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RECOMMENDATION

A. Adopt the updates to the Debt Policy, Attachment A
B. Adopt the updates to the Rate Swap Policy, Attachment B

C. Receive and File the Annual Report on Interest Rate Swaps, Attachment C
ISSUE
The Debt Policy and Interest Rate Swap Policy require that they be reviewed

and updated annually. The Interest Rate Swap Policy requires an annual

review of outstanding interest rate swaps. This report shows that our
transactions are in compliance with the policy.

The proposed updates are primarily editorial changes to improve the clarity of
policy provisions. There are no proposed changes to the Debt Policy

affordabilty maximums.
POLICY IMPLICATIONS

The Debt Policy and Interest Rate Swap Policy govern the use and
management of interest rate swaps as they are used in conjunction with debt
issues. The policies establish guidelines to be used when considering the use
of debt or swaps, as well as in the on-going management of existing

obligations. Guidance is provided specifying appropriate uses, selection of
acceptable debt and lease products, swap providers, negotiation of favorable

terms and conditions, and stipulating annual surveilance of the swaps and the
providers. The processes for selection of swap related financial products and
professional services are also specified.

æ

Metropolitan Transportation Authority

Metro

OPTIONS
Properly updated policies governing the management of debt and interest rate
swaps are required to effectively obtain the lowest cost of capitaL.

BACKGROUND

The Debt Policy and Interest Rate Swap Policy establish appropriate practices

for the issuance and management of debt and interest rate swaps. We
currently have about $3.8 bilion of debt outstanding in 35 transactions that are

subject to the Debt Policy. There are five interest rate swaps subject to the
Interest Rate Swap Policy with outstanding notional amounts totaling about
$856 milion.

FINANCIAL IMPACT

There is no direct financial impact associated with implementing or not
implementing the updates to these policies.
ATTACHMENTS

A. Debt Policy (marked for changes)
B. Interest Rate Swap Policy (marked for changes)

C. Annual Report on Interest Rate Swaps (May 2005)
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Attachment A
PTSC
DEBT POLICY
i. Introduction

The purpose of the Debt Policy of the Public Transportation Services Corporation
(PTSC) is to establish guidelines for the issuance and management of the PTSC'sits

debt. This Debt Policy confirms the commitment of the Board, management, staff,
advisors and other decision makers to adhere to sound financial management
practices, including full and timely repayment of all borrowings, achieving the lowest
possible cost of capital within prudent risk parameters and encouraging the use of
local and California-based advisors and underwriters when appropriate and feasible.

Priorities of the Debt Policy are as follows:
1. Achieve the lowest cost of capital
2. Maintain a prudent level of financial risk
3. Preserve future financial flexibility

4. Maintain strong credit ratings and good investor relations
5. Ensure that locaL, emerging and disadvantaged business enterprise investment
banking and financial firms wil be considered for, and utilzed in, lead and senior
manager roles when appropriate
II. Scope and Authority

This Debt Policy shall govern, except as otherwise covered by the PTSC Investment
Policy, Defeased Lease Policy or Interest Rate Swap Policy, the issuance and

management of all debt and lease financings funded from the capital markets,
including the selection and management of related financial services and products,
bond and lease proceeds.
and investment of

While adherence to this Policy is required in applicable circumstances, the PTSC
reægn.zit is recognizeg that changes in the capital markets, agency programs and

other unforeseen circumstances may from time to time produce situations that are
not covered by the Policy and wil require modifications or exceptions to achieve

policy goals. In these cases, management flexibility is appropriate, provided specific

authorization from the Board is obtained.
The PTSC's Debt Policy shall be reviewed and updated at least annually and

Financial
Offcer and Executive Offcer - Finance and Treasurer are the designated

presented to the Board for approvaL. The Chief

Executive Officer, Chief

administrators of the PTSC's Debt Policy. The Treasurer shall have the day-to-day t&

daresponsibility and authority for structuring, implementing, and managing the
PTSC's debt and finance program, including the issuance of commercial paper in
accordance with the Board authorized programs. The Debt Policy requires that the
PTSC Board specifically authorize each debt and lease financing.
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III. Capital Budgeting and Debt Issuance Process
A. Capital Budgeting

1. The Capital Plan. A Capital Plan (the "CP") shall be developed for

consideration and adoption by the Board. The CP should have a planning
horizon of at least a 5-year period and shall be updated at least annually.
In addition to capital project costs, the CP wil include the following
elements:
a) Description and availability of all sources of funds

b) Timing of capital projects
c) Effect of capital projects on l2the debt burden

d) Debt service requirements

It is the PTSC's current practice to include the CP in the Annual Budget
for consideration and adoption.

2. Authorization for Issuance. The Board's adoption of the Annual Budget
does not, in and of itself, constitute authorization for debt issuance for any
capital projects. Each financing shall be presented to the Board in the
context of the Annual Budget.
B. Debt Financing
1. Appropriate Use of

a)

Long-Term Debt

Purpose for Long-Term Debt. Long-term debt should be used
to finance essential capital facilities, projects and certain
equipment where it is cost effective and fiscally prudent. The
scope, requirements, and demands of the Annual Budget or CP,

and the abilty or need to expedite or maintain the programmed
schedule of approved capital projects wil also be factors in the
decision to issue long-term debt. Inherent in its long-term debt
policies, the l2policy recognizes that future taxpayers wil

benefit from the capital investment and that it is appropriate
that they pay a share of the asset cost. Long-term debt will not
be used to fundl2 operations.

b)

Lease Financing. Lease obligations are a routine and
appropriate means of financing capital equipment. These tyes

of obligations should be considered where lease financing wil
be more beneficiaL, either economically or from a policy
perspective. The useful life of the capital equipment, the terms

and conditions of the lease, the direct impact on debt capacity
and budget flexibility wil be evaluated prior to the
Debt Policy 06/2005
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implementation of a lease program. Efforts wil be made to
fund capital equipment on a pay-as-you-go basis where feasible.
Cash flow suffciency, capital program requirements, lease
program structures and cost, and market factors wil be
considered in conjunction with a pay-as-you-go strategy in lieu
oflease financing. All leases providing tax-exempt financing

are subject to this policy, as are all leases, master leases and
leasing programs having a cumulative value exceeding $l

mill$lO milion.
Short-Term and Variable Rate Debt

2. Use of

a)

Commercial Paper. G-eni:mef~al-aper is aThe commercial
paper programs are cash management tool that the PTSC

usestools that are used to provide interim funding for capital
expenditures that wil ultimately be funded from another source
such as a grant or long-term bond. The Board has previously
approved the use of
both theÎi tax-exempt and taxable
commercial paper programs for $350 milion and $150 milion,

respectively. Commercial paper may be issued from time to
time, but its use will generally be restricted to providing interim
financing for capital projects programmed for long-term debt or
grgniJuQgI!.:_.Periodic issuances or retirements of commercial
paper notes within the Board approved programs do not require
further Board action.
b)

Tax and Revenue Anticipation Notes. Borrowing for cash flow
purposes through the use of tax and revenue anticipation notes

may be used to bridge temporary cash flow deficits within a
fiscal year.
c)

Grant Anticipation Notes. The PTSC may issue short term
fl-etes-4-e-B-cr-eiJaid-with-the-pr--dsShort-term notes may be
issued and secured witli tlie receipts of State or Federal grants if
appropriate for the project and in the best interests of the PTSC.

Generally, grant anticipation notes wil only be issued if there is
no other viable source of up-front cash for the project.
d)

Variable Rate Debt: It is often appropriate to issue short-term
or long-term variable rate debt to diversify the debt portfolio,

reduce interest costs, provide interim funding for capital
projects and improve the match of assets to liabilities. The
amount of unhedged variable rate debt wil generally not exceed
20% of all outstanding debt, and the total of

hedged and un-

hedged variable rate debt wil not exceed 50% of all outstanding
debt. Under no circumstances wilthe PTSC issue variable rate
debt be issued solely for the purpose of earning arbitrage. If
Debt Policy 06/2005
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unhedged variable rate debt is HS, the PTSC ",vil periodically,
1moutstanding, at least annually, staff \,,1111 assess it shall be
deteFI1:1i:ne whether it is appropriate to convert the debt to fixed

interest rates. The PTSC may issue commercial papcr from
tie-ic, bat its uSe-vil gencrally be restricted to providing

intcrim fìnancing for capital projccts rates.

j3rogr-a:f:edf-er-efg-teFlfl-iÌt-fgnt-unding.
iv. Debt Affordability Targets and Policy Limits

Target and policy maximum amounts of revenues to be used to pay debt service are
listed as percentages of the respective revenue sources. These limits in combination
with the CP and multi-year planning documents ensure that the PTSC wil be able to
continue providing its essential operational services while planning for replacement,
rehabiltation and expansion of its capital investments.

Proposition A Sales Tax Revenue Debt Affordability Targets
...C~tegö;Y'" Allow~7Jleijses&St~tus.----TDeb¡ Policy
Rail Operations & Capital Is

Prop A Rail 35%

currently committed to debt
service in an amount close to

I Maximum
87% of
Prop A 35%
Rail revenues.

the Policy Maximum.

Any transit purpose. Current No furter issuance.

Discretionary

state law directs these funds
to bus subsidies and

incentives.

Any transit purpose. N I A

Return 25%

Distributed to localities based
on population.

,N~~",~,~_, ~ __,

Proposition C Sales Tax Revenue Debt Affordabilty Targets

Category Allowable Uses & Status Debt Policy

Maximum ~

Discretionary 40%
Opera
I Bus
& ting.
RaiL, Capital &

40% of Prop C 40%
Discretionary
revenues.

I

~-----_._....._--------r--c;.._---~-------L Hig~w~l_?59-_..____~ree~_RiR"hways ~É Fixed
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Guideway Projects on
Railroad Right-of-Way.

: Highway.
I
I
i
1

Prop C 10%

10% Commuter Rail and Park and 140% of

Commuter Rail

Ride. Operations or capitaL. i Commuter Rail.
i
!

Security 5% Transit Security Operations i No debt issuance.
or capitaL.

Local Return 20% Any transit purpose and ¡ N I A
certain roadways heavily used I
by transit. Distributed to I

localities based on I

population. .

rather Revenue Debt Affordability Targets
""'__w,",",_cm,',',',',wu.vmmw",,,w,''o','''' m"""'w,",,~~~~~

Debt Policy Maximum

Category Allowable Uses &
Status
Fare Box Revenue Any transit purpose.
Grant Revenue In accordance with grant.
....................... ..........m.._.......

Grant Revenues

¡ No furter issuance.

i No further issuance.

i
i
... ........................................+..u..........._...

In accordance with grant.

i No debt issuance.

Various transit purposes.

No furter issuance.

Benefit Assessment
Levies

Historically to support rail
construction.

100% oflevies.

Lease Revenues

Any transit purpose.

m...............~...._.,.~ .........._..........._...._ ......................_

Limited issuance

for special projects.
Other System

Any transit purpose.

issuance
for special projects.

Financing

V. Purpose of

A. New Money Financing

New money issues are those financings that generate additional funding to be
available for expenditure on capital projects. These funds wil be used for

acquisition, construction and major rehabilitation of capital assets. New
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money bond proceeds may not be used to fund operational activities. The
funding requirement by sales tax ordinance category is determined in the
context of the CP and Annual Budget. For competitive issuances, the financial
advisor wil recommend the financing structure based on the tye of financial
products to be used and in consideration of market conditions at the time of
the sale.
PTSC 'clscs its'The commercial paper programs are used primarily to provide

interim new money funding. Proceeds from the sale of commercial paper are
used to provide interim funding for capital expenditures identified in the CP
and approved Annual Budget pending receipt of grant funds or long-term
bond proceeds to permanently fund those expenditures. The commercial
paper notes are retired upon receipt of the grant funds or bond proceeds. The
retirement of commercial paper is most commonly a result of the issuance of
long-term bonds.

B. Refunding Bonds

Refunding bonds are issued to retire all or a portion of an outstanding bond
issue. Most tyically this is done to refinance at a lower interest rate to reduce
debt service. Alternatively, some refundings are executed for a reason other
than to achieve cost savings, such as to restructure the repayment schedule of
the debt, to change the tye of debt instruments being used, or to retire an
indenture in order to remove undesirable covenants. In any event, a present
value analysis must be prepared that identifies the economic effects of any
refunding being proposed to the Board. However, the target savings amounts
listed below are not applicable for refunding transactions that are not solely

undertaken to achieve cost savings.
The target savings amount shall be measured using either a call option pricing

model or the savings as percentage of par method. When using the call option
model to evaluate a refunding whose sole purpose wil be to achieve cost
savings, the target savings from any particular refunding candidate shall be
approximately 80% of the expected value of the call option, net of all
transaction expenses. The Treasurer shall have discretion in making the final
determination to include individual refunding candidates that are above or
below the target in order to optimize l2the policy and/or financial

objectives.
Alternatively, the more traditional methodology of measuring the net present

value savings as a percentage of the refunded par amount may be used with a
minimum average savings of 3% for anyone refunding transaction.
In the event that an interest rate swap or other derivative product is to be used

as part of a refunding, the target savings shall be increased to account for any
additional ongoing administrative costs, financial risk beyond that of a
traditional fixed rate refunding, and loss of future financial flexibility. The call
Debt Policy 06/2005
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option target savings for the call option method shall be 85%, and for the
percentage of par method shall be 3.5%.
VI. Types of Products

A. Current Coupon Bonds

Current coupon bonds are bonds that pay interest periodically and principal at
maturity. They may be used for both new money and refunding transactions.
Current coupon bonds may be structured to meet the demands of the investor
borrowing. Bond features may be adjusted to
accommodate the market conditions at the time of sale, including changing
the dollar amounts for annual principal maturities, offering discount and
premium bond pricing, modifying the terms of the call provisions, utilzing
bond insurance and determining whether or not to cash fund the debt service
reserve fund.
and, thereby, reduce the cost of

B Zero Coupon and Capital Appreciation Bonds
Zero coupon bonds and capital appreciation bonds have principal
amortization that is much slower than level debt service resulting in increased
interest expenditure over the life of the bond and, therefore, shall only be

recommended in limited situations.
C. Lease Purchase Financing

Lease purchase financing represents a long-term financing lease that is
suitable for financing capital expenditures, including the acquisition and/or
construction ofland, facilties, equipment and r-elbn:g;roUing stock

1. Equipment. The PTSC shall have the ability to consider lease purchase
transactions, including certificates of participation, long-term vendor
leases, and the use of master lease programs. Financing of equipment
life that is
greater than 3 years. The final maturity of equipment lease financings
wil be limited to the remaining usefu life of the equipment.
wil be limited to contracts of at least $20,000 and a useful

2. Real Property. The final maturity of the financing shall not exceed the
remaining useful

life of the facilty. A lease financing generally should

not have a final maturity exceeding 30 years. Principal payments

related to real propert acquisition or construction are to be amortized
so that there wil be level debt service payments; althoughtlic PTSC
ruay-also-use a more rapid amortization may be used to accelerate the
repayment.
D. Derivative Products

Debt Policy 06/2005
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Derivative products wil be considered appropriate in the issuance or

management of debt only in instances where it has been demonstrated that

the derivative product wil either provide a hedge that reduces risk of
fluctuations in expense or revenue, or alternatively, where it wil reduce total

project cost. r"BÎ:ert rate swaps, thc PTSC wil utilize the guidclinesforth in theThe Board approved Interest Rate Swap Policy sets fort the

guidelines for interest rate swaps. For derivatives other than interest rate

swaps,the PTSC wil ..mdertakc an analysis of early termination costs and
other conditional terms given certain financing and marketing assumptions

wil be completed. Such analysis wil document the risks and benefits
associated with the use of the particular derivative product. Derivative
products wil only be utilized with prior Board approvaL.

VII. Structural Features

A. Maturity of Debt

The final maturity of the debt shall be equal to or less than the remaining
useful

life of the assets being financed, and the average life of the financing

shall not exceed 120% of the average life of the assets being financed.
B. Debt Service Structure

Combined principal and interest payments for any particular bond issue wil
be structured to have approximately level annual debt service payments over

the life of the bond. Exceptions wil occur for refunding bonds that wil have
varyng principal repayments structured to fil in the gaps created by
refunding specific principal maturities. The objective is to have level debt
service in aggregate for each lien, with the debt service declining as bonds
mature.
C. Lien Levels

Senior and Junior Liens for each revenue source wil be utilized in a manner
that wil maximize the most critical constraint -- tyically either cost or
capacity -- thus allowing for the most beneficial use of the revenue source
securing the bond.

D. Capitalized Interest
Unless otherwise required,PTSC wil aTioid the use of capitalized interest in
order to avoidwil not be employed. This avoids unnecessarily increasing the
bond size. Certain tyes of financings such as certificates of participation,

lease-secured financings, and certain revenue bond projects may require that
interest on the bonds be paid from capitalized interest until the PTSC has
constructive use of the project and project related revenues are expected to be
available to pay debt service.
Debt Policy 06/2005
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E. Discount and Premium Bonds

While discount and deep discount bonds may slightly reduce the interest cost
of the bonds below that of non-discount bonds, the amount of discount wil be
structured to minimize the negative impact of discounting on PTSC'sthe
ability to subsequently refund bonds for interest savings.
The fL:S6-val-i+a-e4lie-ilfij3H€timpact from use of premium bonds

that can be redeemed prior to maturity. Thematurity wil be analyzed, as the
price on these bonds, and thus the amount the PTSC rccci'vTs,received. may

be proportionally less in comparison to par bonds, or bonds with slight
discounts or premiums. ThePTSC will--efle- price of redeemable

premium bonds wil be compared to the yield savings, if any, and consider the
higher potential for future refunding savings.
F. Debt Service Reserve Fund

The debt service reserve fund (the "DSRF") is generally cash funded with
bond proceeds. ThePTSC's trustee maintains the DSRF throughout the life of
the bonds. A cash funded DSRF is invested pursuant to investment of
proceeds guidelines within the respective indenture and interest earnings are

generally used to offset debt service payments. In the final year of the bond
issue, the cash available in the DSRF is usually used to make the final debt
service payment. Since a cash funded DSRF generates interest income, the
p:DSRF would have the potential to be in a financially neutral position if
the interest earnings equal or exceed the interest rate of the bonds.
An alternative to having a cash funded DSRF is to use a DSRF surety policy
that would be provided by an appropriately rated bond insurer. The surety
policy requires an up-front fee payment to the insurer and results in a loss of

future income to the DSRF. The Treasurer wil evaluate and document the
DSRF funding decision. Factors to be considered in this evaluation include:
arbitrage yield restrictions, current interest rates, availability and cost of a

surety policy, foregone interest and capital gains from a cash funded DSRF,
the relative size of the reserve requirement compared to the prior reserve
the
funds withdrawn from the DSRF including additional capital projects or
requirement (refunding issues only), and opportnities for the use of

investment opportnities.

G. Amortization
Tlie PTSC .will.arl10rti:ze-il:sebtJ2gl?..L"!yill be amortized within each lien to
achieve overall level debt service or may utilize more accelerated repayment

schedules after giving consideration to bonding capacity constraints.
heavily back-loaded principal repayment,
bullet and balloon maturities should be avoided, except to achieve wrapped
ThePTSC shall avoid thc use of
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debt service so as to level aggregate outstanding debt service.
H. Financial and Risk Analysis ofIssuance

Net present value cost analysis, assessment of structural risks and
complexities, and consideration of restrictions to future financing flexibility
wil be assessed and documented to determine the most effcient bond tye
and structuring features. The PTSC's long-term pooled investment rate wil be
used as the discount rate when comparing alternatives.
i. Call Provisions

In general, PTSC seEles-wiUbonds issued should not include a non-call
feature which is longer than 10 years. However, if determined to be
financially advantageous,PTSC ma-y-is-sue non-callable bonds may be issued
for maturities longer than 10 years. Prior to the use of any non-call provision,
theP+

will-co

I'l-pare-the

option- QP-tlQD.:adjusted yields on the bonds with

and without a non-call provision to determine which is most financially
beneficiai-JYHL bejlr.JgJ~f.çl.

J. Credit Enhancement

1. Bond insurance. Bond insurance wil be used when it provides an
economic advantage to a particular bond maturity or entire issue. Bond
insurance provides improved credit quality for the bonds as a result of the
insurance provider's guarantee of the payment of principal and interest on
the bonds. Because of the decreased risk of non-payment, investors are

wiling to purchase bonds with lower yields than uninsured bonds, thus
providing the issuer with interest cost savings.
a)

Benefit analysis. The decision to use bond insurance is an

economic decision. The analysis compares the present value of
the interest savings to the cost of the insurance premium.
Insurance wil be purchased when the premium cost is less
than the present value of the projected interest savings.
b)

Provider selection. The financial advisor wil undertake a
competitive selection process when soliciting pricing for bond
insurance, or in the case of a competitive bond sale, facilitate
the pre-qualification of

bonds by insurance providers. p:

rccegniz:esIt is recognized that all providers may not be
interested in providing bidsto thc PTSC or pre-qualifying the

issue. +heGenerally, the winning underwriter in a competitive
bond sale wil determine whether it wil purchase insurance for
the issue. For a negotiated sale, the Treasurer shall have the

authority to purchase bond insurance when deemed
advantageous and the terms and conditions governing the
Debt Policy 06/2005
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guarantee are satisfactory

2. Letters of Credit. When used for credit enhancement, letters of credit
("LOC") represent a bank's promise to pay principal and interest when due

for a defined period of time, and subject to certain conditions. In the case
of a direct pay LOC, the trustee can draw upon the letter of credit to make
debt service payments. A stand-by LOC can be used to ensure the

availabilty of funds to pay principal and interest of an obligation.
a) Liquidity Facility. The issuance of most variable rate debt,

including variable rate demand bonds and commercial paperi
requires the use of a liquidity facility.
b) Provider selection. The financial advisor wil conduct a

competitive process to recommend a letter of credit provider.
The Treasurer wil obtain contract approval in accordance with
established dollar award policies. Only those banl(s with
long-term ratings greater than or equal to that of the PTSC, and
short-term ratings ofP-1/A-1, by Moody's Investors Service and
Standard & Poor's, respectively, may be solicited.
c) Selection criteria wil include, but not be limited to the

following:
(1) the bank(s) has long-term ratings at least equal to or

better than the PTSC's;
(2) the bank(s) has short-term ratings ofP-1/A-1;
(3) the bank's acceptance of terms and conditions acceptable

to the PTSC. PTSC wil provide aPTSC. A term sheet
lYi.1Lb~_piovided along with the request for qualifications

to which the banks wil highlight modifications;
(4) review of representative list of clients for whom the bank

has provided liquidity facilties;
(5) evaluation of fees; specifically, cost of LOC, draws, bank

counsel and other administrative charges and estimate of
trading differential cost.
VIII. Documentation of

Transactions

The decision processes used in each financing process wil be fully documented. The
documentation wil capture information regarding the selection of the financing
team, decisions on product selection and structuring features, selection of vendors
providing ancilary services and selection of investment securities or products. This
information wil be compiled into a post-pricing book "transaction fie" which wil be
retained for each financing.
ix. Credit Objectives

Debt Policy 06/2005
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The PTSC wil actively seek to:

1. Maintain and improve the credit ratings of its outstanding bonds.
2. Adhere to benchmarks, overall debt ratios and affordability targets.
3. Have frequent communications with the credit rating agencies.

Bond Sale

X. Method of

A. ThePTSC wilkttliz-e-- competitive bond sale process wil be utilized when it
wil provide the lowest interest cost for the bond. However, there are three
methods of sale: competitive, negotiated and private placement. Each tye of

bond sale has the potential to provide the lowest cost given the right
bond sale is best used
conditions. The conditions under which each tye of

are provided below.
1. Competitive Sale
a) Bond prices are stable and/or demand is strong.

b) Market timing and interest rate sensitivity are not critical to the
pncmg.
c) Participation from DBE / SBE firms is best efforts only and not

required for winning bid.
d) Issuer has a strong credit rating.

e) Issuer is well known to investors.

£) There are no complex explanations required during marketing

regarding the issuer's projects, media coverage, political
structure, political support, funding, or credit quality.

g) The bond tye and structural features are conventionaL.
h) Bond insurance is included or pre-qualified (available).
i) Manageable transaction size.
2. Negotiated Sale

a)

b)
c)

d)
e)
£)

g)

h)

Bond prices are volatile.
Demand is weak or supply of competing bonds is high.

Market timing is important, such as for refundings.
Coordination of multiple components of the financing is
required.
Participation from DBE / SBE firms is enhanced.
Issuer has lower or weakening credit rating.
Issuer is not well known to investors.
Sale and marketing of the bonds wil require complex
explanations about the issuer's projects, media coverage,
political structure, political support, funding, or credit quality.

i)

The bond tye and/or structural features are non-standard, such
as for a forward delivery bond sale, issuance of variable rate

j)

k)

Debt Policy 06/2005
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desired.

I) The par amount for the transaction is significantly larger than
normal.

m) Demand for the bonds by retail investors is expected to be high.
is a sale that is structured specifically for one purchaser
such as a bank. While the PTSCthis method has not previously used this

3. Private Placement

mcthod of sale, the PTSCbeen used, the policy reserves to the flabilty

to place its securities privately if the need arises.
XI. Investment of Bond Proceeds

Investments. The PTSC shall competitively bid the
purchase of securities, investment agreements, float contracts, forward

A. Purchase and Sale of

purchase contracts and any other investment products used to invest bond
proceeds. +fc PTSC shall comj3fyCompliance shall be maintained with all

applicable Federal, State, and contractual restrictions regarding the use and
bond proceeds. This includes compliance with restrictions on

investment of

the tyes of investment securities allowed, restrictions on the allowable yield

of some invested funds as well as restrictions on the time period over which

some bond proceeds may be invested. Thep: Treasurer may direct the
investment of

bond and lease proceeds in accordance with the permitted

investments for any particular bond issue or lease. Providers of structured

investment products and professional services required to implement the
product or agreement,..wil be recommended based on a competitive process
conducted by the financial advisor or investment advisor.
B. Diversification. Thc PTSC shall diversify investcd procecdslnvested proceeds

sli¡lU.J~_qjYfisifis'_Çl in order to reduce risk exposure to investment providers,

tyes of investment products and tyes of securities held.

C. Disclosure. Thc PTSC wil rcquircIt shall be required that all fees resulting
from investment services or sale of products to the PTSC be fully disclosed to
ensure that there are no conflcts of interest and investments are being
purchased at a fair market price. Underwriters of the bonds, but not the
financial or investment advisor, may bid on the sale of investment products
for the proceeds. The financial or investment advisor shall document the
bidding process and results and shall certify in writing thattc PTSC reccivcd
a competitive and fair market priceen-he..iE:vctmer-tased on thc bidding
process.was received.
XII. Market Relationships

AA. Rating Agencies and Investors. Thef)ejJtlty Chief

Executive Offcer and the

Chief Financial Offcer shall be primarily responsible, along with the
Executive Offcer - Finance and Treasurer, for maintaining the PTSC's

relationships with Moody's Investors Service, Standard & Poor's and Fitch
Debt Policy 06/2005
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IBCA;- Ratings. In addition to general communications, thefj~ Chief
Executive Officer and the Chief Financial Officer, or their appropriate

designees, shalh-+)-'ffct with each agency's credit analyst at least once cach
fìscal ycar, and 2) communicate with cach agcncy'sthe analysts of each agency

providing an underlyingiating at least annually, and prior to each competitive
or negotiated sale.

B. Board Communication. As a means of providing feedback from rating
agencies and/or investors regarding the PTSC's financial strengths and
weaknesses as perceived by the market place, information wil be provided to
the Board by Board Box Report as material information develops.
XIII. Continuing Disclosure

It is the policy of the PTSC to remain in compliance with Rule 15c2-12 by fùing its

annual financial statements and other financial and operating data for the benefit of
its bondholders within 195 days of the close of the fiscal year.

XIV. Consultants
ThePTSC wi:ll-seleei:-its financial advisor(s) and its bond counsel wil be selected by
competitive process through a Request for Proposals (RFP). The PTSC's contracting

policies that are in effect at the time wil apply to the contracts with finance
professionals. Selection may be based on a best value approach for professional

services or the lowest responsive cost effective bid based upon pre-determined
criteria.

A. Financial Advisor. Thc PTSC wil selcct a fìnancial advisor (or
ad-ise-r-sFinancial advisor(s) wil be selected to assist in the debt issuance and

debt administration processes. Additionally, the financial advisor wil conduct
competitive processes to recommend providers of financial services including
investmcnt managcment, invcstmcntand products, including but not limited
to: bond underwriters, mcasaremcnt,remarketing agents, trustees, bond
insurance providers, letter of credit providers, investment advisors and

~els, investment measurement services, and custody services. Selection
of thePTSC's financial advisor(s) should be based on the following:
1. Experience in providing consulting services to complex issuers.

2. Knowledge and experience in structuring and analyzing complex

issues.
3. Ability to conduct competitive selection processes to obtain investment
products and financial services.
4. Experience and reputation of assigned personneL.

5. Fees and expenses.

Financial advisory services provided to the PTSC shall include, but shall not be
limited to the following:
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1. Evaluation of risks and opportunities associated with debt issuance.

l;2.Monitoring of the debt portfolio and bond proceeds investments to
alert PTSC to opportnities to refund or restructure bond issues or
modify investments.

3. Evaluation and recommendation regarding proposals submittedte
PTSC by investment banking firms.
4. Structuring and pricing bond issues, financial instruments and
investments.
5. Preparation of requests for proposals and selection of providers for
b011çl counseL, underwriters, remarketingients, letter of credit banks,

investment products, financial products and financial services (trustee
and paying agent services, printing, credit facilties, remarketing agent
services, investment management services, custody services etc.).
6. Provide advice, assistance and preparation for presentations with rating

agencies and investors.

B. Bond CounseL. PTSC debt 'NilTransaction documentation for debt issues
shall include a written opinion by legal counsel affrmingthat the-PTSC is
authorized to issue the proposed debt, that the PTSC has met all constitutional
and statutory requirements necessary for issuance, and a determination of the
proposed debt's federal income tax status. A nationally recognized bond
counsel firm with extensive experience in public finance and tax issues wil
prepare this approving opinion and other documents relating to the issuance
of debt. The counsel wil be selected from the pool of

bond counsel firms.

C. Disclosure CounseL. The PTSC wil hire, when appropriate, Disclos'..irc
Counsel to prcparc oHìcial statements in the event of a competitive sale.
Ði:sEleslH'e---tffsel~Yh~iumdertaking__a cpmpetitive bond sale, disclosure

counsel may be retained to prepare the offcial statement if additional
independence or expertise is needed. Disclosure counsel wil be responsible
for ensuring that the offcial statement complies with all applicable rues
regulations and guidelines. Disclosure b-1::lflsekounsel wil be a nationally

recognized firm with extensive experience in public finance. The counsel wil
bond counsel firms.
firms. Most frequently, the disclosure counsel function wil administered by either
trically be selected from the pool of

bond-r()uJ.L~l:LQI.Jliidn~Yriter' s counsel.
D. Disclosure by Financing Team Members.

The PTSC expects that all of its financial advisory team wil at all times
provide the PTSCi! with objective advice and analysis, maintain the
confidentiality ofp:its financial plans, and be free from any conflcts of

interest. All financing team members wil be required to provide ful and
complete disclosure, under penalty of perjury, relative to any and all

agreements with other financing team members and outside parties that
could compromise any firm's abilty to provide independent advice that is
solely in the best interests of the PTSC or that could be perceived as a conflct
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of interest. The extent of disclosure may vary depending on the nature of the
transaction.

####

Debt Policy 06/2005

Page 16 of16l-

Attachment B

PTSC
INTEREST RATE SWAP POLICY

J lily 2004 J line 2005

Table of Contents
i. Introduction............................................................................................................................... 1

II. Scope and Authority.......................................................................................... ...................... 1

III. Conditions for the Use ofInterest Rate Swaps .................................................................... 1
A. General Usage............................................................................................................ 1

B. Maximum Notional Amount.................................................................................... 2
C. Liquidity Considerations................................................................... ........................ 2

D. Call Option Value Considerations ............................................................................ 2
IV. Interest Rate Swap Features............................................................................................. ..... 2

A. Interest Rate Swap Agreement ................................................................................. 2

B. Interest Rate Swap Counterparties........................................................................... 3
C. Term and Notional Amount ..................................................................................... 4
D. Collateral Requirements...................................... ...................................... ......... ....... 5
E. Security and Source of Repayment...... ..... ....... ........................... ......... ........... ......... 5

F. Prohibited Interest Rate Swap Features................................................................... 6
V. Evaluation and Management ofInterest Rate Swap Risks ................................................... 7
A. Evaluation Methodology...................... ....... ...................................................... ......... 7

B. Managing Interest Rate Swap Risks..................................................... .................... 9

C. Terminating Interest Rate Swaps ...........................................................................10
VI. Selecting and Procuring Interest Rate Swaps .................................................................... 10

A. Financing Team....................................................................................................... 10

B. Underwriter Selection............................................................................................. 10
C. Counterparty Selection..................................................................................... ....... 11
VII. Disclosure and Financial Reporting .................................................................................. 11
Glossary of

Terms ..................................................................................... ......................... .......... 12

BR to PTSC Swap-Debt Policy Aug 2005 - Attachment B Interest Rate Swap Policy 2.doe

PTSC
INTEREST RATE SWAP POLICY
i. Introduction

The purpose of the Interest Rate Swap Policy of the Public Transportation Services
Corporation (PTSC) is to establish guidelines for the use and management of interest
rate swaps. The Interest Rate Swap Policy is prepared in accordance with the
recommended practices of the Government Finance Offcers Association regarding the

contents of a derivatives policy published in 2003.

The PTSC is authorized under California Government Code Section 5922 to enter into
interest rate swaps to reduce the amount and duration of rate, spread, or similar risk
bonds.

when used in combination with the issuance of

II. Scope and Authority
This Interest Rate Swap Policy shall govern thePTSC's use and management of all
interest rate swaps. While adherence to this Policy is required in applicable
circumstances, the PTSC rccognizcswe recognize that changes in the capital markets,

agency programs, and other unforeseen circumstances may from time to time produce
situations that are not covered by the Interest Rate Swap Policy and wil require
modifications or exceptions to achieve policy goals. In these cases, management

flexibility is appropriate provided specific authorization from the Board is obtained.
In conjunction with thePTSC's Debt Policy, the Interest Rate Swap Policy shall be
reviewed and updated at least annually and presented to the Board for approvaL. The
Chief

Executive Offcer, Chief

Financial Offcer, and Executive Offcer -: Finance and

Treasurer are the designated administrators of thePTSC's Interest Rate Swap Policy.

The Treasurer shall have the day-to-day responsibility and authority for structuring,
implementing, and managing interest rate swaps.

Thel2 Board shall approve any transaction involving an interest rate swap. The
PTSC shall be authorized to enter into interest rate swap transactions only with
qualified swap counterparties. The Treasurer, in consultation with the Chief

Executive

Financial Offcer, andl2 CounseL, shall have the authority to select
the counterparties, so long as the criteria set forth in the Interest Rate Swap Policy are
Offcer, Chief

met.
III. Conditions for the Use of

Interest Rate Swaps

A. General Usage

The.PTSC w¡ll-use-swapslJlt~rest rate swalJ..s_m£l:i_h~ used to lock-in a fixed rate or,

alternatively, to create additional variable rate exposure. Interest Rate Swaps may
be used to produce interest rate savings, limit or hedge variable rate payments, alter
the pattern of debt service payments, or for asset/liabilty matching purposes.
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In connection with the use of any swaps, thePTSC's Board shall make a finding that
the authorized swaps wil be used to alter interest rate risk and/or alter the cost of
borrowing in a beneficial manner, and when used in combination with new or
outstanding bonds, wil enhance the relationship between risk and return, or
achieve other policy objectives of tlie PTSC.
B. Maximum Notional Amount
The PTSC wm..limH:lte-tetalmaximum notional amount eftlfor all
interest rate swaps shall be limited based on criteria set fort in this Interest Rate

Swap Policy regarding the proper management of risks, calculation of termination
exposure, and development of a contingency plan fuin the event of mandatory
termination.
C. Liquidity Considerations

ThePTSC shall considcr thc impact on the cost and availabiltyand cost ofliquidity

support for thboth new and existingl2 variable rate programs shall be
considered when evaluating the issuance of new variable rate bonds requiring
liquidity support. Thc PTSC rccognizesIt is recognized that there is a limited
supply ofletter of credit or liquidity facility support forl2 variable rate bonds,
and the usage ofliquidity support in connection with an interest rate swap may
result in higher overall costs.

D. Call Option Value Considerations

When considering the relative advantage of an interest rate swap to fixed rate

bonds, thePTSC, amefg-thel'l::ng-s--fls--dff--e value of the call option
efthat would typically be purchased for the fixed rate bonds rclativeshall be
compared to the present value of the savings from using a swap. Unless a call
option is purchascd with thc swap, all val-:ic dcrivedThis shall be done to ensure the
benefit from use of the from thc ability to call bonds at a futurc date is forcgonc.
Typically, PTSC sclb bonds that arc callable aftcr 10 ycars and could be refundcd at

thaHie:-When--el'efil':gnteswap, PTSC wil evaluate thc cost of including a
call option and purchase it 'vvhenever practical in order to rctain futurc financial
flcxibilty, including thc abilty to s'cibscquently refund thc bonds for savings. swap
wil provide suHìcient compensation to offset the expected value of any foregone
future refunding savings. Purchase of a swap cancellation option can mitigate the
risk of foregone re.fui;ding savings and shall be evaluated for cost effectiveness.

IV. Interest Rate Swap Features
A. Interest Rate Swap Agreement

Thc PTSC wil-'ltse-erms and conditions as set forth in the International Swap and
Derivatives Association, Inc. ("ISDA") Master Agreement shall be used as the basis
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for developing the swap documentation. The swap agreement between the PTSC
and each counterpart shall include payment, term, security, collateraL, default,

remedy, termination, and other terms, conditions, provisions and safeguards as the
PTSC, in consultation with its legal counsel, financial advisor and/or swap advisor
deems necessary or desirable.
Subject to the provisions contained herein, the terms of anyP+ swap agreement

shall use the following guidelines:
1. Downgrade provisions triggering termination shall in no event be worse
than those affecting the counterparty.

11. Governing law for swaps wil be either New York or California.

111. The specified indebtedness related to credit events in any swap agreement
should be narrowly defined and refer only to indebtedness of the PTSC that
could have a materially adverse effect on PTSC'sits ability to perform its
obligations under the swap. Debt should tyically only include obligations
within the same lien as the swap obligation.
iv. Collateral thresholds stipulating when collateral wil be required to be posted

by the swap provider are designated in the policy and are based on credit

ratings of the swap provider. Collateral requirements setting out the
amount and tyes of collateral wil be established for each swap based upon
the credit ratings of the swap provider and any guarantor.
v. Collateral should be held by an independent third part.
Vi. Eligible collateral should generally be limited to U.S. Treasury securities and

obligations of Federal Agencies where the principal and interest are

guaranteed by the full faith and credit of the United States government. At
the discretion of the Treasurer, other high-quality obligations of Federal
agencies, not secured by the full faith and credit of the U.S. government,
may be used as collateraL.

V11. PTSC shall have the right to optionally terminate a swap agreement at
"market," at any time over the term of the agreement.
Vll. Termination value should be set by a "market quotation" methodology,

unless PTSC deems an alternate methodology appropriate.
B. Interest Rate Swap Counterparties
1. Credit Criteria

Thc PTSC wil makc its best efforts to work with qualifiedQualified swap
counterparties that-have-wil generally be those having a general credit rating of:
(i) at least "Aa3" or "AA-" by at least one of the three nationally recognized
rating agencies identified in this policy and not rated lower than "A2" or "A" by
any of the nationally recognized rating agencies, or (ii) have a "AAA" subsidiary

that is appropriately rated by at least one nationally recognized credit rating
agency. The nationally recognized rating agencies are Moody's Investors
Services, Inc., Standard and Poor'sRating ScriÍEe and Fitch Ratings.
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For lower rated counterparties whose highest rating from any of the three
nationally recognized firms is below "AA-" or "Aa3", thc PTSC wil
seadditional credit enhancement wil be requested in the form of:
1. Contingent credit support or enhancement;
11. Collateral consistent with the policies contained herein;

111. Ratings downgrade triggers;
iv. Guaranty of parent, if any.

In addition, qualified swap counterparties must have a demonstrated record of
successfully executing swap transactions as well as creating and implementing
innovative ideas in the swap market.
2. Counterpart Termination Exposure

In order to diversifyPTSC's counterparty credit risk, and to limitPTSC's credit

exposure to anyone counterpart, staff wil compute the "Maximum Net
Termination Exposure" prior to executing a swap.
"is the aggregate termination payment
for all existing and projected swap transactions that would be paid by or received
"Maximum Net Termination Exposure

from a specific counterparty, parent or guarantor. For purposes of this

calculation, the aggregate termination payment is equal to: (i) the termination
payment based on the market value of all existing swaps as of the first business

day of the month prior to the execution of any proposed transaction, plus (ii) the
expected worst-case termination payment of the proposed transaction. The

expected worst-case termination payment shall be calculated assuming interest
rates, as measured by the Bond Buyer Revenue Bond Index, increased (or

decreased) by two standard deviations from the sample mean over the last 10
years.

The following chart provides the Maximum Net Termination Exposure to a
swap counterparty based on the lowest credit rating assigned by any of the three
nationally recognized rating agencies.

Credit Rating
AAA
AA
Below AA

Maximum
Collateralized
Exposure
Not applicable

Maximum
Uncollateralized
Exposure

Maximum Total
Termination
Exposure

$40 milion

$40 milion

$30 milion

$ i 0 milion
None

$40 milion
$30 milion

$30 milion

C. Term and Notional Amount
In connection with the issuance or carryng of

bonds, the term of the swap

agreement shall not extend beyond the final maturity date of the related bonds. The
total "net notional amount" of all swaps related to a bond issue should not exceed
the amount of outstanding bonds. For purposes of calculating the net notional
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amount, credit shall be given in situations where there are off-setting fixed rate and

variable rate swaps.

Do Collateral Requirements
As part of any swap agrcemcnt, the PTSC ,,,il seck to includc tcrmsTerms
imposing collateral requirements based on credit ratings of the counterparty,
requiring collateralization or other forms of credit enhancements to secure any or
all swap payment obligations. PTSC wil dctcrminc thcobligations wil be included
as part of any: swap agreement. The collateral requirements wil be determined in
consultation with itt.tnsl,counsel and the financial advisor and/or swap

a-à¥:advisor, and may require the posting of counterparty to post securities,
surety bonds, letters of credit or other credit enhancement if the highest credit
rating of the counterpart, its parent, or guarantor falls below a rating of "AA-" or

"Aa2". Additional collateral for further decreases in credit ratings of each
counterparty shall be posted by each counterpart in accordance with the provisions
contained in the collateral support agreement to each countcrpart)' '¡¡ith the

PTSC.of the swap agreement.

Threshold collateral amounts shall be determinedby thc PTSC on a case-by-case
basis. Tlie PTSC wil dctcrmffe-the reasonablcReasonable threshold limits wil be
established for the initial deposit and for increments of collateral posting thereafter.

Collateral shall be deposited with a third party trustee, or as mutually agreed upon
between the PTSC and the counterparty. A list of acceptable securities that may be
posted as collateral and the valuation of such collateral wil be determined and
mutually agreed upon during negotiation of the swap agreement with each swap
counterparty. The market value of the collateral shall be determined on a monthly

basis, or more frequently if the PTSC determines it is in its best interest given the
specific nature of the swap(s) and/or collateral security.
E. Security and Source of

Repayment

The-.p-wll-generally-tlseGenerally. the same security and source of repayment
(pledged revenues) fefVvil secure the interest rate swaps as is used ffto secure the
bonds that are hedged or carried by the swap, if anut shall considcr the

cconomicany. The costs and benefits of subordinating thePTSC's payments under
the swap and/or termination paymcnt.
payment shall be considered.
F. Cancellation Provisions

The benefit ofincorporating the right to cancel the interest rate swap at no cost
after a specified period oftime, generally 5 to 10 years shall be evaluated. If the
cancellation option is cost effcient relative to the cost of obtaining a bond call
option for a similar starting period, it wil be purchased. A termination provision

mitigates some risks of the swap, by allowing a no-cost termination anytime after
the exercise date.
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FoG. Prohibited Interest Rate Swap Features
The PTSC wil not use interest rate swaps that: (i) are speculative or create
extraordinary leverage or risk, (ii) lack adequate liquidity to terminate without
incurring a significant bid/ask spread, (iii) provide insufficient price transparency
to allow reasonable valuation, (iv) are used as investments.
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V. Evaluation and Management ofInterest Rate Swap Risks
Prior to the execution of any swap transaction, the Chief

Financial Offcer, tf

Treasurcr, and PTSC's Financial/Sv/ap Advisor and Bond CounsclTreasurer,

financial/swap advisor, and bond counsel shall evaluate the proposed transaction and
report the findings to thel2 Board. Such a review shall include the identification of
the proposed benefit and potential risks. As part of this evaluation, thePTSC shall

æmutc thc Maximum Net Termination Exposure to the proposed swap counterpart_
shall be calculated.

A. Evaluation Methodology

ThePTSC wil rcviC'N thc following areas of potential risk for new and existing

interest rate swaps shall be evaluated:
Type of Risk

Basis risk

Basis risk

Description
The misill,tch behvccn

The PTSC',vil rcview

actual variablc ratc debt
scrvicc and variable rate

historical trading
diffcrcntials betwcen the

indices ..ised to

variable ratc bonds and

dctcrminc SV/ap

the indcx.

The mismatch between

Review of

Evaluation Methodology

historical

actual variable rate debt

trading differentials

service and variable rate

between the variable rate
bonds and the index.

indices used to

determine swap
P_aYJ.. en ts .

Tax risk

The risk created by
potcntial tax cvents that
could affcct swap
pa-ymer-o

Thc PTSC\vil revicw the
tax evcnts in proposed
The
PTSC will-evaluatcthc
impact of potcntial
S'Nap agrccments.

Elges-in tax bw-

H-OOR-ùe*ed-55Tax risk

The risk created by
potential tax events that

Review of the tax events
in proposed swap

could affect swa p

agreements and

payments.

evaluation of

the impact
of potential changes in tax
law on LIBOR indexed

swans.

Countcrparty risk

Thc failure of thc
countcrpart) to make
rcquircd payments or

Thc PTSC v.ll monitor
cxposurc levels, ratings

thresholds, and

otlieFwI-€e:mi*Y-wi

ælla tcraliza tion

thc tcrms of the s',vap

requircmcnts.
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Counterparty risk

The failure of the
counterparty to make
reç;uired payments or

otherwise comply with
the terms of the swap
a

:iina tion risk

Monitor counterparty
exposure levels, ratings
thresholds, and
collateralization
requirements.

Qreement.

The risk that thcrc wil bc Thc PTSC wil computc
a mandatory tcrmination its tcrmination cxposurc
of the swap. A
for all existing and
wil almost
proposed swaps at market
ahvays res~ùt in PTSC
value and undcr an
cithcr o'Ning or being due expected v,rrst case
to rcccivc a tcrmination
scenano. A contingency
paymcnt.
plan wil bc pcriodically
l:pdaedpecifying how
.LJ.

termination

PTSC \vould finance a

termination payment
.1 i.
Ü
.L
.~.~
1

Termination risk

The risk that

there wil be

'lmal1datory termination
of the swap. A

termination wil almost

1

Compute PTSC's

termination exposure for
all existing and proposed
swaps at market value

always result in PTSC_
and under an expected
either owing or being due worst-case scenario. A
to receive a termination
contingency plan wil be
payment.
periodically updated
specifying to finance a
termination payment
andlor reDlace the hedge.

Rollover risk

The mismatch of the
mafifthc svv'ap and

Thc PTSC wil determine,

the maturity ofthc

Dcbt Policy, its capacity to
fsHe--aFi-ale--ae-13er:E-s
that may bc outstanding
aftcr the maturity of thc

unCÌerlying--eIl:E-s--

in accordancc 'vVitli its

~HU ~

U

Rollover risk

The mismatch of the

maturity of the swap and
the maturity of the
underlying bonds.

~I-.

Determine, in accordance
with its Debt Policy, the
L:lI2aÔty to issue variable
rate bonds that may be

outstanding after the
maturity of the swap.
Liquidity risk

Thc inability to continueor rcncv¡ a liquidity

Thc PTSC váll C'ialuate

f-a supporting the-

Htjuid#upport for

variable rate bonds that

hedgcd (svvappcd) and
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Liquidity risk

Gæit risk

arc bcing hcdgcd.

unhedgcd variable ratc

The inability to continue
or renew a liquidity
facilty supporting the

Evaluate the expected

àe

availabilty ofliquidi.ty
support for hedged

variable rate bonds that

(swapped) and unhedged

are being: hedged.

variable rate debt.

The occurrcncc of an

Thc PTSC vÆl monitor

c;cnt modif-ying thc

thc ratings of its

E:it quality or crcdit

countcrparties, insurers,
and guarantors.

rating of tllC issuer or its
.l-,

Crcdit risk

The occurrcnce of an
event modifying

the

credjiQuality or credit
ra.1 of the issuer or its
counterDartv.

Monitor the ratings of
counterparties, insurers,

gruarantors.

B. Managing Interest Rate Swap Risks
1. Annual Report to th~_Board

The PTSC 'wil evaluatcAn annual evaluation of the risks associated with

outstanding interest rates swaps at least anmially and providewil be presented
in a written report to the PTSC Board of thc fìndings.Board. This evaluation
wil include the following information:

1. A description of all outstanding interest rate swaps, including related
bond series, tyes of swaps, rates paid and received by PTSC, existing

notional amount, the average life and remaining term of each swap
agreement, and the current termination value of all outstanding swaps.
11. Separately for each swap, the actual debt service requirements versus the

projected debt service on the swap transaction; and for any swaps used as
part of a refunding, the actual cumulative savings versus the projected
savings at the time the swap was executed.
IlL. The credit rating of each swap counterpart, parent, guarantor, and

credit enhancer insuring swap payments, if any.
iv. Actual collateral posting by swap counterparty, if any, per swap

agreement and in total by swap counterparty.
v. Information concerning any material event involving outstanding swap

agreements, including a default by a swap counterpart, counterpart
downgrade, or termination.
Vi. An updated contingency plan to replace, or fund a termination payment

in the event an outstanding swap is terminated.
vll. The status of any liquidity support used in connection with interest rate

swaps, including the remaining term and current fee.
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ThePTSC shall update the Interest Rate Swap Policy shall be updated at least
annually and s-trtRiHhe--tdaesubmitted to thel2 Board for approval.
2. Contingency Plan for Mandatory Termination

Thc PTSC shall compute thc termination exposure of each of its swaps and
itswap and for the total swap termination payment exposure shall be calculated
at least annually andprepare a contingency plan prepared to either replace the
swaps or fund the termination payments, if any, in the event one or more
outstanding swaps are terminated. We shall The PTSC 3hall asscss
itsfldditionally..assess our abilty to obtain replacement swaps and identify

revenue sources to fund potential termination payments.
C. Terminating Interest Rate Swaps
1. Optional Termination

The PTSC, inIn consultation with itour counsel, financial advisor and/or swap
advisor, we may terminate a swap if it is determined that it is financially
advantageous, or wil further other policy objectives, such as management of
exposure to swaps or variable rate debt.
2. Mandatory Termination

In the event a swap is terminated as a result of a termination event, such as a
default or a decrease in credit rating of either the PTSC or the counterparty, th
l2we wil evaluate whether it is financially advantageous to obtain a
replacement swap, or, depending on market value, make or receive a
termination payment.
In the event thc PTSC makesit is necessary to make a swap termination
payment, thc PTSCPTSC shall attempt to follow the process identified in its
contingency plan for mandatory termination. Thc PTSC shall also enluate thc
eEflm-iE-osts and benfits of incorporating a provision into the swap
ag:r-eement-t1:a-t-will-aUow the

PTSC to make termination paymcnts over time.

VI. Selecting and Procuring Interest Rate Swaps
A. Financing Team
ThePTSC v1Íll retain the services of a nationally recognized municipal bond counsel

firm, andwill consider the asc of a qualified financial advisor and/or swap advisor
wil be utilized for all interest rate swap transactions.
B. Underwriter Selection
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In the event bonds are issued in connection with interest rate swaps, the PTSC TNil

price the bonds according tobonds wil be priced in accordance with the guidelines
set fort in itthe approved Debt Policy.

C. Counterparty Selection

Thc PTSC wil utilze aA competitive bidding process wil be utilzed to select a
swap counterparty and price a swap when that process wil provide the lowest
financing cost. Thc PTSC l'rlay-ttse-aA negotiated process may be used to select a
swap counterparty and price a swap when it believeis believed that market or
competitive conditions justify such a process. The conditions under which a
negotiated selection is best used are provided below.
1. Marketing of the swap wil require complex explanations about the security

for repayment or credit quality.
ii. Demand is weak among swap counterparties.
ii1. Market timing is important, such as for refundings.

iv. Coordination of multiple components of the financing is required.
v. Participation from DBE / SBE firms is desired.

Vi. The swap has non-standard features, such as being a forward starting swap.
vii. Bond or swap insurance is not available or not offered.
vii1. The par or notional amount for the transaction is significantly larger than a
tyical transaction for that market.
VII. Disclosure and Financial Reporting

The PTSC will-kc stcpsSteps wil be taken to ensure that there is ful and complete
disclosure of all interest rate swaps to thel2 Board, to rating agencies, and in
disclosure documents. Disclosure in marketing documents shall provide a clear

summary of the special risks involved with swaps and any potential exposure to interest
rate volatilty or unusually large and rapid changes in market value. With respect to its
financial statements, the PTSC wil adhere to the guidelines for the financial reporting
of interest rate swaps, as set forth by the Government Accounting Standards Board.
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Glossary of

Terms

Asset/Liability Matching Matching the term and amount of assets and liabilities in order to
mitigate the impact of changes in interest rates.
Bid/Ask Spread The difference between the bid price (at which a market maker is willing
to buy) and the ask price (at which a market maker is wiling to sell).

Call Option The right to buy an underlying asset (e.g. a municipal bond) after a certain
date and at a certain price. A call option is frequently embedded in a municipal bond, giving
the issuer the right to buy, or redeem, the bonds at a certain price.
Collateral Assets pledged to secure an obligation. The assets are potentially subject to
seizure in the event of default.

Downgrade A negative change in credit ratings.

Forward Starting Swap Interest rate swaps that start at some time in the future. Used to
lock-in current interest rates.
Hedge A transaction that reduces the interest rate risk of an underlying security.
Interest Rate Swap The exchange of a fixed interest rate and a floating interest rate

between counterparties.

Liquidity Support An agreement by a bank to make payment on a variable rate security to
assure investors that the security can be sold.

LIBOR The London Interbank Offer Rate. Used as an index to compute the variable rate
on an interest rate swap.

Notional Amount The amount used to determine the interest payments on a swap.

Termination Payment A payment made by a counterpart that is required to terminate the
swap. The payment is commonly based on the market value of the swap, which is computed

using the rate on the initial swap and the rate on a replacement swap.
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BACKGROUND
The Interest Rate Swap Policy of the Public Transportation Services Corporation ("PTSC")
requires that the staff prepare a written Annual Report to be provided to the Board annually,

evaluating the risks associated with outstanding interest rate swaps.
This report is the 2005 Annual Report to the Board, and addresses each of the evaluation
criteria described in the Interest Rate Swap Policy.

OUTSTANDING INTEREST RATE SWAPS
all outstanding interest rate swaps, including related bond series, tyes of
swaps, rates paid and received existing notional amount the average lifè and remaining
all outstanding swaps.
i: A description of

term of

each swap agreement, and the current termination value of

The PTSC has five outstanding interest rate swaps, each of which has been issued to hedge
the interest cost on underlying variable rate debt. The PTSC pays each counterpart an
amount based on a fixed rate and receives an amount based on a variable rate that is equal to
either the rate on the hedged variable bonds (i.e. a "cost of funds" swap) or a percentage of
the London Interbank Offer Rate ("LIBOR").

Information on the tye, rate paid, notional amount, average life, remaining term, and
termination value for each of the outstanding interest rate swaps is provided in the table
below.
SUMMARY OF OUTSTANDING INTEREST RATE SWAPS
AS OF MARCH 31, 2005
(DOLLARS IN MILLIONS)

Prop A Series 1992-A

Cost offunds

5.860%

$ 98.7

3.16

Prop C Series 1993-A

Cost of funds

5.155%

197.8

11. 99

15 years

Prop C Series 2003-B

67% of

LIB OR

3.444%

168.8

1386

18 years

(8.3)
2.4

Prop C Series 2003-C

67% of

LIB OR

3.382%

218.0

12.77

20 years

2.2

Gateway Series 2004

64% LIBOR+O.21%

3.501 %

197.1

1392

22 years

.9
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ACTUAL VS. PROJECTED DEBT SERVICE
ii Separately lòr each swap, the actual debt service requirements versus the projected debt
service on the swap transaction' and lòr any swaps used as part ofa remnding the actual
cumulative savings versus the projected savings at the time the swap was executed
Proposition A Series i 992-A and Proposition C Series 1993-A
The Proposition A Series 1992-A and Proposition C Series 1993-A interest rate swaps are
described as "cost of funds," meaning the PTSC receives a payment from the swap

counterpart that is equal to the interest payment on the variable rate bonds. Since the
inception of

both Series 1992-A and Series 1993-A interest rate swaps, the counterpart has

paid the entire amount of interest on the variable rate bonds and the total interest payment
has been equal to the fixed rate component of the interest rate swap.
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Proposition C Series 2003-B and Series 2003-C
For the Proposition C Series 2003-B and Series 2003-C interest rate swaps, the PTSC receives
a payment from the counterparty based on the lesser of: (i) 68% of the then current LIBOR
and (ii) the interest rate on the variable rate Series 2003-B and Series 2003-C bonds. After
JulY 1,2005, the interest rate swap formula wil change and the PTSC will only receive 68%
of
LIB
OR. The rate on the Series 2003-B and a portion of
the Series 2003-C swap is reset

every 7 days. A portion of the Series 2003-C swap is reset every 35 days.
Since the date of issuance of the Series 2003-B and Series 2003-C bonds through April

2005,

the payment from the counterpart has been less than the interest payable on the variable
rate bonds on 255 of the 345 interest rate "resets." Because of this, the actual debt service has
exceeded the projected debt service by a combined $884,000 through April 2005.
During the period December 2004 through March 2005, the payment from the counterpart

was generally equal to the debt service requirement on the bonds. However, the recent rapid
increase in short term interest rates may have been a factor in the additional basis cost on the
LIBOR-based interest rate swaps. This is because the payment from the counterparty is tied
to the LIBOR index, which may be less responsive to market interest rate changes than the

variable rate bonds.

The fact that actual debt service on the Series 2003-B and Series 2003-C bonds has been
higher than the debt service projected at the time of issuance has not impacted the
cumulative savings from the refunding. This is because the reserve fund for the bonds
generates investment earnings at a rate in excess of the yield on the Series 2003-B and Series
2003-C bonds. Normally, the "excess" interest earnings would be paid to the U.S. Treasury in

accordance with the federal tax code arbitrage regulations. However, because the debt service
has effectively increased because the payment from the swap counterpart is less than the
interest payment on the bonds, the reserve fund interest earnings can be retained to offset

the increase in debt service. The reserve fund is projected to generate a total of $1.28 milion
in excess interest earnings that can be used to offset increases in debt service.
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Gateway Series 2004

For the Gateway Series 2004 interest rate swaps, the PTSC receives a payment from the
counterpart based on the lesser of: (i) 64% of the one-month UBOR plus .21% and (ii) the
interest rate on the variable rate Series 2004 bonds. After JulY 1, 2006, the interest rate swap

formula wil change and the PTSC wil only receive 64% ofUBOR plus .21%. Since the date
of issuance of the Series 2004 bonds through April 2005, the payment from the counterpart
the 117 interest rate resets. The

has equaled the interest due on the bonds for all but 14 of

actual debt service has exceeded the projected debt service by a combined $30,400 since the
issuance of the underlying bonds.

The chart below shows the historical difference between the payment from the counterpart
and the interest paid on the bonds (the "basis shift").

Cost Variance from Basis Shift
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COUNTERPARTY CREDIT RATINGS
iïi The credit rating of each swap counterparn parent, guarantol- and credit enhancer

insuring swap payments, ifany.
The credit rating for all PTSC swap counterparties is shown in the table below. The longterm ratings for AIG Financial Products ("Aa2" l"AA+") have declined recently from the

the interest rate swap. The parent firm,
American International Group Inc. ("AIG"), has delayed the filing of its 2004 Form 10-k and
extensive financial review, which has yet to be completed, has yielded evidence of financial
firm's rating ("Aaa"l"AA") at the execution of

misstatements. The new target date for release of
the AIG financials is set for May 31st. AIG
remains on negative credit watch by both Moody's and S&P. The downgrade in the AIG

rating does not have an immediate financial impact, and the required payments under the
interest rate swap wil continue.
The credit rating for all other swap counterparties has remained unchanged from the time

the PTSC entered into the interest rate swap.
LONG TERM RATINGS
OUTSTANDING INTEREST RATE SWAPS
AS OF MAY 15, 2005

AIG Financial Products

Proposition A Series 1992-A

Aa2

AA+

AI G Financial Products

Proposition C Series 1993-A

Aa2

AA+

Wachovia Bank

Proposition C Series 2003-B

Aa2

A+

Goldman Sachs Mitsui Marine Derivative Products
Bank of Montreal

Proposition C Series 2003-C

Aaa

AA+

Gateway Series 2004

Aa3

AA-

COLLATERAL POSTING
iv. Actual collateral posting by swap counterparn ifany- per swap agreement and in total by
swap counterpart

There has not been a requirement for any of the swap counterparties to post collateral in

accordance with the terms of the swap agreements. '
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MATERIAL EVENTS
v. Inrormation concerning any material event involving outstanding swap agreements,
a swap counterpai- counterpart downgrade, or termination.

including a de/àult by

With the exception of the AIG long-term rating downgrades described herein, no other

material events have occurred involving the outstanding swap agreements.

CONTINGENCY PLAN
vi. An updated contingency plan to replace, or lùnd a termination payment in the event an

outstanding swap is terminated
Staff wil review each of its outstanding swaps annually and determine the market value, i.e.,
the estimated termination payment of each. In the event the PTSC must consider a swap
termination as a result of a downgrade or other credit event of the swap counterpart, staff
wil first attempt to replace the counterpart in accordance with the terms of the existing
swap. Any costs or payments required to implement a replacement are expected to be made
between the prior and new swap counterpart. Under current market conditions, staff
expects that we wil be able to secure a replacement counterpart, as staff continues to
maintain high credit quality, and there are a suffcient number of eligible counterparties that
are capable of replacing the existing counterpart.
In the event that we cannot replace the existing swap counterpart, or as a result of a

downgrade or other credit event of the PTSC, staff wil attempt to refinance the terminated
interest rate swap with variable rate bonds issued in combination with an interest rate swap,
or fixed rate bonds. The PTSC currently maintains suffcient debt capacity and tax-exempt
bond market access to refinance the outstanding swaps and pay for the estimated
termination value. As of

March 31, 2005, we would be required to make a termination

payment of $47.4 milion to terminate both the Proposition A Series 1992-A and Proposition
C Series 1993-A swaps. This amount could be debt financed at a lower interest cost than the

existing swap rate if a termination was to occur. The termination payment would be offset
by the lower interest cost on the refunding debt, which would minimize any negative
financial impact on the PTSC. Under the swap agreements for the 1992 and 1993 swaps,
PTSC can not unilaterally elect to terminate the swaps, precluding a voluntary refinancing.
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STATUS OF LIQUIDITY SUPPORT
any liquidity support used in connection with interest rate swaps, including
the remaining term and current fee.
vii. The status of

The Proposition A Series 1992-A and Proposition C Series 1993-A bonds are issued as
"variable rate demand obligations" that require ongoing liquidity support from a commercial
banle Under the terms of the swap agreements, the counterparty AIG Financial Products is

required to provide for and pay the cost ofliquidity support and remarketing, for the entire
the outstanding notional amount. AIG
Financial Products has contracted with Bayerische Landesbank to provide "standby bond

term of

the bonds, at a combined cost of

0.25% of

purchase agreements" for the bonds. The current agreements expire on January 28,2008.

The Proposition C Series 2003-B and Series 2003-C bonds, and the Gateway Series 2004
bonds, are currently issued as auction rate securities and do not require liquidity support.
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