Texas Water
Development Board

P.O. Box 13231, 1700 N. Congress Ave.
Austin, TX 78711-3231, www.twdb.texas.gov
Phone (512) 463-7847, Fax (512) 475-2053

TO: Board Members

THROUGH: Kevin Patteson, Executive Administrator

FROM: Cindy Demers, CPA, Chief Financial Officer

DATE: October 22, 2015

SUBJECT: Quarterly Investment Report for the period June 1, 2015 through
August 31, 2015

BACKGROUND

This report and its attachments have been prepared and are submitted to the Board in accordance
with the Public Funds Investment Act (PFIA). The Board’s investment portfolio is in
compliance with its Investment Policy and relevant provisions of the PFIA.

The chart below provides a historical perspective of how the TWDB’s weighted average yield
has compared to the benchmark. The TWDB’s investment portfolio is highly sensitive to the
level of short-term interest rates. The pressure continues on the TWDB’s composite weighted

average yields.

BENCHMARK
Qtrly Avg 6mo | TWDB Composite
Qtr End Thill Weighted Avg Yield | Variance
8/31/2013 0.08% 0.24% 0.16%
11/30/2013 0.05% 0.33% 0.28%
2/28/2014 0.01% 0.58% 0.57%
5/31/2014 0.06% 0.40% 0.34%
8/31/2014 0.06% 0.74% 0.68%
11/30/2014 0.06% 0.55% 0.49%
2/28/2015 0.12% 0.55% 0.43%
5/31/2015 0.13% 0.83% 0.70%
8/31/2015 0.20% 0.60% 0.40%
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The TWDB had $2,939,990,415.80 in the investment portfolio as of August 31, 2015. Of this
amount, the SWIFT comprised $1,995,225,627.82. The composite weighted average yield of
0.60% exceeded the quarterly average 6 month Treasury-Bill benchmark of 0.20% by 0.40%.

Attachment 2 is the investment scorecard which provides a month-by-month view of the
portfolio with a historical comparison to the prior year. This trending data (year-over-year and
month-over-month) is monitored to evaluate and modify investment strategy as market
conditions change. In addition, this attachment shows all trading activity that occurred.
Individual monthly investment sheets are included which detail beginning and ending book and
market values.

For an economic summary of the period, please refer to Attachment 4, the Dallas Federal
Reserve Bank of Dallas National Economic Update from September 19, 2015. Staff will address
any questions or comments from members of the Board.

This Quarterly Investment Report complies with the TWDB’s Investment Policy and with the
requirements of Section 2256.023 of the Texas Government Code.

Cindy Demers
Chief Financial Officer/Investment Officer

Kevin Patteson
Executive Administrator/Investment Officer

Attachment 1 — PowerPoint presentation
Attachment 2 — Investment Scorecard/Detail
Attachment 3 — Investment Definitions
Attachment 4 — Dallas Fed Economic Update
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Investment Holdings $2,939,990,416
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Investment Portfolio Composition

Total = $2,939,990,416
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Portfolio Size for
SWIFT Only:
$1,995,225,628
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Average Investment Yields

Enterprise Funds —SWIFT 0.74%
Debt Service Funds 0.43%
Special Revenue Funds 0.44%
Enterprise Funds 0.32%
Composite Weighted Average Yield 0.60%
Benchmark - Quarterly Average T-Bill 0.40%
Weighted Average Yields by Fund Type
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Benchmark Yield vs.
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Benchmark Yield vs.
Composite Weighted Average Yield
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Attachment 3

Investment Definitions for the Quarterly Investment Report

Agency (discount) Notes — Similar to Treasury bills, discount notes are issued by government-
sponsored agencies such as Freddie Mac and FHLB. Like T-bills, discount notes are issued at a
discount from par, and have maturity dates of up to one year *. Unlike Treasury securities, they
carry only the implied faith and credit of the U.S. government.

Cash on hand - liquid reserves.

Commercial Paper — short-term obligations with maturities ranging from two to 270 days
issued by banks, corporations, and other borrowers to investors with short term cash to invest.
Though unsecured, commercial paper is usually backed by bank lines of credit, and assigned
credit ratings by Moody’s, Fitch, and S&P .

FHLB (Federal Home Loan Bank) Bonds — are issued by the FHLB, one of the largest
government sponsored entities (GSEs), and therefore carry the implied faith and credit of the
U.S. government *. Agency bonds can be issued as bullets, with a fixed coupon rate until
maturity, or as a floaters, whose coupon rate floats with an underlying index such as LIBOR and
resets periodically (usually monthly or quarterly) over the life of the bond. Agencies and GSE’s
also issue callable and non-callable bonds °.

Limited Partnership — is an organization made up of a general partner, who manages the day-
to-day operations, and limited partners, who invest in the partnership but are not involved in day-
to-day operations. Limited partners typically cannot lose more than their capital contribution,
and receive income, capital gains, and tax benefits '.

Long — refers to any security on the Quarterly Investment Report whose maturity is greater than
one year as of the trade date.

Mutual Funds — are operated by an investment manager that raises money from shareholders
and invests proceeds in securities such as stocks, bonds, and foreign currencies. Mutual funds
offer the investor advantages such as diversification, professional money management, and
improved pricing due to economies of scale .

Repo (repurchase agreement) — is an agreement between a seller and a buyer, usually of U.S.
government securities, whereby the seller agrees to repurchase the securities at an agreed upon
price and, usually, at a stated time '. A repo is effectively the simultaneous sale and repurchase
of a security for different settlement dates, and resembles a collateralized loan whereby a market
participant either pledges securities to borrow short-term funds, or pledges cash in order to make
a short-term investment *.
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State and Local Government Series (SLGS) — are special purpose securities that the
Department of the Treasury issues to state and local government entities, upon request by those
entities, to assist them in complying with federal tax laws and Internal Revenue Service arbitrage
regulations when they have cash proceeds to invest from their issuance of tax exempt bonds °.

Treasury Bills (T-Bills) — are short-term marketable securities with maturities of one year or
less issued by the Treasury at a discount from par, or face value '. They are backed by the full
faith and credit of the U.S. government.

Treasury Notes (T-Notes) — are marketable treasury coupon securities issued by the U.S.
Treasury with original maturities between two and 10 years . They are backed by the full faith
and credit of the U.S. government. Interest income from Treasury notes is exempt from state and
local income taxes, but is subject to federal income taxes °.

Treasury Pool — the Treasury Pool is managed by the Texas Treasury Safekeeping Trust
Company. The pool invests in a diversified pool of high credit quality, liquid assets primarily
consisting of U.S. treasuries, MBS (mortgage-backed securities), ABS (asset-backed securities),
repos, and high quality corporate bonds °.

Sources:

[1] Barron’s Dictionary of Finance and Investment Terms

[2] The Handbook of Fixed Income Securities by Frank J. Fabozzi
[3] TTSTC.com website

[4] Investopedia.com website

[5] Fidelity.com website

[6] U.S. Department of the Treasury
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Economic data released in the past six weeks suggest that the U.S. economic growth was moderately strong at the beginning of the third quarter. A large upward
revision to second-quarter real gross domestic product (GDP) coupled with several reports on July economic activity implied that the economy started the third
quarter with a good deal of momentum. As a result, the U.S. economy seems strong enough to sustain an economic expansion despite drags from recent Chinese
economic developments, softness in global economic growth and year-to-date strength in the dollar.

Output Growth Revised Upward

After growing a lackluster 0.6 percent in the first quarter, real gross domestic product (GDP) expanded a brisk 3.7 percent S N

in the second quarter (Chart 1). The second estimate of GDP growth marked a substantial upward revision from the -.fl.,.,'“ e R
original estimate of 2.3 percent. The acceleration of GDP growth in the second quarter partly reflected unwinding of
temporary effects of a harsh winter and the West Coast port strike. The 1.4 percentage point revision exceeded market
expectations amid widespread upward revisions to each component’s contribution to GDP growth. Contribution from
nonresidential fixed investment was substantially revised upwards by 0.5 percentage points to a positive 0.4 percentage
points, while contribution from inventories and government were upwardly revised by 0.3 percentage points each. Other
components’ contributions were slightly revised upward by 0.1 percentage points.

Even with the revision, nonresidential fixed investment in the first half of 2015 G
contributed less to GDP growth than in 2014. One factor behind the slowing
was a collapse in energy-related investment that directly lowered GDP growth .
by 0.4 and 0.6 percentage points in the first and second quarters, respectively
(Chart 2). Although oil prices continued their downward trend since the previous
update, the bulk of the downshift in energy-related investment contribution to
GDP growth in the third quarter seems behind us.

el Irrvmwtrmrt Lavkand i by Count
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The rebound in second-quarter GDP also reflected the impact of the West
Coast port strike, which held down first-quarter GDP by boosting inventories
and depressing net exports. The second quarter unwound this effect. Both the
second-quarter uptick and the large first-quarter plunge in net exports are anomalous. We are likely to see, on average, negative net contributions from net exports in
the coming quarters from the slowdown in global growth, a strong dollar and the latest developments in China.

Labor Market Reports Suggest Solid Growth Ahead

Nonfarm payroll employment gains registered at 173,000 in August, lower than the gains seen in earlier months and short s

of market expectations (Chart 3). However, the shortfall roughly equaled the 44,000 combined upward revisions to June LI
and July data. In the past, the August figure tends to be revised upward, and this seems likely for the initial 2015 reading
as well. From 2000-14, estimates of August nonfarm payroll employment were revised upward by an average of 62,000
between the initial and final estimates, reflecting the addition of more complete responses after the end of the summer

vacation season. According to the household survey, the headline unemployment rate decreased 0.2 percentage points d | | ‘ ‘ ‘ ‘ ‘ | ‘ ‘ ‘ ‘ |

—= e

from July to 5.1 percent in August—its lowest level since April 2008.

Though mining employment continued to decline in August, state-level data through July suggest that much of the direct
impact of the prior oil price declines on employment of energy-intensive states (North Dakota, New Mexico, Oklahoma,
Texas and Wyoming) had waned by the start of the third quarter. After outpacing payroll growth rate in nonenergy
intensive states from 2013 to early 2015, aggregate payroll growth of the five energy-intensive states fell for several months before rebounding toward the pace of
the nonenergy states in July. Recent energy developments may impart some renewed drag on employment in energy-oriented states in coming months, depending
on how energy markets evolve.

The July Job Openings and Labor Turnover Survey (JOLTS) release shows that the labor market had strong momentum
when it entered the third quarter. The number of job openings jumped by 430,000, reflecting widespread increases across
sectors, exceeding the market consensus of a 51,000 increase. The job opening rate jumped to 3.9 percent, the highest
since the survey began in 2000. As the job opening rate seems to have a six-month lead on private payroll growth, the
July report bodes well for the labor market for the remainder of 2015 (Chart 4).

Chart &
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Inflation Firming Before Chinese Developments

In contrast to the employment data, there have been more mixed readings on T
progress toward the Federal Reserve’s inflation objective of 2 percent. The 12- s

month core and trimmed mean measures of Personal Consumption
Expenditure (PCE) inflation rose 1.2 percent and 1.6 percent in July,
respectively, and have shown little progress toward the 2 percent target through
July (Chart 5). Headline PCE inflation remained near zero, influenced by oil
price declines and the strengthening dollar. However, when measuring inflation
on a six-month annualized basis, the timmed mean PCE—which is less
affected by possible seasonal adjustment problems than other PCE inflation
measures—converged toward 2 percent. However, these inflation rates do not
reflect recent oil prices declines, slow global economic growth, earlier strength in the dollar and August developments in China, which drove down commodity prices.
These factors will likely restrain headline inflation rates in the near term.

http://www.dallasfed.org/research/update/us/2015/1506.cfm 10/16/2015
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Impact from Chinese Developments Moderate

The sudden U.S. stock market correction in late August reflected concerns of downside risks emanating from the slowing
Chinese economy. Thus far, its impact on the U.S. economy seems moderate at this point. In contrast to the Euro crises,
U.S. typically exports less to China (7.5 percent of U.S exports versus 13 percent for the Euro zone), U.S. banks have less
direct and indirect exposures in China, and the shocks to U.S. stock and bond markets seem smaller. The Shanghai
Composite fell nearly 19 percent from June to mid-August with no noticeable spillover impact on the U.S. equity market
until late August (Chart 6). Thus far, the effect seems likely to shave off a fourth to a half percentage points from U.S. GDP
growth via possibly sustained stock market wealth effects on consumption and lower U.S. exports to China. Unless
Chinese stock price declines signal a deeper economic slowdown in China and/or broader weakness in other emerging
economies, Chinese developments currently pose only a modest headwind to the U.S. with a downside tail risk of
morphing into a broader slowdown in emerging market economies.

—Daniel Lin
About the Author

Lin is a research analyst in the Research Department at the Federal Reserve Bank of Dallas.

http://www.dallasfed.org/research/update/us/2015/1506.cfm
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