Dcbt Issuance AGENDA ITEM NO.: 14
CITY OF AUSTIN AGENDA DATE: Thu 06/23/2005
RECOMMENDATION FOR COUNCIL ACTION PAGE: 1 of 1

SUBJECT: Approve a resclution authorizing that the Interest Rate Exchange Policy ("Swap Policy")
related to interest exchange agreements be incorporated into the City of Austin Financial Policies.

AMOUNT & SOURCE OF FUNDING: N/A
FISCAL NOTE: There is no unanticipated fiscal impact. A fiscal note is not required.

REQUESTING Financial and DIRECTOR'S
DEPARTMENT: Administrative Services - AUTHORIZATION: Vickie Schubert
Treasury

FOR MORE INFORMATION CONTACT: John Stephens, Chief Financial Officer 974-2076

PRIOR COUNCIL ACTION: N/A
BOARD AND COMMISSION ACTION: Approved by the Audit & Finance Committee.

The City of Austin has debt management policies that serve as guidelines for how and when the City will
issue debt to fund its capital projects. For example, the City has a policy stipulating that it will not issue
debt with a longer life than that of the asset the debt is financing. Likewise the City has a policy that it
will not refund debt unless it achieves savings on the refunding that are equal to at least 4.25% of the
amount of debt being refunded.

This request for Council action is to approve the integration of an interest rate swap policy into the City’s
overall debt management policies. The use of “swaps,” which are interest rate exchange agreements, will
be limited to the City’s outstanding debt and will not be authorized for use in conjunction with the City’s
investment portfolio. Swaps will likewise not be used to speculate on the future direction of interest rates.

Rather, under this addition to the City’s debt management policies, swaps will be done for very specific
purposes — for example, they may be used to refund debt under certain circumstances:

. when the debt cannot be refunded through a normal refunding, that is exchanging fixed rate debt
with a lower interest rate for fixed rate debt with a higher interest rate;

. when the swap refunding produces higher present value savings than other alternatives; and
. when there are adequate controls in the transaction to offset any potential risk.

Swaps are appropriate to use to lock in a current market rate, to produce interest rate savings, to alter the
pattern of debt service payments, or to hedge variable rate payments.

A swap will not be proposed unless it meets the City’s debt management policies and unless it has been
recommended by the City Treasurer, the Chief Financial Officer, and the City’s Financial Advisor.
Further, the City Council will approve all transactions.
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City of Austin Swap Pollcy

City of Austin Philosophy Regarding Use of Swaps
tntroduc tion '

Iinterest rate exchange agreements ("Swaps”) and related financial instruments and dervatives are
approp riate interest rale manag ement toois. Propery used, Swaps can increa se the City of Austin's (the
“City™) financi al flexibilty and provide opportunities for interest rate savings.

Swaps are appropriate to use when they achleve a spec ific financial obje ctive consistent with the City's
overall Swap and Debt Management policles. Swaps may be used, for example, to lock-In a curent
market fixed rate o create addition al variable rate exposure. Swaps may be used to produ ce interest
rate savings or alter the pattem of dett service payments. Swaps may be used to cap, limit or hedge
variable rate payments. Options granting the right to commence or cancel an underlying Swap ae
pemmitted tothe extent the Swap iself Is otherwise consistent with this policy.

The authorized Swap s contemplated In this policy are Intended to reduce the amount or duration of
jntere st rate risk, or produce a lower cost of bomowing when used in combin ation with the Issuarce of
bond s.

Rationales for Utilizing Interest Rate 8waps

The use of Swaps and related financial Instruments shoukd balance the Ciy's pimary objectives of
reducing the cost of capital, minimizing interest rate volatility, and gaini ng flexibilty in structuring and
managing ks debt portfolio over time with the risks associated with these tools and Instruments.
Examples of how the City's debt management objectives can be achieved through the use of Swaps and
other financlal instruments are describe below:

* Reduce bomo wing costs at the time of issuance
Create synthetic fixed rate debt throug h a floating-{o-f Ixed Swap
= Actively manage interest rate risk
Lock4d n current market rates through (forward starting) floating fo-fixed Swap
*  Opfimize capital structure ,
Sell option to convert variable rate debt fo fixed
* Balance financial risk
Purchas e of inferes £ rafe cap
*» Achieve appropriate asset/liability match
Croate variable rafe expo sure throug h fixed-to-fioating Swap

Authority for Entering Into Swap Agreements

The purpose of this policy is to Integrate the e of Swaps into the City’s overall debt manag eme nt
practice. The use of Swaps will be limited to the City's outstanding debt, and do not gply and are
therefo re not authori zed for use In conjunction with the City's investment portfolio. Swaps will not be used
for speculation on the future direction of lintere st rates. The City's Treasurer, in consuitation with the
City’s Financial Advisor and subject to the aproval of the City's Chief Kincial Officer, shall be
respon sible for determining if and when K Is in the City's oversll best fina ncial interests to enter into a
Swap or related finan cial amangement covered by this palicy.
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City of Austin Swap Policy

In conn ection with the use of any Swaps, the City shall comply with all applicable State and Federal laws.
The City must receive an opinion acceptable to the market from a nationally recogni zed firm that the swap
contract s a legal, valid, and bin ding obligation of the City and that enteri ng infc such a contra ct complie s
with applicable provision of the City Charter and Siate statutes. This should include the review of all
aspects of the tran saction by the State Attomey General ("AG") as necessa ry. In accordance with current
AG guid efines the goveming law of any transaction should be Texas, and jurisdiction for any legal
disputes should be the United States District Court for the We stern District of Texas, Austin Division.

Permitted Instruments

The City may utilize financi al instrument s that (/) lower its interest expense, (i) manage fts financial sk,
or (I improve s financ! al condition.

The City shall not use financial instruments that (/) create extraodinary leverag e or financial risk, {(ff) lack
adequate liquidity to terminate at market, or () provide Insufficient price transparency to allow
reason able valuation on an ongof ng ba sis,

The use of derivative financial products shouid produce a resut not otherwise availabe in the cash
market {l.e., lack of advace refund ng/non-callable debt), or provide a higher level of net savings
compared to conve ntional financi ng met hods.

Permittod Financial Instruments

The City may expressly wtilize the following financial instruments, -after ldentifying financial objective(s) to
be reali zed and asse ssing the atlendant risks:

* InterestRate Swaps

» Immedate or forwand starting floating fo-fixed rate swaps, designe d fo capture curert market
interes t ratos

Fixed-to-floating rate swaps, designed to create additional varia ble irterest rate exposure
Interes { Rate Caps

Finan cial contracts (cap s, collars, floors) that imit or bound expo sure to interest rate voldility
Options on Swaps

Sale of option s to commence or cancel Interest rete swaps

Basis Swaps

Floating Ho-floating rate swaps to manage basi s or tax risk

Approved Swap Transac tion Types

Swaps

Fixed-toFloa ting Rate Swap (Synthelic Variabl @)

Fixed-to-Floa ting Rate Cancelable Swa p {Synthetic Varabi e)

Floating to-Fixed Rate Swap (Synthetic Fixed)

Floating to-Fixed Rate Forwand Swap (Bond Issue Anticipation Hedge/Synthetic Forward
Refunding)

Basis Swaps (Floatin g-to-Floatingy on Approve d Indices

8waptions

Floating 40-Fixed Rate Swaption Sale (Synthetic Forward Refunding)
Floating to-Fixed Rate Swaption Sale Bond Call Option Monetiza tion)
_ Other App roved Swaptio n Purcha ses and Sales for Asset-Liability Manag eme nt
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Caps/Floors/ Collars

Interest Rate Cap s/Floors Embedd ed in Approved Swap T ransactions
Purcha sed Caps

Purcha sed Floors

Purcha sed Collars (Buy Cap/Sell Floor)

Othe r Non-Traditional He dging Tools (s.g., Knock -Out Options, [nflationdndexed Swaps)

Subject to approval based on Verifiabl @ Savings or Risk Reduction Benefit Tamets If in the opinio n

of the Cily end its Financial Advisor they do not conflict with goals for liquidity and prte
transpa rency. .

Approved Indices

« {IBOR {London Inter Bank Offered Rate) as publishe d by the Biitish Banke rs Association

« BMA (The Bond Market Association Municip al Swep index) publish ed by Munici pal Market
Data

+ Actual Bond Rate — the actual rate paid by the City on its own varlable rate bonds

+  Another index as deemed approp rate by the City’s Treasure r, Chief Financial Officer and
Finan cial Advisor

Swap Risk Analysis

The City's Chief Financial Officer and/or City Treasurer and iks Financial Advisor shall evaluate all

financi al products with respect to the unique risks that Swap transactions bear. A specific determi nation
must be made that the proposed or expected benefits exceed the Identified risks by an edequate margin
over those available in the traditional cash or fixed rate market. At a minimu m, the Chief Financial Officer
and/or City Treasurer and its Financial Advisor shall perfom an evaluation of the risks and what steps
have been tsken to miigate any risks. The City may réain a swap advisor to assist in assessing these

fisks. Questions that may arise inciude the followin g:

Market or interes t rate risk

Doos the fransaction hedge or create it erest rate volalility?

Tax Risk

How is the transaction or is ben efits affected by a future change in federal income tax policy?
Ternin ation Risk

Undar what circumstances might the transaction be terminated? At what value ?

Risk of Uncommitted Funding (Put Risk)

Does the transaction create addition al finan cing dependent upon third party pa rticipation?
Rollover Risk

Is the term of the Swap shorter than the term of the under! ying hedged asset?

Legal Risk

Is the transaction exprossly authori zed?

Counterparty Risk

What Is the croditwo rthine ss of the counterparty?

Rating Age ncy Risk

Is the proposed tran section consistert with the CKy’'s curent ratings and rating 5 objectives?
Basis Risk

Do the anticipated payments the City receives match the paymenis it makes?

Subse que nt Busine ss Conditions

Does the transaction or its benefits depend upon the continuation, or realj zation, of specific
Indu stry business condtions?

Operational Risk
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Does the City have adequ afe systems, policies, and practices In place to monitor and manage
the tran saction over its term?

Swap Procurement and Execution
Procurement

The City will not have a fixed policy with respect to the procurem ent of Swaps and other finan cial
Instrument 8 authorized by this policy. However, the City may have a blas toward competitively bidding
financi al products of a general nature that are widely available in the marketplace. On a product-by-
prod uct basis, the City will have the authority to negotiate the procurement of financial instruments that
have customized or specific attributes designed on its behalf. The Chef Financial Officer and/or City
Trea surer will be responsible for determining the method of procurement for Swaps and relat ed finan cial
instrument s.  An Indepen dent swap alvisor will be retained to assist the Chief Financial Officer and/or
City Trea surer in evaluatin g the proposed prici ng of Swaps or related finan cial instruments.

8wap Execution

The Chief Financlal Officer and/or City Treasurer may recomme nd the use of financial dervative prod ucts
if they:

Provide a specific benefit not otherwl se available;

Produ ce greater expecte d intere st rate savings than cash market altematives;
Do not create extraordi nary leverage or finan cial risk;

Result in an Improved capital structure or better asset/liability match ; and
Reasonably pass the risk evaluation required by this policy.

ol

Swap Documentation

The City will use standard Intemat lonal Swaps and Derivatives Association ("ISDA”) swap documentation
including the Sched ule to the Master Agreement and a Credit Supp ont Annex,

Terms and Notiona! Amount of 8wap Agreement

The City shall determin e the appropri ate termn for Swaps on a case-by-ca Se basis. The slope of the swap
curve, the marginal change in swap rales from year to year along the swap curve, and the impact that the
term of the Swap hz on the City’s overall finarcial exposu re shall be considered In determinin g the
approp rlate tenm of any Swap agreement. In conne ction with the Issuance or camying of bonds, the term
of the Swap agreement between the City and a qualified swap counterparly shall not exdend beyond the
final maturity date of existing Cily debt, orin the case of a refundin g transaction, beyond the final maturity
of the refunding bonds. At no time shall the total notional amount of all Swaps exceed the total amount of
outstanding applicable bonds.

Temms and condition s of any Swap shall be negctiated by the Treasurer in the best interests of the City
subject to the applica ble legal provi sions and this policy. The Swap agreements entered into between the
City and each counterparty shall hclude payment, term, security, collste ral, default, remedy, temingtio n,
and other terms, conditio ns and provisions as the Treasure r, in consultation with City legal counsel and ks
swap advisor, deems necessary or deslrable.
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Subject to the provisio ns comtained herein, the City's swap documentation and terms should include the

following: ‘

* The downgrade provi slons triggeri ng termination should be bilateral or favora ble to the City

« Goveming law for Swaps will be Texas per the curent requirem ent of the Texas AG. If the
opinion of the AG changes the City may consider using New Yok law, but documents should
reflect Texas authori zation provisi ons

» The specified inde btedn ess related to credit evenis in the Master Agreement should be
nanowly drafted and refer only to specific debt

* Higible collateral should be limited to Treasures, Federal Agencies and any other securtties
which in the City's sole discretion shall be deem ed reasona ble and creditworthy

*  Collate ral thresh olds should be set on a sliding scale reflective of credit rating s

+ Temnin ation value should be set by "market quotatio n® methodolo gy

*  For counierparties below "AA” use a credit support annex to document swap termination value
collateralization procedures .

Policy on Swap Counterparties

The City shall only do business with highly reted counterp arties, and will structure Sswap agreements to
prote ct itself from credit deterioration.

Guidelines on Countarparty Risk

The City should not have an immutable credit standard. However, the City shall attempt todo business
with highly rated coumte rparties with a rating of AA or better. For lower rated (below AA) coumerp arties,
the City should seek credit enhancement in the form of:

1. Collateral or;
2. Contingent swap counterparty providin g suppon.

Swap documents should contain rating s downgrade trigge rs including a minimum rating threshold of
"Baad/BBB-*, below which allows assignment or termination at market levels.

Qualified 8wap Counterparties

The City shall be authorized to enter into interest rate swap tansactions only with qualified swap
counterparties. The composition of the approved swap counte maties will change from time to time.
Qualified swap courterparties must be rated at least "Aa3" or "AA-", or equivalent by any two of the
nationally recogni zed rating egencies (i.e., Moody's, Standard and Poor's, or Fitch); or have a “AAA”
subsidiary as rated by at least one nationally recognized credit rating agency. In addition, the
counterparty must have ademon sirated record of successfully executing swap transactions as well as
creating and Impleme nting innovative ideas In the swap market. Each counterparty shall have minimum
capitali zation of &t least $150 million. The City will not enter into financial products with counterp arties
rated below A2 by any rating agen cy.
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Limitations on Counterparty Exposure
Guidalines

In order to diversify the City’s counterparty credit risk, and to limit the City's credit exposure to any one

counterparty, limits will be estabished for each counterparly basedupon both the crecit rating of the
counterparly as well as the nelative level of risk associated with each existing and proposed swap
transaction. The guideli nes below provide general termination exposure guidelin es with respect to
whether the City should enter Into an additional transaction with an existing counterpa ty. The City may

make exceptions to the guideline s at any time to the extent that the exe cution of a swap achleves one or
more of the goals outlined in these guideline s or provide s other benefits to the City. In general, the

maximum Net Termin ation Exposu re to any singie Counterpa rty should be set so that it does not exceed

a prudent level as measured against the gross revenues, availab le assets or other financial resou rces of
the City.

Such guidelines will also not mandate or otherwise force automatic termination by the City or the
counterparty. Maximum Net Termin ation Exposureis not intended to impose retroactively any terms and

conditions on existing transactions. Such provisions will only act as guidelines in making a determni nation

as to whethe r or not a propo sed transaction shoukd be executed given certain levels of existing and

proje cted net termination exposure to a specific counterparly. Additionally, the guidelines below are not

intende d to require retroactively additio nal collate ral posting for existing transactions. Collateral posting

guidelin es are described in the “Coilateral” section below. The calculation of net temminatio n exposure per
counterparty will take Into considration multiple transactions, some of which may offset the overall

exposure tothe City.

Under this approach, the City will set fimits on individuat counterparly exposure based on existing as well
as new or propesed transactions. The sum of the ¢urrent market value and the projected exposure
shall constitute the Maximum Net Termi nation Exposure. For ocutstanding transactions, curent exposure
will be based on the markel value as of the last quarterly swap valuation report provide d by the Finan cial
Advisor.  Projected exposure shall be calcul ated based on the swap's potential temminatio n value taking
into acco unt possible adverse changes In interest rates as implied by historical or projected measures of
poterttial rate changes applied over the remainin g termm of the swap.

For pumposes of this calculation, the City shall include all existing and projected transactions of an
individual counterp arty and all transactions will be analyzed In aggregate such that the maximum
exposure will be additive.

The exposure thresholds, which will be reviewed periodically by the City toensure that they reman
approp fiate, will also be tied to credit ratings of the counterpartios and whether or not collat eral has been
posted as shown in the table below. if a counte rparty has more han one rating, the lowest rating will

govem for purposes of the calculating the level of exposure. A summary table is provid ed be low.
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/

Counterparty Credit Exposure Recommended Limits

Maximum Maximum Maximum Net
Credit Collateralized Uncollateralized Termination
Ratings Expasure Exposure Exposure
Aaa/AAA NA $100.0 million $100.0 million
AalAA Category $70.0 million $30.0 mitlion $100.0 miliion
A/A Cateqoly _$500 million __ $20.0 million_ __$70.0 million
Below AYA- __$50.0 miltion None $50.0 million

If the exposure Himit is exceeded by counterparty, the City shall conducl a review of the exposure limit per
counterparty. The Clty, in consuttation with ks Swap Counsel and Financial Advisor, shall explore

reme dial strategie s to mitigate this expo sure.

The City's swap exposure to any Single countempaty will be limited to 25% of the counterparty’s
capitall zation.

Benefit Expectation

Financial transactions, using Swaps or other derivative produ cis, intended to produce the effect of a
synthetic advanced refunding, must generate 1.0% greater savings than the benefit threshold then In
effect for fixed-rate bonds.

The higher savings target reflects the greater compiexity and higher ssk of deriva tive financial
instrument s, and should include a risk adjustment for other faclors. For example, if the bonds are callabl e
and the swap is not, or f tax risk Is hcluded in the proposed swap transaction then the comp arison
should include a tsk adjustment for these factors,

Using & refunding situation to Hlustrate this app roach, if the City considers the application ofa swap or
swaption to refund outstanding catlable bonds (either curremt, forward o advance) the City should apply
the foliowing method to evaluate the refunding benefit thresh old:

1. Start with the minimum present value savings expected for a traditional refunding, expressed as a
percenta ge of the refunde d par amount of the bond s.

2. A 1% to that numbe r for the edded complexity and fisks Involve d with using a swap.

3. Further, add an amount determin ed to reflect the value of additional sk, especially tax risk and
call provisions. The value of the additio nal risks should be verified by the City's Finan cial Advisor

In calculating the prospective savings against the target for Implementing a fixed-to-variable swap, the

cost of remarketing, In add ttion to the cost of credit and liquidity fees must be added to the variable rate
representing the ten-year average of comparable variable rate securities.
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Termination Provisions

All swap transactions shall contain provi sions granting the City the right to optio nally terminate a swap
egreement at any time over the tenmm of the agreement. In general, exercising the right to terminate
an agreem ent produces a benefit to the City, eler through the receipt of a payment from a
terminatio n, or if the termination payment Is made by the City, in conjunclion with a conversion to a
more beneficial {desirable) City debt obligation, as determined by the City.

Collateral N

As part of any swap agmement, the City shall requis collaterali zation ar other credit enhancements to
secure any a all swap payment obiig etions. As appropriate, the City, in consultation with Couns el, may
require collat eral or other credit enhancements to be posted by each swap counterparty under the
following circumstances:

« Each counterparty to the City may bte required to post collateral if the credit rating of the
counterparty or parent falls below the “"AA” category. Additional collateral for fdher
decrea ses In credit ratings of each counterparty shall be posted by each canterp aty in
accordan ce with the povisions contained in the collateral support agreement to each
counterparty with the City.

« Collateral shall be deposited with a third parly trustee, or as mutually agreed upon between
the Clity and the counterpa rty.

* A list of acceptable secuities that may be posted as collateral and the vakation of such
collateral will be delermined and mutually agreed upon during negotiation of the swgp
agre ement with each swap counte rparty.

= The market value of the collateral shall be determined on at Jeast a monthly basis.

« The City skl detemine the reasonablec threshold limits for the Initial ¢esit and for
increme nts of collateral posting thereafter.

= The City shall detenmi ne on a case-by-case basis whether other forms of credit enha ncement
are more be neficlal.

Monitorlng and Reporting

Al least once per yea, or as requested by the Cty Council, the Chief Financlal Officer andfor Cily
Treasurer shall prep are a repo rt describing the various Swaps and financi al arra ngeme nts entered Into by
the City pursuant to this policy that are in effect as of the date of the report’s publication. The repo rt shall
include the following information:

1. A summary of key terms of the gyreements, including notion al amounts, inferest rates,
maturity and method of procurement.

The marked{o-ma rket value of each agreement.

The full name, description, and credit ralings of each counterparty or the applicable
guarartor,

The amo unts that were required {0 be paid and received, and any amount s that were actually
paid and received.

A listing of any credit enhancement, liquidity facility, or reserve s and an accounting of all
costs and expenses associated with the credil enhancement, liquidity facility, or reserves.

The apgregate marked-to-market value for each courterpa iy and the rallive exposure
compared to other counte rpartie s.

A calcul ation of the City’s value at risk or termination values for each counterparty. .

A discussion of other risks assoclated with each transaction.

PN O O o GN

Page 8



City of Austin Swap Policy

At the end of each fiscal year, the Chief Financial fiiCer and/or City Treasurer shall provide to the
Controller all information required for financial repodng under GASB as well asany other reporting or
disclosure requirements,

The City should receive reports regarding the mark-b-market of each transaction and the cument credit
rating of each counterparty on a quarterly basis froman independent source. If collateral Is being posted
in relation to any swap orgroup of swaps, the City should independertly verify the value of swaps and the
collateral on at least a monthly basis.
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RESOLUTION NO.

BE IT RESOLVED BY THE CITY COUNCIL OF THE CITY OF AUSTIN:

The Council approves the attached Interest Rate Exchange policy related to interest

exchange agreements for the City’s Debt Management practices; and

The Council further authorizes that the policy be incorporated into the City of Austin’s

Financial Policies.

ADOPTED: ,2005  ATTEST:

Shirley A. Brown
City Clerk
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