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Staff Report

SUBJECT: 
The purpose of this briefing is to update committee members on an issue in the County’s Investment Pool. As members are aware, several of the County’s commercial paper holdings have been downgraded in recent weeks. Due to this event, the Executive Finance Committee subsequently took actions to segregate one of the Pool’s investments. 

BACKGROUND: 

In recent weeks, Mainsail II Commercial Paper—one of King County Investment Pool’s Commercial Paper (CP) Holdings—was suddenly and severely downgraded to below investment grade by two ratings agencies, S&P and Moody’s. The pool holds $53 million in this fund, which matures on October 4, 2007. The County’s Investment Officer believes the worse case scenario loss for the pool would be 15 percent of our investment in the fund, or $8 million. This figure is equal to one half of one month’s pool earnings.  

· Reason for the downgrade: The commercial paper market is in extreme flux due to the volatility in the mortgage-backed asset market. As such, Mainsail was unable to roll over maturing commercial paper and was forced to sell their assets at a discounted rate to pay their commercial paper holders, leading to the downgrade. It appears that the problem does not lie with Mainsail’s underlying assets, which remain AAA/AA rated, but rather stems from the volatility in the market.  
· Commercial Paper Risk in the Investment Pool: As of September 7, 2007, the pool held $880 million in CP, of which $604 million will mature in the next 60 days. Volatility in the CP market continues to create potential vulnerability for the pool’s CP holdings. 
· Mainsail II: As stated above, the estimated worse case scenario loss is $8 million. 
· Cheyne Finance has been downgraded from A1+ to A2 (lowest level of investment grade). The pool has $50 million in this fund, which matures on October 17, 2007. Cheyne fund managers have announced that they have sufficient funds to pay their creditors through November.
· Rhinebridge LLC has been downgraded from F1+ to F3 (lowest level of investment grade) by rating agency Fitch. The pool holds $100 million in Rhinebridge CP—$50 million of which matures on October 11, 2007 and another $50 million on January 18, 2008. Together, these two holdings make Rhinebridge the single largest CP holding in the pool. Managers at Rhinebridge have stated they lack access to funding due to their inability to sell CP and roll over their maturing assets. This could lead to forced liquidations of their portfolio. 
· Impact on the Pool’s Credit Rating: King County manages a $4 billion investment pool on behalf of over 100 taxing jurisdictions. The investment pool is rated AAA by Standard & Poors, which signals to our pool participants that the King County Investment Pool is a safe place to invest their idle cash balances. 
· Given the Mainsail downgrade, S&P informed the County’s Investment Officer that unless some remedy was taken, the Investment Pool would be downgraded from AAA to AA and placed on “credit watch developing” (meaning the rating could continue to go down, or it could go back up). The downgrade would have taken place on August 30. 
· We were further informed by S&P that if King County removed the Mainsail investment from the pool—that is, bought out the other pool member’s shares—the pool would not be downgraded. 

· The Executive was briefed on the situation and recommended that the EFC vote to remove Mainsail from the pool with the following two caveats:

1. If shouldering the risk of Mainsail alone would negatively impact the County’s bond rating, the holding would NOT be removed from the pool.

2. If another CP holding in the pool is downgraded to below investment grade, Mainsail would be put back in the pool.

· The EFC met to vote on this option. The Council representative, Councilmember Ferguson, offered an amendment to this motion to add a third caveat:

3. If the estimated loss on Mainsail exceeds 20 percent of the principal ($10.7 million), Mainsail would be put back in the pool. This amendment would have limited the amount of risk that the County is willing to bear on behalf of other pool members.

· The EFC voted 3 to 1 against Councilmember Ferguson’s amendment. The EFC then voted 3 to 1 to move Mainsail out of the pool. Councilmember Ferguson voted no. 
· Mainsail has been removed from the Investment Pool, and the County now owns any liability from this investment outright. 
· Mainsail Collection Efforts: With full responsibility for the Mainsail II CP holding, the County is now engaged in efforts to recover the principal investment of $53 million. 
· Investor Conference Call: On August 29, the Bank of New York, the trustee for Mainsail, held an investor conference call. On this call, we learned that an Investor Committee will be formed to discuss the possibility of delaying the sale of Mainsail until market conditions improve. We asked to be a member of this committee. 
· Possible Restructuring of Mainsail: Last week, a regulatory announcement issued by the London Stock Exchange and subsequent news story from Bloomberg (see Attachment A) indicate that Barclay’s Bank, the liquidity bank for Mainsail, has committed to providing emergency financing for Mainsail and has proposed a restructuring arrangement to the Bank of New York. If approved, the restructuring would result in full repayment of Mainsail commercial paper holders. 
· Successful Commercial Paper Maturities: After the Mainsail downgrade, the EFC asked the Investment Officer to notify members when commercial paper holdings mature. Since that time, over $100 million in commercial paper holdings have matured without incident. 
NEXT STEPS
In addition to the decision to segregate Mainsail discussed above, the EFC took other specific steps to evaluate the situation and mitigate risk of future problems: 
· The EFC instructed the County’s Investment Officer to: 
· Stop buying commercial paper until reauthorized by the EFC.
· Report to the EFC on further downgrades in our commercial paper holdings.
· Report to the EFC when our commercial paper holdings successfully mature.
· Increase the policy limits on federal agency holdings and Certificates of Deposit to allow increased investments in these relatively less risky assets (see Attachment B).
· Communicate concerns about the CP market to federal regulatory agencies. 
· Notify the Prosecuting Attorney of the situation. 
· Other Investment Pool members were notified via letter and email of the downgrade and the decision to segregate Mainsail.

· Legal counsel was retained to aid in Mainsail recovery efforts. 
· An independent financial consultant will be hired to analyze the investment pool’s commercial paper holdings. The consultant will assess the current risk and exposure of the pool and provide recommendations to address these risks going forward.

INVITED: 
Bob Cowan, Director, Office of Management and Budget

Ken Guy, Director, Finance and Business Operations Division

Jim Buck, Director, Department of Executive Services

ATTACHMENTS:

A. Bloomberg news article on Mainsail restructuring
B. King County Investment Pool Fund Limits
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