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Introduction
In late 2007, the County Council charged the Investment Pool Advisory Panel to undertake a comprehensive review of the King County Investment Pool.  From December 2007 until April 2008, the Panel reviewed the county’s investment practices and policies which culminated in a report provided to the council in May 2008.  That report recommended a number of changes to the management of the county’s investment program.  This paper examines the panel’s recommendation to consolidate the safekeeping of all investment securities into a single custodial banking account.
Background

Investment purchases involving certificates of deposit (CD’s), repurchase agreements (repos), and the State’s Local Government Investment Pool are currently the only investments not recorded by the County’s safekeeping bank.  This section provides a brief history about the safekeeping contract and past practices.
King County entered into its first safekeeping contract at the end of 1985.  At that time, the county began using the industry best practice of delivery vs. payment (DVP) in which the custodial bank would transfer funds to the seller only when securities were delivered to them.  The initial contract covered all investment purchases with the exception of CD’s.  By law (RCW 39.58), the county could only invest in non-negotiable certificates of deposit (CD) issued by in-state banks.  These CDs are not in book-entry form and could therefore not be delivered to a custody account.
In 1993, the county stopped taking delivery through its custodial bank of the underlying securities backing repurchase agreements (repos).  Instead the county began the best practice of using “tri-party repos” in which a third-party custodial bank settles the repo by DVP and monitors the securities to insure that their market value is always at least equal to 102% as required by county policy.  
Also in 1993, the State Treasurer established its Local Government Investment Pool and the county has invested in it at times when it was beneficial to do so.  
The Panel concluded that if all investment transactions were recorded by a single safekeeping bank that the county could obtain services not possible because of its current safekeeping practices.  The Panel’s report identified these services as a daily cash sweep, mark-to-market pricing, compliance reporting, and securities lending.  The report went on to say that the safekeeping bank could provide comprehensive reporting that the pool currently lacks.
Analysis

While reviewing the panel’s recommendation, the Cash Management staff discussed the report’s recommendations with Aran King of Union Bank of California (UBOC) and Steve Horman from the Bank of New York (BONY).  UBOC has been the county’s service provider since 2000 and BONY administered the contract prior to that.  Those two banks handle the safekeeping of securities for all Washington State public agencies and are familiar with both state investment laws and practices.

To achieve the Panel’s goal of having all assets held by a single custodian, the three assets identified above (CD’s, repos, and the State pool) would have to be recorded by the safekeeping bank.  Ideally this would be accomplished by having the securities delivered to the custodian.  But neither the CD’s nor the State Investment Pool are deliverable securities.  
The bank representatives were asked whether it would be possible to record those items without having a physical security delivered.  BONY suggested that this could be done using a memorandum posting and each “security” would be priced at a constant $1 value for reporting purposes.  UBOC said they could do this in a similar manner but noted that the county would have to pay transaction costs as if those securities had been delivered.  Based on our 2007 activity levels, this would cost King County an additional $1,100 in safekeeping fees. 
For repos, the county could go back to using DVP for the underlying collateral but it is likely that our safekeeping costs would increase by $55,000 if we did so.  More importantly, our earnings for each repo would be reduced by anywhere from 5 to 15 basis points, based on estimates provided by several securities dealers.  Last year the average repo balance was $1.4 billion so a move to DVP would cost the county between $700,000 and $2,100,000 annually.  Such a change would also require more staff time to monitor that the market value of the underlying securities meets the county’s daily requirement of 102% valuation and to deal with any shortages.
Alternatively, the county could have our safekeeping bank record these repos as a memo posting as with the non-deliverable securities.  This would not affect the county’s earnings and would only increase the safekeeping expenses by about $11,000.  The difference in costs is that with a memo posting system, the safekeeping bank would only record a single transaction rather than the multiple pieces of collateral that a DVP trade might entail.  While memo posting of these transactions would allow the safekeeping bank to provide reporting measurement tools, that same objective could be obtained internally with an enhanced investment system.
The panel’s objective of having a single custodial bank can thus be achieved at an additional cost (including potential lost earnings) of between $12,000 and over $2 million although in either scenario a portion of the portfolio would be in memo form only.  Such a change would also mean additional administrative work for the county.  At a minimum, county staff would have to notify the custodial bank of any transactions involving those securities.  BONY further suggests that the cash in those transactions could flow through the custodian bank even if the securities do not settle there.  This would result in higher wire transfer costs and create another system that would have to be balanced.
Attachment B provides a diagram of how the different types of security transactions currently settle.  Additional administrative steps would have to be added if the county were to follow the Panel’s recommendation.
Finance staff closely examined whether changing the way investment transactions are recorded would actually achieve the goals suggested by the Panel.  Following is a recap of our findings:  
· Automatic cash sweep.  The Panel states that changing how the record keeping is done by the county’s safekeeping bank would allow use of an automatic sweep to invest any “residual cash”.  The only time that the county has unexpected cash at the custodian bank is when a trade fails to settle.  Legally the county cannot leave cash in a bank that is not a public depositary in the state of Washington so we have always required that the safekeeping bank return any funds left in our safekeeping account.   A fail only happens a couple of times a year and when it does the funds are returned to the county and are either invested in a money market account or left in our bank account to receive earnings credit at the rate of 110% of the 90-day t-bill rate.  UBOC noted that the county’s practice is not any different than that of other Washington state public investors.  They also mentioned that they could provide us a sweep account if that is something we desire.  Given how infrequently a fail occurs and the options already available to us, a sweep account has not been worth establishing. 
· Mark-to market pricing.  This is a service that UBOC, the county’s current service bank, already provides and that we use.
· Compliance reporting.  The Panel contends that if all securities, whether deliverable or not, were recorded and tracked by the safekeeping bank that the bank could make sure that all trades adhere to the county’s policies and prevent any purchase that would cause any policy limits to be exceeded.  Neither UBOC or BONY, the largest custodial bank in the world, have the ability to provide this service.  Both said that they do provide monitoring of investment policies but can only let a client know when a purchase exceeds policy limits after the trade has already settled.

· Securities lending. In a securities lending program, the county would allow its safekeeping bank to reverse out its securities and invest the proceeds in a higher yielding security.  UBOC provides securities lending to its customers and has proposed this to the county in the past.  The county has chosen to use reverse repurchase agreements as an alternative because that allows us to maintain control of the investment decision and because the earnings gained would not have to be split with the custodian bank as would be the case in a securities lending program.  But the current safekeeping policy in no way affects the county’s ability to utilize this service if it becomes a prudent course of action.
Recommendation
The Panel stated that the current safekeeping practice created a “fractured reporting environment, creating auditing and reconciliation challenges” without identifying the specific challenges.  The Panel suggested that the county was unable to obtain specified services because our custodian bank does not track certain types of investment transactions. 
As the analysis above demonstrates, we are making full use of custodial services that provide added value to the investment pool and its members.  King County already receives mark-to-market pricing.  We could use the sweep account and securities lending services that UBOC already offers, but for the reasons mentioned earlier we have not needed these extra services.  The county, however, intends to reexamine the value of using a securities lending program in the future.  The compliance reporting outlined in the Panel’s report that would allow the custodial bank to halt a trade before it is executed is not viable given that UBOC and BONY cannot currently offer such a service.
That leaves only the issue about whether recording non-deliverable assets with our safekeeping bank would allow the bank to provide the comprehensive analytical reports.  While that is a worthwhile goal, it should be noted that the county already tracks all of the investments in its investment systems.  The real underlying need is not to aggregate securities in a single custodial banking account but to improve and integrate the county’s reporting capabilities.  The better solution is to upgrade or replace existing systems so that the analytical measurement tools outlined in the Panel’s report could be generated internally and be produced more efficiently.  
In summary, the Treasury Division contends that paying our safekeeping bank to track investment transactions that do not settle through them is costly without adding sufficient value to pool members.  Most of the primary services identified by the Panel are already available from our current service provider and the other suggested services or reports could be developed internally.  We therefore recommend that:
1. The county continue its present safekeeping policy with respect to investments in certificates of deposit, repurchase agreements, and the State’s Local Government Investment Pool.
2. The county evaluate and obtain a state-of-the-art investment system to meet the reporting needs identified by the Panel.
3. The county review and evaluate the advantages / disadvantages of securities lending vs. the current practice of using reverse repurchase agreements.  If it is decided that securities lending would be viable for the county, this service could be included in the scope of work for the next safekeeping contract.
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