ATTACHMENT 1
Fuel Savings Report
Motion 14316

Introduction 
[bookmark: _GoBack]
The region and the nation have witnessed substantial reductions in the unit costs of motor vehicle and some other fuels. King County is a major user of fuels of various types, most notably to power its transit fleet. Major users throughout the nation are reporting significant savings resulting from declines in fuel costs. Motion 14316 requests the Executive to prepare a report on potential fuel cost savings associated with County government operations that may result from such unit cost declines.

That report should:
	 1	Update the 2010 County Energy Plan, table (Appendix C, P21) describing 2009 Fuel sources, by agency and fuel type;
	 2.	Describe the potential for utilizing some portion of fuel cost savings to support measures intended to reduce the carbon footprint of county government operations, such as utilization of alternative fuels that are climate-friendly, support for energy conservation strategies in facility construction and operation, or other such strategies. The report should also describe the potential for applying some portion of savings to rate stabilization and service needs;
	 3. 	Based on a review of fuel costs addressed the update to the County Energy Plan, identify projected reduction in fuel expenditures due to lower fuel costs;
	 4. 	Describe the potential impact of applying savings to rate stabilization, operational reserves; and 
	 5. 	Recommend a procurement strategy, such as fuel purchasing contract considerations, fuel storage potentials or other approaches that would extend and lock in potential savings over an extended period, in light of potential fluctuations or reversals in the current direction of fuel prices.

This report represents the fuel savings report required by Motion 14316.

King County Fuel Use in 2014
In 2014, King County spent nearly $50 million on approximately 15.5 million gallons of fuel to support its operations and services. As detailed in the table below, the most significant user of fuel is Metro Transit, which used a total of approximately 12.7 million gallons to provide Metro Transit bus, trolley, and other services (Sound Transit, South Lake Union Trolley, Access, vanpool, etc.). Fleet Administration is a distant second user with a total fuel use of approximately 1.5 million gallons.
As noted in the table, overall in 2014 King County used less fuel on a normalized basis than it did in 2007, with the three biggest users of fuel – Metro Transit, Fleet Administration, and Solid Waste – using 6 percent, 14 percent, and 5 percent, respectively, less fuel on a normalized basis in 2014 than in 2007. Public Health and the King County Sheriff’s Office (KCSO) also saw declines in normalized fuel use. In addition, Fleet Administration and Solid Waste saw reductions in fuel use on an actual gallon usage basis as well. 
Fuel usage by the Wastewater Treatment Division’s (WTD) biosolids fleet increased both on a normalized and an actual basis from 2007 to 2014 because the fleet traveled farther to deliver biosolids to customers. During this time period, the use of biosolids by eastern Washington markets increased from 68 percent to 83 percent of the total annual production. 
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County Actions to Reduce Fuel Use
Reductions in fuel use support fiscal objectives related to the efficient provision of services and also support strategic goals around environmental sustainability and climate change. Climate change is a paramount challenge of this generation and has far reaching and fundamental consequences for the economy, environment, and public health and safety. King County is already experiencing the impacts of climate change: warming temperatures, acidifying marine waters, rising seas, increasing flooding risk, decreasing mountain snowpack, and less water in streams in the summer.

King County has provided leadership in responding to climate change for many years. A key focus has been on reducing greenhouse gas (GHG) emissions from its own operations and collaborating with cities, businesses, and non-governmental organizations to reduce community GHG emissions. With regard to King County emissions, staff from county departments are working collaboratively on environmental sustainability strategies. Priorities for joint work include sharing strategies and training to achieve resource efficiency and climate pollution goals, updating targets for reducing resource use and climate pollution, creating cohesive strategies for environmental sustainability that are linked with economic development, streamlining environmental reporting and better linking it to performance measurement, removing barriers to resource efficiency investments, and creating a culture of continuous improvement in energy efficiency and resource use. King County has worked collaboratively with the King County Growth Planning Council and the Sound Cities Association to develop a shared, countywide target and measurement framework for reducing GHG emissions. Additionally, through the King County-Cities Climate Collaboration (K4C), a dozen cities representing three quarters of the county’s population joined together to map out specific actions needed to meet this shared target.
In addition to this ongoing work, there are several areas of new investment in the 2015/2016, as detailed below.

Climate Change and Air Quality Investments
The County will be investing more in climate work in 2015/2016, with increased emphasis on externally facing work and partnerships. In addition to funding an increase in mandatory Puget Sound Clean Air Agency (PSCAA) regulatory dues, there will be additional focus from both existing resources as well as external consulting support to address the following needs: (1) update the Strategic Climate Action Plan (SCAP); (2) update the countywide GHG inventory; (3) implement joint actions to reduce GHG emissions with the King County-Cities Climate Collaboration; (4) develop more partnerships with the non-profit and business community, and (5) support existing climate related memberships. 
Fund to Reduce Energy Demand
The Fund to Reduce Energy Demand (FRED) Program was established in 2014 to provide King County agencies with a new tool to help meet long-term energy reduction and climate goals. The program provides loans to departments for projects that reduce energy or other resource use and cost. King County will borrow money to complete the projects, with the annual savings more than offsetting the cost of borrowing. Combined, the projects approved in the 2015/2016 budget will result in almost 1,000 metric tons of carbon dioxide reduced each year and annual savings of over $250,000. 
Carbon Neutral Pilot
In 2014, the Department of Natural Resources and Parks (DNRP) began a carbon neutral pilot. This effort is focused on the accounting of the Department’s GHG emissions and carbon sinks (e.g., forest assets and renewable energy production), as well as providing a financial framework to accelerate investments in each DNRP division to reduce GHG emissions. Beginning in 2014, each division is setting aside funds based on a proportion of its energy consumption, to be invested in energy efficiency and other GHG reduction projects. In 2014, carbon reduction investments totaled over $450,000, and included various energy efficiency projects and a tree planting effort in the Water and Land Resources Division. This program will continue in the 2015/2016 biennium. The results of this pilot effort will be closely tracked for possible replication by other county agencies.

Other Agency Specific Investments
All agencies that manage fleets and/or facilities are making investments to reduce energy usage and climate impact.  As the main fuel user, Transit has a number of significant efforts aimed at reducing fuel use and costs as well as minimizing the division’s impact on climate change, including:
· Transit is embarking on a project to convert 78 Access vehicles from gasoline to liquid propane gas (LPG), an effort that will both reduce emissions and save the division money. 
· The replacement of the Transit trolley fleet will be completed next biennium. Newer more efficient trolleys will help conserve energy and preserve emission reductions. 
· Transit is also purchasing two battery powered, zero emission buses in a pilot program funded by the Federal Transit Administration. 
· Transit will continue to replace older buses with hybrid-electric models, including buses that allow the engine to completely cut off when there is no need for power. 
· Transit will also invest $0.5 million in the next biennium for the implementation of energy conservation and operational energy reduction projects and activities at transit facilities. 
In addition to Transit’s investments, the other King County agencies are also working to conserve fuel use/reduce emissions:  
· Fleet Administration is working with customers to finance cleaner vehicles and fuels. 
· The Solid Waste Division (SWD) will be procuring new transfer station trash hauling trucks in the biennium. Fuel efficiency is a key consideration in the truck selection.
· SWD is also investigating opportunities for purchasing natural gas vehicles that could operate from the renewable natural gas at the Cedar Hills landfill. As part of this effort, the division is considering partnering on a federal grant application for the procurement and utilization of low emissions natural gas transfer station hauling trucks. 
· WTD reviews 100 percent of the capital program to ensure energy related projects are being prioritized. WTD is also undertaking a comprehensive approach to auditing the major systems and equipment at some of its largest treatment facilities and performs an energy analysis of all capital projects with over $250,000 of energized equipment. 
· As part of efforts to maximize renewable energy production and use, WTD is embarking on significant investments that will optimize gas capture and renewables production at treatment plants, including the incorporation of the South Treatment Plant Biogas and Heat Systems Improvements project in the 2015/2016 biennium.
· WTD’s Loop® biosolids program, which stores carbon in the soil, is actively working to grow markets locally that will decrease transportation distance and provide greater Loop® distribution reliability. This includes support for partnerships that will increase land reclamation and carbon sequestration efforts. 
· The Marine Division is investing in new more efficient vessels coming online in 2015. The vessels will have Tier III marine diesel engines and utilize 10 percent bio-diesel blend. 
· The Facilities Management Division (FMD) will be utilizing the County’s energy service company (ESCo) program to identify and complete comprehensive energy efficiency projects at several major facilities, including Harborview Medical Center.  

2015/2016 Adopted Budget Fuel Projections
Crude oil and petroleum are not regulated at the regional level, and short term commodity price volatility can affect the County’s prices for new or short term petroleum fuel contracts or purchases. While such price volatility may impact some King County agencies – such as Transit, Fleet Administration, Solid Waste, and Wastewater – this price volatility does not necessary have a significant impact on all King County operations:
· Electricity costs are unaffected by oil/petroleum price declines because these fuels are not sources of regional electric generation.
· FMD only utilizes fuel oil for emergency power generation back-up, and as such does not make significant annual crude or petroleum purchases. 
· Natural gas is regulated at the regional level. Puget Sound Energy (PSE) currently supplies all of King County’s purchased natural gas. King County pays both commodity (unit of energy) and transportation (cost of pipelines/natural gas infrastructure) costs for natural gas. Because of this, short term price volatility is absorbed by PSE and not directly passed on to customers. PSE can only change natural gas prices through filing for a rate increase through the Washington State Utilities and Transportation Commission. In November of 2014, PSE raised commercial natural gas rates 2.7 percent, and that was the most current rate adjustment affecting the County. This increase was driven primarily by necessary improvements to PSE’s natural gas pipeline infrastructure and not commodity costs. Although short term natural gas prices have fallen, largely due to the mild winter and growing domestic supply, prices are expected to stabilize as natural gas becomes a more competitive electrical generation fuel in some markets. If PSE experiences long term natural gas commodity savings, those will eventually be passed along to customers, but will also be offset by pipeline infrastructure and maintenance costs in future rates.
Petroleum Unit Price Forecasting
The King County Office of Economic and Financial Analysis (OEFA) forecasts gasoline and diesel prices three times a year and the forecast council adopts a forecast in March, July, and August. Several agencies use this information in planning when forecasting fuel budgets. In general, when agencies develop budgets in the spring proceeding the biennial period, the information available in March or July is utilized to budget for the entire biennium and is not changed over time. Cost impacts are rarely significant enough to warrant a mid-biennial review, although there are always exceptions. 
The main exception to the above practice is Transit. Because fuel represents a significant budgetary cost for Transit, the division updates the proposed budget forecast in August with the latest numbers and review forecasts throughout the biennium as well as for the mid-biennial review to identify potential savings/cost increases that could drive service decisions. 
Regardless of the source period for the data, fuel unit prices are then applied to a projected fuel use over the biennium to develop a biennial fuel cost. Projected fuel use for the biennium is based on historic use, anticipated service levels, and/or operational or process changes that could impact fuel use. 
However, some agencies develop biennial fuel budgets by simply increasing the previous period’s fuel budget by an inflation factor, especially in the absence of programmatic drivers that would change the volume of fuel purchased.

2015/2016 Petroleum Fuel Cost Estimates
2015/2016 biennial budget fuel cost estimates for major fuel consumers in King County government are provided below:
· Transit: In general, the Transit Division used August 2014 OEFA projected unit costs for 2015 and 2016; however assumptions do vary some by mode, as detailed below:
· The bulk of diesel and gasoline used at Transit is associated with bus operations. Transit uses the August OEFA forecast values for wholesale diesel and gasoline for both bus and DART operations. These OEFA values incorporate statutory tax exemptions available to Transit. Per the forecast, for 2015 Transit assumed a unit cost of $3.16 per gallon for diesel and $2.96 per gallon for gasoline. In 2016, Transit assumed a unit price of $3.11 for diesel and $2.89 for gasoline. 
· Access does not receive the same tax waivers as bus operations, so the forecast unit costs for fuel for this service are higher than for bus and DART operations. For Access, Transit used a price of $3.55 per gallon for gasoline for 2015/2016. This value is very close to the OEFA retail gas estimate for the biennium. Access used a unit price of $3.28 per gallon for diesel. 

· Fleet: For 2015/2016, Fleet used the previous year’s budget as the base for fuel, with adjustments for projected material inventory changes.
· Marine: The Marine Division, which also receives statutory tax exemptions, used March 2014 OEFA projected wholesale diesel unit costs of $3.22 per gallon for 2015 and $3.13 per gallon for 2016. The division also added $0.10 per gallon for the 10 percent of biofuel projected in the budget.
· Solid Waste Division: Rather than use the OEFA numbers, the Solid Waste Division uses a blended rate that reflects the differences in price that is obtained from the division’s different vendors. Also, the division differentiates by off road and on road and for the type of fuel. Initial calculations for the 2015/2016 budget used a weighted average per gallon price of $3.44. However, during the executive proposed phase of the budget process, the fuel cost value was decreased to account for projected lower fuel costs. In addition, as will be illustrated below, an error resulted in a lower than anticipated budget value for fuel.
· Wastewater Treatment Division: WTD uses diesel and natural gas in its operations. 
· Diesel is used primarily for biosolids hauling and application. The Biosolids Program delivers materials from several WTD facilities to various contracted application vendors in different parts of the state. WTD diesel fuel is contracted based on spot prices plus a fixed markup and is purchased from Petrocard at numerous self-serve stations within the division’s service area. Because OEFA forecasts (March) are not in sync with preparation of the sewer rate (December of prior year), WTD used $4.25 per gallon, an estimate developed during a volatile period of the oil price history for the 2015 sewer rate and subsequent 2015/2016 biennial budget. This estimate was developed in December 2013 when rates were $3.52 per gallon. 
Overall estimated fuel expenditures for significant King County fuel users per the 2015/2016 adopted budget are provided below.
	Agency
	2015/2016 Fuel Budget
($ millions)

	Metro Transit Bus, DART, and Access Operations (excludes trolley electricity generation, Sound Transit, and vanpool)
	$73

	Fleet Administration
	$11.5

	Solid Waste Division
	$4.6

	Wastewater Treatment Division
	$2.8




Fuel Price Volatility and Forecast Uncertainty
As noted above, fuel forecasts are prepared by OEFA and adopted by the King County Forecast Council in March, August, and July. Due to the volatility of fuel prices, it is very difficult to forecast fuel unit costs. The charts below illustrate diesel and gasoline price volatility over the last 20 years, during which time unit prices have ranged from a low of about one dollar per gallon to a high of over four dollars per gallon. Low values are generally followed by price rebounds, with high unit prices often followed by sharp declines. Prices have increased by as much as one dollar per gallon over a two to three year period and have decreased by more than two dollars per gallon over the same time period. Despite the variability, the chart does illustrate an upward trend in prices over this period.
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Both local and national forecasts have proven inaccurate in predicting short term fuel price trends. To address this uncertainty, OEFA uses a 65 percent confidence interval when predicting fuel prices. The following table is taken from a recent fuel forecast prepared for the County. The bands indicate the range of prices that the County might experience for diesel prices. This chart indicates that diesel could, with a 95 percent probability, range from nearly $5.00 per gallon to $0 per gallon in 2019 with a midpoint of $2.30 per gallon. This wide variation exposes the County to significant financial risk.
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Fuel price can be calculated using a standard measure called cash flow at risk. For the next 24 months, King County Metro Transit faces a potential exposure of $7 million in risk above the forecast.  

Potential Fuel Savings, Uses, and Impacts
The significant volatility of fuel prices and difficulty forecasting short term unit prices call for the exercise of some caution with regard to spending savings before fully realized. Savings achieved in the first few months of a year could be wiped out if unit prices rebound to a value greater than originally forecast. 
Updated projected fuel costs for significant King County fuel consumers using the most recent OEFA forecast or other rate information, as appropriate, are illustrated in the table below. The table also illustrates projected savings over the biennium.
	Agency
	2015/2016 Fuel Budget
($ millions)
	Updated Projected Fuel Costs ($ millions)
	Projected Savings
($ millions)

	Metro Transit Bus Operations (excluding trolley electricity generation, Sound Transit, and Vanpool)
	$73
	$54
	$18

	Fleet Administration
	$11.5
	$8.0
	$3.5

	Solid Waste Division
	$4.6
	$6.0
	NA

	Wastewater Treatment Division
	$2.8
	$1.9
	$0.9



During development of the 2015/2016 budget, the County Council restored significant bus service hours slated for elimination in the proposed budget. Despite this restoration of service, significant need for transportation services remains in the region. Therefore, Transit has proposed to use fuel cost savings along with some 2014 underexpenditures to fund approximately 70,000 additional bus service hours to be implemented in September 2015 and March 2016. These added service hours will contribute to grant and partnership supported service and, consistent with Metro’s adopted service guidelines, address priority 1 (overcrowding) and priority 2 (reliability) needs identified in the latest service guidelines analysis. 
Fleet Administration recovers fuel costs from customer agencies via rates established in the biennial budget. Any cost savings (or cost increases) due to variable fuel prices will be recovered in the next biennium’s rates. That is, Fleet Administration will incorporate the fuel saving costs into the budgeted rates it charges its customers, so the fuel savings in 2015/2016 will result in lower rental rates for King County agencies in the 2017/2018 biennium.
For Solid Waste, there are no anticipated savings when current fuel cost estimates are compared to the 2015/2016 budgeted value. This is due to changes in the fuel budget to account for lower expected fuel prices as well as an error in the 2015/2016 biennial budget. 
For WTD, fuel savings will support efforts that reduce the carbon footprint of WTD operations. Two main areas of focus will include: (1) promoting energy production and use and (2) reducing fuel use and promoting carbon sequestration. Each of the items listed below can scale up or down depending on the actual savings realized. 
· Improve biogas recovery features of West Point Treatment Plant and Brightwater Treatment Plant. Research biogas utilization optimization, including potential for Renewable Natural Gas (RNG) fueling station.
· Install energy-related features (solar panels, electrification infrastructure, etc.) at new and existing WTD facilities. Shift reliance from carbon fuels, while enhancing WTD’s use of the division’s own green energy.
· Analyze use of biofuels as an alternative to diesel.
· Develop a comprehensive HVAC systems strategy across WTD, including installation of centralized control systems and related odor control and heat-recovery systems.   
· Provide GroCo to partners for use in current reforestation or reclamation projects and use GroCo to give boost to previous years' plantings.
· Accelerate reclamation of 20-acre parcel in Raging River currently owned by Weyerhaeuser, using savings to hire a private firm with proven success in reclamation and sustainable vegetation. Consider using GroCo to eliminate permitting issues. 

Fuel Procurement Risk Mitigation Strategies
Many governments and businesses reduce fuel price risk through risk mitigation strategies. These can include both physical and financial means. There are two general types of objectives that have been pursued with risk mitigation strategies:
· Provide budget certainty
· Save money
The first objective is readily achievable with risk mitigation strategies while the second has been accomplished only rarely by professional investors, such as Southwest Airlines. Airlines have been the most active participants in the fuel hedging markets. Southwest Airlines is supposed to have saved over $3.5 billion from fuel hedges but the rapid recent decline in fuel prices have cost the airline nearly $1 billion in losses. Some airlines have not engaged in fuel hedging and in recent months were able to fully absorb the benefits of lower fuel prices.
As conducted in the government arena, risk mitigation strategies have the objective of budget certainty. This may involve entering into fixed price contracts, using swaps, futures, options, or other means. For example, some public transit entities use a combination of fixed price contracting with futures (Chicago), others use solely futures (Cleveland), and many purchase on the daily market. A broader description of these strategies is contained in the Transit Cooperative Research Program (TCRP) Guidebook for Evaluating Fuel Purchasing Strategies.[footnoteRef:1] This section provides a broad overview of these strategies while the TCRP Guidebook provides significantly more detail. [1:  http://onlinepubs.trb.org/onlinepubs/tcrp/tcrp_rpt_156.pdf] 


Physical Risk Mitigation Strategies
These strategies involve the actual fuel being consumed by the County. This can include:
· Fuel storage
· Fixed price contracts
Fuel storage is a common solution when future prices exceed the current cost of oil plus storage costs. Early in 2015 traders were speculating on future price increases and storing oil in oil tankers around the world.[footnoteRef:2] King County does not have significant fuel storage capacity, although storage capacity could be leased from private vendors. This option is not discussed further here as the cost of this option exceeds financial hedging options. Fuel purchased for storage would require full payment, or the use of credit, when fuel delivery is taken.  [2:  http://www.npr.org/blogs/parallels/2015/01/28/382173205/where-is-all-that-excess-oil-going] 

Fixed price physical contracts are currently allowed under the Washington State Fuel purchasing contract. These contracts specify a fixed price for periods in the future. King County Metro Transit and more recently the Washington State Department of Transportation (WSDOT) ferry divisions have engaged in fixed price contracting. These contracts carry little risk but traditionally are much more expensive than financial risk mitigation strategies due to contracting costs from the fuel vendor. In the past, King County estimated these costs at approximately 20 cents per gallon. 


Financial Risk Mitigation Strategies
Risk can be mitigated through the futures markets or in direct transactions with fuel sellers on the over the counter (OTC) market. 
Futures contracts are firm commitments to accept delivery of a specified quantity of a commodity during a specific month in the future at a price agreed upon at the time the commitment is made. King County would be a buyer in these transactions. Very few of these contracts actually result in the buyer taking delivery of the fuel; the overwhelming majority of transactions are sold prior to actual delivery. The difference between the initial purchase or sale price and the price of the offsetting transaction represents the realized profit or loss. Futures contracts trade in standardized units in a highly visible, extremely competitive, continuously open auction. In this way, futures lend themselves to widely diverse participation and efficient price discovery, giving an accurate picture of the market.[footnoteRef:3] [3:  http://www.kisfutures.com/GuideEnergyHedging_NYMEX.pdf] 

Futures contracts are inexpensive to transact and readily tradable but require collateral. For King County, this collateral could be existing interest bearing notes and thus have minimal costs. 
A swap contract is a financial instrument that pays out when fuel prices move above the swap level for a given month, or requires payment to the swap provider when prices move below the swap level for a given month. Buying a swap contract to match against a physical fuel purchase when netted together can then result in a fixed fuel cost.[footnoteRef:4] The transactions are not exchange traded and often conducted directly with a fuel vendor. Swap contracts are inexpensive to execute and collateral obligations are generally handled by the swap vendor. These instruments are generally not liquid. [4:  http://www.bp.com/en/global/bp-marine-fuels/products-services/risk-management/risk-management-portfolio/swap.html] 

The following table presents some of the criteria by which King County might evaluate these options.
	
	OTC/Swaps
	Futures
	Storage
	Fixed Price

	Liquidity
	Not liquid
	Highly liquid
	Not liquid
	Not liquid

	Transaction Cost
	Included in price
	Minimal
	Minimal
	High

	Collateral
	Included in price
	$$ per 1000 barrels
	None
	None

	Transparency
	Not transparent
	Highly transparent
	Transparent
	Transparent

	Duration
	Any
	Any
	Depends on storage
	Depends on vendor

	Counterparty risk
	Modest
	
	None
	Small




Recommended Strategy
Motion 14316 requests a recommendation concerning a fuel procurement strategy. It indicates the strategy should extend and lock in potential savings. As noted above, risk mitigation strategies have generally been pursued to either provide budget certainty or save money. The first objective is readily achievable, while the second has been accomplished only rarely by professional investors. 
Therefore, as conducted in the government arena, risk mitigation strategies have the objective of budget certainty. In 2009, the King County Executive transmitted an ordinance which would have implemented a fuel risk mitigation strategy. This strategy is described in Attachment A. This strategy was designed to produce budget certainty. No action was taken to implement the strategy.

Conclusion
In conclusion, the proposed response to the current lower-than-previously-predicted gasoline and diesel price varies by County agency. The executive proposes to use the current and anticipated fuel Transit fuel saving to match partnership and grant funding to provide more service and to also use the resources to address priority 1 and 2 needs as identified by the service guidelines. WTD and Fleet will incorporate the savings into future rates. Solid Waste does not expect any underexpenditures related to fuel due to a budget error. 
There are various options available to help the county minimize risk associated with volatile fuel prices, but for governmental agencies these measures are usually use to achieve budget certainty, and not to achieve savings in fuel costs.



Attachment A
2009 Proposal for Fuel Hedging

Energy Price Risk Management Policy
King County ("Policy")

1. Mission Statement

To establish and maintain an energy price risk management program ("Program") for the Department of Transportation, Transit Division ("Transit Division") that will:

· seek to decrease the volatility of energy cost;
· seek to increase the certainty of future energy cost; and
· seek to manage year-over-year changes in energy cost.

The purpose of the Program is not to make or lose money, but to manage price risk. The Program is not an investment and should not be construed as such. Cash flows produced or consumed by the Program will be considered as an element of energy cost.

2. Definitions

· Energy: means natural gas, heating oil, diesel fuel, biodiesel, gasoline, or any other energy source, except electric, used in Metro Transit operations. 

· Forward pricing mechanism: means either: 

· a contract or financial instrument that obligates an entity to buy or sell a specified amount of an energy commodity at a future date and at a set price; or
· an option to buy or sell the contract or financial instrument. 

· NYMEX: The New York Mercantile Exchange (NYMEX) is the world's largest physical commodity futures exchange, located in New York City. The New York Mercantile Exchange handles billions of dollars worth of energy products, metals, and other commodities being bought and sold on the trading floor and the overnight electronic trading computer systems. The prices quoted for transactions on the exchange are the basis for prices that people pay for various commodities throughout the world.

· NYMEX Future Contract and Option: A NYMEX petroleum futures contract ("future") is a standardized contract representing 42,000 gallons of either heating oil (diesel fuel) or gasoline. It represents an obligation to purchase the energy on the expiration date.  A call option ("option") is the right, but not the obligation, to purchase the futures contract on the option expiration date. Call options may be “exercised” on or before their expiration date, in which case they become identical to a futures contract. Both futures and options may be sold prior to their respective expiration dates.

· Program Advisor: The Program Advisor is a third party that will manage the day-to-day operation of the Program including executing transactions as directed by the Transit Division and meeting the long-term objectives of the Program.

· Futures Commission Merchant: A Futures Commission Merchant (FCM) is a broker through which futures transactions are made. FCM’s also hold all monies associated with futures accounts, are members of the New York Mercantile Exchange (NYMEX) and the NYMEX Clearinghouse. FCMs are regulated by the United States Commodity Futures Trading Commission (USCFTC). The USCFTC is the Federal regulatory agency established by the Commodity Futures Trading Act of 1974 to administer the Commodity Exchange Act.

· GASB: Government Accounting Standards Board which regulates governmental accounting, including reporting of derivative instruments.

3. Program Infrastructure

· Instruments: The Transit Division will use NYMEX Heating Oil and Unleaded Gasoline futures and options contracts to manage its energy risk. These contracts are easily accessible, flexible in use, liquid, and represent the most cost effective method of managing energy price risk. Futures and options utilizing other indices may be used with the permission of the Oversight Committee (as defined in Section 12 herein) if these indices better match the fuel consumed by the Transit Division. The Transit Division may also continue use of physical forward price contracts to manage its energy price risk. To ensure market liquidity, the Transit Division will only purchase futures and options where there is an existing open interest on the NYMEX exchange.

· Maximum Pre-Purchase Ratio: The Transit Division's energy consumption is highly predictable and without significant variability over time. Given this predictability, the maximum fixed price ratio will be 90 percent of forecasted consumption for the upcoming 12 months. This means that the total volume of energy hedged as part of the Program will not exceed more than 90 percent of King County’s forecasted needs within any 12-month period whether by futures contract or other method. The Division will not exceed the forecasted monthly consumption level for any specific month. In periods beyond 12 months, that contracted portion will not exceed 75 percent, while beyond 24 months, that contracted portion will not exceed 50 percent. The maximum number of contracts that can be held under this program is 550 contracts, or 23.1 million gallons based on the percentage limitations described above. This number of contracts will vary with forecasted annual consumption for the ensuing periods.

· Maximum Maturity: To allow the establishment of cost certainty in current and future budget periods, the maximum maturity of any futures or options contracts entered into in conjunction with the Program is thirty-six (36) months.

· Program Management: The Transit Division will secure consulting/management services from a Program Advisor. The Transit Division will make purchase/sale decisions based on advice from the Program Advisor. The Program Advisor will oversee the execution of transactions at the direction of the Transit Division and ensure that the program meets the long-term objectives of the Program. All transactions will be executed by the FCM. Duties associated with the operation of the Program including transaction execution, reporting, etc., may be delegated to the Program Advisor with permission of the Oversight Committee. Prior to entering into contracts with a Program Advisor and an FCM, the PAO and Risk Management will review the proposed contracts. 

· Finance Responsibilities: The Finance and Business Operations Division shall be responsible for covering margin calls; and providing a level of accounting review to validate whether Transit is meeting the GASB requirements involving statistical parameters for hedging. 

· Accounting: For the sake of clarity, each energy category (e.g. heating oil/diesel, gasoline, natural gas) will be held in separate futures account. For example, all heating oil futures contracts will be held in the heating oil futures account, all gasoline futures contracts will be held in the gasoline futures account, etc. The costs of the Program will be accounted for separately from fuel purchases but will be considered as part of the fuel budget. 

· Margin Account: The Transit Division will maintain sufficient liquidity in the margin account to cover anticipated margin calls. The balance will be equal to one standard deviation of the NYMEX futures price for each month for each contract. The Oversight Committee can set higher or lower margin balances. 

4. Execution

Transit Division staff will be responsible for the day-to-day management of the Program, including the ordering of transactions, generating reports on the Program’s status and results, and monitoring the Program and the energy markets. The Program Advisor will assist the Transit Division staff in the performance of these duties consistent with this Policy and the Strategy (as defined in Section 7 herein).

5. Physical Supply

The acquisition of the physical supply of fuel will continue according to the current process of the Transit Division. The physical supply will be priced according to a daily floating price determined by the supply contract or any forward fixed price contracts that are in place. 

6. Strategy

The Transit Division shall develop and, with the Oversight Committee's approval, implement a strategy for the Program ("Strategy"). The Strategy shall be consistent with the Policy and shall set forth the means by which the Program’s objectives are to be achieved.

The Strategy will include a process that:

· addresses market opportunities and market risks;
· holds the risk of exceeding budget at or below an acceptable level;
· uses historical pricing ranges as pricing parameters;
· is continuous;
· mitigates transaction timing risk by making more numerous smaller volume transactions, (i.e., 42,000 gallons per transaction); and
· describes the exit strategy that will be utilized in the event the Program is discontinued for whatever reason.

Exiting Positions

Futures positions will be entered into according to the above Strategy. Positions will be exited evenly throughout time on a daily basis as actual fuel is priced, purchased, and consumed. Exiting positions significantly prior to purchasing the actual corresponding energy will not be allowed except in extraordinary circumstances or when the projected consumption of fuel is revised downward such that the hedge position would be greater than the 90 percent hedge ratio limit. Under normal circumstances, once a hedge position is established, it will be held until the actual corresponding energy (e.g. diesel or gasoline) is purchased, allowing for transaction timing. At its sole discretion, the Oversight Committee may terminate the program and/or direct the Transit Division to liquidate the positions.

7. Program Advisor and FCM

Program Advisor

The Program Advisor shall (1) be skilled and experienced in providing fuel hedging services to public entities, in particular Transit agencies, and (2) shall advise and assist in the execution of all aspects of the Program to the degree desired by the county including transactions, reports, forecasts, matters concerning policy and strategy, etc. The Program Advisor shall be registered and in good standing with both The National Futures Association and the U.S. Commodity Futures Trading Commission. The Transit Division will select, by competitive process, a Program Advisor.

Futures Commission Merchant 

King County Transit Division will select, by competitive process, a broker or Futures Commodity Merchant ("FCM") to carry out the Transit Division's purchases of contracts. The FCM shall be registered with the U.S. Commodity Futures Trading Commission. The competitive process will evaluate, among other factors, the commissions and fees of the firm, the experience, financial stability, availability, and other factors as deemed important by the Transit and Finance Divisions. The FCM will notify King County of daily margin requirements, as appropriate. The Transit Division will review quarterly reports filed by the FCM with federal agencies concerning the financial condition of the FCM to ensure compliance with federal regulations.

8. Portfolio Adjustments and Analytical Techniques

The Transit Division, with the assistance of the Program Advisor, will routinely monitor the portfolio of futures positions in the program and will adjust the program’s holdings consistent with the Policy and the Strategy to meet changes in the Transit Division’s circumstances. These changes may include increased or decreased fuel usage, the cost of alternative future fuel contracts, and changes in operating conditions. In evaluating the position of the portfolio, the following techniques will be used:

· Economic Analysis: Purchases of energy futures contracts will be compared with standard economic forecasts of future prices. If there is a wide divergence between economic forecasts of fuel prices and futures prices, these issues will be explored to ensure that the Transit Division's purchases are consistent with the county’s general economic outlook. The King County Council adopted budget shall guide purchasing decisions.

· Changes in basis: The relationship between spot prices and expiring futures contracts will be monitored on a continuous basis. Should there be a long-term change in this relationship, which negatively affects Metro Transit’s program, the Program will be adjusted to reduce exposure to these risks. The program will use the guidance in GASB Statement 53 paragraph 45, which describes the statistical parameters required for an effective hedge. Quarterly, the Transit Division will evaluate if the program still meets the GASB requirements. In the event that GASB requirements are no longer met, Metro will discontinue the purchase of fuel contracts and evaluate an orderly sale of its positions until an alternative instrument is selected or the statistical indicators meet GASB requirements. 

· Scenario Analysis: The Transit Division will develop quarterly fuel price forecasts using futures market information and economic forecasts indicating a forecasted cost-point estimate and one and two standard deviations around this estimate. Metro Transit will monitor that the net expected cost of energy falls within the budget. Metro’s quarterly report to the Council will provide prospective information regarding energy costs.

9. Liquidity and Safekeeping

The Transit Division, with assistance from the Finance Division, will maintain sufficient liquidity at the FCM so as to avoid the premature sale of any futures contracts as part of margin requirements. The Transit Division will request appropriation of sufficient funds to cover margin and liquidity requirements.

Safekeeping and custody of futures, and the cash or assets required to meet margin requirements for such mechanisms, shall follow industry practices and applicable law including maintenance of accounts at brokerage companies (FCM’s). The Transit Division, with assistance from the Finance Division, will seek the highest level of safety available in establishing accounts and procedures to support this Program. Cash holdings will be held in accounts meeting the requirements of RCW 39.58.  

10. Risk Assessment – Diesel and Gasoline Fuel

Heating oil and gasoline futures contracts are an effective and customary method for managing fuel price risk, because the prices paid by the Transit Division for diesel and gasoline fuel and heating oil and gasoline futures prices are highly correlated, i.e. they tend to move in tandem. However, this Energy Price Risk Management Program creates several types of distinct risks, which the Transit Division shall assess and mitigate as follows:

Basis Risk

First, is the risk that the relationship between futures prices and the price paid by the Transit Division for fuel will unexpectedly deviate from expectations. This is known as basis risk. Statistically, this relationship (basis) has been quite stable over the past five years with a 97 percent correlation. This means that the heating oil futures price explains 97 percent of the variance in the price that the Transit Division pays for its diesel fuel. Gasoline has the same statistic over the past five years. This is highly reliable. There have been periods when these two prices have deviated significantly, but over a long period, the relationship has been quite stable. In order to manage this basis risk, King County will constantly monitor the relationship between futures prices and the price of diesel and gasoline fuel delivered at the Tacoma rack price. As discussed above, King County will follow GASB rules in making a determination that the futures and option prices are properly tracking the prices of the diesel and gasoline fuel being purchased. In the case where fuel futures and options no longer satisfy GASB requirements, purchases of NYMEX futures and options will be discontinued.

Counterparty Risk

Second, counterparty risk associated with exchange-traded futures and options contracts is very small. Counterparty risk is the risk that the party with whom the contract is made will not meet their obligations. The Counterparty for NYMEX transactions is the exchange clearinghouse, and not the seller of fuel. The NYMEX is backed by margin requirements from each market participant. Furthermore, transactions are marked to market and settled in cash on a daily basis reducing counterparty risk to virtually zero. There has never been a credit-related default of a futures contract on the NYMEX.

Cash-Flow Risk

Third, exchange-traded futures cause cash-flow risk since all futures positions are marked to the market and settled in cash in a daily basis. This means that unrealized gains on futures positions appear in cash in the futures account and unrealized losses will need to be funded on a real-time basis in cash. This mechanism is what causes exchange-traded futures to have minimal credit risk since all market participants pay or are paid for their losses or gains every day. The cash flow risk is that if diesel or gasoline fuel is hedged and prices decline, unrealized losses on futures positions (associated with lower than expected fuel costs) will need to be funded in cash on a daily basis. This risk will be managed by maintaining sufficient liquidity in the margin account.

11. Performance Measurement

Performance of the program will rely primarily on evaluating the risk facing the Transit Division without the program compared to the risk with the program. This will be measured in terms of Cash Flow at Risk (CFaR). The CFaR differential between unhedged and hedged measures the potential expenditures in dollars that would occur with and without the Program. The risk analysis will also include the probability (risk) of exceeding budget given market conditions and the heating oil and gasoline futures position. The Transit Division will prepare an analysis of the cash flow at risk for holding periods of one day, two days, one year and three years for hedged positions ranging from 20 percent to 90 percent hedged (less for out years in accordance with this policy) for a 95 percent confidence interval around the budget forecasted price. The net cash flow at risk of the program is the difference between the financial and physical risk for each of the scenarios described above.

12. Oversight Committee

Oversight of the Program will be the responsibility of the Oversight Committee.  The Oversight Committee will consist of one representative from each of the following: Transit Division (appointed by the General Manager), Finance Division (appointed by the Director), County Council (appointed by the Chair), and the Office of Management and Budget (appointed by the Director). Members may delegate representatives if desired. The Oversight Committee will meet quarterly or on an as-needed basis. Transit Division staff shall coordinate the time and place and prepare agendas for such meetings. The Oversight Committee shall receive and review performance reports from the Transit Division and Finance Division staff along with any changes to the Policy or Strategy recommended by staff. The Oversight Committee can direct staff to provide additional information on program operations. Changes to the Policy will require adoption by the King County Council before they can become effective. 

The Oversight Committee will review the performance of the Program Advisor to ensure compliance with program objectives. Selection and contracting of the Program Advisor will be the responsibility of the Transit Division.

13. Monitoring & Reporting

· Transit Division staff, along with the Program Advisor, will generate for the Transit General Manager a monthly update on the status and results of the Program. This will be based on information provided from the FCM and the fuel vendor.
· Transit Division, along with the Program Advisor, shall compile the yearly report required under RCW 35.58.262. The reports will be distributed to and received by the Oversight Committee, the King County Council and the King County Executive prior to submission to the state legislature.
· Transit Division staff will generate a quarterly report regarding the status and results of the Program including an analysis of risk. The Program Advisor will assist in the preparation and final review of these reports. This report will include the net cost of fuel as compared with the cost of fuel on a spot basis over the same period. The net cost of fuel will include:

· The cost of fuel as delivered by the fuel supplier.
· Realized gains and losses from the futures program.
· Risk assessment of the program using measures of cash flow at risk as described above.
· Administrative and trading costs from the futures program.
· The Finance Division will determine whether the “net cost of fuel” may include administrative and trading costs of a futures program.

The quarterly report shall be provided to the Oversight Committee members at least 24 hours before its quarterly meeting. 

14. Compliance

Internal controls: The Transit Division shall contract with an accounting firm or another specialist to develop a system of internal controls and monitoring procedures. The controls shall be designed to prevent losses of public funds arising from fraud, employee error, misrepresentation by third parties, unanticipated changes in financial markets, or imprudent actions by employees and officers of the Transit Division, King County, the Program Advisor, or the FCM. The Transit Division will oversee designated staff who manage the portfolio on a day-to-day basis. The Treasury Manager will establish management controls specific to fuel futures cash management.

The Transit Division will receive from its FCM monthly copies or extracts of reports submitted to the commodities futures trading commission. The County will rely on federal oversight of the FCM to ensure the safekeeping of its accounts at these entities. The Transit Division will receive daily confirmation from the FCM regarding trading activities such as sales and purchases.

15. Audits

The Oversight Committee will identify the scope and frequency of audits of the program. Such audit will focus on verifying previously reported futures information and compliance with the Policy and Strategy and the system of internal control. External auditors may also conduct independent audit review of the investment function. 

The Program will also be audited by the State Auditor’s Office which conducts an examination of King County’s financial affairs no less than once every three years in accordance with RCW 43.09.260. This review will provide internal control by assuring compliance with Generally Accepted Accounting Principles (GAAP). In the past, this examination has occurred annually. 
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King County Vehicle Energy Update 

2014 Year-End Update

Division/Department

Estimated 

Annual Cost

  Annual 

Gallons 

Percent 

of Total 

Gallons

 Normalization 

Approach 

MMBTU 

2014

MMBTU 

Calendar 

Year 2007

 Modified 

Baseline 

MMBTU

(normalized)  

2007 vs. 

2014 Raw 

Use

% change

Normalized 

2007 vs. 

2014

% change

Metro Transit 

(including trolley overhead)*  $    39,434,869      12,714,816  81.3%  Boardings      1,797,688     1,749,367      1,911,859  3% -6%

Fleet Administration 

(many Divisions)  $      5,101,632        1,430,472  9.1%  None         181,035        210,294         210,294  -14% -14%

Solid Waste Division  $      2,807,913           947,417  6.1%  Tons Disposed        130,850        163,452         137,739  -20% -5%

Wastewater Treatment Division 

(Biosolids)  $      1,328,952           386,821  2.5%

 Biosolids 

Hauled           53,648          38,292           42,374  40% 27%

Sheriff's Office 

(non-Fleet Administration) ***  $         251,563             74,482  0.5%  None             9,423            9,726             9,726  -3% -3%

Public Health **  $         240,499             61,142  0.4%  None             7,924            7,864             7,864  1% 1%

King County Airport  $           96,315             30,043  0.2%  None             3,855            3,535             3,535  9% 9%

Total 49,261,743 $   15,645,193   100% 2,184,423   2,182,530   2,323,391    0.09%

-6.0%

The 2007 calendar year is the baseline for the 2015 10% fuel reduction goal.  MMBTU = millions of British Thermal Units.

Progress 

through 

2013: -3.1%

*Does not include Sound Transit.  Metro annual boardings include boardings for the fleets for which fuel use is reported

** There is some uncertainty regarding 2007 Public Health data due to potential vendor data accuracy concerns

*** Non-Fleet Administration Sheriff's Office data is primarily undercover, Marine Unit, and helicopter fuel
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