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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 overee 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;

· that holds the risk of exceeding budget at or below an acceptable level;

· that uses historical pricing ranges as pricing parameters;

· that is continuous;

· that mitigates transaction timing risk by making more numerous smaller volume transactions, i.e. 42,000 gallons per transaction; and

· that 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 Principals (GAAP).  In the past, this examination has occurred annually. 
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