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3. Public Member Update: Approval Mr. Paul Cassidy   Informational 

 

INVESTMENT REPORTS (60 min) Month Ended 

March 31, 2012  

4. Executive Summary      Informational 

5. Investment Policy Compliance Report    Informational 

6. Quarterly Investment Strategy     Informational 

7. Portfolio Summary – General Fund and Cash Projection  Informational 

8. Portfolio Summary -- Local Government Investment Pool (LGIP) Informational 

9. Portfolio Summary -- Tax-Exempt Bond Proceeds Investment Pool Informational  

10. Portfolio Summary -- Taxable Bond Proceeds Investment Pool  Informational 
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New Mexico State Treasurer’s Office 

STIC Committee Meeting 

Meeting Minutes 

Wednesday, April 11, 2012 

 

I.Call to order 

Madame Chair, Linda Roseborough called to order the meeting of the STIC 

Committee at 9:00 am on April 11, 2012 in NMSTO Conference Room. 

II.Roll call 

The following Committee Members were present: 
Deputy Treasurer, Mark Valdes for the Honorable Treasurer, James B. Lewis  
Madame Chair, Linda Roseborough STO Chief Investment Officer  
Paul Boushelle, Public Member 
Paul Cassidy, Public Member 
Stephanie Schardin Clarke, Board of Finance Director  

Presenters 

Spencer Wright, STO Portfolio Manager (PM) 
Vikki Hanges, STO Portfolio Manager (PM)  
Sam Collins, STO State Cash Manager 
Other Attendees 

Kirene Bargas Guardado, STO 
Amy Aguilar, STO 
Yasmin Dennig, STO General Counsel 
Deanne Woodring, Davidson Fixed Income Management (Via Teleconference) 

 

III.Approval of Agenda  

Madame Chair Roseborough asked for changes or objections to the agenda.  The agenda 
was moved by Member Boushelle and seconded by Deputy Treasurer Valdes and was 
unanimously approved and adopted. 

No questions, comments, or discussion. 

IV.Approval of Minutes  

Madame Chair Linda Roseborough asked for a motion to approve the prior meeting 
minutes with revisions by Member Cassidy that were cosmetic in nature. 

Member Boushelle noted that on page 9 of the minutes Member Cassidy asked for an 
update of the Compliance Officer position.  Member Boushelle noted that in his opinion, 
the Compliance Officer should not be reporting to the Treasurer.  He noted that an auditor 
typically only reports to the board in business, and that he would assume that the STO 
Compliance Officer should report to an audit committee of the STIC made up of two 
public members and Member Schardin Clarke. He recommended the independent 
members of the STIC as these individuals which are individuals that have nothing to do 
with the internal workings of the organization, and therefore should be able to be quite 



2  of 13 

objective about occurrences, and would give the Compliance Officer someone to report 
to in tricky situations.  

Member Boushelle also noted that Treasurer Lewis is the most honorable person he has 
ever known, but within the past 30 years there have been a number of not so honorable 
state treasurers.  So the Compliance Officer, which he felt that STO really needs, should 
report to someone independent of the control of the office.   

Member Schardin Clarke noted that a subcommittee should not be large enough to be a 
quorum, 3 out of 5 would be majority, so there could only be 2 on this committee. 

Member Boushelle noted that it should only be one public member, in his opinion; and 
Member Schardin Clarke who should be on the committee because of her knowledge.   

Member Boushelle noted that he did not remember a discussion regarding lines of 
reporting for a potential auditor being discussed in the last meeting.   

Secretary Bargas stated that the information was recorded, and it was addressed by the 
Treasurer. 

Deputy Treasurer Valdes stated that the STIC committee is not statutorily created, that it 
was set up in the investment policy.    

He added that the original intent of the Compliance Officer is to report to the Treasurer, 
although, in addition to the Treasurer, if anything that was found, the Compliance Officer 
could automatically go to the Director of the Board of Finance, the State Auditor, or the 
Attorney General.  That is how the position was originally set up in around 2006 when 
Doug Brown was Treasurer.   

Deputy Treasurer Valdes also noted that he thinks it is difficult to have a permanent 
position reporting strictly to this committee because this is an advisory type committee 
and doesn’t really have any statutory responsibilities, so it would be difficult to have the 
Compliance Officer report to this committee.  It could be one of the entities they report 
to, but, that was not the original intent of the office when the position was first created.  
He also noted for the committee’s benefit that the position has been vacant probably for 
almost 3 years.   

Member Boushelle then noted that he understood Deputy Treasurer Valdes’ comments, 
but, if that were actually the case then there was no point of Member Cassidy and he 
being a part of the STIC Committee.  He added his concern that if the committee 
member’s opinions or recommendations were unimportant and that if the STIC had no 
power within the office then his participation was unnecessary.  He noted that he did not 
believe this was the reason that the STIC committee was designed to accomplish. 

Madame Chair Roseborough then thanked Member Boushelle, and noted that she would 
like to take his concerns under advisement.  Further, that she would not entertain a 
motion regarding the auditor position or the role of the STIC.  She asked that she be 
allowed to have a discussion with the Treasurer and STO staff and she would come back 
to the committee with thoughts or a recommendation on how the future potential position 
could be created and structured.  Member Boushelle then asked why there was no desire 
on the part of STO to fill the position. 

Madame Chair Roseborough answered that she believed that the position could not be 
filled due to budgetary pressures.  She followed up by asking Deputy Treasurer Valdes to 
comment further. 
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Deputy Treasurer Valdes noted that at this point and time we do have the budget and 
authority to hire and fill probably two vacant positions.  In his opinion, the Treasurer has 
not actively directed to move forward with filling the audit position.   

Deputy Treasurer Valdes noted he would discuss this with the Treasurer upon the 
Treasurer’s return to the office. He also added that it possibly would also be discussed at 
the next upcoming STO executive meeting, and would discuss the fact that there is 
budget for the position, and will ask if he would like to proceed with hiring the position.  
Deputy Treasurer Valdes also noted that he would definitely remind him because we do 
have in the budget and will propose a hire date of May for budget purposes.  So it would 
definitely be brought to the Treasurer’s attention for proceeding. 

Member Boushelle asked if there was a formal job description written for the Compliance 
Officer or Audit position.   

Deputy Treasurer Valdes noted that there is one, and that an employee performance 
document had been written previously, and that at one point it was a Compliance Officer.  
Later an internal audit function was added, but, the individual in the position did not have 
the background to be an auditor, so it was taken out in a subsequent year, but it is in 
place, and the position is General Manager, which is a very high level position.  But an 
Accountant/Auditor type position would probably be used, if it was filled. 

Member Boushelle noted that he is bringing this up because it was brought up two or 
three months in a row by Member Cassidy, and he has as well, and he really wishes the 
problem be resolved. 

Madame Chair Roseborough again thanked Member Boushelle and stated the 
conversation will be part of the records in next month meeting minutes, and that staff will 
take this forward, speak to the Treasurer, and come back to the committee with a 
recommendation or plan of action; and, or comments. 

Member Cassidy noted that he would like to echo what Member Boushelle is saying, and 
that he appreciates the thoughtful manner in which Member Boushelle has approached 
this issue, and that he believes that Member Boushelle is absolutely right in his concerns.    

Member Cassidy added that an independent auditor should not report to the person that 
heads up the entity.  It should be to the independent members.  Member Cassidy also 
noted that we are not an independent board, however, organized under state law, as 
Deputy Treasurer Valdes suggests we is strictly advisory, so that is a conundrum, so he  
looks forward to a report back.   

Deputy Treasurer Valdes noted that if that Compliance Officer discovered an issue with 
the Deputy Treasurer or the Treasurer; then if the Treasurer is on this board then they 
possibly may not be comfortable coming to this board.  Deputy Treasurer Valdes 
indicated that in that case he could see that the individual may have to make the decision 
to contact Member Schardin Clarke for example.  Deputy Treasurer Valdes noted that the 
Treasurer is on that board, so the individual may make the decision to go up a little bit 
more to the Attorney General or the State Auditor.   

Deputy Treasurer Valdes stated that it depends on what the report is, but I think this 
board is one of the places this individual could report to, depending on who it involves, 
and depending on what the issue was. 
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Member Schardin Clarke noted that the State Treasurer adopted a whistle blower policy 
that would apply to any employee, not just the Compliance Officer. 

Deputy Treasurer Valdes noted the statement Member Schardin is correct. 

Member Boushelle noted that he still he agrees that going directly to the State Treasurer 
or to the Deputy Treasurer for example, is why if we could resolve this as Member 
Schardin Clarke has brought up, to say that this committee exists, but have an audit 
committee.  There is no reason why I can’t see why we exist as a committee, why we 
can’t say as a committee, we have an audit committee.  

Madame Chair Roseborough noted the comments are very sound, thanked the committee 
and proposed that we come back to the committee with feedback from Treasurer Lewis 

Member Schardin Clarke noted that the discussion about the committee being advisory 
was correct, but suggested that there were a certain few things that need to be approved 
by this committee before they go to the Board of Finance for approval.  For example, the 
STO Investment Policy, the STO Broker Dealer List. She added that the Investment 
Policy was approved by this committee.  She also added that while the Board of Finance 
doesn’t approve individual transactions in the investment of funds; anything that is 
invested does have to conform to the Investment Policy and be traded with someone on 
the Broker Dealer List.   

Member Schardin Clark agreed that it is an advisory role that this committee has, but in 
some ways it extends beyond that through those approval authorities.  

Madame Chair Roseborough addressed the committee and asked if there was further 
discussion regarding this issue. 

The minutes were moved by Member Schardin Clarke and seconded by Member 
Boushelle subject to the changes proposed by Member Cassidy. 

No questions, comments, or discussion. 

A vote was taken and all present members voted yes. 

No questions, comments, or discussion. 

V.Executive Summary, PM Wright  

The executive summary contents were presented in its entirety.   

PM Wright noted that there is a minor typo on the second page related to the Fiscal Agent 
Bank balances of approximately $122 million should have been $130 million.  

PM Wright asked for any questions. 

Member Cassidy asked if the PMs could comment on the shape of the yield curve. 

PM Hanges responded that in her expectation, the yield curve would remain steep, 
probably until the Fed start raising rates.  

PM Wright also responded by noting that the 5-year area the long ascent of our maturity 
spectrum, which is the pivot point for the yield curve.  The curve through the 2 year area 
is really flat, and picks up within the three to four to five year area. He noted that STO’s 
strategy for investing in that five year area has been a good strategy.  In February and 
throughout the month of March we have taken advantage of the steepness of the curve 
and we have actually been able to sell securities in the short end, and securities which are 
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now a one-year security, we have reinvested it at a longer end, booking a profit, as well 
as increasing the over- all portfolio yield.   

Madame Chair Roseborough noted that it has been nice because of Sam Collins and his 
group have tightened up the cash management forecast, which enables us to lower the 
liquidity dollars and increase the core dollars.   

Member Cassidy asked if Cash Manager Collins was going to do a follow up with the 
LFC to try and tighten that up due to last month’s comments from LFC. 

State Cash Manager Sam Collins noted that he is following up with LFC.   

Cash Manager Collins noted that he has met with David Abby and his staff, and with 
Scott Smith and have gone through, with what they do, and they showed us the 
projection, where they project where the year is going to come up. So I can more 
intelligently answer your question from last month, and it will tell us how we will look at 
the end of Fiscal Year. 

PM Wright complimented Cash Manager Collins and his group for pulling the numbers 
together, which has allowed us to see how we can change our ratio, as the Madame Chair 
Roseborough mentioned, between the General Fund and CORE fund.  He added that this 
work has allowed more to be invested in the CORE Fund, without sacrificing safety and 
liquidity. 

Member Cassidy asked another question, on the investment strategy regarding the 
relative weighting of ABS and MBS in the portfolio.  He wondered if it would be 
possible to estimate the investment returns that we may be giving up as a result of the 
under-weight situation. 

PM Wright addressed the committee and noted that in those sectors there is potential that 
we are giving up something; and that the MBS market has been really smacked around by 
what has been going on in the housing market, although, their issuance is dramatically 
lower.  One of the things that is happening in the home lending market place is there has 
been a marked pull back from private lenders, and we have seen the ratio of private 
lending vs. government lending unchanged in the housing market.  Investors have been 
frightened by some of the sweeping negotiations that have been happening with the 
banks. 

Member Cassidy mentioned Fannie and Freddie. 

PM Wright responded exactly; Fannie and Freddie.   

No further questions, comments, or discussion. 

VI.Investment Policy Compliance Report, PM Wright 

The investment policy compliance report contents were presented in its entirety. 

PM Wright asked for any questions. 

No further questions, comments, or discussion. 

VII.General Fund and Cash projections, PM Wright 

The general fund and cash projection contents were presented in its entirety. 

PM Wright called the Committee’s attention to page 25 and noted the summary chart of 
the General Fund balances, breaking out the CORE portion; the liquidity portion; and the 
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amount that we have at our fiscal agent bank.  We have changed the ratio of core to 
liquidity.  Our low point over the past year as Cash Manager Collins’s group projections 
affirm that our low point of the year is in the middle of March, so we are through that 
point for the year.  PM Wright was asked why the General Fund has higher balance from 
last year. 

He responded that there are a number of factors, which are good tax returns, a much more 
grasp stance by the State Cash Manager on overdraft accounts, where we have lent 
money to agencies in the anticipation of collections from the feds.   

He noted that the Cash Manager Collins and his group have really worked hard to get 
those collections to come in so much faster. 

PM Wright asked for any questions. 

Member Schardin Clarke asked about the balance at January month-end being about $300 
million higher that the balance at December month-end, but now has come back down by 
about the same amount.  She wondered if that was a timing issue that was going on at 
January month-end. 

PM Wright responded that March is traditionally the low point for the year and would 
expect to see a build up over the next few months. 

Member Schardin Clarke asked about a particularly high spike in balances for January.  
In her opinion, it seemed that January would benefit from the time between retail gross 
receipts tax vs. income tax returns starting to go out, so it would make sense that there 
would be little bit of a peak in January.  But in her opinion, it looked particularly high.  

Cash Manager Collins responded, yes, and noted that he saw it was Christmas gross 
receipts tax that would have been collected in December, and then remitted in January 

Member Schardin Clarke noted that maybe it was a good retail season. 

Deputy Treasurer Valdes noted that he is consistently seeing when compared to last year 
we have higher balances.  For example, he noted that as of March 31st we are half a 
billion up from the prior year, so it looks like state revenues are in somewhat of a 
recovery mode.  He also noted that the increase in cash balances have been pretty 
consistent now for about four or five months. 

PM Wright noted that, as this chart says we are up 400 at the end of February, and up 500 
at the end of March, so it is good. 

Member Cassidy asked for clarification; that when the Gross Receipts are collected do 
they need to be remitted to the political sub-divisions to which they are due?  Or, does all 
that money land in the General Fund? 

Cash Manager Collins responds, it is collected in the General Fund and there is a lot of 
accounting that goes on.  There is an accrual based accounting method in SHARE so they 
are going back and trying to apply that back to the period where it belongs to.  

Member Schardin Clarke noted that, there is an interim time where the whole amount of 
tax due to the state and local government all comes in to TRDs suspense account and 
then, like Sam mentioned, there is an accrual period where it is all matched back to the 
correct period.  But ultimately, there is at least 20 days or so, between the 25th,  one 
month when it is due, and the 15th of the next month when it is distributed to local 
governments, so the State holds on to the local share for at least 20 days. 
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Member Cassidy asked if it lands in the General Fund, not a liability account. 

PM Wright responded; no it is in TRD’s tax account, their suspense account.  That 
account is at Wells Fargo. 

Member Schardin Clarke noted that it is in the General Fund pool. 

Member Cassidy noted that when we talk about the General Fund, we are talking about 
all the collected balances, whether it is Highway, DOT, it all lands in what we call the 
General Fund, as opposed to how the Legislature budgets the State’s General Fund.   

Deputy Treasurer Valdes noted that the term General Fund Portfolio is not a proper term.  
It should be like the State’s Pool or something like that. 

Member Cassidy agreed. 

Deputy Treasurer Valdes also noted that it is because it has much more that the State’s 
General Fund in it. 

PM Wright noted that if the board would like we could change how we describe the 
General Fund because in our accounting statement is says the State Investment Pool.  
Maybe it would be appropriate to make it consistent with that.   

Member Cassidy noted that maybe he is the only one confused, so do whatever it is you 
need to do. But, I understand now.   

Member Schardin Clarke noted that, it is probably adequately titled by calling it the 
Investment Pool, suggesting that there are all these different funds pooled together.  So it 
is the General Fund as well as the self earning accounts.   

PM Wright noted that one thing that we could break out and maybe report on a monthly 
basis are the sub-components, which are the self earning accounts and the various reserve 
accounts that exist.  That would be interesting; maybe we can consider doing that. 

Member Cassidy asked if that was creating too much work.  He noted that it would be  
helpful, to him certainly. 

PM Wright noted that we look at the General Fund here and we say, oh we have plenty of 
cash, although that is true, it is not really in the General Fund.  There are claims against 
that money.   

Member Cassidy agreed and noted that he knew that DOT was going to soon collect 60 
million dollars that they are owed by the Feds.   So that will go into this, but it is really 
not General Fund money.  It is DOT money.    

Madam Chair Roseborough asked for further questions, then thanked PM Wright, and 
noted that our portfolio managers YTD have earned $8.9 million which is pretty 
substantial, so thank you for that. 

Member Schardin Clarke asked if that was fiscal year or calendar year.  

PM Wright responded, fiscal year.  It is roughly about a million a month. 

Deputy Treasurer Valdes noted that he was looking back to 2009 when we were at about 
68 million dollars.  The year when you would compare what the performance of all the 
investment agencies.  They lost like 29% of their market value, where we had some 
major earnings.  We really did well in that year.   

PM Wright noted that it is all about fixed income securities versus equities. 
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Member Cassidy mentioned that 52% is now in CORE vs. 43% a year ago, and asked; 
what is an appropriate percentage for the portfolios? 

PM Wright, noted, generally we would like to have the CORE portion as large as 
possible.  He added that the STIC reports are snapshots of the state’s balances at a 
particular moment in time.  He noted that within the month, the swings in balances are 
fairly significant.   

He noted that the Legislature had instructions to the Treasurer that STO should determine 
how much is needed for liquidity, and the balance should be invested.  That in a way is 
how we have divided these portfolios, the difference between the liquidity portfolio, and 
of course the bank balances, and the core piece.  The goal is to have the ratio as high as 
possible, but we ultimately have to pay the bills.    

Member Cassidy noted; I imagine you are continuing to learn as Cash Manager Collins 
and his group continuing to better understand the cash flows.  Member Cassidy, noted 
that 1.15 yield in the core is terrific. 

PM Wright noted we have been able to grow this ratio in our current environment and 
have continued to not see significant decreases in yields in the investment of the 
portfolio. 

Deputy Treasurer Valdes pointed out we have had a lot of negative balances over the past 
several years.  Those negative balances have really come down, but we have some really 
good cooperation from the DFA controller who finally sent out letters to at least two 
major agencies, that I know, saying we will not be processing any more vouchers until 
you get your drawdown from the Feds. He pretty much said that they are sending back all 
vouchers until they get their reimbursement and they are up-to-date, and their account is 
no longer negative.  So that really helps us because we do not have the ability to do that, 
and he does and has done it for us and we really appreciate that.    

Member Schardin Clarke noted that one of those entities that received that letter was the 
Public School Facilities Authority which is the entity that submits draws for all the 
supplemental bond money.  We received a bond draw for about 12 million dollars or so, 
about a day after the letter went out.  Now instead of letting their balances shrink for 3 
months and submitting draws quarterly, they’re going to be expected to submit draws 
twice a month.  That should really help with the consequence. 

Member Schardin Clarke, also noted that, the core vs. liquidity, it looks like the liquidity 
balance has stayed pretty much even right around the 400 million dollar range, and I 
always think about the rule of thumb that balances fluctuate about 400 million per month.  
So, as reserves continue to build and as the entire investment pool gains size, is it fair to 
say that the liquidity pool probably will probably always stay around 400 million? 

PM Wright answered yes. 

Cash Manager Collins answered yes, at month end.  But that is the trick like he said, we 
only have that low water mark mid month, each month.  That is what we are managing to 
and then collaborating with the Investment Division by looking at how much we can 
invest. What we have talked about in our cash flow group is to document a percentage as 
a target.  We haven’t talked to you guys about it yet; but we need to have a target rather 
than kind of looking at it and saying I think that’s enough.   
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PM Wright noted; I don’t know what that ratio is.  Is it roughly 70/30.  It is certainly not 
50/50. 

Deanne Woodring noted that, looking at history, and we have had a lot of discussions 
over the years at why is the portfolio looked at as liquidity and core.  I think the cycle that 
this portfolio has gone through is really adamant as to why, because you work very hard 
at maintaining and working to forecast the balances and it feels like at about 400 million 
is where it will stabilize.  So, as your balances start to increase again you are able to 
allocate more of the core, but there is much clearer lines and reasoning now, as we have 
gone through the cycle as to why.  So when your balances drop down close to a billion, 
that core hasn’t shrunk and the portfolio core was managed in that perceptive and got 
very short to provide for that.  Now as you get more stability in your over all fund you are 
able to extend out and use the market to your benefit. 

   No further questions, comments, or discussion. 

VIII.LGIP, PM Hanges 

The STIC binder LGIP contents were presented in its entirety. 

PM Hanges noted that we discussed the reduction of BVA /Compass collateralized 
deposits from 25% to 10% in the last meeting.  

PM Hanges also noted that, referring to the fifth bulleted paragraph on page 28, where 
she tried to quantify what we tried to do with the redeployment of the assets, so really, it 
was only a loss of 5 basis points in the whole transaction, but we did have to lengthen the 
portfolio in order to do that.   

PM Hanges also noted that we discussed the sixth bulleted paragraph in the last meeting. 

PM Hanges noted, after reading the last bulleted paragraph on page 29, that she was 
trying to prepare the board for lower yields, but she checked the 7 day yield going back to 
current day and it is pretty much at 32 basis points.  So we have managed to keep that 
pretty consistent, without taking out any additional risk, just a length of maturity, not 
giving up credit quality.   

Member Boushelle asked, out of curiosity you are going to monitor the over- night in one 
week, return repo rates, what kind of volume is that right now? 

PM Hanges responded that it has been pretty small, but the rates were pretty attractive 
towards the end of March.  We are able to do, at one point we were up to 60 million, but 
really is not a really significant amount, but we were getting about 19 or 20 basis points 
for that, and we were getting collateral view scope of agencies that were shorter than one 
year.  So they were very nice, they are very positive investments.  Instead of having it in 
Wells Fargo at 10 basis points, or US Treasuries at10 basis points, we were getting 19 or 
20, and then when month end came at the end of the quarter, a lot of the dealers stepped 
back.  So we put them back in the overnight deposits. Then in April we started up again, 
but now we are down to $20 million.  We did not do it today because I found another 
investment that is more attractive.  So I lengthened down a little bit, so today we did not 
do a repo.  But it was running at the high point, about $60 million.  Now, towards 25 to 
30.         

PM Hanges asked for any questions. 

No further questions, comments, or discussion. 
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Madame Chair Roseborough added one comment, in a report that was issued, reporting at 
the end February, on nationally ranked LGIPs, we have to commend this group in the fact 
that the LGIP for New MexiGROW is ranked in the top quartile as far as performance, 
and they were ranked number 11th year end FY2011, and in February they moved up a 
notch to being ranked 10th nationally.  So that is great for the PMs, great recognition for 
the State Treasurer’s Office. 

Madame Chair Roseborough thanked the PMs.   

IX.Tax-Exempt BPIP, PM Hanges 

The STIC binder Tax-Exempt BPIP contents were presented in its entirety. 

PM Hanges commented on the 7th bulleted paragraph on page 40, noting that we did sell 
some Bank of America TLGIP 2012s. 

PM Hanges asked for any questions. 

No further questions, comments, or discussion. 

X.Taxable BPIP, PM Hanges 

The STIC binder Taxable BPIP contents were presented in its entirety. 

Member Schardin Clark had a question regarding the $21million discrepancy regarding 
the taxable and tax exempt portfolios and asked for clarification regarding the issue.  

PM Hanges responded that we had received an e-mail from Sharon who had separated 
out the draw vouchers that were coming to STO.  So it was originally $21 million for the 
taxable bonds proceeds pool, and $4 million for tax exempt pool; but when the vouchers 
came in the numbers were reversed.  So, I left the $32 million in the repo that I had 
already raised the BVA Compass by selling it to cover the larger withdrawal.  Then when 
the difference came in, I left it there, but am now in the repo pool.  The security was sold 
to cover the tax-exempt. 

PM Wright noted that ordinarily it would be an issue because we typically would have 
greater liquidity, but we are going through and truing up these accounts.  So the cash 
balances in these accounts have been pretty low. 

PM Wright noted that the liquidity is not in those accounts and they would normally be 
there. The majority of it has to do with the cleanups, which are ongoing and will continue 
to be ongoing. 

Member Cassidy noted that just looking at the taxable and tax exempt investment returns, 
as well as the composition of portfolios, could we talk about why they are different, is it 
because of time when money was invested?  Remind me what the performance of the 
taxable vs. tax exempt is. 

PM Hanges responded that the difference between the performances of the taxable vs. tax 
exempt, well the tax exempt got hit really hard with liquidity withdrawals last year, so we 
have had a lot more upfront, so the portfolio is much shorter. 

Member Cassidy noted that there is a lot more TLGP in the tax exempt. 

PM Hanges noted that, there in the tax exempt there is a much shorter duration.  It was 1 
year vs. 1.5 so, we weren’t able to take advantage of the steeper yield curve right there, 
so mostly we’ve been meeting liquidity needs, as opposed to reinvesting.  Where as in the 
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taxable the portfolio has been much longer.  It has been able to take advantage of the 
higher yields at the longer end. 

PM Wright noted that, there was not any issuance of GO Debt last year.   

Member Cassidy commented that the GO Debt goes in the tax exempt and the taxable 
portfolios in the form the sponge bonds and wanted clarification of the Severance Tax 
taxable sponge bonds?  

Member Schardin Clarke noted that, it is a combination of the withdrawals that PM 
Hanges is mentioning and the GOs that we would have issued, but they were much 
smaller because the Higher Ed ballot failed and that did not add to the tax-exempt pool.  
But also, the failure to pass a Capital Bill in 2011 in the regular session, noting that we 
did not issue long-term Severance Tax Bonds, but the sizing of the sponge notes were 
basically unchanged because senior sponge was still issued for the Water Trust Board, 
and any additional senior capacity rolled over into the supplemental sponge for Public 
Schools, so over all the amount that the taxable pool got was unchanged.   

Member Cassidy asked, where does the debt service money go, does it go into the tax 
exempt? 

PM Wright responded it depends on the series of bonds. 

Member Cassidy asked, so you keep it whether it is taxable or tax exempt debt? 

PM Wright responded, so every bond series has essentially, a project fund, cost of 
issuance account, if there is a cost of issuance account depends on the debt of issuance, 
debt service fund, and a rebate fund if it is a tax exempt that needs rebate.  So we track 
each one of those separately, and then they are all rolled up into either the tax exempt or 
the taxable pool. We track it that way for arbitrage purposes on the tax exempt side, but 
STO’s QED accounting system does a great job of treating each one of those as bond 
funds as a participant in either the tax exempt pool or the taxable pool.  It is allocating the 
interest down to each level.  So, it is the same math essentially that we use for the LGIP, 
with entities as participants.  We use the entities in the BPIPs which are essentially bond 
series.  

 No further questions, comments, or discussion. 

XI.STBF, PM Wright 

The STIC binder STBF contents were presented in its entirety. 

  No further questions, comments, or discussion. 

XII.Summary of Broker Participation, PM Hanges 

The STIC binder Broker Participation contents were presented in its entirety. 

No further questions, comments, or discussion. 

XIII.State Agency Deposit Balances, Cash Manager Collins 

The STIC binder state agency deposit balances contents were presented in its entirety.  

Cash Manager Collins noted that by showing the trend lines that you can see that there is 
a significant drop in the LGIP cash balances, which the PMs have talked about.  Cash 
Manager Collins also noted the movement away from the BVA Compass.     

No further questions, comments, or discussion. 
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XIV.Collateral Report, PM Wright 

The STIC binder collateral report contents were presented in its entirety.  

PM Wright noted that the First National Bank of Clayton was slightly under 
collateralized as of the end of February, indicating that Collateral Manager Garduno 
notified them that there collateral was slightly deficient, and they corrected that 
deficiency.  So everybody is in compliance at this time. 

PM Wright asked if there were questions or comments. 

No questions, comments, or discussion. 

 

XV.Audit FY 2011, Chair Roseborough 

Madame Chair Roseborough asked if Deanne Woodring had any updates or comments on 
the discussion items from the last STIC meeting.  

Madame Chair Roseborough noted that the audit for FY2011 will be covered and 
reported during the State Board of Finance next week.  That is the only update we have 
right now.       

XVI.Broker/Dealer application & Process Update, Chair Roseborough 

Madame Chair Roseborough noted that 90 individual dealers which are broken up into 37 
broker agencies are being reviewed through the Broker/Dealer RFI process.  The FINRA 
and the RLD background checks are required for each of the brokers, and the dealers, so 
that is taking a little bit time.  The RLDs were submitted for all the background checks 
for all 90 dealers and 37 broker agencies this week.  All FINRA reports should be 
completed by the end of the week.  We anticipate verification of qualifications will be 
complete by next week.  So with that being said, we are still on schedule to provide the 
approval list at the May STIC, and Board of Finance meetings.   
 
Member Cassidy asked if the Financial Institutions Division did the FINRA exams. 
 
Compliance Officer Kirene Guardado responded that, the FINRA reports are taken 
directly from the FINRA web-site and allows downloading for both the broker and dealer 
information. Then RLD does the background checks, and verifies if the broker dealers are 
certified in the state of New Mexico.   
 
Member Boushelle asked, what happened to the benchmark discussion? 
 
Madame Chair Roseborough responded that the discussion continues. We will be 
prepared to present to this committee in the month of May. Our internal investment team 
has met and we have prepared our due diligence and now that Ms. Woodring is back 
from vacation, we are bringing her into the loop; we will continue to vet it internally, and 
will discuss with Treasurer Lewis and we will come back to this committee with 
recommendations. 
    
Member Cassidy asked, does the audit for the State Treasurer’s Office roll up into the 
State CAFR? 
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Member Schardin Clarke responded, yes. 
 
Member Cassidy asked if the audit was out. 
 
Madame Chair Roseborough responded, yes. 
 
Member Cassidy responded, STO’s audit was out, but not the State’s? 
 
Member Schardin Clarke responded that she checked about 2 weeks earlier with the 
CAFR unit at DFA and she thought that the CAFR would be out by the end of April. 
 
No questions, comments, or discussion. 
 
Member Schardin Clarke announced that next week’s Board of Finance meeting may be 
postponed by a few business days.  We are checking board member availability for the 
rest of that week, and see if we get a quorum on a different day.  There is an issue with 
some board members not being able to attend on Tuesday.   So, if the regular meeting is 
canceled we’ll call a special meeting with at least three days notice and you will receive 
notice.     
 

XVII.Question Period, Chair Roseborough 

Madame Chair Roseborough asked if there were questions or comments.          

 No further questions, comments, or discussion.  

 

XVIII.Next Meeting- Wednesday, May 09, 2012 @ 9:00 a.m. at STO.  

Madame Chair Roseborough noted the date and time of meeting. 

No further questions, comments, or discussion.  

 

XIX.Adjournment 

Madame Chair Roseborough adjourned the meeting at 10:25 am.  

Minutes were taken by Amy Aguilar and Kirene Bargas Guardado, on April 11, 2012. 

Minutes approved by: Linda Roseborough on May 04, 2012. 

Minutes revised as of May 16, 2012 by Amy Aguilar. 
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Executive Summary

Total Portfolio 
Summary

Improvements in cash management forecasting have allowed the
portfolio managers to lower the liquidity balances in all funds. The
excess liquidity has been reinvested at higher rates than overnight
paper, increasing the overall portfolio returns.

All the investment components of the portfolios are earning in excess of 1%
yield, which is providing value to the overall fund balances.

The portfolios remain diversified in higher quality securities.

Total Portfolio 
Performance

Investment Performance 

Portfolio managers are considering yield curve, asset classes and duration
positioning when making investments. Each portfolio has a component of
liquidity and investments. Maintaining appropriate balances of liquidity
and investable funds is optimizing earnings of the general fund. The
priority of all funds is safety and liquidity first and then return.

Performance: The portfolios performance is consistent with the average
maturity and asset allocations of the total funds. The average earnings
yield on the total invested portfolio is .569% with an average maturity of
approximately nine months.
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Total Portfolio 
Activity

Investment Activity

Portfolio managers are focused on optimizing the portfolios by managing
minimal liquidity balances and remaining fully invested. The general fund
and the BPIP funds were extending as liquidity balances were reduced and
investments were purchased.

Performance: The portfolios performance are consistent with the average
maturity and asset allocations.



Specific Investment 
Portfolios

Davidson Fixed Income Management, Inc. 
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PERIOD  Beginning End

12/31/2011 3/31/2012

Portfolio Name Market Value‐ End Duration ‐ End Quarter Return Fiscal YTD Return Earnings Yield‐ End Percent

    New MexiGrow 799,827,298.00$                       0.16 0.05% 0.02% 0.26% 23.97%

    Fund Benchmark 0.12 0.01% 0.04% 0.06%

Portfolio Name Market Value Duration ‐ End Quarter Return Fiscal YTD Return Earnings Yield‐End Percent

    General Fund Liquidity 479,819,968.00$                       0.08 0.07% 0.130% 0.24% 14.38%

    Fund Benchmark 0.12 0.01% 0.04% 0.06%

Portfolio Name Market Value Duration ‐ End Quarter Return Fiscal YTD Return Earnings Yield‐End Percent
   General Fund Core 1,107,026,585.00$                   2.47 0.10% 0.80% 1.22% 33.18%

   Fund Benchmark 1.85 0.29% 1.31%

Portfolio Name Market Value Duration ‐ End Quarter Return Fiscal YTD Return Earnings Yield‐End Percent

   BPIP Tax Exempt 378,600,173.00$                       1.09 0.09% 0.44% 1.14% 11.35%

   Fund Benchmark 1.45 0.25% 0.81%

Portfolio Name Market Value Duration ‐ End Quarter Return Fiscal YTD Return Earnings Yield‐End Percent

   BPIP Taxable 571,345,721.00$                       1.72 0.19% 0.64% 1.05% 17.12%

   Fund Benchmark 1.45 0.25% 0.81%

 TOTAL STO FUNDS 3,336,619,745.00$           0.823 0.079% 0.298% 0.582%
Data Source:  JP Morgan Custodial Reports



Market Overview
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The FOMC statement on March 13th was a bit of surprise as the Fed changed its outlook for
growth and inflation. The Fed hinted that they were easing on their commitment to retain its
extremely accommodative stance for an extended period (mid 2014). The biggest unknown is the
conclusion by the fed on Operation Twist. Operation Twist occurs when the Fed buys longer bonds
in an attempt to keep long term rates low. They may or may not continue this after June. If they
don’t, we could see a dramatic steepening of the yield curve as the government removes itself as
a buyer of long term debt.

Fed Policy Outlook:

The Fed reiterated that the economy has been expanding moderately, but stated that “labor
market conditions have improved further; the unemployment rate has declined notably in recent
months but remains elevated.” It also dropped its reference to “notwithstanding some slowing
growth.” Housing remains “depressed.” The Fed also indicated that ”Strains in global financial
markets have eased, though they continue to pose significant downside risks to the economic outlook.”

On the Economy:

The biggest item of importance out of the statement was the Fed’s change in their unemployment
outlook: “Information received since the FOMC met in January suggests that the economy has been
expanding moderately. Labor market conditions have improved further; the unemployment rate has
declined notably in recent months but remains elevated. Household spending and business fixed
investment continue to advance.”

On its Balance Sheet:

Guidance on reinvestment remained identical: "The Committee also decided to continue its program
to extend the average maturity of its holdings of securities as announced in September. The
Committee is maintaining its existing policies of reinvesting principal payments from its holdings of
agency debt and agency mortgage-backed securities in agency mortgage-backed securities and of
rolling over maturing Treasury securities at auction.”

Davidson Fixed Income Management, Inc. 



Market Overview

Policy guidance:

Remaining the same, this pre-commitment is starting to appear stretched relative to the Fed's own
changes above: "To support a stronger economic recovery and to help ensure that inflation, over
time, is at the rate most consistent with its dual mandate, the Committee expects to maintain a highly
accommodative stance for monetary policy. In particular, the Committee decided today to keep the
target range for the federal funds rate at 0 to 1/4 percent and currently anticipates that economic
conditions--including low rates of resource utilization and a subdued outlook for inflation over the
medium run--are likely to warrant exceptionally low levels for the federal funds rate at least through
late 2014."

Source: Action Economics

Composite Economist’s Rate Projections: No change is projected for overnight rates through
Q1 2013. Rates in the 2 year and 10 year are not expected to rise until the end of the year.
Implementing yield curve strategies in portfolio management this year should add value to
returns.
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Indicator 2008 2009 2010 2011 2012 est 2013 est

Real GDP 0.40 -2.40 2.80 1.70 2.30 2.50

CPI  (YOY) 3.85 -0.30 1.60 3.17 2.40 1.80

Unemployment 5.80 9.30 9.70 9.00 8.20 7.80

Source:  Bloomberg Fed Forecasts

Maturity

2010

Ending

2011

Ending 

Q1

2012 

Q2

2012 est

Q3

2012 est

Q4

2012 est

Q1

2013 est

Fed Bank Rate 0.25 0.25 0.25 0.25 0.25 0.25 0.25

2 Year 0.60 0.24 0.27 0.35 0.40 0.47 0.57

10 Year 3.33 1.92 1.98 2.28 2.42 2.57 2.70

Davidson Fixed Income Management, Inc. 



Market Overview

STRATEGY RECOMMENDATIONS:

 Continue to manage the liquidity funds on the lower side.

 Adding maturities out longer has added earnings and will lock those rates in for the near
future, however, they are adding additional price exposure if rates should rise dramatically
within the year.

 Maintain the duration of the fund within 10%-20% of the benchmarks and allow duration to
drift shorter into the end of 2013.

 Continue to look at other opportunities in asset classes not being utilized.

 Continue to use the volatility in the market to adjust positions in the portfolio; when beneficial
to the duration, asset allocation or overall positioning of the portfolio.

Source: Bloomberg


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12/31/10 12/31/11 3/31/12 Change Last Qtr

3-month bill 0.13 0.01 0.06 0.05

6-month bill 0.18 0.05 0.13 0.08

2-year note 0.59 0.25 0.32 0.07

5-year note 2.00 0.87 1.03 0.16

10-year note 3.30 1.95 2.20 0.25

Changes in the Treasury Market:

Davidson Fixed Income Management, Inc. 



Portfolio Review – New MexiGrow LGIP 
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Portfolio Summary The portfolio is rated AAAm from S&P and meets their investment quality
criteria. The portfolio manager continues to diversify the portfolio in
allowable investments, reducing the bank deposit allocation to 46.62%
down form 58% last quarter and increasing the full faith and credit
component form 26.5% last quarter to 31% this quarter. Additionally,
floating rate notes make up approximately 21% of the fund, which adds
yield to the fund. The current WAM is at the maximum of 60 days and
the WAL is 85% of the maximum (120 days) at 102 days.

Portfolio 
Performance

The pool continues to perform in the top quartile of state pool funds as
tracked by Tracsfinancial. Pool net earnings to participants averaged
.25% last quarter compared to the S&P GIP benchmark of .01%

Portfolio Activity The portfolio was extended slightly from 57 days to 60 days. TLGP
corporate names were increased through the purchase of financial
floating rate The bonds have the full faith and credit of the US govt. In
addition, $20MM more of an FNMA subordinated debenture, note was
purchased it is rated Aa2/A/AA- versus senior debt at AAA/AA+/AAA
Exposure was decreased in BBVA Compass Bank deposits and Bank of
the West Deposits. The Bank Deposits are 102% collateralized as
required by S&P.

Davidson Fixed Income Management, Inc. 



Asset Allocation – New MexiGrow LGIP
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Source:  STO Reports

Davidson Fixed Income Management, Inc. 

LIQUIDITY VS INVESTMENT MARKET VALUE % FUND
 Bank/Repo  $   372,943,546 46.62%
Invested Component  $   426,943,752 53.38%

   Total Fund  $   799,887,298 100%

ASSET ALLOCATION  MARKET VALUE % FUND
Bank Deposits - 5 Banks  $   337,948,817 42.25%
Money Market Funds  $                      -   0.00%
Discount Notes  $     19,999,219 2.50%
Bank CDs  $                      -   0.00%
Commercial Paper  $     14,995,509 1.87%
US Treasury Notes/Bills  $     90,399,708 11.30%
GSE Agency Issues  $   137,078,699 17.14%
TLGP Notes/Variable  $   162,456,051 20.31%
Municipals  $                      -   0.00%
Corporate Bonds  $     37,009,294 4.63%

  Total Fund  $   799,887,298 100.00%  
 WAM (Reset) MAXIMUM CURRENT % OF MAXIMUM

Days 60 59.9 100%
WAL MAXIMUM CURRENT % OF MAXIMUM
Days 120 102.2 85%



Performance Analysis New MexiGrow LGIP
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Source:  S&P and STO reports

  

LGIP % Allocation S&P GIP  Pools % Allocation Difference
Agency *includes TLGP 37.45% Agency 42.59% -5.14%
Bank Deposits 42.25% Bank Deposits 12.49% 29.76%
Corporates/Supranational 4.63% Corporates 0.00% 4.63%
Commercial Paper 1.87% Commercial Paper 0.00% 1.87%
Money Market Funds 0% Money Market Funds 1.31% -1.31%
Municipal Debt 0.00% Municipal Debt 0.42% -0.42%
Treasury 11.30% Treasury 5.91% 5.39%
Repurchase Securities 0.00% Repurchase Securities 37.08% -37.08%

Average Maturity to Reset 59.9 Average Maturity 45 14.9

3/31/2012 Quarter Prev. Quarter 12 month
LGIP  - Gross 30 day 0.30% 0.31% 0.26% 0.29%
LGIP - Net 30 day 0.25% 0.25% 0.21% 0.24%

S&P GIP Govt - Gross 0.16% 0.10% 0.15% 0.17%
S&P GIP Govt - Net 0.06% 0.01% 0.06% 0.08%

T Bill 3 month 0.10% 0.06% 0.01% 0.04%

* Source QED & S&P 

COMPARISON OF LGIP HOLDINGS TO THE BENCHMARK

PERFORMANCE ANAYLIS FOR  PERIOD  

Davidson Fixed Income Management, Inc. 



Portfolio Review – General Fund
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Portfolio Summary The overall general fund balance increased by $107MM this quarter.
Liquidity balances were reduced to 30% of the overall portfolio and the
invested component was increased to 70%. It has been determined
through the cash flow analysis that balances between $400MM and
$500MM should remain in liquidity for State cash funding purposes.
Therefore, if the total balances continue to increase, excess liquidity can
be invested into longer maturities. If rates remain the same or rise,
added earnings can be expected.

Portfolio 
Performance

The overall general fund earnings is a .79%. This is 50 basis points over
the LGIP. This earnings difference is consistent with the current market
conditions. Interest rates remain low, but it is important to maintain a
focus on relative value of the added return that the core fund is
providing, while being managed within the constraints of the policy and
cash flow demands. The total return of the core fund under-performed
the benchmark by 19 basis points due to the longer duration of the
investments relative to the benchmark.

Portfolio Activity The portfolio was extended this quarter from 2.12 years duration to
2.46 years in duration. Maturities in the 4-5 year sector were increased
from 13.8% to 24.4% of the portfolio, and the exposure in the 2-4 year
sector was decreased from 39% to 31%. Cash balances in the core
fund are at a minimum. Purchases were made in treasury and agency
securities with the inflow of total general funds and liquidity and cash
balances were decreased.

Davidson Fixed Income Management, Inc. 



Portfolio Review – General Fund
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LIQUIDITY VS INVESTMENT

Component Market Value % Fund  Market Value % Fund Difference
Liquidity Component  $      551,442,887 37%  $            479,819,968 30%  $       (71,622,919)
Invested Component  $      928,349,393 63%  $         1,107,026,585 70%  $      178,677,192 
  Total Portfolio  $  1,479,792,280  $         1,586,846,552  $      107,054,272 

ASSET ALLOCATION

Security Type Market Value % Fund  Market Value % Fund Difference
    Treasuries  $      372,092,750 40.1%  $            385,812,589 34.9%  $        13,719,839 
    Agencies  $      463,221,921 49.9%  $            628,680,455 56.8%  $      165,458,534 
    Corporates  $        20,503,200 2.2%  $               20,806,397 1.9%  $              303,197 
    Municipals  $        67,983,150 7.3%  $               71,460,761 6.5%  $           3,477,611 
    Cash and Cash Equivalent  $          4,548,372 0.5%  $                    266,382 0.0%  $          (4,281,990)
  Total Fund  $      928,349,393 100%  $         1,107,026,585  $      110,714,825 

MATURITY 

 Market Value % Fund  Market Value % Fund Difference
Effective Duration 2.12 113% 2.46 132% 19%
Benchmark Duration 1.88 1.86 -0.02
WAM 2.47 2.76 0.29
PERFORMANCE

12/31/2011 3/31/2012
Earnings Yield Last Quarter This Quarter
Earnings Yield General Total 0.82% 0.79%

Earnings Yield Core Investments 1.25% 1.22%

12/31/2011 3/31/2012
Total Return Last Quarter This Quarter
Return of Total Portfolio 0.26% 0.06%

Return of Total GF Benchmark 0.14% 0.15%

Return of Core Investments 0.34% 0.10%

Return of Benchmark 0.27% 0.29%

Source: JP Morgan Data and QED

* Benchmark - 15% -0-1 year/70% 1-5 Agency Bullet / 15% 1-5 Callable Agency

         12/31/2011

         12/31/2011

3/31/2012

TOTAL PORTFOLIO

CORE FUND 

3/31/2012

CORE FUND 

         12/31/2011 3/31/2012

Davidson Fixed Income Management, Inc. 



Portfolio Review – BPIP Taxable Fund 
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Portfolio Summary The portfolio decreased by $60MM this quarter compared to last
quarter. This was a partial contributor to the decrease in liquidity but an
additional $60MM was moved from liquidity to the investment
component. At the end of the quarter liquidity balances were 8% of the
total fund versus 26% last quarter and the investment component was
92% versus 74% last quarter. The portfolio is primarily invested in
treasury and agency securities.

Portfolio  
Performance

The earnings rate on the portfolio increased from .97% to 1.05% with
the addition of investments and the reduction of liquidity balances. The
total return of the fund slightly underperformed the benchmark by 6
basis points due to the longer duration of the portfolio. Given the cash
flow variances in this portfolio, the stabilization of duration is more
difficult relative to the benchmark. For example: 10% of the fund was
withdrawn from the account this quarter, this withdrawal extends the
duration without the portfolio manager doing anything. A variance of
duration to the benchmark of up to 40% would be normal in this account
due to cash flow volatility.

Portfolio  Activity Treasury and Agency securities were purchased this quarter and cash
balances were decreased. The duration of the portfolio moved from
63% of the benchmark to 104% of the benchmark due to the withdrawal
of liquidity balances and the increase in investments. Continued efforts
to understand the future cash flows of this fund will provide the portfolio
manager with information to optimize the investments.

Davidson Fixed Income Management, Inc. 
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LIQUIDITY VS INVESTMENT

Component Market Value % Fund  Market Value % Fund Difference
Liquidity Component  $      165,110,681 26%  $              43,826,715 8%  $       (121,283,966)
Invested Component  $      466,718,751 74%  $            527,519,006 92%  $           60,800,255 
  Total Portfolio  $      631,829,432  $            571,345,721  $          (60,483,711)
ASSET ALLOCATION

Security Type Market Value % Fund  Market Value % Fund Difference
    Treasuries  $      152,734,950 24.17%  $            183,258,072 32.07%  $           30,523,122 
    Agencies  $      298,743,501 47.28%  $            328,900,930 57.57%  $           30,157,429 
    Corporates  $        15,240,300 2.41%  $              15,360,004 2.69%  $                119,704 
    Municipals  $                         -   0.00%  $                               -   0.00%  $                           -   
    Cash and Cash Equivalent  $      165,110,681 26.13%  $              43,826,715 7.67%  $       (121,283,966)
  Total Fund  $      631,829,432  $            571,345,721  $          (60,483,711)
MATURITY 

 Market Value % Fund  Market Value % Fund Difference
Effective Duration 1.06 63% 1.72 104% 41%
Benchmark Duration 1.69 1.66 -0.03
WAM 1.24 2.21 0.97
PERFORMANCE

12/31/2011 3/31/2012
Earnings Yield Last Quarter This Quarter
Earnings Yield Taxable Total 0.97% 1.05%

12/31/2011 3/31/2012
Total Return Last Quarter This Quarter
Return of Taxable Portfolio 0.20% 0.19%

Return of Benchmark 0.19% 0.25%

Source: JP Morgan Data  & QED

* Benchmark - 10% -0-3 Treasury/90% 1-3 Agency Total

         12/31/2011 3/31/2012

TAXABLE PORTFOLIO

         12/31/2011 3/31/2012

         12/31/2011 3/31/2012

Davidson Fixed Income Management, Inc. 
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Portfolio Summary The portfolio balances declined by $100MM, which is approximately
20% of the overall fund balance. Funds were pulled from both the
liquidity balances and the investment balances by selling securities. The
liquidity component dropped from 17% to 2% of the total fund. Cash
flow volatility is impacting the characteristics of the portfolio without the
portfolio making adjustments. Consideration to increasing liquidity
balances is under review to prevent the need to sell securities to provide
for liquidity.

Portfolio 
Performance

The portfolio yield is 1.14% at quarter end, increasing from .96% in the
previous quarter. The main contributor to the increase in yield is the
reduction in liquid balances. The portfolio underperformed the longer
duration benchmark, primarily due to the timing of liquidations required
to provide for liquidity.

Portfolio Activity The primary activity in the portfolio was driven from liquidity needs in the
portfolio. These withdrawals in combination with the selling of longer
securities, resulted in a reduction in duration to 1.09 versus 1.31 last
quarter. In this portfolio cash flow demands is the primary objective.

Davidson Fixed Income Management, Inc. 
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LIQUIDITY VS INVESTMENT

Component Market Value % Fund  Market Value % Fund Difference
Liquidity Component  $       83,719,182 17%  $                 6,914,044 2%  $          (76,805,138)
Invested Component  $     395,867,674 83%  $             371,686,129 98%  $          (24,181,545)
  Total Portfolio  $     479,586,856  $             378,600,173  $       (100,986,683)
ASSET ALLOCATION

Security Type Market Value % Fund  Market Value % Fund Difference
    Treasuries  $       40,857,300 8.52%  $               40,861,289 10.79%  $                     3,989 
    Agencies  $     355,010,374 74.02%  $             330,824,840 87.38%  $          (24,185,534)
    Corporates  $                        -   0.00%  $                                -   0.00%  $                           -   
    Municipals  $                        -   0.00%  $                                -   0.00%  $                           -   
    Cash and Cash Equivalent  $       83,719,182 17.46%  $                 6,914,044 1.83%  $          (76,805,138)
  Total Fund  $     479,586,856  $             378,600,173  $           15,712,164 
MATURITY 

 Market Value % Fund  Market Value % Fund Difference
Effective Duration 1.32 78% 1.09 66% -12%
Benchmark Duration 1.69 1.66 -0.03
WAM 1.09 1.27 0.18
PERFORMANCE

12/31/2011 3/31/2012
Earnings Yield Last Quarter This Quarter
Earnings Yield Tax Exempt 0.96% 1.14%

12/31/2011 3/31/2012
Total Return Last Quarter This Quarter

Return of Tax Exempt Portfolio 0.20% 0.09%  
Return of Benchmark 0.19% 0.25%  

Source: JP Morgan Data  and QED Reports from STO

* Benchmark - 10% -0-3 year/90% 1-3 Agency All 

         12/31/2011 3/31/2012

TAX EXEMPT PORTFOLIO

         12/31/2011 3/31/2012

         12/31/2011 3/31/2012

Davidson Fixed Income Management, Inc. 
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U.S. Economic and Fixed Income Market Review for Q1 2012 
Prepared April 6, 2012 

 
Europe Cools Down and U.S. Heats Up 
 

While markets were cautious into year-end as Europe’s 
liquidity squeeze played out in the financial sector, the 
first quarter of 2012 proved bountiful for equities. The 
combination of a second ECB 3-year liquidity injection 
and steadily improving U.S. fundamentals served to 
inspire stock investors. Yet these gains were not at the 
expense of bond holders, who continued to remain 
skeptical over each twist and turn in the eurozone. Fed 
language was consistent with ongoing extreme 
accommodation and, moreover, that institution made 
some historic changes to its transparency and rate 
forecasting that resonated for much of the quarter.  
 

 
 
The FOMC followed through on its promise of 
significant changes to its communications policy in the 
first meeting of 2012, having debated and set in motion 
those changes in December. The Committee 
underscored its "highly accommodative stance" by 
extending its stated assumption of exceptionally low 
rates out to "late-2014" from mid-2013. The Fed 
remained dissatisfied with the global imbalance of 
"significant downside risks," even as the U.S. economy 
continued to grow "modestly" and inflation "settled at 
or below" levels implied by their dual mandate. 
Chairman Bernanke kept all his options open in terms 
of further QE3 purchases.  
 

 
 
Significantly, the Fed adopted an inflation target of 
2%, though deciding against an equivalent 
employment mandate, which was not seen as 
appropriate given non-monetary factors involved. It 
viewed the inflation target as helping to keep 
inflation in check, while still pursuing maximum 
employment implied in their projections, and the 
Fed continued to adopt notably low-balled inflation 
estimates to justify the stated 2%. Given the 
extremely easy and extended policy stance, this 
move was designed to enhance Fed credibility even 
as its independence became an easy target for critics 
in an election year. 
 

 
 
From November lows the S&P 500 ramped higher 
for almost the entire quarter with very little 
retracement whatsoever. From October the S&P 
surged over 30% for an over 12% gain YTD, setting 
a blistering pace for Europe and Asia too. The VIX 
equity volatility index on the S&P began the quarter 
near 25.0, but persistent equity gains saw the “fear 
gauge” dip under 15.0 by quarter-end. It was clear 
that the “Bernanke and Draghi Puts” under the stock 
market were taken at face value – central banks 
would ensure that any downdrafts on stocks and the 
economy were met with fresh stimulus. However, 
complacency is not always the best guide for future 
returns. 
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By and large the ECB was given credit in Q1 for riding 
to the rescue on the European financial system and, 
thereby, staunching year-end outflows from the region 
into dollar-based assets. The dollar index reflected this 
turn of events; after peaking near 82.0 in January, it 
retreated as low as 78.0 in late February before 
recovering back toward 80.0 in March. Still, that’s well 
above the 74.0 area in late-October, which indicates 
that there remain lingering doubts about Europe’s 
piecemeal solutions and austerity without growth. 
 
The dollar, which had previously benefitted from 
capital flight and had been punished when risk-
premiums declined, enjoyed some decoupling from 
risk. The strong performance of the U.S. stock market 
and improving fundamental picture began to see 
relative growth priced into the buck. This explains why 
the dollar essentially held its own in a quarter when the 
VIX sank from 25.0 to 15.0 and stocks surged.  In terms 
of bilateral pairings, the euro bounced from lows near 
$1.26 in January to finish Q1 near $1.34, but the dollar 
ramped up from lows near 76 yen to highs over 84. This 
reflected the re-risking in the equity market, before the 
pair stalled out into fiscal year-end. 
 

 

 

 
 
Commodities: Growth Signal or Tax? 
 
Commodity prices have been a persistent wildcard 
dealt against the pat hand of a sustained recovery. 
At once symptomatic of the better tone for growth 
in the U.S., the nascent global slowdown appears to 
have helped cap prices in Q1. Gold in Q1 nearly 
made a round trip complete after finishing the year 
on the defensive near lows of $1520. It firmed up 
through much of the quarter to highs of $1790 
before stalling out and sinking to $1675. Gold 
plunged nearly $100 in late-Feb on the advent of the 
ECB’s second 3-year LTRO liquidity injection, 
which relieved some risk aversion via Europe. 

 
 
Sharp energy price gains on escalating tensions 
between Iran and the West over the former’s 
nuclear program also represent a tax on the 
recovery. That helped convince the swing producer 
Saudi Arabia to make up for production shortfalls as 
sanctions clamped down on Iranian oil exports. 
Accordingly, the CRB future bounced from the 560 
area at the beginning of the quarter to probe highs 
of 605 before drifting back down to 560 once again. 
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Housing Conundrum 
 
The Fed has been sensitive to the sluggish housing 
sector early this year and recent lean housing data for 
February were disappointing, though the shortfall 
appears to reflect a diminishing lift from mild weather, 
and the key leading indicators of a cyclical turn for 
housing continued to climb as expected through 
February. The sustained up-turn in starts under 
construction and the general rise in nearly every 
housing measure over the past year still suggests a 
cyclical turn, though home prices may well set new 
cycle-lows in 2012 as prices continue to lag the 
improved market conditions overall. 
 

 
 
This cyclical turn in starts under construction 
accompanies a 35% y/y rise in starts and 34% y/y rise 
in permits from recent-lows last February, and 
respective climbs from the cyclical bottoms in early-
2009 of 46% and 40%. The levels are still weak, but the 
trend is clearly upward. The broad cyclical downturn in 
starts since 2006 was fairly evenly spread across 

regions, as shown below. The 2011 rebound was 
initially led by the South and West but with late-
year bounces in the Midwest and Northeast that 
appeared to reflect the mild winter. Since December 
however, strength in starts has been led by the 
South, where mild winter weather should have been 
less significant, while the weather-lift in the 
Midwest and Northeast petered out. It's a good sign 
that the South has led the gains for starts, as this 
region accounts for 58% of the total, and the South 
should prove more resilient to a possible Q2 
weather give-back. 

 
 
Treasury Yields Still “Twisted” 
 
The short-end of the Treasury curve was on lock-
down through the back end of 2011, but began to 
loosen up a bit to start off 2012. Not only did the 
U.S. recovery begin to solidify around the turn of 
the year, but Europe cleared a couple more hurdles 
in their drawn-out fiscal drama as Greece got a 
second rescue package and the ECB liquefied the 
banking system for a second time. On the Fed front, 
the doves appeared to remain in control and 
skeptical over the sustainability of the recovery, 
especially on the employment front as the Twist 
Operation (selling at the short-end and buying long 
bonds) appeared likely to expire unrenewed in Q2.  
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From historic lows of 0.142% in September, the 2-year 
yield found support above 0.20% and rebounded over 
0.40% late in the quarter as the Mar-13 FOMC 
statement turned a little less dovish and sparked a break 
over 0.30%, which had largely capped the 2-year yield 
for over 8-months. Fed Chairman Bernanke attempted 
to defuse this break by expressing some doubts about 
unemployment declines given sub-par GDP growth. 
Though edging away from QE3 as the economy 
grudgingly sputters forward, the Fed hasn’t ruled it out. 
  

 
 
The surprising development during the quarter was the 
stubborn resistance of yields to the persistent rally on 
stocks. Not only did the “Bernanke Put” appear to keep 
a floor under stocks, but a cap on yields while the Fed 
is determined to twist the curve and allow the recovery 
room to breathe. The 10-year yield was trapped in a less 
than 30 basis point range for much of the quarter, 
spending the majority of the time below the 
psychological 2.0% level, before the Mar-13 breakout. 
But that merely widened out the range as the new 
ceiling shifted out to 2.40%, which has since held. 

 
 
The 30-year cash bond charted a similar course, 
beginning the quarter near 2.90% before breaking 
back above 3.0% as the T-note cleared 2.0%. A lid 
on that move was kept under 3.20% for much of Q1 
before the Mar-13 FOMC had the market 
aggressively downgrading the potential for QE3. 
The bond yield subsequently ramped as high as 
3.48% before being thwarted by 3.50%. Asset 
allocation continued to favor stocks over the 
quarter, though bonds baulked at that trend until the 
very end.  
 

 
 
The 2s-10s spread began the year around the +160 
basis point level, averaging +180 bp until the March 
FOMC inspired a breakout to 200 bp wides. It is 
curious that the steepening of the curve over this 
period came against the grain of the Fed’s Op-
Twist, though perhaps the Fed’s artificial 
management helped contain the break to +200 bp. 
The 10s-30s spread widened from +102 bp to +110 
bp. 
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Treasury Yield Curve (Constant Maturities) 

current Change Over 
level 1 wk 4 wks 13 wks 1 year 

3-mth 0.08 0.01 -0.01 0.06 0.04 

6-mth 0.14 -0.01 0.01 0.09 0.02 

1-yr 0.19 0.00 0.01 0.07 -0.08 

2-yr 0.35 0.02 0.02 0.10 -0.48 

5-yr 1.01 -0.03 0.11 0.15 -1.30 

10-yr 2.19 -0.04 0.15 0.21 -1.40 

30-yr 3.32 -0.03 0.13 0.30 -1.31 

      

      

   Unemployment and Okun’s Law 
 
Among the many topics tackled at quarter-end by Fed 
Chairman Bernanke, his discussion of unemployment 
was perhaps the most instructive heading into the 
March payrolls report. Indeed, he expressed puzzlement 
over the apparent repeal of "Okun's Law," referring to 
the relationship between GDP growth and the 
unemployment rate, such that a rise in real GDP of 2% 
above trend is needed to achieve a 1% decline in the 
jobless rate. In 2011, real GDP growth averaged 1.6%, 
while the jobless rate fell from roughly 10% to 8.5%, 
not at all consistent with Professor Okun's observation, 
and hence Bernanke's skepticism. Either Okun's Law 
has been repealed or some other explanation was due. 
Perhaps discouraged workers are leaving the workforce 
or current jobs gains are just a mirror image of the 
shocking losses at the peak of the Great Recession? 
While the Fed chief didn't really resolve the riddle, it is 
integral to understanding his patience with the recovery 
and doubts over its durability. 
 
Indeed, Bernanke’s skepticism proved prescient at least 
for the March jobs report, which provided a big 
headline payrolls letdown with a gain of just 120k 
compared to “whispers” of 300k, followed by tiny 
back-revisions. The winter updraft lost steam in March 
as feared, though the news wasn't all bad. The 
workweek sat a firm 34.5 in March following an 
upward February bump to 34.6, and the 0.2% March 
rise in hourly earnings followed a big upward back-
revision. We also saw a drop in the jobless rate to 8.2%, 
though this again reflected a labor market contraction 
with a bigger drop for the labor force than civilian jobs. 

 
 
For weather effects, we saw gains for goods 
payrolls of 31k overall with a 37k rise for factory 
employment and a 1k rise for mining, though we 
faced a 7k drop for construction jobs. Yet, the 
goods sector hours-worked data were less 
encouraging, as we saw March drops of 0.6% for 
goods overall, 0.5% for factories, 0.8% for 
construction, and 1.7% for mining, with upward 
February adjustments aggravating these declines. 
 

 
 
Jobs Data and Q1 
For the quarterly outlook, we left our Q1 GDP 
growth forecast at 2.3%, following the 3.0% Q4 
clip. We saw a disappointing 0.2% March drop for 
hours-worked but a hefty February boost to 0.5% 
from 0.2% to beat assumptions, following a 0.2% 
gain in January and a 0.5% December pop. The mix 
left a surprisingly encouraging recent hours-worked 
trend relative to GDP, as shown below. 

22



                              This publication was authored by a third party, Action Economics, LLC.  This article does not  
necessarily reflect the expertise of Davidson Fixed Income Management, Inc. or its employees. 

 
 
The Q1 mix left 3.7% hours-worked growth, versus 
prior rates of 2.6% in Q4, 1.1% in Q3, and 2.5% for 
2011 overall. Our Q1 GDP forecast implies a 1.0% 
productivity contraction rate that follows the 0.9% Q4 
gain. For Q2, we expect 2.7% GDP growth with 2.3% 
hours-worked growth and a 1.0% productivity growth 
rate. Payroll growth has lagged the GDP growth path 
since the bottom of the last recession, as shown below. 
 

 
 
The workweek, shown below, has climbed respectably 
in this cycle from the 33.8 cyclical bottom in October 
of 2009, though we saw a March drop to the 34.5 level 
of December and January following the February boost 
to 34.6 (was 34.5). The workweek is now well above 
the 34.1 level that prevailed in December of 2008 when 
the last recession began. 

 
 
Jobs Data and the January Forecasts 
For the other March reports, we expect a 0.3% 
personal income gain that follows lean 0.2% 
increases in the prior two months, but a larger 0.5% 
December increase. Our forecast is consistent with 
Q1 growth of 3.0% for total income and 2.0% for 
disposable income, which marks a modest 
slowdown from respective Q4 rates of 3.4% and 
2.8%. For Q2, we expect respective growth rates of 
5.4% and 4.6%. 
 

 
 
Industrial production should post a utility-led 0.3% 
March gain, following a flat February figure but 
prior gains of 0.5% in January and 0.9% in 
December. Utility output likely rose 2%-3% in 
March despite mild weather, given the hefty 5.5% 
drop over the prior three-months and the larger 
8.6% decline since the peak in utility output last 
July. Though we saw March hours-worked drops of 
0.5% for factories and 1.7% for mining, output 
should be supported by a 1% March rise in vehicle 
assemblies to a 10.2 mln rate, as assembly rates 
have stabilized over the past two months after a big 
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13% December-January climb. For the quarterly 
figures, we expect 5% industrial production growth in 
both Q1 and Q2, following prior 2011 rates of 4.3% in 
Q4, 5.6% in Q3 and a tsunami-depressed 1.2% in Q2, 
as shown below. 
 

 
 
For construction, hours-worked fell by 0.8% in March 
with a 7k construction payroll drop, though we will still 
assume a 0.5% March construction spending gain that 
partly reverses the big 1.1% February drop, with risk 
that the February data are revised upward to leave a 
weaker March percentage change. 

 
 
The January Household Data 
For today's household data, we saw March declines of 
31k for civilian employment and 164k for the labor 
forces that trimmed prior larger respective gains of 
428k and 476k in February and 847k and 508k in 
January, as shown below.  

 
 
The jobless rate fell to 8.2% from 8.3% in January 
and February, following the plunging jobless rate 
through Q4 from the 9.0% rate as recently as 
September, though the recent drop, as in Q4, mostly 
reflected a disturbing downtrend in the labor force 
rather than an encouraging civilian jobs trajectory. 
The 0.2% March average hourly earnings gain 
followed a 0.3% (was 0.1%) gain in February and 
0.1% gains in the prior three months. The March 
rise left a climb in the y/y growth clip to 2.2% from 
2.0% (was 1.9%) in February and 1.8% in January, 
versus 2.1% in November and December. The y/y 
rate continues to slowly rise above the 1.7% cycle-
low in September, November, and December of 
2010, as shown below. 
 

 
 
The y/y figures may slip back to 2.1% through Q2 
as wage gains show only a modest upward tilt 
toward the 3.8% peak in June of 2007 that should 
take about five years to reclaim. We also have a 
cyclical climb in total labor costs as gauged by the 
quarterly ECI figures, given the rise to a 2.0% y/y 
rate in Q3 and Q4 from the 1.4% cycle-low back in 
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Q4 of 2009. The upward tilt for that measure is due to 
benefit costs, which have climbed from 1.5% y/y back 
in Q4 of 2009 to 3.2% y/y growth in Q3 and Q4. We 
typically see big benefit cost pops in Q1, and this year's 
Q1 pop will be revealed in the April 27 Q1 report. 
 

 
 
More generally, we've seen a downward ratcheting in 
labor force participation in this cycle that has allowed a 
drop of 93k since the cyclical peak way back in May of 
2009, which reflects a 0.06% labor force decline. This 
has occurred despite ongoing 1%-1.5% annual growth 
in the working age population that leaves a "hole" of 
roughly 3%. Presumably these workers will reappear as 
job growth gains steam in this cycle, and the labor force 
re-acceleration will provide a headwind for jobless rate 
declines. 
 

 
 
Despite the March payroll disappointment, the 
encouraging growth path for hours-worked is consistent 
with GDP growth that modestly outpaces the Fed’s 
downwardly-revised forecasts from the January 24-25 
FOMC meeting, hence implying room for small 

forecast boosts at the April 24-25 meeting. The 
Fed's downwardly-revised jobless rate estimates 
from January will need to be lowered further, as the 
Fed's 8.2%-8.5% central tendency for Q4 of 2012 
now implies a rise from the current 8.2%. We 
assume an 8.1% jobless rate at year-end. For 
inflation, ongoing commodity price firmness 
suggests that we will see the usual round of upward 
current-year inflation forecast adjustments at the 
April 24-25 meeting, though the Fed will 
presumably sustain its pattern of low-balled 
inflation forecasts beyond the current year. 
 
Fed Policy Outlook 

Few expected the March 13 FOMC statement to 
contain anything other than subtle changes to the 
outlook on jobs, growth and inflation, especially hot 
on the heels of the transformational January 
statement. But the Fed did overtly upgrade aspects 
of its growth and inflation outlooks, seemingly at 
odds with its simultaneous commitment to retain its 
extremely accommodative stance for an extended 
period. The Fed rhetorically flip-flopped on a 
number of important counts in the statement. 
Notably absent were hints about the prospect or 
shape of QE3 or the conclusion of Op-Twist in 
June. Dissent from hawk Lacker continued to be 
voiced. He still preferred omission of the reference 
to extremely low rates "at least through late-2014." 

 

While the FOMC left its policy stance unchanged, 
and there were no hints to QE, several important 
tweaks were incorporated into the first two 
paragraphs -- where all the major adjustments took 
place. The Fed reiterated that the economy has been 
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expanding moderately, but stated that "labor market 
conditions have improved further; the unemployment 
rate has declined notably in recent months but remains 
elevated." It also dropped its reference to 
"notwithstanding some slowing in global growth" in the 
first paragraph and removed "some" from "some further 
improvement." The Fed also flipped business fixed 
investment back to "continued to advance" from "has 
slowed." Housing remained "depressed," though 
previously subdued inflation was qualified by "inflation 
has been subdued in recent months, although prices of 
crude oil and gasoline have increased lately. Longer-
term inflation expectations have remained stable." 

 

On the outlook in paragraph two the Fed also indicated 
that "Strains in global financial markets have eased, 
though they continue to pose significant downside risks 
to the economic outlook." That was definitely an 
upgrade following recent more positive developments 
in Europe, including the ECB's LTRO II and Greek 
Bailout II. It also made a second reference to upside 
risks to inflation from energy price gains: "The recent 
increase in oil and gasoline prices will push up 
inflation temporarily, but the Committee anticipates 
that subsequently inflation will run at or below the rate 
that it judges most consistent with its dual mandate." 
The adjustments reflected grudging acknowledgment of 
labor improvement and energy price hikes, but with 
ongoing caveats. 

 

On the economy: the main news here were the 
adjustments for the improved employment tone: 
"Information received since the Federal Open 
Market Committee met in January suggests that the 
economy has been expanding moderately. Labor 
market conditions have improved further; the 
unemployment rate has declined notably in recent 
months but remains elevated. Household spending 
and business fixed investment have continued to 
advance. The housing sector remains depressed. 
Consistent with its statutory mandate, the 
Committee seeks to foster maximum employment 
and price stability. The Committee expects 
moderate economic growth over coming quarters 
and consequently anticipates that the unemployment 
rate will decline gradually toward levels that the 
Committee judges to be consistent with its dual 
mandate. Strains in global financial markets have 
eased, though they continue to pose significant 
downside risks to the economic outlook." 
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On inflation: as expected the Fed was forced to 
acknowledge higher energy prices: "Inflation has been 
subdued in recent months, although prices of crude oil 
and gasoline have increased lately. Longer-term 
inflation expectations have remained stable. The recent 
increase in oil and gasoline prices will push up 
inflation temporarily, but the Committee anticipates 
that subsequently inflation will run at or below the rate 
that it judges most consistent with its dual mandate." 
But of course, this will remain a temporary blip. 

 

On its balance sheet: guidance on reinvestment 
remained identical: "The Committee also decided to 
continue its program to extend the average maturity of 
its holdings of securities as announced in September. 
The Committee is maintaining its existing policies of 
reinvesting principal payments from its holdings of 
agency debt and agency mortgage-backed securities in 
agency mortgage-backed securities and of rolling over 
maturing Treasury securities at auction. The Committee 
will regularly review the size and composition of its 
securities holdings and is prepared to adjust those 
holdings as appropriate to promote a stronger 
economic recovery in a context of price stability." 

Policy guidance: remaining the same, this pre-
commitment is starting to appear stretched relative to 
the Fed's own changes above: "To support a stronger 
economic recovery and to help ensure that inflation, 
over time, is at the rate most consistent with its dual 
mandate, the Committee expects to maintain a highly 
accommodative stance for monetary policy. In 
particular, the Committee decided today to keep the 
target range for the federal funds rate at 0 to 1/4 
percent and currently anticipates that economic 
conditions--including low rates of resource utilization 

and a subdued outlook for inflation over the 
medium run--are likely to warrant exceptionally low 
levels for the federal funds rate at least through late 
2014." 

Economic Backdrop: Notwithstanding the shortfall 
in March, the improved employment trajectory 
over the past several months has placed the Fed in a 
more awkward position relative to its highly 
accommodative policy stance with what seems an 
exaggerated low-rate commitment even compared 
to its own Fed funds rate forecasts. Though 
Bernanke has acknowledged an improvement, he 
has stubbornly stuck to his view that unemployment 
remains elevated even as the rate has declined 
steadily from over 9% in September to 8.2% 
presently. He appears to remain doubtful that GDP 
growth, averaging sub-2.0% the past four quarters, 
will be able to sustain much further progress on 
jobs, along with the declining labor force 
participation rate that has flattered declines in the 
jobless rate.  

 

Yet, consumer confidence has rebounded above 
70.0, and February retail sales cleared 1.0% thanks 
partly to rising auto and construction material sales 
and higher gasoline prices at the pump. Rising 
consumer credit appears to be lubricating these 
trends as well, which marks a sign that demand for 
credit is gaining some footing. A rebound from 
supply disruptions in Japan and Thailand has given 
vehicle sales a boost, while home sales have shown 
signs of resilience. Inflation as measured by core 
PCE prices have been on the rise from the 1.7% 
area y/y back toward the Fed's 2.0% hardened 
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inflation target, and actual inflation as gauged by 
inflation headlines continues to steadily outpace Fed 
assumptions. 

Risk indicators: Dollar swap spreads extended their 
narrowing track in the first quarter of 2012, having been 
capped in late Q4 by the extended central bank swap 
agreement and further propelled to the downside by two 
rounds of ECB LTRO 3-year liquidity injections, which 
bought the financial system some time. The 2-year 
swap spread had peaked near +55 basis points near the 
end of last year and continued tightening since the 
January 24-25 meeting when they were around +33 
basis points to late-March narrows of +24 basis points. 

 

Likewise, the 10-year swap spread peaked near +23 
basis points in October before narrowing to +6.5 basis 
points in late March as Greece's favorable bargain with 
private investors was followed with a second bailout 
from the EU. The VIX equity volatility index has 
notably been coaxed lower by these developments and 
the perceived "Bernanke Put" under stocks, given low 
returns available elsewhere. The VIX has ground lower 
from October highs near 45.0 to 19.0 at the time of the 
last meeting to take a fresh dive below 15.0, before 
rebounding with the Mar jobs shortfall. In fact, gold 
remains well supported as a risk hedge, having galloped 
from December lows of $1,522 to February highs of 
$1,790 before returning to $1,660 in March. 

 

Fed funds futures gyrated on the FOMC statement, 
but traded back near unchanged to slightly lower 
levels. Though policymakers acknowledged a 
"notable" drop in the unemployment rate and some 
"easing" in strains in global financial markets, the 
policy statement tone was only modestly altered. As 
has been often noted in the past, the unemployment 
rate is still too high. Additionally, the Fed still 
believes global financial problems pose "significant 
downside risks to the economic outlook." Hence, 
the Fed reiterated that conditions warrant low rates 
through late 2014, and that fact is keeping a 
stranglehold on the Fed funds market. Talk of the 
Fed considering MBS purchases over extending the 
Twist also continues to make the rounds. 

While there has been rotation in terms of global 
financial and economic trends in Q1, asset 
allocation favored stocks for most of the period. But 
this was not necessarily at the expense of 
Treasuries, still which remained resilient given 
doubts about the progress of the recovery and 
patience by the Fed in allowing it to play out and 
gather sustainable momentum. Heading into Q2 the 
Fed will want to see more tangible gains in housing 
and employment before considering revising its 
late-2014 policy tightening guidance. Such progress 
will also need to be accompanied by calm in Europe 
and Mid-East before the Fed can fully exhale. 
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Data source: Merrill Lynch Global Index System on Bloomberg. 

 
 

 
FIXED INCOME BENCHMARK RETURNS 

 
March 31, 2012 

 

 
 
 
 

Month Ending Quarter Ending Last Last Last  Last 

Duration 3/31/2012 3/31/2012 Year 3 Years 5 Years 10 Years

U.S. TREASURY BENCHMARKS

US Treasury 90 Day Bill 0.24 0.01 0.01 0.07 0.36 1.23 1.91

US Treasury 0‐1 Year 0.52 0.01 0.01 0.23 0.36 1.72 2.17

US Treasury 0‐3 Year 1.45 ‐0.04 ‐0.05 1.06 1.18 2.82 2.87

US Treasury 1‐3 Year 1.90 ‐0.06 ‐0.08 1.43 1.50 3.38 3.24

US Treasury 0‐5 Year 2.24 ‐0.16 ‐0.15 2.49 1.94 3.76 3.51

US Treasury 1‐5 Year 2.71 ‐0.21 ‐0.19 3.13 2.32 4.41 3.97

US Treasury 1‐10 Year 4.06 ‐0.57 ‐0.51 6.22 3.39 5.63 4.82

TIPS BENCHMARKS

TIPS 1‐3 Year 0.22 ‐0.07 1.40 1.86 4.03 4.09 N/A

TIPS 1‐5 Year 1.50 ‐0.14 1.46 3.93 5.40 5.27 N/A

TIPS 3‐5 Year 2.69 ‐0.20 1.45 5.75 6.56 6.65 5.88

TIPS 1‐10 Year 3.30 ‐0.46 1.38 8.06 7.17 6.65 6.59

AGENCY BENCHMARKS

US Agency 1‐3 Year 1.69 0.01 0.28 1.68 2.00 3.70 3.55

US Agency 1‐5 Year 2.20 ‐0.05 0.33 2.65 2.58 4.31 4.06

US Agency 1‐10 Year 2.74 ‐0.13 0.30 3.90 3.28 4.99 4.76

AGENCY BULLET

US Agency 1‐3 Year Bullet 1.82 ‐0.01 0.30 1.77 2.18 4.01 3.78

US Agency 1‐5 Year Bullet 2.41 ‐0.08 0.36 2.87 2.85 4.75 4.37

US Agency 3‐5 Year Bullet 3.81 ‐0.24 0.55 6.37 4.85 6.67 5.81

US Agency 1‐10 Year Bullet 3.02 ‐0.18 0.32 4.27 3.64 5.52 5.14

AGENCY CALLABLE

US Agency 1‐3 Year Callable 1.22 0.06 0.21 1.28 1.30 2.66 2.78

US Agency 1‐5 Year Callable 1.44 0.06 0.22 1.72 1.55 2.91 3.09

US Agency 3‐5 Year Callable 2.12 0.07 0.24 2.93 2.27 3.55 3.71

US Agency 1‐10 Year Callable 1.57 0.06 0.21 2.19 1.84 3.26 3.49

CORPORATE

1‐3 Year Corp A‐AAA 1.95 0.24 1.68 2.72 6.34 4.16 4.14

1‐5 Year Corp A‐AAA 2.74 0.19 2.32 4.02 7.83 4.77 4.82

1‐10 Year Corp A‐AAA 4.27 ‐0.05 2.68 6.36 10.28 5.38 5.59
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Data source: Merrill Lynch Global Index System on Bloomberg. 
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