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GUIDELINES FOR
INTEREST RATE AND FORWARD PURCHASE AGREEMENTS

BACKGROUND

State statutes direct the State Funding Board to establish guidelines, rules or
regulations with respect to interest rate swap agreements, other interest rate
hedging agreements and forward purchase agreements that may be entered into by
certain local governmental entities. State statutes require that if such a
Governmental Entity intends to enter into such an agreement and submits such a
request, the Comptroller is required to determine whether the proposed agreement
complies with the Guidelines and to report thereon to the Governmental Entity. A
Governmental Entity must request the report of the Comptroller prior to the
adoption by the Governing Body of a resolution authorizing such agreements. The
Guidelines are set forth below.

The Guidelines do not govern contracts or other investment agreements based on
statutes other than the Forward Purchase Authorizing Statutes or the Interest Rate
Authorizing Statutes, whether or not they relate to the Governmental Entity’s
debt. Even the simplest Interest Rate Agreement is a highly complex financial
instrument that requires a high level of financial sophistication and the ability to
maintain that level of sophistication for the duration of any derivative instrument.
It is the responsibility of the Governmental Entity and its officials to insure they
possess the skill and knowledge to execute and maintain an Interest Rate
Agreement over its entire life.

The Guidelines do not relate to the appropriateness of the transaction or the
legal authority of the Governmental Entity to enter into the Interest Rate or
Forward Purchase Agreement. It is the Governmental Entity’s responsibility
to determine the appropriateness of the transactions and the legal authority
to enter into the Agreement. The decision to enter into the Agreement is
strictly the decision of the Governmental Entity’s CEO and Governing Body.

DEFINITIONS

“Accountant” shall mean a professional staff member of the Governmental Entity
possessing at least a bachelor’s degree or higher in accounting or other bachelor’s
degree or higher licensed as a Tennessee CPA. This person shall be able to
prepare independently US Governmental Generally Accepted Accounting
Principles compliant financial statements with complete debt and derivative
disclosures.
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"Authorizing Statutes" shall mean the Forward Purchase Authorizing Statutes and
Interest Rate Authorizing Statutes, a list of which is attached as Attachment C.

"Chief Executive Officer” or "CEQO" shall mean the chief elected official of the
Governmental Entity, or if there is no such elected official, the chairman or
presiding officer of the Governing Body of the Governmental Entity.

"Chief Financial Officer" or "CFO" shall mean the Finance Director or other
comparable official of the Governmental Entity overseeing the Governmental
Entity’s financial management specified by either law or charter or by direction of
the CEO or Governing Body, who shall either (1) hold certification as a CMFO,
or CGFM, or CPFO, or be a CPA with five (5) years of governmental accounting
experience with three (3) years in Tennessee; or (2) hold a masters in business
administration or a juris doctorate with five (5) years of public finance
experience. This person shall be able to understand US Governmental Generally
Accepted Accounting Principles compliant financial statements. This person shall
be able to understand the monitoring process and provide the Governing Body
with guidance concerning an Interest Rate Agreement transaction from the
entrance decision, execution, monitoring, and termination decision to the impact
on the Governmental Entity’s financial condition and position.

"Comptroller” shall mean either the Comptroller, the Office of the Comptroller of
the Treasury of the State of Tennessee, or the Comptroller's designee, as
appropriate for the context.

"Counterparty" shall mean the party to an Interest Rate Agreement other than the
Governmental Entity.

“Debt management report” shall mean a written debt management report of the
Governmental Entity as of the end of the fiscal year including, but not limited to,
the following:

1. A listing of each outstanding obligation by type and disclosing amount
initially authorized, combined interest rate for fixed rate debt, actual basis
for variable rate debt, principal and interest payment for the coming
budget year, outstanding principal amount at the beginning and end of
budget year, and fund of payment;

2. Total amount of debt of the Governmental Entity by fund, by type, and by
security;

3. Total amount of variable rate debt of the Governmental Entity with
percent of variable rate debt by fund, by type, by security, and by total
outstanding debt;

4. Analysis of the effect of rising interest rates on variable rate debt of the
Governmental Entity including impact on financial condition and position;

5. Analysis of risk in maintaining variable rate debt on financial condition
and position;
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Analysis of debt portfolio principal and interest payments on next five
years projected budgets; and

Governmental Entity’s documentation of its compliance with its debt
policy including all disclosure requirements for the prior fiscal year.

“Derivative management report” shall mean a written report of the Governmental
Entity as of the end of the fiscal year that includes, but is not limited to, all of the

followi
1.

2.
3.
4.

5.
“ba

ng:

Analysis of the impact of outstanding Interest Rate Agreements on the
prior year’s financial condition and position of the Governmental Entity;
Analysis of the impact of outstanding Interest Rate Agreements payments
on the coming budget year with stress testing for risks associated with the
Interest Rate Agreements and changes in market conditions;

Analysis of the impact of basis risk on transaction;

Analysis of early termination, involuntary termination, default, and cost
considerations associated with outstanding Interest Rate Agreements;
Analysis of hedge effectiveness [Comment: “Hedge effectiveness” and

sis risk”, mentioned in item 3 above, are very closely related concepts. Both

ordinarily apply to risk analysis of synthetic fixed rate debt, where the critical

issue is the correlation between the floating rate paid on the underlying debt and

the

floating rate received on the swap that is being used to hedge the underlying

debt. We would suggest combining these two items (3 and 5) to avoid confusion

among users as to whether or not you are looking for two different things.];

6.

Summary of monitoring for all outstanding Interest Rate Agreements in
the prior year [This should be clarified. Are you looking for a statement as to

who is doing the monitoring and how it is being done, or are you looking for

specific results of the monitoring?];

Update on method and assumptions for determining market/termination
value and any other estimates or rates associate with Interest Rate
Agreements; and

Governmental Entity’s documentation of its compliance with its derivative
policy including all disclosure requirements for the prior fiscal year.

"Forward Purchase Agreement" shall mean an agreement providing for the
purchase of bonds or other obligations of a Governmental Entity that provides for
delivery of such bonds or other obligations on a date greater than ninety (90) days

from th

e date of execution of such agreement.

"Forward Purchase Authorizing Statutes™ shall mean the Tennessee legislative
acts and statutes authorizing Forward Purchase Agreements in accordance with
State Funding Board Guidelines as identified from time to time by the Board and
attached as Attachment C.

"Governing Body" shall mean the legislative body of the Governmental Entity.

"Governmental Entity" shall mean any governmental entity authorized to enter

into an

Interest Rate Agreement or Forward Purchase Agreement pursuant to an

Authorizing Statute. In the case of a conduit financing, "Governmental Entity"
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shall include both the conduit issuer and the borrower.

“Independent Swap Advisor” shall mean an entity that only provides advisory
services with proven experience in the area of derivative transactions for issuers
of debt. An Independent Swap Advisor’s fiduciary duty in the transaction is
strictly to the Governmental Entity. In the case of a conduit financing, the conduit
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issuer, its staff, consultants and contractors shall not serve as the Independent
Swap Advisor to the borrower. [This should be changed or clarified to allow the
borrower to have use an Independent Swap Advisor on an on-going basis, and that
this firm would not be disqualified because they might be viewed as serving as a
“consultant” or “contractor” to the borrower.] The Independent Swap Advisor
must disclose all relationships to any participant in the transaction.
Additionally, the Independent Swap Advisor must disclose due to its advisory
services any investigations it may

be a target of, charges brought, convictions or guilty pleas of any key staff, or any
other actions brought against it.

“Independent Swap Counsel” shall mean an entity who has legal experience in the
area of derivative transactions and whose fiduciary duty in this transaction is
strictly to the Governmental Entity. In the case of a conduit financing, the conduit
issuer, its staff, consultants and contractors shall not serve as the Independent
Swap Counsel to the borrower. Independent Swap Counsel must disclose all
relationships to any participant in the transaction. Additionally, Independent
Swap Counsel due to its services must disclose any investigations it may be a
target of, charges brought, convictions or guilty pleas of any key staff, or any
other actions brought against it.

"Interest Rate Agreement” shall mean an interest rate swap or exchange
agreement, an agreement establishing an interest rate floor or ceiling or both and
any other interest rate hedging agreement, including options to enter into or
cancel such agreements, as well as the reversal or extension thereof.

"Interest Rate Authorizing Statutes" shall mean Tennessee legislative acts and
statutes authorizing Interest Rate Agreements in accordance with State Funding
Board Guidelines as identified from time to time by the Board and attached as
Attachment C.

“Monitor” shall mean a professional staff member possessing at least a bachelor’s
degree or higher in economics, finance, public administration with a concentration
in financial management, or accounting being either a Chartered Financial
Analyst (CFA), GARP Financial Risk Manager (FRM), PRIMA Professional Risk
Manager (PRM™), CGFM, CPA, or CPFO._ [Do these certificate requirements
apply to all “monitors” or does this enumerated list just modify the term
“accounting”? It is probably too strict to require that every governmental entity
have a professional staff member with one of the certificates. Clearly, the easiest
one to find will be a person with a CPA.] This staff member shall be able to
understand or to prepare and interpret derivative and variable-rate debt monitoring
reports and communicate the impact of changes in the derivative or underlying
debt on the Governmental Entity’s financial condition and operations. This staff
member shall be able to prepare US Governmental Generally Accepted
Accounting Principles debt and derivatives disclosures.

PROCEDURE FOR SUBMISSION AND COMPLIANCE REPORTING
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A. Form of Submission.

Any request for a report of compliance with these Guidelines for Interest Rate
Agreements or Forward Purchase Agreements shall include such information as
is required in these Guidelines and shall be submitted and signed by the Chief
Executive Officer (CEO) of the requesting Governmental Entity. For purposes of
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either an Interest Rate Agreement or a Forward Purchase Agreement, if a conduit
borrowing is involved, both the conduit issuer and the borrower(s) shall
separately prepare and submit requests for reports of compliance and separately
shall meet all requirements of these Guidelines.[This places a significant
burden on the conduit issuer, who is often in passive role in a financing, and may
have only minimal staff. In most cases, the conduit issuer isn’t even a party to a
swap contract. One approach to lessen the burden might be to allow the conduit
issuer to piggyback on the borrowers analysis, by merely requiring them to
review it for reasonableness, rather than having them do a separate report.] Only
an independent financial advisor, Independent Swap Advisor, or Independent
Swap Counsel may assist the Governmental Entity and its staff in preparing a
request, but only the CEO, and no other person or entity, shall submit a request
by mail or in any other manner. A request submitted by other than the Chief
Executive Officer will not be deemed to have been properly submitted, and the
Comptroller shall immediately return the request with an explanation of the
proper procedure.

The CEO, the Chief Financial Officer (CFO), the chair of the Governing Body,
and the chairs of the finance committee and the audit committee shall review all
requests prior to submission to the Comptroller. If the CEO is the chair of the
Governing Body, the Governing Body shall appoint another member to review the
submission. If there is no finance committee, the Governing Body shall appoint
another member to perform a review. If the Governmental Entity has a Municipal
or County Manager or Administrator, this employee shall also review the request.
The documented reviews, including the reviewers comments, shall be included as
part of the request.

The request must supply the information required by the appropriate attached
Appendix as specified by these Guidelines, as well as any other information
reasonably requested by the Comptroller. The request shall contain the actual
signature of the CEO. All communications concerning the request shall be
between the Comptroller and the CEO or CFO, if so designated by CEO. A
meeting scheduled to approve an Interest Rate or Forward Purchase Agreement
by the Governmental Entity cannot be held during the 15-day review period. If
the Comptroller is informed a meeting has been scheduled to be held during the
review period, the request shall not be deemed to have been received and shall be
returned to the Governmental Entity. [For certain actions that are highly market
sensitive or are necessitated by critical events — for example, a severe credit event,
such as a bankruptcy filing or a ratings-based termination event — there should be
a provision allowing for emergency action without a 15-day delay. Expedited
action should also be allowed for transactions that are deemed highly interest rate
sensitive, such as optional early terminations.]

B. Acknowledgment by Comptroller.

The Comptroller will record the request on the date received and will issue a timely
acknowledgment only to the Chief Executive Officer who submitted the request,
indicating the date the request was received and referring to the 15-day period
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statutory review period. If the request is deemed incomplete after
acknowledgement or at time of receipt, the request will not be deemed to have
been received and the Comptroller shall inform the Chief Executive Officer that
the request was incomplete and identify the item(s) not included. The 15-day
statutory review period shall not begin until a complete request is submitted.

C. Identification of Authorizing Statute.

In its request, the Governmental Entity shall identify the Forward Purchase
Authorizing Statute or Interest Rate Authorizing Statute under which the request
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is being submitted and identify the specific type of Forward Purchase Agreement
or Interest Rate Agreement for which the request is being submitted.

Conditions for Entering into an Interest Rate or Forward Purchase

Agreement.

1. Qualifying Debt Structure:

a. Qualifying debt shall be structured with at least level debt
service. Debt that is determined to be “back loaded” shall not
qualify to enter into an interest rate agreement._[I would add an
exception here, as follows: “unless the existing debt is already
“back loaded”. In other words, a swap should not be
disqualified from use in conjunction with prior debt that is back
loaded. It should be disallowed, however, as part of a new
structure that is back loaded.]

b. Qualifying debt may have an initial construction period of
no more than three years matching actual construction time,
unless actual construction time can be shown to be demonstrably

longer. [This exception would apply only in cases of highly
complex projects, like solid waste plants and other technologies
that we may not be able to foresee currently, where
architecture/engineering/construction take longer.]

c. Principal payments shall match anticipated available
liquidity during the Governmental Entity’s fiscal year.

2. The Governmental Entity’s financial statements:

a. The financial statements for the term of the Agreement shall
be prepared in compliance with US Governmental Generally
Accepted Accounting Principles with an unqualified auditor’s
opinion. Financial statements for the two fiscal years prior to
the request to enter into an Interest Rate Agreement shall have
been prepared in compliance with US Governmental Generally
Accepted Accounting Principles with an unqualified auditor’s
opinion.

b. If the Accountant does not independently prepare the
Governmental Entity's financial statements, the Governmental
Entity shall have them prepared by a public accountant not its
auditor.

c. A Governmental Entity that uses a public accountant to
prepare it financial statements shall explain why the
Accountant did not prepare the financial statements.

3. The Governmental Entity's required minimum number of full-
time staff: [My sense is that there are many entities, even some
sophisticated ones, that don’t have both of these. | don’t know

Tennessee well enough to know if this could be a problem.]

a. Accountant; and
b. CFO.
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4. The Governing Body having an audit committee.

5. Debt Management and Derivative Policies:
a. The Government Entity by action of its Governing Body
shall have adopted appropriate written enforceable debt and
derivative management policies meeting the standard of the
model finance transaction management policies developed by
the State Funding Board under the authority of Tenn. Code
Ann. Section 9-21-151.

10
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b. Copies of these policies must be included with a request for
a letter of compliance. The Governmental Entity shall include
a statement describing how the proposed transaction complies
with such policies.

E. Report by Comptroller.

After reviewing the request, the Comptroller shall issue a report, referencing the
Forward Purchase Authorizing Statute or Interest Rate Authorizing Statute,
stating that the request by the Governmental Entity either substantially complies
with these Guidelines or substantially does not comply with these Guidelines. The
report stating that a request substantially complies with these Guidelines and the
request submitted must be presented to the Governing Body at the time of
adoption of the resolution authorizing such Agreement and be included in the
record of the meeting.

Any report of the Comptroller relates only to substantial compliance with the
Guidelines at the time of the request and does not relate to the
appropriateness of the transaction or the legal authority of the Governmental
Entity to enter into the Agreement.

If the request does not comply with these Guidelines, the report shall identify the
areas of non-compliance. A new request with any areas of non-compliance
corrected by the Governmental Entity may be submitted and a new 15-day period
for the Comptroller to review the request shall commence on the date of receipt of
the complete request.

F. Appeals Process.

If the report of the Comptroller states that the request does not comply with these
Guidelines, then the Governmental Entity may file a written request for appeal to
the Assistant Secretary of the State Funding Board in the Division of Bond
Finance, Office of the Comptroller of the Treasury. Such request shall specify in
detail the basis on which the Governmental Entity believes a report of compliance
is justified. A meeting of the State Funding Board shall be held to consider the
written appeal request within 30-days of receipt of the appeal request, or as soon
thereafter as a quorum can be achieved.

G. Reporting.

1. Execution — Upon entering into an Interest Rate Agreement, the
Governmental Entity shall report the derivative in accordance with the
requirements of Tenn. Code Ann. Section 9-21-151 to the State Director
of Local Finance no later than 45-days after the execution of the
Agreement. The Governmental Entity shall file with the Director a copy of
the interest rate (ISDA) master agreement with the Interest Rate
Agreement memo identifying the transaction and the reasons for executing

11
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it. The Governmental Entity shall maintain a permanent copy of this
report containing the memo and Agreement. If an Interest Rate
Agreement is used to create synthetic fixed rate debt, the Government
Entity shall be required to provide the average coupon rate_or other
appropriate interest rate comparison it would have paid on a fixed-rate
bond issue on the day the Interest Rate Agreement was entered.
[“Average coupon rate” may not provide an appropriate comparison.]

2. Option - The Governmental Entity shall make a report no later than
15-days after the exercise of an option to the State Director of Local
Finance. This report will detail the reasons for executing the option, the
details of the transaction including any costs related to exercise and the
impact on its financial position and operations.

3. Material Events- Upon the occurrence of any of the following as they
relate to the Agreement or the identified indebtedness, the Governmental
Entity shall within five (5) business days report to the State Director of
Local Finance and to the local Governing Body:

a. Vacancy or change in the position or role of monitor;

b. Downgrade in the rating of any party to the Agreement or

transaction;

c. Default in the performance of any party to the Agreement

or the transaction, including non-payment related defaults;

d. Principal and interest payment delinquencies_[these are

defaults, and are captured in item c above];

e. Unscheduled draws on debt service reserves reflecting

financial difficulties;

f. Unscheduled draws on credit enhancements reflecting

financial difficulties;

g. Substitution of credit or liquidity providers, or their failure

to perform;

h. Adverse tax opinions or events affecting the tax-exempt

status of the security;

i. Modifications to rights of securities holders;

j. Bond calls;

k. Defeasances;

I. Release, substitution, or sale of property securing

repayment of the securities; and

m. Failure to provide annual financial information as required

by these Guidelines, transaction documents, or by law.

4. Quarterly — The Governmental Entity shall submit monthly to the
local Governing Body a report documenting its monitoring activities,
which report is to be presented at the next meeting of the Governing Body
and included the minutes of the meeting. The report shall include any
material events affecting the underlying debt or any parties to the

12
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transaction, as well as a status update regarding replacement of any
parties. Such reports shall be submitted to the State Director of Local
Finance on a quarterly basis.

5. Annually — The Governmental Entity shall submit annually to the local
Governing Body and to the State Director of Local Finance:
a. Debt and Derivative Management Reports as defined in
these Guidelines, by January 15 of each year;
b. Annual Operating and Capital Budget in the manner of
Tenn. Code Ann. Section 9-21-403 by August 31 of each year;
and
c. Audited Annual Financial Statements by January 15 of
each year.

6. Termination - If the Governmental Entity terminates an Interest Rate
Agreement or Forward Purchase Agreement, the Governmental Entity
jointly with its Independent Swap Advisor shall submit within 15-days a
report to the Comptroller identifying the business purpose for such
termination, any payments made or received by any parties to the
Agreement, any other costs, and the impact on its financial position and
operations. The report must include the methods and underlying
assumptions, data used in the actual calculation of the amount of such
payments made or received by any parties to the Agreement, and a
summary analysis of the transaction and its effectiveness.

All such reports (except for the Termination Report) shall be submitted only by
the Governmental Entity’s CEO, with preparation assistance from the CFO and
staff, Independent Financial or Swap Advisor or Independent Swap Counsel.

The Comptroller may provide additional guidance concerning reporting beyond
these Guidelines. The Comptroller may alter these reporting requirements to meet
oversight needs and market conditions, including but not limited to addition
reports and timing of reports. Such alterations shall be posted on the State
Funding Board or Comptroller’s website. The Governmental Entity shall be
responsible for periodically viewing the website for updates on requirements.

H. Failure to Meet Guidelines.

Any Governmental Entity failing to meet the requirements of the Guidelines, including
the reporting requirements of Paragraph G above, shall be placed on a list of
Governmental Entities in noncompliance. Those Governmental Entities on the list shall
be ineligible to request Letters of Compliance or to enter into any additional Interest Rate
or Forward Purchase Agreements, including those for which they have previously
received a positive report of compliance but have not yet executed the Agreement. The
Governmental Entity may present to the State Funding Board a plan of how it will insure

13
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future compliance with the Guidelines, and the State Funding Board may remove the
Governmental Entity from the list of noncompliance.

IV.  GUIDELINES SPECIFIC TO INTEREST RATE AGREEMENTS

A. Conditions to Entering into an Interest Rate Agreement

1. Size: Outstanding or to be issued debt with a principal amount of at
least $50,000,000 at the time of execution of the initial Interest Rate
Agreement. [We recommend reducing this amount to $25,000,000, and
including a provision allowing amendments or follow-on transactions
related to prior transactions without restriction as to minimum size.]

2. Type:
a. Variable-rate with the method for determining the variable
interest rate and the proposed or actual continuing and one-time
costs disclosed.
b. Fixed-rate debt with proposed or actual continuing and one-
time costs fully disclosed.

3. Governmental Entity Staffing:
a. The Governmental Entity shall be required, in addition to the
Accountant and the CFO, to have a Monitor. [We are concerned this

could have unintended negative results. The Accountant and/or CFO

may be best suited to serve as Monitor. Requiring that a different
staffer should fill this role may result in a less qualified person
filling this important responsibility. It could also add to
administrative cost.]
1.) An Independent Swap Advisor not involved with the
proposed Interest Rate Agreement shall determine if the
monitor has a basic knowledge of derivatives and risks and
can explain the proposed Interest Rate Agreement detailing
the risks and potential impact on the Governmental Entity's
financial position and condition. This determination shall
be documented and shall be included with the Application.
2.) An Independent Swap Advisor shall work with the
Monitor in planning, designing and execution of the
Interest Rate Agreement.
b. Independent Swap Counsel with a fiduciary duty only to the
Governmental Entity shall be involved in designing and executing
the Governmental Entity’s Interest Rate Agreement.

4. Permitted business purposes:
a. With Respect To Outstanding Debt:
1.) Variable-rate debt:
a.) Hedge against increases in the variable-rate paid
by the Governmental Entity using an Interest Rate

Agreement or using an interest rate cap or collar.
14
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[Not necessary to include cap or collar. They are
included in the definition of Interest Rate
Agreement.]
b.) Objective is to refund at the lowest possible
fixed-rate using Interest Rate Agreements er—eaps
and—colars—with a decrease of at least 100 basis
points between the actual fixed-rate and the
synthetic rates without incurring refunding costs.
[100 basis points is too high by any historic
standard. In the current market, because of the
financial crisis, it is possible to save this much, but
in almost all other markets, this is not an attainable
standard. Most other policies around the country
look instead at an NPV savings level as a percentage
of par of the bonds. Typically, a swap must save
two to three percent more than could be saved using
a_conventional fixed rate bond refunding — i.e. if the
standard for allowing a conventional refunding is
3% savings, than a swap-based refunding must
provide 5% savings.]

15
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c.) Calculations shall include the fees associated
with variable rate debt as part of the variable rate
debt interest cost. [You should also include a
calculation to reflect the difference between callable
conventional bonds and non-callable swaps, if this
comparison is relevant. In some cases, it is not
relevant, as the bonds may not have a useable call, if,

for example, they have used up all of their allowable

refundings.]
2.) Fixed-Rate Debt: Create synthetic variable-rate debt
using an interest agreement that produces a decrease in
interest rate payments of at least 200 basis points_[How
do you propose measuring the savings here? Is this intended
to be 200 bps savings compared to conventional variable-
rate_debt, or compared to fixed rate debt? The former is
impossible; the latter is probably deceptive because it
compares the a snapshot view of variable rates with a long-
term view of fixed rates. We would suggest doing away
with this comparison and substituting instead a standard
that says that swap should “produce a savings of at least 25
basis points when compared with all-in cost of conventional
floating rate debt, taking in account all costs including
remarketing and liquidity/letter of credit costs.] without
paying any refunding costs and has underlying short-term
investments that will match the prineiple—principal
amount of the debt to allow asset liability management.
The returns on the short-term investments are meant to pay
the variable-rate payment. [Are Tennessee municipal
governments permitted to use conventional floating rate
debt without showing that there are offsetting floating rate
assets? If so, there shouldn’t be a prohibition on using
swaps to obtain the same result, if they can do so more
efficiently and/or with lower risk. This is one of the unusual
places where a swap-based execution can actually be less
risky than a conventional execution. Conventional floating
rate_bonds (i.e. VRDB’s) are puttable by the investor
(typically weekly) and require a bank facility (liquidity or
letter of credit, depending on the rating of the governmental
unit). Thus, the issuer is exposed to both put risk and to
bank facility rollover risk. The latter risk exists because
bank facilities almost always have terms that are shorter
than the final maturity of the VRDB’s (the bonds run for 20
or 30 years, while the bank facilities run for 1 to 7 years).
The current market has illustrated this risk in stark terms,
with bank facilities showing drastic _increases in _cost and
simply being unavailable. With synthetic floating rate
structures — i.e. issue fixed rate bonds, swap to floating —
the issuer gets rid of these risks altogether, but picks up

16
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counterparty credit risk. If the documents provide good
protections against counterparty credit risk - i.e.
collateralization on downgrade and termination events on
further downgrade, as most good swap docs do — then the
risk trade-off is very much in the issuer’s favor here. We
recommend strongly that the policy not provide an
impediment to using swaps to create floating rate exposure,
as long as the issuer does a thorough determination of the
risks and rewards.]
b. With Respect To New Issue Debt:
1.) Variable-rate debt:
a.) Objective is to borrow at the lowest possible
fixed-rate using Interest Rate Agreements or caps
and collars with a decrease of at least 100 basis
points between the actual fixed-rate and the
synthetic rates. [see comments above]
b.) Calculations shall include the fees associated
with variable rate debt as part of the variable rate
debt interest cost.
2.) Fixed-Rate Debt: Create synthetic variable-rate debt
using an interest agreement that produces a decrease in
interest rate payment of at least 200 basis points without
paying any additional variable-rate fees and any continuing
fee being significantly less than those for variable-rate debt
and has underlying short-term investments that will match
the principle amount of the debt to allow asset liability
management. The returns on the short-term investments
pay the variable-rate payment. [see comments above]

5. General Interest Rate Agreement Requirements
a. No Interest Rate Agreement shall be entered into unless such
agreement relates to a specific identifiable indebtedness of the
Governmental Entity either (i) that is outstanding or (ii) that
witis reasonably expected to
be incurred or authorized contemporaneously with either the
execution or effective date of the Interest Rate Agreement-and-the
Agreement is contingent on the issuance of such debt. In the event
that the debt is not issued as anticipated, the issuer shall terminate
the Interest Rate Agreement within a reasonable time period after
the decision not to issue the debt is made.
b. The Interest Rate Agreement
shol oo Blonemore-an e
{5} yearsand-shall not extend beyond the life of the indebtedness._
[The hedge should not be limited to five years. No policy anywhere
in the U.S. does this. This would expose the issuer to significant risk,

if a hedge expires well prior to the life of the hedged debt. We
recommend strongly that the limitation on maturity be tied solely to
the life of the indebtedness.]

c. The notional amount of the Interest Rate Agreement must
reflect the amortization of principal of the related indebtedness._

17
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While the notional amount of the Interest Rate Agreement may be
less than the amount of related indebtedness, in no case shall it
exceed the amount of related indebtedness in any year of the
amortization. [This is important for clarification. It prohibits an issuer
from overhedging — i.e. from speculating — but does not prohibit
underhedqing if that provides the best mix of risk and reward.]

d. The termination or market value of any interest rate agreement
entered into with the specified identifiable debt from a request for
compliance shall be $0.00 on the date the interest rate agreement is
entered, after taking into account normal costs of execution. [Note:
Hedges only have a zero value upon initial execution in theoretical
textbooks. There is always a cost of entering into a hedge that
makes the true market value at execution slightly negative,
reflective of the normal bid-offered spread in the market. Note 2:
This provision explicitly forbids any upfront payments being made
by the swap provider to the issuer. Many swaps have historically
included upfront payments to allow the issuer to monetize all of
part of the savings of the swap. There is a significant policy debate
on this issue that we could discuss, if desired.]

18



Rev’d Effective _/_/09

e. Basis risk between actual variable-rate and counter-party’s
payment rate shall be documentable and verifiable. [This probably
should be clarified. The amount of basis risk can only be “verified”
as time move forward, because it is based on actual market
experience, not on theoretical projections. This is the case because
basis risk is based on floating rates, which are affected by actual
market conditions as they arise, and are thus inherently unable to be
predicted with precision. (If they could be predicted with precision,
they wouldn’t be a “risk”.) We would recommend this provision be
clarified by rewording it to say: “Basis Risk between the actual
variable rate paid on the related indebtedness and the floating rate
received from the counterparty on the swap shall be tracked based
on actual experience, and documented in comparison to expectations
at the time the swap was entered into.”

f. The formula used for the payments in a synthetic fixed-rate
Interest Rate Agreement can be changed by filing a new request
for a report of compliance on the transaction and receiving a
positive report of compliance then filing a new Tenn. Code Ann.
Section 9-21-151 derivative disclosure.

g. Only one Interest Rate Agreement can be outstanding at a time
for a specific identifiable indebtedness, unless a subsequent
Agreement is entered into for the purpose of amending or reducing
the risk of the original Agreement. [This clarification is necessary, as

frequently amendments need to be achieved with a separate
agreement, rather than an actual amendment of the original swap
documentation. The financial crisis has provided many illustrations
where the original firm is unable or unwilling to amend, and instead
an amendatory agreement must be entered into with a third party.]
h. No Interest Rate Agreement shall be for purelyspeculative

reasons, e.g. to generate tradlnq proflts e e

Other—speculative—reasons—exist._[These examples are all very

problematic, and we recommend deleting them. Here are some
reasons why: Basis swaps are often used to reduce risk, such as
when an issuer with a percentage-of-LIBOR swap uses a basis
swap to convert to a SIFMA-based swap. Fixed-to-variable swaps
can be significantly less risky ways to create variable exposure
than actual variable rate debt, with its inherent risks to an issuer’s
liquidity because the debt is puttable and to the volatility of the
bank market because of the need for bank facilities. Swaptions can
allow the issuer to lower the issuer’s risk by giving it the option to
terminate a swap early, or enter into it in the future at a date of its

choosing.]
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B. Supporting Analysis.

A Governmental Entity shall submit an analysis and description of how the
Interest Rate Agreement is intended to accomplish its business purpose taking
into account the various risks posed by the interest rate agreement and underlying
debt. The analysis must support that the potential benefits of the Interest Rate
Agreement do the-outweigh risks; if not, the request shall not be considered to
meet the Guidelines. For a proposed debt issue this analysis shall include a
comparison of all alternatives considered by the Governmental Entity and the
reasons for the alternative chosen. This analysis shall also include stress testing
of the Interest Rate Agreement based on changes in market condition and the risks
to support the Governmental is aware of the various risk impact on the
Governmental Entity’s financial position and condition. The Governmental
Entity shall include the impact of its risk management plan on mitigating risks
and cost of the plan. The Governmental Entity must produce this analysis
themselves; but, an Independent Swap Advisor and Swap Counsel may be used in
performing the analysis. The Governmental Entity shall have the analysis
reviewed by an Independent Swap Advisor (which is not serving as the
Independent Swap Advisor on the transaction for the Governmental Entity) as to
the reasonableness of its methodology, assumptions, and conclusions. This
independent review shall also report on any risks not reported in the
Governmental Entity’s analysis and any difference on the conclusion concerning
the impact of the Interest Rate Agreement on the Governmental Entity’s financial
condition and position.
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C. Procurement of Interest Rate Agreements.

Governmental Entities may enter into an Interest Rate Agreement through
negotiation with a Counterparty or through a competitive bidding process, as
provided by law.

D. Form of Documentation.

To document any Interest Rate Agreement, a Governmental Entity shall utilize the
standard documentation prepared by the International Swaps and Derivatives
Association, Inc. ("ISDA"), such as the Master Agreement, Schedule and
Confirmation, with such modifications and supplements as the Governmental
Entity deems necessary to accomplish the purposes of the Interest Rate
Agreement and as approved by the Comptroller.

E. Risks Associated with Interest Rate Agreements.

Any Governmental Entity proposing to enter into an Interest Rate Agreement
shall be responsible for understanding the risks associated with entering into such
an Agreement. The Governmental Entity shall identify those risks associated with
a proposed Interest Rate Agreement by listing and describing the risks impact in
the analysis required to support the accomplishment of the Governmental Entity’s
business purpose.

F. Standards for Counterparty Selection and Security for Financial Interest.

Except as provided in the next sentence, any Counterparty to an Interest Rate
Agreement shall be required to have either a counterparty, a long-term debt, or a
claims paying rating at the time the Interest Rate Agreement is entered into of not
less than an—AA/P-1"double-A category from a nationally recognized ratings
service. In the event a proposed Counterparty does not have or fails to
maintain either a counterparty, a long-term debt, or a claims paying rating
equal to or higher than
ar—AA/P-1"the double-A category, the Counterparty to the Interest Rate
Agreement shall be required to collateralize the termination value of the Interest
Rate Agreement with eligible collateral [We recommend that collateralization should
not be allowed as a substitute for a satisfactory credit rating at the point of inception.
Rather, collateral should be required if the counterparty loses its double-A category
ratings. Collateral is never perfect, and can be legally flawed or can be significantly
insufficient if market movements are large between collateral calculations. In no
case, should collateral be allowed to cure any rating downgrade. We recommend that
issuers be required to use only counterparties with at least one double-A category
rating, that collateral be required if they fall below double-A (with “thresholds”
allowed for high single-A ratings declining to a zero threshold if they fall below the
single-A category), and with a “hard” or incurable termination event if they fall
below the single-A category.] or shall provide a guaranty, surety, or other credit
enhancement for its obligations under the Interest Rate Agreement from a
guarantor, surety or other credit enhancement provider with a long-term debt or
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claims paying rating
equal to or higher than an “AAA/P-1" category. [Can’t tell if this is a typo. Are you

intending that the quarantee must be triple-A category. We recommend best
practice is to spell out the rating (i.e. “triple-A”) to avoid mistakes, and to make it
clear that it applies to S&P and Fitch (who both use AAA) and Moody’s (who uses

Aaa).]

Eligible collateral shall mean direct obligations of the United States or any agency
thereof. At all times the eligible collateral shall have a market value (as evidenced
by weekly [Weekly is insufficient. Large market swings that take place over a
week can make collateral close to meaningless. We recommend daily valuations.]
valuations required by Section IV-H) at least equal to 102% of the
termination value of the Interest Rate Agreement. If collateral is required, the
Governing Body shall designate a custodian bank independent of the
Counterparty to hold such collateral on behalf of the Governmental Entity.
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The custodian bank shall be selected from one of the institutions designated by
the State Treasurer of Tennessee as a Trustee Custodian pursuant to Tenn. Code
Ann. Section 9-4-108. The Governing Body shall execute a written custodial
agreement with the custodian bank to provide for the custody of collateral
required from a Counterparty. The custodial agreement shall make specific
reference to the applicable Interest Rate Agreement and shall identify the type of
collateral that the custodian bank may accept on behalf of the Governmental
Entity. The custodial agreement shall also provide that (1) the bank will compare
the collateral delivered by the Counterparty to that which has been identified by
the Governmental Entity and will accept only such collateral which has been so
identified, (2) the bank will certify to the Governmental Entity that such collateral
is being held on behalf of the Governmental Entity, (3) the bank will assume
entire responsibility for any loss arising from the transfer or safekeeping of such
collateral during the period it is held by the bank pursuant to the custodial
agreement, except for any loss which may arise from any event determined to be
beyond the bank’s control, (4) the bank will furnish the Governmental Entity
written reports concerning any activity in the custodial account, and (5) no
collateral shall be removed from the account without the prior approval of the
Governmental Entity.

If the rating of the Guarantor or Surety is lowered below an “AAA/P-1" category
or is suspended after an Interest Rate Agreement is entered into, the Counterparty
shall be required to collateralize in the manner described above the termination
value of the Interest Rate Agreement or provide a substitute entity with a
counterparty, a long-term debt, or a claims paying rating equal to or higher than
an “AAA/P-1" category within five (5) business days of such downgrade or
suspension.

G. Credit Enhancement, Liguidity and Reserves.

The Guidelines do not require, except in those cases where the Counterparty is
required to provide collateral, guaranty, surety, or other credit enhancement to
secure the termination value of an Interest Rate Agreement, either the
Governmental Entity or the Counterparty to obtain credit enhancement or a
liquidity facility in connection with entering into an Interest Rate Agreement or to
maintain any reserves in connection with such agreement. The guarantor/surety
shall have and maintain a rating of not less than “AAA/P-1”. The Governmental
Entity shall include a plan to replace any guarantor/surety whose rating falls
below “AAA/P-1” with and without refunding of the specific identifiable
including the cost of terminating the debt with a refunding and costs of replacing
the guarantor/surety without a refunding.

If the Governmental Entity uses bond insurance in conjunction with the
underlying debt the insurer shall maintain a rating of not less than “AAA/P-1".
[There are currently no bond insurers that have all triple-A ratings.] The analysis
of the proposed transaction and derivative shall include the impact of the insurer
falling below “AAA/P-1".
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H. Financial Monitoring.

Unless the Counterparty has provided collateral to secure its obligations under an
Interest Rate Agreement as required by Section IV-F hereof, the Counterparty
shall agree to provide the Governmental Entity with at least monthly mark-to-
market calculations showing the current termination value of the Interest Rate
Agreement. If the Counterparty, Guarantor, or Surety has provided collateral to
secure its obligations under an Interest Rate Agreement as required by Section V-
F hereof, the Counterparty shall agree to provide at least weekhy—daily [see
comment above — values can move by more than 3 points in a day; weekly is too
infrequent] valuations of the collateral and the termination value of the
Interest Rate Agreement. The Governmental Entity shall establish an
independent process for monitoring and reviewing the valuations required by
these Guidelines. The Governmental Entity shall clearly describe the process
established and shall identify in its request both the Governmental Entity
employee designated as the Monitor and the Independent Swap Advisor
responsible for such process who shall submit monthly [monthly is unnecessary,
unless collateral is being posted; we recommend quarterly] reports to the
Governmental Entity’s Governing Body. With respect to every Interest Rate
Agreement, this process shall monitor the following:

1. Counterparty Credit Rating and financial condition;

2. Guarantor/Surety Credit Rating and financial condition;

3. Report of Collateral Valuation determined by the Independent Swap
Advisor;

4. Report of Market/Termination Value determined by the Independent
Swap Advisor;

5. Report of Hedge Effectiveness determined by an Independent Swap
Advisor [This only needs to be done annually, as per both GASB and
FASB guidelines.]; and

6. Impact on Governmental Entity’s financial condition and position.

. Application and Source of Payments.

If a Governmental Entity receives or makes a non-periodic payment in
connection with

entering into or performing under an Interest Rate Agreement relating to tax-
exempt debt, including any termination payment, the Governmental Entity shall
consult with nationally recognized bond counsel as to whether there are any
restrictions on the appheation—treatment or investment of such payment
or receipt (unless the Governmental Entity has been advised previously by
such counsel that no such restriction exists). A  Governmental Entity
required to make any payment, including a non-periodic payment, under an
Interest Rate Agreement, shall make such payment only from sources as are
identified in the Interest Rate Agreement and otherwise are legally available for
such payment.
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J. Skill and Knowledge Requirements.

Any Governmental Entity proposing to enter into an Interest Rate Agreement is
responsible for understanding the risks associated with entering into such an
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Agreement. The Governmental Entity’s CEO and Governing Body (through
a designated member of the Governing Body and a designated member of the
Audit Committee) are responsible for obtaining a basic understanding of any
Interest Rate Agreement and the underlying debt. The Governmental Entity
is responsible for maintaining staff able to properly understand, monitor,
and disclose Interest Rate Agreements as well as hiring the necessary
Independent Swap Advisors.

K. Information Sheet.

Each request by a Governmental Entity to enter into an Interest Rate Agreement
shall be accompanied by a completed information sheet in the form of Appendix
A attached hereto, and shall include such information as is necessary for the
Comptroller to make a determination of compliance pursuant to these Guidelines.

GUIDELINES SPECIFIC TO FORWARD PURCHASE AGREEMENTS

A. Conditions to Entering into Forward Purchase Agreements.

Any Governmental Entity is authorized to enter into a Forward Purchase
Agreement otherwise authorized by law provided such Forward Purchase
Agreement:

1. Is for fixed-rate debt (with proposed continuing and one-time costs
fully disclosed) with a principal amount of at least $25,000,000;
and

2. s entered into for the business purpose of reducing the reasonably
anticipated lower net cost of borrowing with respect to the debt.

B. Supporting Analysis.

Any request by a Governmental Entity to enter into a Forward Purchase
Agreement shall analyze and describe how the Forward Purchase Agreement is
intended to accomplish the business purpose account the various risks posed by
the interest rate agreement and underlying debt. The analysis must support that
the potential benefits of the Forward Purchase Agreement outweigh risks; if not,
the request shall not be considered to meet the Guidelines. For a proposed debt
issue this analysis shall include a comparison of all alternatives considered by the
Governmental Entity and the reasons for the alternative chosen. No Forward
Purchase Agreement shall be entered into unless such agreement relates to a
specific identifiable indebtedness that the Governmental Entity reasonably
anticipates will be issued under applicable law. The Governmental Entity must
produce this analysis themselves; but, an independent financial advisor and bond
counsel may be used in performing the analysis. The Governmental Entity shall
have the analysis reviewed by an independent financial advisor not serving as the
financial advisor for the Governmental Entity on the transaction as to the
reasonableness of its methodology, assumptions, and conclusions.  This
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independent review shall also report on any risks not reported in the
Governmental Entity’s analysis and any difference on the conclusion concerning
the impact of the Forward Purchase Agreement on the Governmental Entity’s
financial condition and position.

C. Procurement of Forward Purchase Agreements.

Governmental Entities may enter into a Forward Purchase Agreement through
negotiation or through a competitive bidding process, as provided by law.

D. Form of Documentation.

The Forward Purchase Agreement shall be in the form and content similar to a
standard bond purchase agreement and shall clearly define the rights and
obligations of each party to the Forward Purchase Agreement in the event of
failure to perform by either party. All material terms and conditions must be
contained within the Agreement and not within another document.

E. Risks Associated with Forward Purchase Agreements.

Any Governmental Entity that enters into a Forward Purchase Agreement shall be
responsible for understanding the risks associated with entering into such an
Agreement. The Governmental Entity shall also identify those risks associated
with any proposed Forward Purchase Agreement by listing and describing the
risks impact in the analysis required to support the accomplishment of the
Governmental Entity’s business purpose.

F. Standards for Selection.

Governmental Entities may enter into Forward Purchase Agreements with any
party that has a combined capital and surplus of not less than $25,000,000 at the
date of execution of the Forward Purchase Agreement. The Governmental Entity
will include in its request submitted to the Comptroller evidence indicating the
combined capital and surplus of such party. The Governmental Entity shall also
include a copy of the latest audited financial report of such party and any interim
financial reports considered necessary.

G. Application and Source of Payments.

If a Governmental Entity receives a non-periodic payment in connection with
entering into or performing under a Forward Purchase Agreement relating to tax-
exempt debt, including any termination payment, the Governmental Entity shall
consult with nationally recognized bond counsel as to whether there are any
restrictions on the application or investment of such payment (unless the
Governmental Entity has been advised previously by such counsel that no such
restriction exists). A Governmental Entity required to make any payment under a
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Forward Purchase Agreement, including non-periodic payments, shall make such
payment only from sources as are identified in the Forward Purchase Agreement
and otherwise are legally available for such payment.

H. Skill and Knowledge Requirements.

Any Governmental Entity proposing to enter into a Forward Purchase Agreement
is responsible for understanding the risks associated with entering into such an
Agreement. The Governmental Entity’s CEO and Governing Body, are
responsible for obtaining a basic understanding of any Forward Purchase
Agreement and the underlying debt. The Governmental Entity is responsible
for maintaining staff able to properly understand and execute Forward
Purchase Agreements as well as the subsequent debt issuance. The
Governmental Entity is responsible for hiring independent financial
advisor(s).

l. Information Sheet.

Each request by a Governmental Entity to enter into a Forward Purchase
Agreement shall be accompanied by a completed information sheet in the form of
Appendix B attached hereto and shall include such information as is necessary for
the Comptroller to make a determination of compliance pursuant to these
Guidelines.

History

Adopted September 27, 2000, effective October 15, 2000;
Amended July 30, 2002, effective August 1, 2002; and
Amended , 20009, effective , 2009.

Attachments

A- Interest Rate Agreement Information Sheet

B- Forward Purchase Agreement Information sheet
C- Authorizing Statutes
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