National Association

of Bond Lawyers

Fresidenr
WALTER ]. 3T. ONGE III

Botton, MA

Fresidens Elecr
CARDLL.LEW
Mewport Beach, CA

Secretary
WILLIAM A HOLEY
Atlanta, GA

Treasuner
J. FO3TER CLARK
Birmmgham, AL

Directors:

3COTT R LILIENTHAL
Wazhingtor, DC

EATHLEEN CRUM MCEINNEY
Greenwille, 5C

JOHN M. MCNALLY
Wazhingoe, DC

EDWIN G. O3WALD
Washingioe, DC

CHARLFE3F. 3HIMER
Rickmond VA

JOHN 0. 3WEND3IEID
Reno, NV

CYMTHIA M. WEED
Seartl, WA

Immediaie Past Fresidear
MONTY G. HUMELE
Dialbas, TX

Honoerary Direcior
FREDERICEK O. EIEL
Cieeizpad, OF

Director of
Govermmenial Affairs
ELIZABETH WAGNER
TWashingtor, TiC

Execuiire Dirscrar

st Monroe Street
L a0
Cliecago, IL 60808-4T15

Fhore

PHOINE 202-6582-1498
FAX 202-637-0217

www.nablorg

601 Thirteenth Street, N.W.
Suite 800 South
Washington, D.C. 20005

June 16, 2006

Ms. Susan Gaffney

Dhrector. Federal Liaison Center
Government Finance Officers Association
1301 Pennsylvania Avenue, N'W, Suite 309
Washington, D.C. 20004

Re: GFOA Denvatives Checklist

Dear Susan:

On behalf of the National Association of Bond Lawyers (" NABL™). 1
am enclosing NABL comments on the May 2006 draft Denivatives Checklist,
prepared by the Government Finance Officers Association (GFOA) Debt
Commuttee. A list of NABL Task Force members (Task Force) who
participated in the preparation of the enclosed recommendations 1s also
enclosed.

In an attempt to make the NABL comments as clear as possible, the
Task Force has taken the liberty to insert annotations into the GFOA
Dernvatives Checklist. Also, the Task Force has limited the scope to legal
comments rather than attempting to make recommendations for “best
practices” in this area.

In addition to the enclosed comments, the Task Force identified one
1ssue not addressed in the current draft of the GFOA Denvatives Checklist
that relates to the documentation and/or record keeping for conduit 1ssuers. A
conduit borrower who i1s “mtegrating” a derivative into the wvield of its bond
1ssue for tax purposes needs the involvement of the governmental conduit
1ssuer of the bonds. While some “traditional”™ conduit issuers. such as
industrial development finance authorities. may be outside the purview of the
GFOA Debt Commuttee, the Task Force alse identified a number of
circumstances involving governmental bond 1ssuers acting in a conduit role.
The Task Force members suggest that either the GFOA Denvatives Checklist
or a separate_ but similar, checklist include “best practices” for conduit issues.
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If vou have questions, please contact me at 617/239-0389 or through
email at wstonge(@eapdlaw.com, or Elizabeth Wagner, Director, Governmental
Affairs, at 202/682-1498 or through email at ewagner@nabl.org. Also, if a
follow-up conference call with members of the NABL Task Force to discuss
these comments would be helpful to the drafters of the GFOA Denvatives

Checklist, please let us know.

Thank vou for the opportunity to submit NABL s recommendations on
the GFOA draft Denivatives Checklist. We look forward to working further
with you.

Smcerely,
Walter J. 5t. Onge I11

Enclosures

cc: NABL Task Force members
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The GFOA’s Debt Committee is seeking comments regarding a Derivatives Checklist for
issuers to use prior to entering into a derivatives transaction. Comments should be sent to
Susan Gaffney, sqgaffney@gfoa.org, no later than June 9, 2006.

APPENDIX A

This checklist is a supplement to the Recommended Practice on “Use of Debt-Related
Derivatives Products and the Development of a Derivatives Policy (2003 and 2005) (DEBT)”
and is designed to be an attachment to a government issuer’s derivatives policy. It is designed to
be used prior to entering into any derivatives transaction. This checklist presumes an issuer’s
compliance with the Recommended Practice—to wit, that the issuer has adopted a derivatives
policy and that the issuer’s staff has been trained in the evaluation and use of derivative
products. An issuer that cannot answer the questions in this checklist is advised to continue its
training prior to completing a derivatives transaction. Many of the capitalized terms used in this
checklist are used as defined in International Swaps and Derivatives Association, Inc. (“ISDA™)
documents, and this checklist presumes that an issuer is familiar with such documents.

DERIVATIVES CHECKLIST

General Information

1. Name of Governmental Issuer:

2. Type of Derivative:

3. @) Names of Official and Backup(s) Responsible for Procurement of Derivative:

{b)—Deseribe-the-nature-and-extent-of their(b) Have the individuals received

derivatives training:2_Yes or No. If ves, describe.

4. @) Names of Official and Backup(s) Responsible for Monitoring Derivative:

{b)—Deseribe-the-nature-and-extent-of their(b) Have the individuals received

derivatives training:2_Yes or No. If ves, describe.

5. Independent Derivatives Advisor, if any:




6. Independent Derivatives Monitor, if any:
7. Counterparty/ies:
Authority
1. General Authority/Approval for Entering into Derivatives:
2. Date(s) of Specific or Local Approval(s) for this derivative:
3. Date of most recent update to Issuer’s Derivatives Policy:
Purpose
1. Identify the purpose(s) of entering into the derivative.
o RedueeModify the exposure to changes in interest rates with respect to a borrowing
o RedueeModify the net cost of a borrowing
o Increase refunding savings
o Receive upfront payment for refunding value
o Provide a better match of interest rate exposures on assets and liabilities
o Offset, in whole or in part, a prior derivative (e.g., swap LIBOR for BMA)
o H the anticipat sts of futur rrowin
o Optimize the mix of variable to fixed (or synthetic fixed) rate borrowings
o Other(s)
2. What debt, or assets, is the derivative being used to hedge?
3. Describe the derivative and explain how purpose(s) indicated above will be achieved.
4. Were other means considered for achieving such purpose(s)?
a Yes
a No
If yes, what other options were considered?
If yes, why is the derivative the best option?
BALT2\4243807.3 4



Terms

1. @) Expected Trade Date:
(b) Effective Date:
(c) Scheduled Termination Date:
(d) If derivative is an option, Exercise Date(s):
2. @ Notional Amount:
(b) Principal amount of debt, or assets, being hedged:
(©) If debt, will the derivative amortize on the same schedule as the debt?
a Yes
a No
If no, on what basis was the notional amount (schedule) determined?
If debt is callable, will th rivative potentially interfere with th jectiv
of the call feature?
o Yes
o No
If yes, explain:
3. Issuer will make payments based on: fixed ___ floating ___ rate
If floating rate:
@ BMA __ LIBOR __ Other (describe)
(b) Will-payments—be—based-en—aldentify the basis on which payments will be
made:
o A percentage of an index?
a4 Yes
a—Ne_If yes, what percentage?
o {(e-Willpayments-be-based-on-aA spread to an index?
o ¥Yes
=a—Ne__If yes, what spread? _
o A percentage of an index AND a spread to an index. If yes, what
percentage ( %) and what spread? . _(E.g., 67% of LIBOR and
20 bps)
(c) Frequency of payments: How closely do
they correspond to debt, or assets, being hedged?
(d) Can future market conditions cause the basis of these payments to change?
o Yes
a No
If yes, explain:
BALT2\4243807.3 5



(e) Are any nonperiodic payments being made by either party?

= 0 IO
Bl

Ves, explain:

Counterparty/ies will make payments based on: fixed __ floating __ rate
If floating rate:
@) BMA __ LIBOR ___ Other (describe)
(b) Will payments be based on a percentage of an index?
o Yes
a No
If yes, what percentage?
(c) Will payments be based on a spread to an index?
o Yes
a No
If yes, what spread?
(d) Can future market conditions cause the basis of these payments to change?
o Yes
a No
If yes, explain:

Identify any other embedded options in the derivative.
o Knockout provisions

o Cap

o Floor

o Other(s)

@) Describe:

(b) Describe cost of such option(s) and reason(s) for inclusion:

Does Derivative have an imbedded loan concept?
Yes

O o
E|

If Ves, explain:




7. Specified Entity, if any

@) For Issuer:
(b) For Counterparty/ies:

7-8. Credit Support will be provided by:

@) Issuer Yes No
If yes, name of provider:
(b) Counterparty/ies Yes No

If yes, name of provider:

9. dentify the methodology of determining any termination payments.
First Method and L oss (1992 Master)
First Meth nd Market tation (1992 Master

Second Method and Loss (1992 Master)
nd Meth nd Market tation (1992 Master

Close-Out Amount (2002 Master)
Other

IO 0I0I0I0Io

9-10. Will Counterparty/ies have the right of Optional Termination?
a Yes
a No
If yes, explain:

10-11. What is the source for any termination payments owed by Issuer?

12. What is the maximum termination payment exposure? What, if
any, sensitivity analysis was performed on potential termination payment amounts?

11-12. What is the priority for any termination payments, compared to bond payments, owed by
Issuer?

Risks

1. Which of the following risks will the Issuer assume upon execution of the derivative?
@ Basis Risk Yes No
(b) Tax Risk Yes No_

BAL T2\4243807.3 7



(©) Interest Rate Risk Yes No

(d) Counterparty Risk Yes No
(e) Termination Risk Yes No
()] Market-access Risk Yes No
(9) Rollover Risk Yes No
(h) Credit Risk Yes No
(i) Other Yes No

If yes, explain:

How much of the value, if any, of entering into the derivative will come from assuming
any particular tax risk?

Will the derivative leverage any risks?
a Yes

o No

If yes, explain:

Has Issuer run or obtained stress tests on how the derivative could affect Issuer’s budget
and financial position under various market conditions?

o Yes

a No

If yes, describe:

Explain how the risks being assumed will be mitigated.

How do the benefits of entering into the derivative outweigh the risks being assumed?

@) Upon execution of this derivative,
Q) How many derivatives will Issuer have outstanding?
(i)  What is the total notional amount of those derivatives? -

(iii) ___Does the total in (ii) net out offsetting positions?
o Yes
o No
If yes, explain:




(b) That total notional amount is what percentage of Issuer’s:
Q) total long-term debt?
(i) liquid assets?

Documentation

1. Which ISDA documentation will be executed in connection with the derivative?
a Master Agreement
o 1992
o 2002
Schedule
Credit Support Annex
Confirm
Other

000D

2. (a) Governing Law:
(b) Did Issuer consent to jurisdiction?

o Yes
o No
If yes, where:
3. Will Issuer waive sovereign immunity?
a Yes
a No
4. Will Issuer waive its right to jury trial?
a Yes
a No
5. Who will deliver the legal opinion as to due authorization and legal enforceability for:
a. |Issuer

b. Counterparty/ies

Counterpartv/ies

1. On what basis did Issuer select Counterparty/ies?
o Competitive
o Negotiated

2. If competitive,



@) Who was bidding agent?
(b) How many firms were invited to bid?
(c) How many firms bid?
(d) Is bidding agent providing a closing certificate?
a Yes
a No

(d) Were bids uniform?

0
If no, how was the winning provider selected?

(e) Will the issuer keep the bidding documents and results as part of permanent

Z

0 o
5

=h
D
)

0o
&

(f) ___How was bidding agent compensated?

In what amount? Was this compensation separately
stated?

o Yes

o No
3. If negotiated,

€)) State reasons for negotiating derivative:

(b) State reasons for choosing Counterparty/ies:

(c) IsIndependent Derivatives Advisor providing a certificate as to fair
market valuation?
o Yes
o No
If no, what comfort will Issuer receive that the terms for the derivative are
commercially reasonable?
(d) Does Counterparty have another role in the transaction (e.q., underwriter)?

o Yes

o No

If ves, what comfort will Issuer receive that the terms for the Derivative are
independently determined without regard to Counterparty’s other role?

4. Does Counterparty/ies have:
@) a counterparty, a long-term debt, or a claims paying rating of "A+/Al" or better
from a nationally recognized statistical ratings service?
a Yes
a No
(b) minimum capitalization of at least $100 million?
BALT2\4243807.3 10



o Yes
o No
(c) a demonstrated record of successfully executing municipal derivatives
transactions?
o Yes
o No

What percentage of Issuer’s total notional amount of derivatives will be with_the same
Counterparty/ies?

If Issuer will have more than one derivatives contract with Counterparty or any of the
Counterparties, are any of them offsetting?

o Yes

o No

Credit Support

1. If Issuer is providing Credit Support, is it coterminous with the derivative?
a Yes
a No
2. If Counterparty/ies is/are providing Credit Support, is it coterminous with the derivative?
a Yes
a No
3. Is Issuer pledging any revenues?
a Yes
a No
If yes, describe:
4. Threshold Amount regarding Specified Indebtedness
a. For Issuer:
b. For Counterparty/ies:
5. What is Eligible Collateral?
6. Identify rating levels at which Issuer must post collateral and level of collateral required.
Rating Collateral Required
Rating Collateral Required
Rating Collateral Required
7. Source for collateral, if required:
BALT2\4243807.3 11



8. Identify rating levels at which Counterparty/ies must post collateral and level of collateral

required.

Rating Collateral Required

Rating Collateral Required

Rating Collateral Required

Is th llateral t liver nsistent with | r’s investment poli n

applicable legal requirements?

) How were the thresholds, ratings levels an ting amount termined?

9-10. Describe procedures for delivery, valuation and safekeeping of collateral.

10:11. What is the frequency of valuation of collateral?
o Daily
o Weekly
o Monthly

a Other

1112, Is adowngrade below a certain level an Additional Termination Event?
a Yes
a No
If yes, at what level?

Tax Issues

1. Tax counsel reviewing the documentation:

2. Will the derivative be integrated with a bond issue for tax purposes?
o Yes
o No

3. isif the Derivative is to be integrated with a bond issue for tax purposes, when will
the bonds be/were the bonds issued?

4. What portion of the bond issue will be subject to the Derivative?
Explain:




5. Will the Derivative be identified on the Issuer’s books and records within 3 days of
entering into the derivative?

o Yes
o No
If yes, what date:
6. Will the Counterparty/ies have a role (other than as the derivative counterparty/ies)
in the bond issue?
o Yes
o No
If yes, explain:
7. Is the Derivative part of a transaction that expects or requires super-integrated yield
treatment for tax purposes?
o Yes
o No

8. Are the bonds being issued to advance refund a prior issue? If so, and the
rivative is not r-integrat how the 1 r expect t | with viel

compliance?

4.9.  Will the derivative’s performance er—mark-te-market—value—be included in arbitrage
compliance calculations?
XE€S

N

If ¥§, attach a copy.

oo
<

10. Would early termination of the derivative result in a vield event for tax purposes?
o Yes

a No
If yes, explain:

6:11. Will tax counsel deliver an opinion in connection with the derivative?
o Yes
a No
If ves, describe:




Operations and Monitoring

1.

If the Expected Trade Date and the Effective Date are different, is the derivative part of a
series of transactions?

a Yes

a No

If yes,

@) Describe the subsequent transactions being considered:

(b) Describe how and when Issuer will decide next step:

(©) Describe provisions for paying expenses:

(d) Describe risks to completion or expected value:

Has Issuer discussed the appropriate accounting treatment for the derivative with its
independent auditor?

o Yes

a No

Does the derivative qualify for hedge accounting?

a Yes

a No

If yes, has the issuer received or made arrangements to receive confirmation of hedge
effectiveness?

a Yes

a No

If yes, from:

Describe Issuer’s process for confirming payment amounts and making necessary
payments.

What is the source for Issuer’s regular payments?

How are such payments budgeted?

Describe the process for monitoring mark-to-market valuations.




8.

10.

11.

12.

13.

What is the frequency of monitoring?
Daily

Weekly

Monthly

Quarterly

Other

0O00D0D

What is the frequency of reporting monitoring results to Chief Executive Officer/Chief
Financial Officer?

o Daily

Weekly

Monthly

Quarterly

Other

000D

What is the frequency of sharing monitoring results with independent auditor?
Daily

Weekly

Monthly

Quarterly

Other

0000 DO

Has Issuer discussed this derivative with the rating agencies?
o Yes
o No

Has the Issuer received a BBRDebt Derivative Profile score from Standard & Poor’s?
o Yes

o No
If yes,

Debt and other covenants:
(a) Has Issuer reviewed the appropriate treatment for the derivative under all

applicable debt and other covenants?
es

I0 o
Ep

Explain:
(b) Is derivative permissible under all applicable debt and other covenants?

O

Yes
o No
Explain:
(c) Does derivative contain cross defaults with other debt documents?

O

o Yes
o No
If yes, explain:

BAL T2\4243807.3 15



—

4. Who is responsible for answering investors’ questions about Issuer’s derivatives

exposure?

Information Provided By:

(signature)

THIS CHECKLIST IS FOR INTERNAL USE ONLY AND MAY NOT BE RELIED ON
BY THIRD PARTIES.

BAL T24243807.3 16
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