
market funds, treasury bills and agency discount notes. This will further compress yields that are currently

available in the money market space. Yields in the short-term portfolio could fall further towards zero.

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, prime money

market funds and short maturing high quality municipal bonds.

MCOA—Long-Term

3Q12 Results: Compared to our benchmark, the Merrill Lynch Agency Master index, the portfolio returned 0.84%
during the third quarter, the same as the benchmark. The portfolio had a short duration (3.39) versus the benchmark
(3.69) and should have generated a lower relative return. However, the U.S. municipal market outperformed the agency
market during the quarter. Generally, there is an inverse relationship between bond yields and price. If yields drop,
bonds experience price appreciation. For maturities greater than 15 years, municipal bond yields declined more than 20
basis points while agencies fell about 8 basis points for the same maturities. As a result, the portfolio (50% municipal
bonds) experienced a greater price appreciation versus the benchmark (100% agencies). The strong muni performance
was attributed to declining interest rates, gradual fundamental credit improvement and strong investor appetite for

municipal bonds.

4012 Strategy: We will maintain our diligence from a credit perspective and look for taxable municipal issues in a very
selective manner. Several of our commercial paper (CP) pieces have matured. Opportunities in the top tier CP market
remain limited, as corporations continue to take advantage of historical low yields by issuing long-term bonds. The goal is
to reduce their refinancing needs in future years, when interest rates are likely to be higher.

We intend to hold some cash in the portfolio in order to balance our duration target. We may purchase some intermediate

to long term agency and municipal bonds to enhance portfolio income.



Longer Strategy (12-months): Deploy cash into callable agencies, mortgage securities, munis and possibly some
commercial paper. In our view, good quality (G.O. credits rated “A” and revenue credits rated “AA”) municipal bonds
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 continues to provide a high degree of budget certainty
for very volatile commodity prices. For fiscal year 2013, on a monthly average, we are 90% hedged through

January 2014.

During the third quarter, diesel futures contracts generated $0.8 million in net realized gains which were offset by a
comparable rise in the price of fuel purchased. During the quarter, about $2.2 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 ($2.0 million).

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

OPEB

3012Results: Our OPEB portfolio (market value at $129 million) is currently 100% invested in equities. At the
end of third quarter 2012, the S&P 500 index and our OPEB portfolio posted returns of 6.35% and 6.37%,
respectively. For the quarter, the OPEB portfolio incurred $9.4 million of unrealized gains.

4012 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:

September 30, 2012

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 1.63 3.39 n.a. 0.01 n.a.
Less: Index 0.12 1.63 3.69 n.a. 0.01 n.a.
Longer <Shorter> Index 0.01 0.00 -0.30 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 $ 200,970 $ 2742 $ 1,904,559 $ - $ 468 $ 621,980
Realized Gains/Losses $ - $ (9,482) § 784,239 $ $ -
Unrealized Gains/Losses $ 19,211 $ 8,728 $ 10,750,327 $ 2,221,056 $ $ 9,386,070
Total Int. Rev. $ 220,181 $ 11,470 $ 12,645,403 $ 3,005,295 $ 468 $ 10,008,050
Total Investment Revenue, All Portfolios, Current Quarter $ 25,890,991
Book Yield: 0.24% 0.55% 2.81% n.a. 0.05% 1.89%
Total Return:
Current Quarter, Council 0.08% n.a. 0.84% n.a. 0.01% 6.37%
*Index 0.02% n.a. 0.84% n.a. 0.01% 6.35%
Difference 0.05% n.a. 0.00% n.a. 0.00% 0.02%
Last 12 Months, Council 0.22% n.a. 3.21% n.a. 0.05% 30.50%
*Index 0.08% n.a. 2.83% n.a. 0.05% 30.19%
Difference 0.15% n.a. 0.38% n.a. 0.00% 0.31%
Start Date: 12-31-99 05-01-04 12-31-99 05-01-04 03-31-01 07-03-06
Ave. Annual Rtn., Council 2.77%| n.a. 5.48% n.a. 1.86% 4.73%
*Index 2.48% n.a. 5.28% n.a. 1.86% 4.24%
Difference 0.29% n.a. 0.20%, n.a. 0.00% 0.49%

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




METROPOLITAN COUNCIL--Investment Review Committee

Historic Statistics--All Portfolios
September 30, 2012

Account Group 3Q09 4Q09 1Q10 2Q10 3Q10 4Q10 1Q11 2Q11 3Q11 4Q11 1Q12] 2012 3Q12
Total Return(%):
MCOA-Taxable, ST 0.12% 0.08% 0.10% 0.08% 0.10% 0.05% 0.06% 0.06% 0.06% 0.04% 0.05% 0.06% 0.08%
MCOA-Taxable, Margin, w/Cash 0.23% 0.04% 0.16% 0.01% 0.54% 0.22% 0.21% 0.58% 0.02% 0.02% -0.08% 0.26% 0.25%
MCOA-Taxable, LT 4.48% -1.01% 1.43% 3.81% 1.62% -1.89% 0.30% 1.71% 2.88% 0.48% 0.48% 1.38% 0.84%
[MCOA-Taxable Combined 3.33% -0.59% 1.22% 2.78% 1.22% -0.88% 0.18% 1.04% 1.59% 0.29% 0.29% 0.68% 0.48%
HUD-Savings Acct. 0.01% 0.01% 0.01% 0.01% 0.05% 0.05%) 0.02% 0.05% 0.05% 0.05% 0.05% 0.01% 0.01%
OPEB @ MN SBI 14.89% 5.96% 5.43% -11.46% 11.42% 10.63%|  -10.45% 0.11%  -13.76% 11.66% 12.97% -2.74% 6.37%
Effective Duration (Yrs):
MCOA-Taxable, ST 0.00 0.00 0.24 0.02 0.10 0.05 0.29 0.11 0.08 0.08 0.16 0.07 0.13
MCOA-Taxable, Margin, w/Cash 0.02 0.02 0.04 0.06 0.04 0.04 0.24 0.18 0.76 0.02 0.74 1.63 1.39
MCOA-Taxable, LT 4.71 4.36 4.99 3.64 3.51 4.15 4.26 3.31 2.31 2.48 3.69 3.35 3.39
|M(‘OA-721mb.’ﬂ Combined 3.75 2.69 +4.22 2.71 2.6 2.01 2.30 2.00 1.31 146 2.16 1.63 1.86
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. na. n.a. n.a.
Ave, Maturity (Yrs):
MCOA-Taxable, ST 0.01 0.01 0.05 0.04 0.10 0.05 0.08 0.11 0.08 0.07 0.15 0.07 0.16
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 5.72 5.78 6.37 4.48 3.75 4.59 4.71 3.34 242 7.05 8.72 6.93 7.79
|MCOA-TaxahIe Combined 4.21 3.56 3.34 3.26 2.79 2.22 2.43 2.01 1.35 4.07 499 3.30 418
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. na. n.a. na. n.a. n.a. na n.a. n.a. n.a. n.a. n.a. n.a. f
Ortrly Earnings (Smillions):
MCOA-Taxable, ST $ 0l $ 01(s 0.1 § 0.1 § 01 § 01][s 01 $ 0.1 0.1 0.1[S§ 00 § 02§ 0.2
MCOA-Taxable, Margin, w/Cash 0.02 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.01 0.00 0.01 0.01
MCOA-Taxable, LT 83 (2.1) 3.0 8.6 43 (4.6) 1.8 4.4 8.4 1.5 9.8 3.2 12.6
[MCOA-Taxable Combined S 84 S 2.0)] § 31§ 87 § 44 S 4.3)] § 2.0 § 4.5 8.3 16]5 98 § 34 8 12.8
MT Futures Contracts, Realized (2.6) (4.3) (2.6) (1.0) (0.4) 0.0 I3 1.7 1.2 0.8 1.1 1.1 0.8
MT Futures Contracts, Unrealized 1.7 6.3 23 1.2 1.6 2.5 58 3.8) 1.0 1.7 1.6 4.0) 22
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 8.4 4.0 4.0 {8.9) 10.2 16.8 17 3.1 (12.0) 1.0 14.8 (0.3) 10.0
Aggregate (Less Combined) $ 159 § 40]$ 68 $ 0.1) $ 158 $ 1488 167 § 5.5 (1.3) 508 273 § 02 § 25.8
Investment Balances (MV, Smillions):
MCOA-Taxable, ST H 66.1 § 1310 | § 334 8 829 § 829 § 2568 1S 2200 S 1940 240.0 2320 (S 2068 § 3087 S 292.6
MCOA-Taxable, Margin, w/Cash 11.7 55 4.0 5.1 2.1 3.1 10.0 9.6 9.0 9.0 5.1 42 5.0
MCOA-Taxable, LT 215.6 219.0 193.0 231.3 239.7 237.0 236.6 292.0 297.6 324.0 275.2 279.0 331.6
|M(.‘OA7Tambn'e Combined 293.4 333.5 230.4 319.3 324.7 +96.9 466.6 493.6 346.6 363.0 487.1 391.9 629.2
HUD-Savings Acct. 0.0 0.0 0.0 0.0 0.0 - - - - - -
OPEB @ MN SBIL 64.9 71.0 76.0 69.0 79.0 95.4 102.6 105.4 92.7 106.3 120.5 119.6 129.0
Aggregate (Less Combined) $§ 3583 $ 4265|% 3064 $ 3883 § 4037 $§ 5923 |§ 5692 § 6010 639.3 671.3|S 6076 § 7115 § 758.2
Market Yield (%):
MCOA-Taxable, ST 0.22% 0.22% 0.77% 0.14% 0.54% 0.20% 0.29% 0.52% 0.16% 0.23% 0.60% 0.26% 0.22%
MCOA-Taxable, Margin, w/Cash 0.13% 0.13% 0.80% 2.66% 2.66% 2.10% 0.43% 0.45% 0.48% 0.48% 0.22% 0.55% 0.55%
MCOA-Taxable, LT 3.09% 3.22% 3.58% 2.66% 2.39% 3.03% 3.08% 2.28% 1.62% 1.72% 2.19% 1.88% 1.72%
|MC’OA-Tamb.fc Combined 2.33% 2.33% 3.12% 2.04% 1.92% 1.56% 1.71% 1.36% 0.96% L07% 1.49% 1.03% 1.01%
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% 1.53% 1.43% 1.55% 1.57% 1.76% 1.68% 1.87% 1.58% 1.81% 1.77% 1.79% 1.89%
Book Yield (%):
MCOA-Taxable, ST 0.22% 0.29% 0.77% 0.28% 0.35% 0.20% 0.27% 0.24% 0.16% 0.15% 0.60% 0.24% 0.24%
MCOA-Taxable, Margin, w/Cash 0.13% 0.13% 0.80% 2.66% 2.66% 2.10% 0.43% 0.45% 0.45% 0.48% 0.22% 0.55% 0.55%
MCOA-Taxable, LT 3.42% 3.42% 3.85% 3.15% 2.97% 3.28% 3.31% 2.61% 2.19% 2.56% 2.19% 2.75% 2.81% £
[MCOA-Taxable Combined 2.57% 2.22% 3.35% 2.32% 2.30% 1.68% 1.81% 1.64% 1.27% 1.34% 1.94% 1.43% 1.60%
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% 1.53% 1.43% 1.55% 1.57% 1.76%| 1.68% 1.87% 1.58% 1.81% 1.77% 1.78% 1.89%
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