Draft – May 2006

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, sgaffney@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.
(a)
Names of Official and Backup(s) Responsible for Procurement of Derivative:

________________________________________________________________________

(b) Describe the nature and extent of their derivatives training:

________________________________________________________________________

________________________________________________________________________

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

________________________________________________________________________

(b) Describe the nature and extent of their derivatives training:

________________________________________________________________________


________________________________________________________________________

5.
Derivatives Advisor, if any:  ________________________________________________

6. Derivatives Monitor, if any: _________________________________________________

7. Counterparty/ies: _________________________________________________________

Authority

1.
General Authority 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.

· Reduce the exposure to changes in interest rates with respect to a borrowing

· Reduce the net cost of a borrowing

· Increase refunding savings

· Receive upfront payment for refunding value

· Provide a better match of interest rate exposures on assets and liabilities

· 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)?

· Yes

· No

If yes, why is the derivative the best option?  ___________________________________

_______________________________________________________________________

Terms
1.
(a)
Expected Trade Date:  _________________

(b)
Effective Date:  __________________

(c)
Scheduled Termination Date:  ________________

(d)
If derivative is an option, Exercise Date(s):  _____________________________

2.
(a)
Notional Amount:  ________________________

(b)
Principal amount of debt, or assets, being hedged:  ____________________


(c)
If debt, will the derivative amortize on the same schedule as the debt?

· Yes

· No

3.
Issuer will make payments based on:  fixed ___ floating ___ rate

If floating rate:

(a)
BMA ___ LIBOR ___ Other (describe) ____________________


(b)
Will payments be based on a percentage of an index?

· Yes

· No

If yes, what percentage?  ___

(c)
Will payments be based on a spread to an index?

· Yes

· No

If yes, what spread?  ___

(d)
Can future market conditions cause the basis of these payments to change?

· Yes

· No

If yes, explain:  _____________________________________________________

____________________________________________________________________________________________________________________________________

4.
Counterparty/ies will make payments based on:  fixed ___ floating ___ rate

If floating rate:

(a)
BMA ___ LIBOR ___ Other (describe) ____________________

(b)
Will payments be based on a percentage of an index?

· Yes

· No

If yes, what percentage?  ___

(c)
Will payments be based on a spread to an index?

· Yes

· No

If yes, what spread?  ___

(d)
Can future market conditions cause the basis of these payments to change?

· Yes

· No

If yes, explain:  _____________________________________________________

____________________________________________________________________________________________________________________________________

5. Identify any other embedded options in the derivative.

· Knockout provisions

· Cap

· Floor

· Other(s)

(a)
Describe:  _________________________________________________________ _______________________________________________________________________ (b)
Describe cost of such option(s) and reason(s) for inclusion:  _________________ ________________________________________________________________________________________________________________________________________________ 

6.
Specified Entity, if any

(a)
For Issuer:  __________________________________________

(b)
For Counterparty/ies:  ________________________________________

7. Credit Support will be provided by:

(a)
Issuer



Yes ___
No ___


If yes, name of provider: ____________________________________________

(b)
Counterparty/ies

Yes ___
No ___


If yes, name of provider: ____________________________________________

8. Termination Payment methodology:  __________________________________________ ________________________________________________________________________

9. Will Counterparty/ies have the right of Optional Termination?

· Yes

· No

If yes, explain:  ___________________________________________________________

________________________________________________________________________

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

________________________________________________________________________

11. 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?

(a)
Basis Risk


Yes ___
No ___

(b)
Tax Risk


Yes ___
No ___

(c)
Interest Rate Risk

Yes ___
No ___

(d)
Counterparty Risk

Yes ___
No ___

(e)
Termination Risk

Yes ___
No ___

(f)
Market-access Risk

Yes ___
No ___

(g)
Rollover Risk


Yes ___
No ___

(h)
Credit Risk


Yes ___
No ___

2.
How much of the value, if any, of entering into the derivative will come from assuming tax risk?  __________________________

3.
Will the derivative leverage any risks?

· Yes

· No

If yes, explain: ___________________________________________________________

________________________________________________________________________________________________________________________________________________

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

· Yes

· No

If yes, describe:  __________________________________________________________

________________________________________________________________________________________________________________________________________________

5.
Explain how the risks being assumed will be mitigated.  __________________________

________________________________________________________________________

________________________________________________________________________

6.
How do the benefits of entering into the derivative outweigh the risks being assumed?

________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________

7.
(a)
Upon execution of this derivative,

(i)
How many derivatives will Issuer have outstanding? _________________

(ii)
What is the total notional amount of those derivatives? ​​​​​​​​​​​​​​​​​​​​​​​​​_______________


(b)
That total notional amount is what percentage of Issuer’s:

(i)
total long-term debt? _______

(ii)
liquid assets? _____________

Documentation

1.
Which ISDA documentation will be executed in connection with the derivative? 

· Master Agreement

· Schedule

· Credit Support Annex

· Confirm

· Other __________________________________________________________
2. Governing Law: _____________

3. Will Issuer waive sovereign immunity?

· Yes

· No

4. Will Issuer waive its right to jury trial?

· Yes

· 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?

· Competitive

· Negotiated

2.
If competitive,


(a)
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?

· Yes

· No

3.
If negotiated,


(a)
State reasons for negotiating derivative:  _________________________________



__________________________________________________________________


(b)
State reasons for choosing Counterparty/ies:  _____________________________



__________________________________________________________________


(c)
Is Derivatives Advisor providing a certificate as to fair market valuation?

· Yes

· No

If no, what comfort will Issuer receive that the terms for the derivative are commercially reasonable?  ____________________________________________

4.
Does Counterparty/ies have:

(a)
a counterparty, a long-term debt, or a claims paying rating of "A+/A1" or better from a nationally recognized statistical ratings service?

· Yes 

· No

(b) minimum capitalization of at least $100 million?

· Yes 

· No



(c)
a demonstrated record of successfully executing municipal derivatives transactions?

· Yes 

· No

5. What percentage of Issuer’s total notional amount of derivatives will be with Counterparty/ies?______________

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

· Yes

· No

Credit Support
1. If Issuer is providing Credit Support, is it coterminous with the derivative?

· Yes 

· No

2. If Counterparty/ies is/are providing Credit Support, is it coterminous with the derivative?

· Yes 

· No

3. Is Issuer pledging any revenues?

· Yes

· 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: __________________________________________

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 ___________

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

________________________________________________________________________

________________________________________________________________________________________________________________________________________________

10.
What is the frequency of valuation of collateral?

· Daily

· Weekly

· Monthly


· Other _____

11.
Is a downgrade below a certain level an Additional Termination Event?

· Yes

· 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?

· Yes

· No

3.
Is the derivative part of a transaction that expects or requires super-integrated yield treatment for tax purposes?

· Yes

· No

4.
Will the derivative’s performance or mark-to-market value be included in arbitrage compliance calculations?

· Yes

· No

If yes, explain:  ___________________________________________________________

________________________________________________________________________

5.
Would early termination of the derivative result in a yield event for tax purposes?

· Yes

· No

If yes, explain:  ___________________________________________________________

________________________________________________________________________

6.
Will tax counsel deliver an opinion in connection with the derivative?

· Yes

· No
Operations and Monitoring
1.
If the Expected Trade Date and the Effective Date are different, is the derivative part of a series of transactions?

· Yes

· No

If yes,

(a)
Describe the subsequent transactions being considered:  ____________________

________________________________________________________________________________________________________________________________________________

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

________________________________________________________________________________________________________________________________________________

(c)
Describe provisions for paying expenses:  ________________________________

________________________________________________________________________

(d)
Describe risks to completion or expected value:  __________________________

________________________________________________________________________________________________________________________________________________

2.
Has Issuer discussed the appropriate accounting treatment for the derivative with its independent auditor?
· Yes 

· No 

3.
Does the derivative qualify for hedge accounting?

· Yes

· No

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

· Yes

· No

If yes, from:  ___________________________________________________________

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

________________________________________________________________________________________________________________________________________________

5. What is the source for Issuer’s regular payments? _______________________________

6. How are such payments budgeted?  ___________________________________________

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

________________________________________________________________________________________________________________________________________________

8.
What is the frequency of monitoring?

· Daily

· Weekly


· Monthly

· Quarterly

· Other _____

9.
What is the frequency of reporting monitoring results to Chief Executive Officer/Chief Financial Officer? 

· Daily

· Weekly


· Monthly

· Quarterly

· Other _____

10.
What is the frequency of sharing monitoring results with independent auditor?

· Daily

· Weekly


· Monthly

· Quarterly

· Other _____

11.
Has Issuer discussed this derivative with the rating agencies?

· Yes 

· No 

12.
Has the Issuer received a DDP score from Standard & Poor’s?

· Yes

· No



If yes, __________________

13.
Who is responsible for answering investors’ questions about Issuer’s derivatives exposure? _______________________________________________________________



________________________________________________________________________

Information Provided By:

____________________________________

(signature)
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