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Proposed No.:      2008-0305

Prepared By:  Mamie Marcuss
REVISED STAFF REPORT
As reported out of the Operating Budget, Fiscal Management, and Select Issues Committee

Proposed Substitute Motion 2008-0305.2 passed out of committee with a due pass recommendation.
Staff Report

Subject:  
A MOTION acknowledging receipt of the King County Investment Pool Advisory Panel’s Report on the King County Investment Pool.  

Summary:  

On May 28, 2008 the King County Investment Pool Advisory Panel briefed this committee on its report on the King County Investment Pool. The Advisory Panel was created by Council last fall and tasked with performing a comprehensive review of the King County Investment Pool. Their report found “significant deficiencies” with the investment pool and recommended “rapid and forceful action to bring the investment pool in-line with industry best practices.”
The staff report and the Advisory Panel’s power point presentation from the May 28, 2008 meeting are attached for reference (Attachments 4 and 5).

Today’s staff report will briefly summarize the Advisory Panel’s findings and recommendations. It will then discuss proposed motion 2008-0305, as well as a proposed striking amendment to the motion that was prepared at the direction of the chair and the co-sponsor of the legislation, Councilmember Phillips.
Background:  The Report
The Advisory Panel’s report on the King County Investment Pool is the product of over 6 months of research into the operations, policies, and governance of the investment pool. The panel’s research included interviewing County staff, reviewing written records, consulting with outside experts, and relying on their own professional expertise and experience. 

Using “industry best practices” as the standard of comparison, the Advisory Panel’s report finds a “significant gap” between the investment pool’s current practices and these best practices. As a result of this gap, it finds that the investment pool is “deficient in a number of ways, including:

· Unnecessary exposure to investment and operation risk; 

· Inadequate measures of performance and risk; 

· Lost opportunities to improve investment results; 

· Inherent conflicts of interest within the governing structure; 

· Insufficient transparency and communication with management and participants; and

· Inaccurate accounting for participant principal and interest.”

The report recommends that the county take “rapid and forceful action” to correct these problems and meet industry best practices. The report recommends changes in three key areas: governance, infrastructure, and accountability, and six sections of the report detail over 30 specific recommendations. 
The report’s recommendations are summarized below:

1. External Management:

· Findings: 

· Outsourcing is the “most cost-effective, efficient, and timely way to close the investment pool’s current gap with best practices.”

· State law does not grant the County clear authority to delegate its discretionary investment authority to a third party investment manager.

· However, there is no restriction on establishing an advising relationship with an external fund manager. 

· Recommendations: 

· Outsource the management of the investment pool. 

· Consistent with current state law, establish an advising relationship with an external fund manager. 

· Pursue changes in state law to allow county treasurers to fully delegate their authority to invest funds to an external fund manager. 

· If the county chooses not to outsource management, “immediately acquire investment advisory services from SEC-registered investment manager.” 
2. Governance:
· Findings: The Executive Finance Committee (EFC) is “not an adequate fiduciary,” “does not provide policy makers with adequate access to expert advice,” and “does not allow representation from all participants.”
· Recommendations: 
· Create a governing body that: 

· Does not have inherent conflicts of interest; 

· Is supported by a set of external investment professionals;
· Promotes diversification in the portfolio;
· Is directly accountable to all participants. 
· Replace EFC with an independent board comprised of county and non-county representatives as well as three appointed citizen experts. The board should be supported by a registered institutional investment consultant who can provide objective financial advice. 
3. Investment Goals:

· Findings: 
· Current investment strategy is a complex hybrid, with elements of both a constant and variable net asset value (NAV) fund. 
· This structure creates potential confusion for participants and “neither strategy is executed well…there are not sufficient controls to ensure an NAV of $1, while returns fall short of most variable NAV funds.”
· Recommendations: 
· Choose one – either constant NAV or variable NAV fund – and adopt appropriate controls and accounting for the type of fund. 
· Educate participants on the risk, liquidity, and return expectations of the chosen fund type. 
4. Infrastructure: 

· Findings: 
· Infrastructure should be brought in line with industry best practices. 

· “Technology is 12 to 25 years behind current industry standards.” 

· Assets are not held centrally, creating “a fractured reporting environment,” “auditing and reconciliation challenges,” “reduced productivity,” and “increased risk of clerical error.”

· Credit analysis depends on credit rating assigned by rating agency.
· “Last major review of investment policies was conducted in 1997.”

· One staff person, the investment officer, is responsible for the bulk of the investment process, creating operational risk. 
· Recommendations: 

· Upgrade technology to automate reporting and aspects of the investment process. 

· Consolidate assets within one central repository, or custodian bank.

· Establish a credit analysis process.

· Develop improved internal controls. 

· Update written investment pool policies and procedures.

· Improve staffing structures to eliminate operational risk. 

· Improve accounting procedures.

· Institute an annual outside audit. 

5. Metrics:
· Findings: 
· The metrics currently used to measure performance and risk are “inadequate, simplistic, and potentially misleading.”
· “The chosen benchmarks are inappropriate.”

· “The chosen risk metrics are simplistic.”

· “The current reports are insufficient.”

· Recommendations: 
· “Immediately implement a set of metrics that produces transparency regarding risk and expected returns and enables appropriate performance measurement.”
· Adopt performance benchmarks that are consistent with investment goals, enabling comparison with both the market and other similar investment pools.

· Adopt a comprehensive set of risk metrics to measure, monitor, and manage all of the risks in the portfolio. 

· Adopt more comprehensive and transparent reports. 

6. Impaired Investments: 

· Findings: 
· Presence of impaired investments in portfolio are weighing down yield and complicating each participant’s principal calculations.

· Restructuring negotiations on each impaired investment are complex and may take some time before they are resolved.

· Recommendations: 

· Immediately bifurcate the investment pool’s assets into a performing pool and an impaired pool. 

· Hire a registered, institutional investment manager with fixed income and credit analysis expertise to manage the impaired investments and to perform a quantitative analysis of the restructuring options. 

7. External Relations:

· Findings: 
· Participants are not formally included in the policy making process. 

· Communications with participants and the public need improvement. 
· The fee structure should be reviewed. 
· Recommendations: 

· Create formal channels to include participants in the policy making process, including holding an annual meeting for all participants. 

· Improve reports to participants, the public, and the governing body to be consistent with the best practices provided by the Government Finance Officers Association.
· Develop a website to provide participants and the public with better access to information about the investment pool. 

· Review the fee structure. 
· Seek reinstatement of a top rating by a rating agency.

In conclusion, the report recommends that the county immediately develop an action plan that “lays out the specific steps the County will take to bring the pool in line with industry best practices.” The County should assess its progress against this plan in six months. 

Finally, the report recommends that the County conduct an audit of the entire Treasury Services function to ensure that the investment function works efficiently with cash management operations. It further recommends a full-scale business review of the investment pool every three years. 
Proposed Motion 2008-0305:
The proposed motion would gratefully acknowledge receipt of the Advisory Panel’s report on the King County Investment Pool and thank the Advisory Panel for their service to the citizens of King County. 

Proposed Striking Amendment: 

A striking amendment to the proposed motion was drafted at the direction of the chair and the legislation’s co-sponsor, Councilmember Phillips. 
The striking amendment would:
1) Add a series of whereas clauses pertaining to the report’s findings. 

2) State that it is the intent of the Council that the investment pool be operated in accordance with industry best practices for a governmental investment pool.

3) Create a joint legislative/executive branch work group tasked with creating an action plan for addressing the findings in the report. The work group would also be tasked with examining the report’s recommendations and providing four reports to Council with options for implementation. 

· Membership (or their designees): 

· Director of County Council Policy Staff, co-chair

· Director of Finance and Business Operations, co-chair

· Director of Management and Budget

· Lead Staff to the Operating Budget, Fiscal Management, and Select Issues Committee

· County Auditor

· County’s Chief Accountant

· County’s Chief Economist
· Reports: 
· July 1, 2008: 
Submit action plan to Council.
· September 1, 2008: 

1. External Management: Options for outsourcing.

2. Governance structure: Options for modifying.
3. Investment goals and metrics: Options and recommendation.
4. Infrastructure and accounting: Options and recommendation.
4) Accepts many of the specific recommendations made by the Advisory Panel and requests a series of actions by the work group, the Executive Finance Committee (EFC), the Finance and Business Operations Division, and the Director of the Finance and Business Operations Division.  (See Table 1, p. 7)
Reasonableness: 

As amended, the proposed motion represents a reasonable policy and business decision. 
6
O:\Budget & Fiscal Management\Marcuss\King County Investment Pool\Investment Pool Advisory Panel\IPAP Legislation\2008-0305 -- Motion to Acknowledge Panel's Report sr mfm 06-11-08.doc

