[image: image1.png]u

King County




Metropolitan King County Council

Operating Budget, Fiscal Management, and Select Issues Committee
	Agenda Item No.:
	11
	
	Date:
	September 24, 2008

	Briefing No.:
	2008-B0207
	
	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.
The joint legislative and executive branch investment pool work group created by Motion 12796 has been meeting on a weekly basis since July.  Following is a brief status report on this work group:

· An expert in investment pool for government agencies, Main Street Capital Advisors of Las Vegas, Nevada, was hired to advise the work group on various issues.

· Main Street has provided the three deliverables that their contract called for on the following topics:

· Investment Pool Vision/Goals

· Investment Pool Infrastructure

· Investment Pool Governance

· With regard to vision and goals, these depend largely on the type of pool that is being operated

· A constant net asset value pool (investments up to 6 months in duration)

· A variable net asset value pool (longer in duration, higher returns, market risk)

· Hybrid pool (maintains elements of both a constant net asset value pool and a variable net asset value pool)

· Main Street Capital Advisors recommends a hybrid pool, the type currently operated.  This type of pool matches the goals of the County and the other pool members by providing liquidity while investing in longer term investments to increase returns over a constant NAV while providing less risk than a variable NAV.

· The work group report will include a discussion of these options.

· On the issue of governance, Main Street noted that every pool is unique and has its own unique governance model.

· The work group report will include various options with the steps required to implement each of the options.

· With regard to pool infrastructure, Main Street identified various options.  Their recommendation based on their research and knowledge in the field is that credit analysis needs to be increased and that accounting and investment management can be accomplished in-house or through outside contracts.  Contracting is likely more expensive.

· The work group report will address all of the options.

The work group is still working toward issuance of a report by October 1.  However, the actual completion of the report may be slightly later, but in time for consideration by the Operating Budget, Fiscal Management and Select Issues Committee by October 8.

UPDATE ON IMPAIRED INVESTMENTS:  As reported on August 28, two impaired investments, called Structured Investment Vehicles or SIVs, had been re-structured.  We selected the cash out option on both and will realize approximately 61% of our original investment.  Most of the cash has been received and the related investments are out of our portfolio.

The restructuring auction for Mainsail was reported at the last committee meeting.  Again, the cash out option was chosen.  Below is the summary information provided by the Finance Director to all pool members describing the results of the auction, the evaluation that was done in selecting the cash out option and the next steps that will be taken by the Finance Division.

Auction Results

The cash-out results in a total recovery of approximately $13.1 million or 25 percent of the pool’s initial $53 million adjusted PAR value.  Based on the terms of this particular restructuring, approximately $782,000 of the recovery is temporarily held back by the Depository Trust Company (DTC), the receivers and others.  We expect the pool to receive these remaining payments after six years.

The recovery on Mainsail was lower than expected due to recent turmoil in credit markets and fewer institutional buyers of asset-backed securities.  The receiver for Mainsail decided to move forward with the auction under the premise that there was still an adequate number of bidders and that market conditions could become worse, further reducing the value of underlying securities.

The actual realized loss is 75 percent or about $39.9 million.  The loss is less than 1 percent of the pool’s $4.2 billion in holdings.

Evaluation of Options

The County was presented with three options as part of the restructuring:  (1) taking a cash-out based on the price received at the auction; (2) taking a long term zero coupon note (ZCN) with the maturity date determined by the auction price; and (3) taking a pass-through note (PTN) from a new company called “Harbour” which would distribute monthly cash flows according to the performance of underlying securities formerly held in the original Mainsail portfolio.

The EFC evaluated the ZCN in comparison to the cash out.  The County used a financial model prepared by our expert outside consultant, Public Financial Management (PFM), to help us compare the two options. The ZCN had a maturity of about 25 years.  By comparison, investing the proceeds of the cash-out at historical pool yields (i.e., 60 basis points over the federal funds rate) would lead to the same recovery of funds in about 34 years. 

Although the time to recover funds with the ZCN option were shorter, the risks of the ZCN were much greater.  Taking the ZCN option would expose the County to the credit risk of the investment bank issuing the security (Goldman Sachs) for the entire 25-year maturity period and the note itself would not be rated or easily tradable in the future.  Given the certainty of cash today and the desire to mitigate credit exposures in the future, the cash-out option was selected over the ZCN.

The EFC also evaluated the cash-out in comparison to the PTN offering.  The County relied on the detailed analysis of its expert consultant, Cairn Capital, to evaluate the quality of the securities in the Mainsail portfolio and help us determine the risks and recovery scenarios associated with taking the PTN.  Cairn’s analysis indicated a principal recovery range of 22 to 56 percent under various scenarios.  The recovery scenarios assume that cash flows will occur over a period of years, with some maturities extending up to 30 years.  The cash flows from the Mainsail portfolio are primarily back-loaded to future years, with only 10 percent recovery occurring in the next five years (unadjusted for risk).  After taking into account the time value of the payments and the inherent risks of the underlying securities, the risk-adjusted recovery under a reasonable best case scenario was approximately 18 percent by year-end 2014.  Given that the PTN’s risk-adjusted recovery level was less than the cash-out recovery level, the EFC selected the cash-out option.

Next Steps

Finance will be distributing accounting reports later this month and early next month to fully implement the results of the auction and apply the losses to funds according to our impaired investment policy.  

With the completion of the Mainsail auction, the County is now waiting for one remaining auction to unfold for Victoria Finance, likely to be completed before the end of 2008.
INVITED:

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

· Bob Cowan, Director, Office of Management and Budget
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