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Subject
Adopt (1) a Master Swap Resolution providing for the execution and delivery of interest rate swaps; (2) a Master

Swap Policy; and (3) authorize a swap program appropriation of $200,000 to pay the costs of issuance associated
with interest rate swaps through September 30, 2002 (Appropriation No. 15372)

Description

Background

Section 5922 of the California Government Code permits government agencies to utilize interest rate swaps to
reduce debt service costs and reduce the amount or duration of interest rate risk. Interest rate swaps are
agreements between two parties in which each party agrees to pay interest payments to the other. For example,
Metropolitan would agree to receive from a counterparty a fixed interest rate of 4.50 percent on a notional amount
of $100 million in exchange for paying a variable rate equal to the weekly Bond Market Association Municipal
Swap Index (see Figure 1). The notional amount is used as the basis for calculating the interest rate payments to
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be made by each party. Interest rate swaps can have terms anywhere from a few days to thirty years. Interest rate
swaps are effective tools for managing interest rate risk and helping to lower costs. The market for interest rate
swaps is large and growing. Many public agencies use these tools as part of bond refundings, in new money
transactions to lower interest costs, and to mitigate interest rate fluctuations and risk. Agencies that have utilized
swaps include Central Basin Municipal Water District, Jacksonville Electric Authority, the Southern California
Public Power Authority, Intermountain Power Agency, City of Anaheim, City of Oakland, Los Angeles County
and the New York Power Authority. Metropolitan has executed a swap with AIG for $108 million in conjunction
with a debt refunding in 1996, and recently completed a $224.8 million notional amount swap with UBS
PaineWebber Inc. and Bear Stearns Financial Products Inc. as part of a bond refunding transaction.

The value of interest rate swaps will vary as a result of changes in market conditions. Similar to Metropolitan’s
investment function, efficient execution of transactions will allow Metropolitan to take advantage of market
movement. As a result, the Subcommittee on Investments and Bond Financing has been working with staff to
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develop procedures to allow staff to take advantage of financial tools, such as interest rate swaps, to manage
Metropolitan’s interest rate exposure. This is consistent with the overall approach to managing Metropolitan’s
finances — focusing on asset and liability management to enhance value to the member agencies and ratepayers.

Swap Program

The Subcommittee on Investments and Bond Financing (“Subcommittee’) has been reviewing and analyzing the
benefits to Metropolitan of establishing an interest rate swap program. This program would be established to
allow Metropolitan to utilize swaps as part of the overall debt and investment management program. The
program would be monitored by the Audit, Budget and Finance Committee, and executed by the Chief Financial
Officer. In order to provide the necessary flexibility to execute swap transactions on a timely basis, it is
recommended that the Board approve a Master Swap Resolution, similar to the Master Bond Resolution, which
defines the authority for Metropolitan executing the transactions.

Master Swap Resolution

The Master Swap Resolution (Attachment 1) sets forth the conditions under which Metropolitan can enter into
swap transactions. The Master Swap Resolution provides for the approval of authorized swaps and related
agreements as well as for the security and payment of authorized swaps, including termination payments. The
Master Swap Resolution also provides the authority for the Chief Financial Officer to execute swaps up to

$50 million, sets requirements for reporting and establishes the oversight and approval authorities of the Board,
Ad Hoc Committee (comprised of the President and Chief Executive Officer, the Chairman of the Board, and the
Chairman of the Audit, Budget, and Finance Committee) and the Chief Financial Officer.

In accordance with Section 5922 of the Government Code of the State of California, Metropolitan’s Board is
required to make a finding and determine that an interest rate swap transaction will, among other things, lower
costs and reduce the amount or duration of interest rate risk to Metropolitan. Each swap transaction will contain
terms and conditions outlined in a standard form (the International Swap and Derivatives Association Master
Swap Agreement) and various supporting forms and agreements associated with each transaction. The Board, the
Ad Hoc Committee of the Board, or the Chief Financial Officer of Metropolitan will approve each swap
transaction, depending on the size and average life of the transaction. The parameters for execution and approval
are outlined in the Master Swap Policy (Attachment 2). All transactions greater than $50 million must be
approved by the Ad Hoc Committee, while transactions in excess of $200 million must be approved by the Board.
Every transaction will be reported to the Audit, Budget and Finance Committee and the Board at the meetings
immediately following the transaction.

Master Swap Policy

Similar to the annual adoption of Metropolitan’s Investment Policy, staff recommends that the Board adopt a
Master Swap Policy (Attachment 2) that defines the purpose of the swap program and the parameters under
which the program will operate. The swap policy describes conditions under which Metropolitan may enter into
an interest rate swap agreement. The swap policy includes the following terms and conditions:

e Transaction approval parameters

e Payment terms

e Term of swap agreement

e Security, including collateral requirements

e Counterparty exposure limitations

e Termination provisions

e Credit rating guidelines for counterparties

e Counterparty requirements and qualifications

e Reporting requirements — at least quarterly to Metropolitan’s Board
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Transaction Costs

It is estimated that an appropriation in the amount of $200,000 from Metropolitan’s General Fund will be required
to fund the costs of issuance associated with interest rate swap transaction(s) through September 30, 2002. Costs
associated with swap transactions may include legal fees, rating agency fees, typesetting, printing, mailing,
escrow agent fees, verification agent fees, financial advisory services, and other miscellaneous costs depending on
the type of swap transaction(s).

Subcommittee on Investments and Bond Financing

At the September 6, 2001 meeting of the Subcommittee on Investments and Bond Financing the Subcommittee
unanimously recommended that the Board adopt the Master Swap Resolution and the Master Swap Policy with
the following changes:

e Modify the swap approval process for swaps up to $50 million to require approvals by both the Chief
Financial Officer and the President and Chief Executive Officer in consultation with the General Counsel.

e Modify the annual swap reporting requirements to include the current authority for Metropolitan to enter into
interest rate swaps, swap transactions for the upcoming fiscal year, financial objectives to be achieved
utilizing interest rate swaps for such fiscal year, and swap approvals required in accordance with the swap
policy.

Policy

A Master Swap Resolution of Metropolitan’s Board of Directors is required to authorize the execution and
delivery of interest rate swaps and other related agreements. Board authority is required to expend funds
associated with interest rate swap transactions.

CEQA

The proposed action, i.e., the adoption of the resolution, is not defined as a project under the California
Environmental Quality Act (CEQA), because it involves continuing administrative activities (Section 15378(b)(2)
of the State CEQA Guidelines). In addition, the proposed action is not subject to CEQA because it involves
government fiscal activities, which do not involve any commitment to any specific project which may result in a
potentially significant physical impact on the environment (Section 15378(b)(4) of the State CEQA Guidelines).

The CEQA determination is: Determine that the proposed action is not subject to CEQA per Sections 15378(b)(2)
and 15378(b)(4) of the State CEQA Guidelines.

Board Options/Fiscal Impacts

Option #1
Adopt the CEQA determination and

a. adopt the form of Master Swap Resolution (Attachment 1) that incorporate the changes recommended
by the Subcommittee on Investments and Bond Financing in order to execute interest rate swaps in an
expeditious manner thereby taking advantage of swap market conditions to lower costs and reduce
interest rate risk to Metropolitan;

b. Approve the Master Swap Policy as detailed in Attachment 2 that incorporate the changes
recommended by the Subcommittee on Investments and Bond Financing which describes the conditions
under which Metropolitan may enter into an interest rate swap agreement; and

c. Approve General Fund Appropriation No. 15372 for expenses associated with the costs of issuance
associated with interest rate swap transaction(s) through September 30, 2002.

Fiscal Impact: Potential reduction in debt service costs. Estimated costs of issuance for interest rate swap
transactions of $200,000.

Option #2
Do not adopt the form of Master Swap Resolution, and do not approve the Master Swap Policy.
Fiscal Impact: Potential lost opportunities to reduce Metropolitan’s cost of debt.
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Option #1

Attachment 1 — Master Swap Resolution
Attachment 2 — Master Swap Policy
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