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King County

Metropolitan King County Council
Operating Budget, Fiscal Management, and Select Issues Committee

Agenda Item No.: 9 - Date: August 27, 2008
Briefing No.: 2008-B0185 Prepared By: William Nogle
STAFF REPORT

SUBJECT: An update on the status of Motion 12796 concerning the King County
Investment Pool and on impaired investments.

BACKGROUND: On June 16, 2008 the King County Council passed Motion 12796.
This motion concerns the King County Investment Pool and the report and
recommendations of the King County Investment Pool Advisory Panel (the Panel). The
Panel was created by the Council in 2007 to review the policies, procedures, systems
and practices of the Investment Pool to identify that should be revised or updated to
deal with an increasingly complicated financial market.

The King County Investment Pool (approximately $4 billion in size) is operated and
managed by the Finance and Business Operations Division of the Executive Services
Department and includes all invested County funds as well as the funds of
approximately one hundred other local governmental agencies. Legal investments for
the Pool are prescribed by State law to include US Treasury securities, US government
agencies’ securities, certificates of deposit, repurchase agreements, commercial paper
and local government bonds.

The County charges a fee to the Pool members for such advantages as higher returns
on investments and liquidity management.

Elements of Motion 12796 and Progress to Date '
Motion 12796 has many sections that each relate to different actions or aspects of Pool
operations and management that were addressed by the Panel in their report.
Following is a discussion of each separate section and progress to date-on the work or
processes described in those sections.
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% Creation of An Inter-Branch Work Group

The IBWG has been meeting weekly. Membership includes the Director of the Finance
and Business Operations Division and the Council’s Policy Staff Director as co-chairs.
The other members are the Director of the Office of Management and Budget, the lead
staff to this committee, the County’s chief economist in the Office of Management and
Budget, the County Auditor, and the chief accountant in the Finance and Business
Operations Division. '

% The Charge of the Work Group ‘
The work group in the Motion is charged with carrying out an extensive work program,
summarized below.

Council Intent: That the investment pool will be operated in accordance with industry
best practices for a governmental investment pool.

Work Group Purpose: Ensuring that the investment pool meets industry best practices
for a governmental investment pool.

Task One: Action plan for bringing the investment pool in line with such industry best
practices. Due by July 15, 2008. Progress: Action plan was submitted to Council
on July 16. A new timeline was attached that envisions the due date for the
report being extended by one month to October 1.

Task Two: Work Group’s Work Plan
l. Outsourced management
A. Examine the advisory panel's recommendation to outsource the management
of the investment pool
B. Develop options to implement this recommendation to the extent deemed
appropriate and consistent with state law
C. Advise the council of the reasons for its conclusions and the changes
necessary to state law to implement such a measure. Progress: The Work
Group was briefed on legal issues regarding outsourcing on
Wednesday July 23.

ll. Governance

A. Review the investment pool's governance structure

B. Develop options for modifying the governance structure in light of the
advisory panel's recommendations

C. Review the advisability of implementing the advisory panel's recommendation
that the executive finance committee be replaced by an independent board
comprised of both county and non-county participant representatives and
three appointed citizen experts. Progress: The Work Group was briefed
on legal issues regarding governance on Wednesday, July 23. A draft
report section has been prepared, was discussed on August 21 and is
undergoing revision.

-~
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lll. Investment goals and metrics

A. Provide a report on the investment pool's investment goals and metrics

B. Examine the panel's recommendation that absent the outsourcing of the
management of the investment pool, the appropriate investment goals are
those of a constant net asset value fund

C. Present options for implementing those recommendations it concludes are in
the best interests of the investment pool. Progress: A consultant (Main
Street Capital Advisors) was selected and is under contract. Their first
deliverable under the contract addresses investment goals and the
various types of pools. The Work Group discussed this report with
Main Street and asked for more analysis on the pool types. A revised
deliverable 1 has been received and will be discussed this week.

IV. Infrastructure

A. Review the recommendations of the advisory panel regarding infrastructure

B. Develop options for enhancing the infrastructure of the investment pool

C. Review the advisory panel's recommendation that additional audits of the
investment pool are needed. Progress: This will be the subject of an
upcoming deliverable from Main Street

V. Prepare Reporton| -1V

A. Provide report to Council by September 1, 2008. Progress: Action plan

was submitted to Council on July 16. A new timeline was attached that envisions
the due date for the report being extended by one month to October 1.

<+ Executive Finance Committee Actions

Investment policies are set by the Executive Finance Committee (EFC) under the King
County Code. The EFC consists of the Director of FBOD, the Director of OMB, the
County Administrative Officer, and the Council Chair. Motion 12796 requests that the
EFC take a number of actions. These actions and progress to date are as follows:

Review and Update Investment Policies

The investment policies of the Pool have not undergone a major review since-
1997. Progress: FBOD is proceeding.

Investment Pool Fee Structure

When other local government agencies encouraged the County to expand Pool

~ membership to other than County funds in the early 1990’s, the County agreed

to do so as long as there was no negative financial impact to the County. Under
State law, the County acts as ex-officio treasurer for most but not all local

 governments within the County. This includes investing idle cash on behalf of

each district and at their specific direction. The County receives a fee for this
service but, more importantly, the County could earn interest on any district
funds that were not invested (referred to as the “float”). Districts would typically
have to leave a portion of their cash balances un-invested in order for them to
have enough cash to redeem warrants as they were presented for payment.
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By allowing the districts to become part of the Investment Pool, the County would
manage the overall pool investments in such a way that all funds of all districts
would be 100% invested; in other words, the float would no longer exist. As a
condition of allowing these districts to become members of the pool, the County
proposed a pool fee sufficiently large enough so that County revenues were not
reduced. The initial fee was set at 15 basis points (.15% of average
cash/investment balance). The districts agreed to this fee and signed
agreements to that effect.

The non-county members became Pool members in 1995. No changes were
made to the fee for these pool members over the years even though some of the
underlying factors have changed. The Motion requests that the EFC review the
fee structure and modify it if such an action was justified. '

Progress: On June 26, 2008 the EFC voted to reduce the pool fee to 12
basis points as an interim measure. The fee would be further reviewed
during the second half of 2008 as the County determines its direction on
the many recommendations of the Panel — changes that could increase the
County’s direct cost of managing and operating the Pool and that should
be considered in setting the fee.

o Bifurcate the Pool
In 2007 four of the investments of the Pool became impaired, meaning that the
County did not receive its investment back when the securities matured and
interest payments were suspended. Separating these impaired investments
from the performing investments was recommended by the Panel to better
reflect earnings to all pool members. Progress: On June 26, 2008 the EFC
voted to bifurcate the Pool, effective September 1, 2008.

+ Director of Finance Division Actions ,
Motion 12796 requests that the Director of the Finance Division take certain actions.
These are described below along with progress to date.

* Review panel recommendation to consolidate assets with a single custodian
bank.
Currently, the County uses a custodian bank for only part of the investments.
Certificates of deposit and tri-party repurchase agreements are run through
numerous banks. A custodian bank handling all investments would be able to
provide services such as pricing, arranging for purchases and sales, collecting
interest, managing cash and providing reports. The Director has requested that
a consultant analyze of the advantages and disadvantages of consolidating
these services, along with cost estimates. A motion approving an RFP for
banking services in currently in Committee. The current contracts expire at the
end of October.
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* Review accounting practices for the Pool.
The panel questioned some accounting practices for the Pool. The Finance
Director will have finance staff review the accounting practices as well as having
a consultant review the same.

* Inform all pool members of schedule details for EFC meetings and plan for an
annual meeting of all members.
All Pool members are being notified of EFC meetings. Planning is underway to
have an annual meeting.

» Enhance current Pool web site and improve the monthly report.
Efforts are underway to improve the web site. The Finance division will prepare
a briefing for the EFC's July meeting of new elements added to the monthly
report.

UPDATE ON IMPAIRED INVESTMENTS: As noted earlier, in 2007 four of the -
investments of the Pool became impaired, meaning that the County did not receive its
investment back when the securities matured and interest payments were suspended.
While some return of capital has occurred on these investments, over $189 million
(maturity basis) remains outstanding. These investments were in commercial paper
issued by what are called in the financial markets Structured Investment Vehicles (or
SIV's). These investments are in receivership with the trustees attempting to
restructure them in order to return investors’ money to the extent possible.

Given the above factors, the prospects for the County realizing the full amount of these
investments is virtually nil. The County for its part wrote off 40% of these investments
as of the end of 2007. Any settlement that results in less than 60% recovery would
require an additional loss on the books.

The first restructuring auction took place in mid-July the Cheney SIV. The County
selected a cash-out option rather than a zero coupon bond or a “pass-through note.
While final settlement is scheduled for these week, it appears that the Pool’s recovery
on this investment will amount to 60.74% or $30.4 million on the original investment of
$50 million. This yields a loss of $19.6 million that will be distributed pro-rata among
the pool members who were involved in this particular SIV investment. :

Update: The second restructuring of the four SIV’s, this was for the investment
Rhinebridge, took place at the end of July. The original pool investment in this
security was $50 million. The County again selected a cash-out option. In
February of 2008 the Pool had received $7,750,000 back on the original
investment. As a result of the restructure, the Pool received an additional
$21,081,330, for a total of $28,831,330. The Deposit Trust Company (DTC) has

- withheld $1,134,600 which the Pool should receive over the next five years. In all,
the Pool recovery will be about 59.93% once the DTC withholdings have been
received.
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The two remaining SIV’s, Mainsail and Victoria Finance, will likely complete their
restructuring before the end of 2008.

INVITED:

* Ken Guy, Manager, Finance and Business Operations Division, Office of Executive
Services

e Bob Cowan, Director, Office of Management and Budget

ATTACHMENTS:
1. Matrix: FBOD Director’s Action Plan and Progress Report
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