SAN JOSE Memorandum

CAPITAL OF SILICON VALLEY

TO: HONORABLE MAYOR AND FROM: Julia H. Cooper
CITY COUNCIL
SUBJECT: INVESTMENT REPORT FOR DATE: February 1, 2023
THE QUARTER ENDED

DECEMBER 31, 2022

Approved Mu—f a¥og Date 2/6/2023

Transmitted herewith is the City Investment Report for the quarter ended December 31, 2022.
To meet the reporting requirements set forth in the City of San José Investment Policy, an
electronic version of this report will be posted on the City’s website at
https://www.sanjoseca.gov/your-government/departments/finance/reports/-folder-450 and a hard
copy will be on file at the City Clerk’s Office located at 200 East Santa Clara Street.

This report will be distributed to the Public Safety, Finance and Strategic Support Committee
(PSFSS) for discussion during its meeting on February 16, 2023 and will be agendized through
the PSFSS Committee for review by the full City Council.

Summary of portfolio performance and compliance for quarter ended December 31, 2022:

Size of total portfolio: $2,538,705,032

Earned income yield: 2.233%

Weighted average days to maturity: 606 days

Fiscal year-to-date net interest earnings: $24,529,648

No exceptions to the City’s Investment Policy during this quarter

If you have questions on this investment report, please do not hesitate to call me at (408) 535-7011,
or via email at julia.cooper@sanjoseca.gov.

Is/
JULIA H. COOPER
Director of Finance

cc: Jennifer A. Maguire, City Manager
Joe Rois, City Auditor
Nora Frimann, City Attorney
Luz Cofresi-Howe, Assistant Director of Finance


https://www.sanjoseca.gov/your-government/departments/finance/reports/-folder-450
mailto:julia.cooper@sanjoseca.gov
http://www.sanjoseca.gov
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CITY OF M
SAN JOSE Finance Department

CAPITAL OF SILICON VALLEY DIRECTOR

January 31, 2023
HONORABLE MAYOR and CITY COUNCIL
INVESTMENT REPORT FOR THE QUARTER ENDED DECEMBER 31, 2022

| am pleased to present this report of investment activity for the quarter ended December 31,
2022, in compliance with the reporting requirements set forth in the City of San José Investment
Policy. The report presents information in the following major categories: Portfolio Statistics,
Portfolio Performance, Compliance Reporting Requirements, Investment Trading Activity, and
Investment Strategy.

The information presented in the table below highlights the investment activity for the quarter
ended December 31, 2022, as well as provides a comparison to the quarters ended September
30, 2022, and December 31, 2021.

INVESTMENT SUMMARY

For the Quarter Ended December 31, 2022  September 30, 2022 December 31, 2021
Total Portfolio

Portfolio Value ® @ $2,538,705,032 $2,475,016,963 $2,156,557,599
Earned Interest Yield 2.233% 1.619% 0.859%
Dollar-weighted average yield

Purchases 4.551% 3.428% 0.318%
Maturities 1.663% 1.075% 0.256%
Called Securities 1.382% 1.542% 1.807%
Weighted avg. yield at end of period 2.333% 1.973% 0.863%
Weighted avg. days to maturity 606 597 520
Portfolio Fund 3

Portfolio Value ®@® $2,518,329,979 $2,454,787,041 $2,135,498,414
Earned Interest Yield 2.223% 1.617% 0.868%
Dollar-weighted average yield

Purchases 4.551% 3.428% 0.318%
Maturities 1.663% 1.075% 0.256%
Called Securities 1.382% 1.542% 1.807%
Weighted avg. yield at end of period 2.323% 1.967% 0.871%
Weighted avg. days to maturity 611 602 525

! Reflects book value (principal plus any purchased interest) of investments.
2 Total excludes bond proceeds held by trustees for the City of San José ($413,663,736).
3 Total excludes other restricted funds required to be invested separately.
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PORTFOLIO STATISTICS

Detailed information can be found in the attachments while summaries are provided below.

Portfolio Composition

Within this section are snapshots of the City’s total investment portfolio as of December 31,
2022.

The first graph shows the portfolio composition by investment type.

Portfolio Composition

$2,538,705,032
Negotiable Commercial Paper
Certificate of $48,333,806 1.9%
Supranationals Deposit (NCD)
$115,614,720 Corporate Notes

$190,688,163
7.5%

$381,093,633 15.0%

Asset Backed
Securities
$4,660,755 0.2%

4.6%

Muni Bonds
$233,466,902
9.2%

Mortgage Backed

Securities
$149,749,652
US Agencies ' >
$1,160,280,885 45.7% $181,624.817 7:2%
JPAP
LAIE Money Market $50,216,989
$2.252511 Fund $20,722,200 2.0%

0.1% 0.8%
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The graph below reflects the reconciliation of total balances reported by the investment
program’s record-keeping system to the City’s Financial Management System (FMS).

Balances by Fund Type!
$2,534,508,151

I I
Trust & Agency  SJ Clean Energy Ser\zign,?und

$12,553,861 $148,319,854 Airport
BN 29,214,546
Wastewater E $250,393,845

$434,671,267

Capital Projects
$60,705,353

Debt Service
$60,230,002

Development Fees
$49,741,075

General Fund
$708,888,957

Special Revenue

Funds
$389,511,320
) Muni Water
Housin Parking $35,460.968
$313,845,023 $40,972,080

Portfolio Balance $2,538,705,032
General Banking Balance 3,607,467
Deposit-in-Transit, Outstanding Checks? (7.804,348)
Total Balances per FMS $2,534,508,151

1 General Fund includes $613,707,115 of General Fund (Fund 001) as well as $95,181,842 of other General Fund funds which
are separately tracked including the Emergency Reserve Fund, Coronavirus Aid, Relief, and Economic Security Act (CARES
Act), American Rescue Plan Act of 2021 (ARPA) including Emergency Rental Assistance funds established by ARPA,
Developer Fees, Depositor Funds, and other smaller funds and reserves.

2 Reflects timing difference between when deposits are made and accounted for in FMS or when checks are written and not yet
cashed by the receiving party.
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General Fund Balances

The General Fund balances increased by $52.8 million during the quarter with the receipt of
property tax advances and ended with a balance of $708.9 million as of December 31, 2022.
General Fund cash balances usually peak during the months of January and June, when the bulk
of property taxes are received, and decline in the summer months due to retirement prefunding,
debt service payments and operational expenditures.

The following graph compares monthly balances of five largest City funds as reported by FMS.

Monthly Comparison of Balances by Fund Type
December 2020 — December 2022
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Prefunding of Annual Retirement Contributions

The City opted to prefund Tier 1 annual employer retirement contributions along with Other
Post-Employment Benefit (OPEB) contributions for Fiscal Year 2022-23. The total prefunding
amount was $421 million. In anticipation of this cash outflow, the City set aside $146 million in
cash and matured investments and issued $275 million of Tax Revenue Anticipation Notes
(TRANS) on July 1, 2022, that were purchased directly by Bank of America, N.A. (Bank). The
TRANSs maturity dates are February 28, 2023, and June 30, 2023, with $137.5 million due on
each date along with the accrued interest. The fixed interest rate on the Notes is 3.09% for the
February 28th maturity and 3.36% for the June 30th maturity.

Successor Agency to the Redevelopment Agency of the City of San José

Historically, the Redevelopment Agency participated in the City investment pool with both
restricted bond proceeds and operating cash balances. As of February 1, 2012, redevelopment
agencies in California were dissolved by legislative action and the City, as the Successor
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Agency to the Redevelopment Agency (SARA), transferred the Redevelopment Agency funds
from the investment pool to SARA bank accounts. In July 2018, the City entered the final stage
of dissolution and absorbed the remaining SARA operations into City operations. City staff will
continue to manage SARA’s accounts until all assets are liquidated and bonds are redeemed.

As of December 31, 2022, SARA reported cash balances as outlined in the table below:

SARA CASH SUMMARY

Pledged for

Bond/Enforceable

Obligations

LAIF $106,201

Wells Fargo:

General Account $190,191
Total Wells Fargo Funds

$190,191

Wilmington Trust:
Total Wilmington Trust Funds

TOTAL

$2,473,184 (A)
$2,769,576

(A) Funds restricted for tax allocation bond debt service payments

PORTFOLIO PERFORMANCE

The following table illustrates the total portfolio income recognized for the last quarter as
compared to the prior quarter and the same quarter one year ago.

TOTAL PORTFOLIO INCOME RECOGNIZED

Accrual Basis

Total Portfolio December 31, 2022

September 30, 2022

December 31, 2021

Quarter-End

Total interest earnings $14,248,697 $10,298,732 $4,485,625
Realized gains (losses) $126 ($17,907)! ($2,036)
Total income recognized $14,248,823 $10,280,825 $4,483,589
Fiscal Year-to-Date

Total interest earnings $24,547,429 $10,298,732 $9,309,352
Realized gains (losses) ($17,781) ($17,907) $1,186
Total income recognized $24,529,648 $10,280,825 $9,310,538

1 Realized losses are attributed primarily to CUSIP 594918BH6 (Microsoft Corp 2.65% due 11/03/2022) for $17,815.05, which was
purchased at a premium price of 101.74% and called prior to maturity at par (100%). Security premiums are amortized to maturity. When

a security is called prior to maturity, unamortized premium is recorded as realized loss.
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Yield and Maturity Trend

The following graph illustrates the monthly dollar-weighted average maturity (WAM) of Fund 3
Portfolio (bar graph) along with the weighted average yield (line graph) for the past two years.

Fund 3 Portfolio Yield and Maturity Trends
December 2020 — December 2022
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Fund 3 Portfolio’s WAM increased from 602 days on September 30, 2022, to 611 days on
December 31, 2022. The weighted average yield increased from 1.967% on September 30,
2022, to 2.323% on December 30, 2022.

During the quarter, no corporate notes were called before maturity, and $3 million of principal
was amortized from various mortgage-backed and asset- backed securities. The Federal
Reserve Bank raised the Federal Funds Target Rate by a total of 2.0% in the final three Federal
Open Market Committee (“FOMC”) meetings of 2022. In the rising interest rate environment,
new investments were purchased at higher yields, compared with matured securities.
Moreover, treasury staff moved considerable amounts of asset out of lower-yielding liquidity
vehicles such as California Asset Management Program (‘CAMP”), money market funds
(“MMPF”) and Local Agency Investment Fund (“LAIF”), and invested strategically along the
yield curve to improve portfolio yield and target large future outflows such as TRAN payments
and debt service payments. As interest rates rose broadly across various sectors, staff also
increased portfolio diversification by investing in U.S. Treasuries, Municipal Bonds,
Negotiable Certificates of Deposit (NCDs), Corporate Notes and Mortgage-backed securities.
As a result, the aggregate portfolio yield and WAM increased.

Weighted Average Yield (%)
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Comparison with Benchmarks

The City Total Portfolio is not compared to benchmarks as it includes various funds which have
separate cash flows and investment requirements. Only the City’s Fund 3 Portfolio is compared
against benchmarks for performance purposes. The following graph demonstrates a yield
comparison by month of the City Fund 3 Portfolio, the California LAIF, and the BAML Index
for the period from December 2020 to December 2022.

Portfolio vs. Benchmarks
December 2020 — December 2022
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LAIF: 2.173% 287
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2
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Notes:
1. City refers to City's Fund 3 Portfolio, and the yield data are month-end weighted average yields.
2. LAIF refers to the State of California Local Agency Investment Fund and yield data are average monthly effective yields.
3. BAML refers to Bank of America Merrill Lynch 1-3 Year AAA-A US Corporate & Government Index, and yield data are
rolling 2-year effective yields.

LAIF is a short-term investment option available to local agencies in California. LAIF’s WAM
was 287 days as of December 31, 2022, much shorter than the City Fund 3 portfolio’s WAM of
611 days. Normally a shorter portfolio such as LAIF is better positioned to benefit from rapidly
rising interest rates especially when the yield curve is inverted as of the present. LAIF continued
to experience outflows during this quarter, which hampered its investment activities and caused
its aggregated yield to lag the City’s.

The BAML Index is a broad market index that tracks dollar-denominated, investment-grade,
bonds with a remaining maturity of up to three (3) years. To simulate an index portfolio for
comparison purpose, Treasury staff calculates a 2-year rolling average of daily BAML Index
effective yields. In the period from January 1, 2021, to December 31, 2022, the BAML Index
effective yield averaged under 1% 13 of the past 24 months, causing the simulate index portfolio
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to lag behind the City portfolio and LAIF in performance. As interest rates are expected to
continue rising in the near future, the performance gap between the BAML Index and the City
portfolio should narrow.

Unrealized Losses and Gains

As shown in the Investment Summary Table on page one of this report, the total portfolio size as
of December 31, 2022, was approximately $2.54 billion. The following table illustrates the net
unrealized gains or losses on the portfolio when comparing the portfolio’s market value to both
its original cost and amortized cost.

UNREALIZED GAINS & LOSSES

Cash Basis
Original Cost Amortized Cost
Market Value $2,444,000,573 Market Value $2,444,000,573
Original Cost (2,538,705,032) Amortized Cost (2,538,098,311)
Net Unrealized Loss $(94,704,459) Net Unrealized Loss $ (94,097,738)

An inverse relationship exists between changes in interest rates (Yield) and the value (Price) of
fixed income investment securities. As interest rates decrease, the value of fixed income
investments increases. Conversely, as interest rates increase, the value of fixed income
investments decreases. The City’s investment practice, per the Investment Policy, is generally to
hold securities to maturity, with exceptions as noted in the Investment Policy. The net unrealized
losses noted above are “paper losses” and would only be realized if securities were sold prior to
maturity.

Interest rates continued to increase this quarter. Given the inverse relationship between interest
rates and value, this has led to unrealized losses of $95 million (original cost) and $94 million
(amortized cost) as of December 31, 2022, respectively, as shown in the table above. As interest
rates are expected to continue to rise, this may lead to additional unrealized losses. This is partly
offset over time by maturing securities being replaced by new purchases at rates more in line
with current market value.

Earned Interest Yield

The earned interest yield of the total investment portfolio for the quarter ended December 31,
2022, was 2.233%, 0.614% higher than the previous quarter and 1.374% higher than a year ago.

COMPLIANCE REPORTING REQUIREMENTS

Cash Management Projection

Based on the Finance Department’s pooled cash flow projection as of December 31, 2022, total
revenues and investment maturities for the next six months are anticipated to be approximately
$2.25 billion. This is sufficient to cover projected expenditures of approximately $2.19 billion.
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Statement of Compliance with the Policy

There were no exceptions or violations outstanding for the quarter ended December 31, 2022.
The investment portfolio meets the requirements of the City’s Investment Policy and California
Government Code section 53601.

Comparison of Portfolio Investment Earnings to FY 2022-23 Budget

The following is a comparison of actual General Fund investment earnings, on an accrual basis,
to the Fiscal Year 2022-23 budget. The Fiscal Year 2022-23 Budget included $4.2 million for
interest earnings for the General Fund, based on an assumed net interest yield of 1.62%. The
schedule below compares the unaudited actual net investment earnings to the General Fund
budget for the quarter ended December 31, 2022. The interest earning rates are less than the
forecast for the quarter and for the fiscal year.

BUDGET COMPARISON

Net Investment Earnings Yield
Quarter Ended

Budget® 1.62%
Actual® 2.07%
Variance 0.45%
Fiscal Year to Date

Budget® 1.62%
Actual® 1.77%
Variance 0.15%

(@) Reflects the 2022-2027 General Fund Forecast Information submitted by Finance
on January 27, 2022.

(b) Reflects the earned interest yield less costs to administer the investment program,
adjusted for funds with negative cash balances at month end.

INVESTMENT TRADING ACTIVITY

Section E provides a detail of the City’s investment activities, including purchases, maturities,
amortization, interest received, and realized gains or losses from trading activities.

In general, the City holds all securities to maturity. On rare occasions, the City may liquidate
holdings to raise cash or as allowed under the Investment Policy.
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INVESTMENT STRATEGY AND MARKET UPDATE

The Investment Program continues to focus on its core mandates of safety, liquidity, and yield.
Staff continues its effort to match known cash flow outlays in the next 24-month horizon with
investment maturities. Beyond the 24-month horizon, staff selectively invests in various assets
classes and maturity buckets to diversify the portfolio structure and maximize the portfolio’s
earnings potential, as allowed by the Investment Policy.

Gross Domestic Product (GDP) increased at an annualized rate of 3.2% in the third quarter of
2022 compared to the previous quarter rate of -0.6%. Although the national unemployment rate
remained unchanged at 3.5% in December 2022 from the previous quarter ended September 30,
2022, persistent high inflation, the potential for recession and future Federal Reserve Bank action
became the dominant themes during this quarter that influenced and drove the broader markets.
Year-over-year inflation remained high at 6.5% in December 2022, though down significantly
from the previous quarter rate of 8.2%. The Federal Reserve raised its benchmark rate by a total
of 2.0% in its final three meetings of the year in a bid to control inflation. Federal Reserve Bank
officials have acknowledged recent improvements in the inflation data but remain hawkish on
their view of future monetary policy. Although the Fed is expected to slow down the pace of
interest rate increases, more rate hikes may cause over-corrections and trigger a broad economic
recession, especially when the housing market and corporate earnings are weakening.

Investment staff will closely monitor market developments, continue to focus on the overall
quality of the portfolio and invest with care, prudence and diligence.

Future Commitments — As of December 31, 2022, the City had no obligations to sell securities
and no commitments to participate in securities trading.

Executed Reverse Repurchase Agreements — No reverse repurchase agreements were executed
this quarter.

Restructuring — No restructuring activities took place during this quarter.

CONCLUSION

The total investment portfolio as of December 31, 2022, was $2,538,705,032 an increase of
approximately $64 million from the previous quarter. For the quarter ended December 31, 2022,
the earned interest yield increased from 1.619% to 2.233% as compared to the quarter ended
September 30, 2022, and the weighted average days to maturity increased from 597 days to 606
days over the same period. As of December 31, 2022, approximately 53% of the total portfolio
was invested in U.S. Treasuries and Agency securities.

/s/
JULIA H. COOPER
Director of Finance

Attachment



SECTION A

PORTFOLIO STATISTICS

Portfolio Statistics summarizes information such as interest received, net earnings received,
average daily and ending portfolio balance, yield and days to maturity of the portfolio. Please see
statistic definitions as below:

TOTAL INTEREST RECEIVED IN THIS PERIOD: Represents the cash basis receipts for
the report period. Includes the total actual interest receipts less accrued interest purchased (if not
offset by prior coupon payment) and further modified by the gain or loss amounts incurred
through sales during the period.

TOTAL NET EARNINGS THIS PERIOD: Represents the accrued net earnings for the
period. Encompasses the net of interest accrual, premium amortization, discount accretion, and
gains/losses from sales.

AVERAGE DAILY PORTFOLIO BALANCE: The sum of daily investment balances (cost-
adjusted by amortization/accretion postings) during the actual period, including weekends and
holidays, divided by the number of days in the reporting period.

EARNED INTEREST YIELD THIS PERIOD: The total net accrued earnings this period,
divided by the number of days within the report period, then multiplied by 365 days, and divided
by the average daily investment balance.

END OF PERIOD PORTFOLIO BALANCE: The sum of all investment balances (adjusted
cost basis) which are active at the end of the report.

WEIGHTED AVERAGE YIELD AT END OF PERIOD: The sum of all end of period
investment balances, each multiplied by its ending sub-period yield, then divided by the sum of
the end of period investment balances (current book value or adjusted costs basis).

WEIGHTED AVERAGE DAYS TO MATURITY: The sum of all investment cost balances
for securities active at the end of the report period, each multiplied by the days to maturity, then
divided by total investment costs.
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SECTION B

TOTAL EARNINGS REPORT

Total Earnings Report summarizes portfolio remaining cost, annualized yield, interest earned,
amortization of premium and discount, and realized gain/loss for all investments active during
the report period.
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SECTION C

PORTFOLIO HOLDINGS AT COST

Investment Status Report shows cost information of portfolio holdings including yield to
maturity, accrued interest at purchase, current principal and amortized book value of the
portfolio by investment type. Types of investments are described as follows:

MONEY MARKET MUTUAL FUND: An entity that pools funds and invests in a variety of
short-term debt instruments. The City only invests in money market mutual funds that are
invested in US Treasuries, federal agency securities, and repurchase agreements backed US
Treasury and federal agency securities.

LOCAL AGENCY INVESTMENT FUND: An investment pool managed by the State
Treasurer in which local governments and agencies in California may participate.

CORPORATE NOTES: Debt instruments which are issued by private corporations.

NEGOTIABLE CERTIFICATE OF DEPOSIT: A time deposit in large denomination with a
specific maturity evidenced by a certificate. It is typically negotiated between the investor and
the issuing bank.

COMMERCIAL PAPER: Short-term, unsecured, negotiable promissory notes of corporations.

FEDERAL AGENCY SECURITIES: Securities issued by US federal government agencies,
including the Federal Agricultural Mortgage Corporation, the Federal Farm Credit Banks, the
Federal Home Loan Banks, Federal Home Loan Mortgage Corporation and the Federal National
Mortgage Association.

U.S. TREASURY OBLIGATIONS: Securities issued by the U.S. Treasury and backed by the
full faith and credit of the United States.

SUPRANATIONALS: Debt obligations issued by international development institutions that
provide development financing, advisory services, and other financial services to member
countries to promote improved living standards through sustainable local economic growth.

MUNICIPAL BONDS: Debt obligations issued by states and local governments and their
agencies, including cities, counties, government retirement plans, school districts, state
universities, sewer districts, municipally owned utilities and authorities running bridges, airports
and other transportation facilities.
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SECTION D

MARKET VALUE OF PORTFOLIO

Portfolio Management Report shows portfolio details including market value, book value, days
to maturity and yield to maturity information of the portfolio by investment type.
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SECTION E

DETAIL OF INVESTMENT ACTIVITY

Transaction Activity Report summarizes investment activity during the report period by type of
activity. The report shows all interest received during the report period, and all maturities,
purchases and sales.

Reconciliation of Investment Activities summarizes investment activity during the report period
by type of investment. The report shows sale/maturity and purchase dollar amounts that are
reflected in portfolio balance of each investment type.

Purchase Report shows the number of purchases placed with each dealer and includes the total
dollar amount of purchases per dealer.
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