CITY OF ENCINITAS

INVESTMENT REPORT
MEMORANDUM
Nine Months ended March 31, 2014

TO: City Council

I
VIA: Gus Vina, City Manager )Z} : !Q}z{} w
i _

Tim Nash, Finance Director/City Treasurer
FROM: Jay Lembach, Investment Officer

SUBJECT: City of Encinitas Investment Report for the nine (9) months ended March 31, 2014

It is the practice of the Finance Department to report on the status of City investments to the
City Council on a periodic basis. Currently, the process is to report investment positions and
results quarterly via memorandum, with attachments showing positions and earnings by
investment and in summary. This report covers only the City’s Pooled Investment fund (the
“Pool”.) It does not cover monies invested by the City’s bond trustee, which are reported on an
annual basis.

The Pool had an investable balance of $86.3 million at March 31, 2014, compared to an
average investable balance for the period of $82.8 million. The City utilizes a variety of
investment vehicles, including direct investments and indirect investments. Direct investments
are primarily fixed income securities issued by the US Treasury and several US Gov't Agencies,
such as the Federal National Mortgage Association (FNMA) and the Federal Home Loan
Mortgage Corporation (FHLMC). Indirect investments include money market funds and pooled
investments funds managed by other agencies, such as the California LAIF fund. Indirect
investment balances are generally available to the City on a next day basis, and are classified
as “liquid” meaning available to pay current demands. Monies invested in direct securities can
only be accessed via the maturity of a security, or selling the security prior to maturity. The final
maturities on our direct securities vary from about two months to three years. The City has total
liquidity, including cash in the bank, of $22.7 million at March 31%,

The Pool earned $301,300 during the period, or an annualized return of 0.48%. This compares
to the City’s adopted performance benchmark at 0.12%. The City informally utilizes an
alternative benchmark of the two-year US Treasury note yield for comparison. This is a more
appropriate comparison when the weighted-average maturity (WAM) of the Pool is closer to two
years (the current WAM is 526 days.) The 2 yr. T-note averaged about 0.30% during the
period. The City was able to exceed both benchmarks due to the established investment
strategy, which stresses active management, diversification, and favorable timing of purchases
of securities. Our rate of return has also increased compared to the prior year return of 0.45%,
despite the fact that interest rates are lower now than they were in the prior year.
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We have generally been in a period of declining interest rates, most notably since December
2013. As a result, the market value of the City's direct investments exceeds their carrying value
by a very small margin, meaning that we have unrealized gains on securities held. Should
interest rates begin to rise, as most experts expect, then the market value of securities held
would decline, and would likely begin to show unrealized losses. Since the City never had to
sell any securities prior to maturity, any unrealized losses would only constitute a timing
difference.

The outlook for the next 6-12 months is for a gradual rise in interest rates. Under this scenario,
the City will likely end the fiscal year with a return of 0.50%, which should increase modestly in
the next fiscal year. Because of the size of our Pool, and the current environment of relatively
stable interest rates, no significant changes in the overall rate of return are likely in the 6-12
month forward window.

The Public’'s monies are extremely safe and well-diversified, and are in line with the City’s
adopted investment strategy and the overall direction of senior management and the City
Council.

ATTACHMENTS — Portfolio Management and Interest Earnings Reports
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