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10 QQuestions fuestions for bor bond issuers tond issuers to ask of othero ask of other 
trtransacansaction partion participanticipantsts,, their swtheir swap adap advisor orvisor or 
fifinancial adnancial adviser and the swviser and the swap cap counounttererparparttyy::

111111111111 Howwill the procurement and fair market value of the 
  ppeerriiooddiicc vvaalluuaattiioonn.. IInn aaddddiittiioonn,, 

  aa tteerrmmiinnaattiioonn ppaayymmeenntt bbaasseedd 66666666666666666 Will the swap provider or another entity offer 99999999999999999999      WWhhaatt iiss tthhee ccrreeddiitt rraattiinngg ooff 
 tthhee sswwaapp pprroovviiddeerr??

swap be documented? 

Swap transactions are uniformly 

on market prices should be 
discussed. 

periodic mark-to-market 
services electronically?

  TThhee sswwaapp pprroovviiddeerr’’ss ccrreeddiitt 
     rraattiinngg iiss tthhee pprriimmee iinnddiiccaattoorr ooff Swap

Issuers 

documented through the use 
of documents and schedules 
developed by the International 

  SSwwaapp DDeeaalleerrss AAssssoocciiaattiioonn ((IISSDDAA)) 
  iinncclluuddiinngg aa MMaasstteerr AAggrreeeemmeenntt 

  aanndd CCrreeddiitt SSuuppppoorrtt AAnnnneexx.. 
AAddddiittiioonnaallllyy,, ccrroossss--rreeffeerreenncceess 
   aarree oofftteenn rreeqquuiirreedd ttoo vvaarriioouuss 
  bboonndd ddooccuummeennttss.. IIssssuueerrss mmuusstt 
  kknnooww tthhee ccoommpplliiaannccee aanndd 

documentation requirements 
in terms of disclosure and 
calculations needed to establish 
the initial value and ongoing 
determination of fair market value. 

Many regional dealers are 
engaged in back-to-back 
hedging arrangements with 
a primary dealer. Is this the 
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444444444444444444 If the proposed swap is terminated prior to 
  tthhee mmaattuurriittyy ddaatete uunnddeerr 
   cceerrttaaiinn ccoonnddiittiioonnss oorr aatt oonnee 
   ppaarrttyy’’ss ooppttiioonn,,wwhhaatt iiss tthhee 

 mmeecchhaanniissmm ffoorr ddeeteterrmmiinniinngg 
 tthhee teterrmmiinnaattiioonn ccoosstt??

   MMoosstt sswwaappss mmaayy bbee tteerrmmiinnaatteedd 
    pprriioorr ttoo tthheeiirr ssttaatteedd mmaattuurriittyy ddaattee.. 
   TThhee tteerrmmiinnaattiioonn ppaayymmeenntt iiss tthhee 

   eeccoonnoommiicc vvaalluuee ooff tthhee ddiiffffeerreennccee 
   bbeettwweeeenn ccuurrrreenntt rraatteess aanndd tthhee 
   ccoonnttrraacctteedd sswwaapp rraattee ffoorr tthhee 
    rreemmaaiinniinngg lliiffee ooff tthhee sswwaapp aafftteerr 
  aaddjjuussttiinngg ffoorr eemmbbeeddddeedd ooppttiioonnss 

   oorr ssiimmiillaarr ffeeaattuurreess.. TThhee iissssuueerr 
     sshhoouulldd kknnooww iiff tthhee sswwaapp aalllloowwss ffoorr 

   aann iinnddeeppeennddeenntt vvaalluuaattiioonn ffoorr tthhee 
tteerrmmiinnaattiioonn ccoosstt..
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   TThhiiss iiss aann iimmppoorrttaanntt mmaaiinntteennaannccee 
    ttooooll.. IIssssuueerr ssttaaffff oorr iittss aaddvviissoorr 
  sshhoouulldd mmoonniittoorr aanndd ddooccuummeenntt 
   cchhaannggeess iinn tthhee sswwaapp’’ss vvaalluuee 
  bbaasseedd oonn cchhaannggiinngg mmaarrkkeett 

ccoonnddiittiioonnss..

  WWiillll tthhee sswwaapp pprroovviiddeerr 
  teterrmmiinnaatete aatt tthhee mmaarrkk--
  toto--mmaarrkkeett pprriiccee oorr aadddd 

aaddddiittiioonnaall ccoommmmiissssiioonnss??

    IItt iiss ccoommmmoonn pprraaccttiiccee ffoorr sswwaappss 
   ttoo bbee tteerrmmiinnaatteedd aatt pprriicceess 

  ddeetteerrmmiinneedd bbyy ssppeecciiffiicc pprroocceedduurreess 
    ddiiffffeerreenntt ffrroomm oonneess uusseedd ffoorr mmaarrkk--
 ttoo--mmaarrkkeett ppuurrppoosseess.. MMaarrkk--ttoo--

    mmaarrkkeett rreeppoorrttss bbyy tthheeiirr nnaattuurree aarree 
     nnoott ““rreeaall ttiimmee”” aanndd ddoo nnoott rreefflleecctt 
 iinnttrraaddaayy pprriicciinngg mmoovveemmeennttss..

   ccoouunntteerrppaarrttyy rriisskk,, oorr rriisskk tthhaatt 
   tthhee ccoouunntteerrppaarrttyy wwiillll nnoott hhoonnoorr 
  iittss ppaayymmeenntt oobblliiggaattiioonnss uunnddeerr 
   tthhee sswwaapp ccoonnttrraacctt bbeeccaauussee tthhee 

 ccoouunntteerrppaarrttyy hhaass ddeeffaauulltteedd.. 
    IIff tthhaatt hhaappppeennss,, tthhee iissssuueerr nnoo 
   lloonnggeerr rreecceeiivveess ffrroomm oorr mmaakkeess 
  ppaayymmeennttss ttoo tthhee ccoouunntteerrppaarrttyy,, 

  tthhuuss ppootteennttiiaallllyy eelliimmiinnaattiinngg aannyy 
benefits of the swap.

  CCoouunntteerrppaarrttyy rriisskk sshhoouulldd bbee 
 aaddddrreesssseedd tthhrroouugghh eessttaabblliisshhmmeenntt 

   ooff gguuiiddeelliinneess ffoorr eexxppoossuurree lleevveellss,, 
  ccrreeddiitt rraattiinngg tthhrreesshhoollddss,, aanndd,, 

  ppaarrttiiccuullaarrllyy,, iinn tthhee eessttaabblliisshhmmeenntt 
 ooff ccoollllaatteerraalliizzaattiioonn rreeqquuiirreemmeennttss.. 
Many entities attempt to mitigate 
this risk by swapping only with 
counterparties with certain 

20
case with the prospective 
swap? 

If so, the issuer will need to 
     eexxpplloorree tthhee bbeenneeffiittss aanndd ccoossttss ooff 
   hhaavviinngg aa rreeggiioonnaall ddeeaalleerr iinnvvoollvveedd.. 

    TThhee iissssuueerr wwiillll nneeeedd ttoo kknnooww 
     tthhee ddeeaalleerr ffeeeess aanndd hhooww tthhee ffeeee 

  ddiisscclloossuurree wwiillll bbee aaffffeecctteedd..

    DDooeess tthhee sswwaapp hhaavvee aa 
standard or a non-standard 
(proprietary) structure? 

Whether standard or non-
standard, the issuer will need to 
know how it will be priced, how 
it will be valued on a periodic 

333333333333333333 

555555555555555555      DDDoooeeesss ttthhheee ssswwwaaappp dddooocccuuummmeeennnttt 
   aallllooww uuss toto ttrraannssffeerr tthhee 
    sswwaapp toto aannootthheerr ppaarrttyy iiff 

we desire?

  UUnnddeerr tthhee IISSDDAA MMaasstteerr 
    AAggrreeeemmeenntt,, aa ppaarrttyy ttoo aa 
  ttrraannssaaccttiioonn mmuusstt oobbttaaiinn tthhee 

   wwrriitttteenn ccoonnsseenntt ooff tthhee ootthheerr 
   ppaarrttyy ttoo tthhee ttrraannssaaccttiioonn pprriioorr 

   ttoo ttrraannssffeerrrriinngg iittss rriigghhttss aanndd 
  oobblliiggaattiioonnss uunnddeerr tthhaatt ttrraannssaaccttiioonn 

    ttoo aa tthhiirrdd ppaarrttyy.. RReelleevvaanntt ffaaccttoorrss 
   iinn ddeecciiddiinngg wwhheetthheerr ttoo ccoonnsseenntt 
   ttoo aa ttrraannssffeerr iinncclluuddee ccrreeddiitt 
   rraattiinngg,, ccoollllaatteerraall,, nneettttiinngg aanndd ttaaxx,, 

88888888888888888      WWWiiillllll ttthhheee ssswwwaaappp ppprrrooovvviiidddeeerrr 
   aaagggrrreeeeee tototo cccooollllllaaateteterrraaallliiizzzeee 

        iiifff iiitttsss cccrrreeedddiiittt rrraaatttiiinnnggg iiisss 
dddooowwwnnngggrrraaadddeeeddd???

     DDDooowwwnnngggrrraaadddeeesss iiinnn cccrrreeedddiiittt rrraaatttiiinnngggsss 
    ccaann hhaavvee aa nneeggaattiivvee iimmppaacctt oonn 
      tthhee mmaarrkkeett vvaalluuee ooff aa sswwaapp.. AA 
  sswwaapp ccoonnttrraacctt sshhoouulldd ssppeecciiffyy 
       ttthhhaaattt ttthhheee ssswwwaaappp ppprrrooovvviiidddeeerrr aaalllwwwaaayyysss 
         pppooosssttt cccooollllllaaattteeerrraaalll wwwiiittthhh aaa ttthhhiiirrrddd pppaaarrrtttyyy 
       tttooo eeennnsssuuurrreee pppeeerrrfffooorrrmmmaaannnccceee ooonnn ttthhheee 
agreement. 

For additional information or questions contact:For additional information or questions contact:For additional information or questions contact: 
California Debt and InvestmentCalifornia Debt and InvestmentCalifornia Debt and Investment Advisory CommissionAdvisory CommissionAdvisory Commission 
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minimum credit ratings, such as 
A or AA. 

Is the swap provider 
currently, or have they in 
the past, been involved 
in litigation with a client 
regarding a swap? 

Past experience can be a 
precursor of things to come. 
The market is competitive and 
there are many providers offering 
competitive deals. The issuer 
should always select a swap 
provider with a strong business 
record.

Phil Angelides, State Treasurer and Chair 

CALIFORNIA DEBT AND INVESTMENT ADVISORY COMMISSION 

basis, and who will provide the   ooppeerraattiioonnaall,, aaccccoouunnttiinngg aanndd ootthheerr 
considerations. 

915 Capitol Mall, Room 400, Sacramento, CA915 Capitol Mall, Room 400, Sacramento, CA915 Capitol Mall, Room 400, Sacramento, CA  958149581495814 
Phone 916.653.3269 

CDIAC #05-04 

wwwwwwwww.treasurer.treasurer.treasurer.ca.gov/cdiac.ca.gov/cdiac.ca.gov/cdiac OSP 05  89212 
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Authored by Douglas Skarr, 
CDIAC Policy Research Unit. 

Special thanks to Winters and Company, 
Orrick, Herrington & Sutcliffe LLP for theirOrrick, Herrington & Sutcliffe LLP for their 
contribution to this brochure. 
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Questions for bond Issuer’s to ask 
themselves before transacting an interest 
rate swap: 

10 10

What financial goals are 
achieved by the proposed 
swap? 

Management must consider 
swaps in context to their overall 
financial plan. Swaps can be 
used to hedge interest rate risused to hedge interest rate risks, 
change the allocation of fixechange the allocation of fixed to 
variable rate assets or liabvariable rate assets or liabilities 
to achieve better matchinto achieve better matching, 
change the pattern of dechange the pattern of debt service 
payments, limit variablepayments, limit variable rate 
interest payment fluctuainterest payment fluctuations, 
or lock-in refinancing saor lock-in refinancing savor lock-in refinancing savings. 
Speculation shou veSpeculation shou ver beSpeculation should never be 
a consider with regaa consider with regard toa consideration with regard to 
imp nting an interest rimp nting an interest rateimplementing an interest rate 
swap.swap. 

Are there other ways 
to achieve the same 
financial goals? 

Management should always 
consider multiple alternatives toconsider multiple alternatives to 
achieving their financia ls.achieving their financial goals. 
Considerations in de costConsiderations include cost 
comparis o other alternativescomparisons to other alternatives 
and ir effectiveness inand their effectiveness in 
accomplishing the stated goals.accomplishing the stated goals. 
Risk management is a major issue 
to be addressed in any swap 
transaction, and its risks should 
be compared to those of other 
alternatives that may achieve 
similar goals. 

Is there a written swap 
policy in place? 

A swap policy should establish 
guidelines to be followed and 
used in the implementation of 

an interest ratean interest rate swap program. 
The poli -The policy should be a well-
docdocumented commitment from 
the issuer’s management to athe issuer’s management to a 
sound f nancial managementsound financial management 
pprogram. A comprehensive reviewprogram. A comprehensive review 
of the risks returns, resourcesof the risks, returns, resources 

maintainand reportin needed to maintainand reporting needed to maintain 
ld bea swap program should bea swap program should be 
roved byaddress d approved byaddressed and approved by 

m gement.management. 

What risks do we retain? 

Interest rate swaps carry many 
types of risk. The issuer must be 
able to quantify their financial 
exposure based on 1) changes in 
interest rates, 2) tht e probabilityhe probability 
that the payments mthat the payments made by the 
issuer on its d do not matchissuer on its debt do not match 
the re s it receives fromthe receipts it receives from 
counterparty,the counterparty, 3) changes 

in the financial condition of the 
counterparty that the issuer is 
swapping with and how a change 
in thin their credit quality affect 
the swap, andthe swap, and )4) events that 
would allow the counterparty to 

the swap.terminate the swap. 

W an interestWhat impact will an interest 
raterate swap have on our 
credcredit rating? 

The maThe major credit rating agencies 
considerconsider interest rate swaps when 
making cremaking credit rating decisions. 
The implemeThe implementation of an interest 
rate swap, inrate swap, in isolation, does 
not necessarilynot necessarily have an impact 
on ratings, eitheron ratings, either positive or 
negative. The ratinnegative. The rating agencies are 

most concerned with the issuer’s 
understanding of how interest 
rate swaps fit within their overallrate swaps fit within their overall 
rrisk management program andrisk management program and 
the effect of early terminations orthe effect of early terminations or 
collateral calls. 

The issuer must be able to 
explain their overall ass liabilityexplain their overall asset liability 
management/policies hemanagement/policies, the 
reason for enterin nto the swapreason for enterin nto the swapreason for entering into the swap 
agragreement, and he risks andagreement, and the risks and 
benefits of e ering into a swap inbenefits of entering into a swap in 
simple ter s. The issuer shouldsimple terms. The issuer should 
illustra an understanding of theillustrate an understanding of the 
sou e of payment under adversesource of payment under adverse 
c cumstances and the costs,circumstances and the costs, 
benefits, and risks associated with 
different interest rate scenarios. 

Do we have adequate 
knowledge, resources and 
commitment to administer 
a swap program? 

Swaps are complex transactions 
that require active management, 
monitoring, and reporting. The 
iissuer should provide resources 
dedicated to the managementdedicated to the management 
of the swap program. Staff 
will need to monitor the swaps 
closely, including determination 
of fair market value, cash flows, 
and changes in risk/return 
h i i S ff h ld hcharacteristics. Staff should have 
the knowledge to make decisions 

on early termination, changingon early termination, changing 
contract length, selling of options,contract length, selling of options, 
and disclosure.and disclosure. 

DDo we need the help of anDo we need the help of an 
outside financoutside financial advisoroutside financial advisor 
and/or swap advisor?and/or swap advisor? 

Given that each swap provider 
generally has done more swaps 
than any single bond issuer, a 
swap advisor may be retained to 
help level the playing field, and to 
provide independent structural, 
procurement, and valuation 

ese will assist theadvice. These will assist the 
issuer in assuring that the swapissuer in assuring that the swap 
is obtained at fair market value,is obtained at fair market value, 
all risks are understood, and thatall risks are understood, and that 
the terms have been effectivelythe terms have been effectively 
negotiated on behalf of the issuer.negotiated on behalf of the issuer. 
A swap advisor can assist withA swap advisor can assist with 
evaluating the benefits to theevaluating the benefits to the 
issuer of insuring the on-going asissuer of insuring the on-going as 
well as the termination paymentswell as the termination payments 
uunder the swap.under the swap. 

What procurement methodWhat procurement methodWhat procurement method 
will be used to obtain thewill be used to obtain the 
swap? 

Swaps can be issued usingSwaps can be issued using 
the following methods:the following methods: 
negotiated bid, 
competitive bid orcompetitive bid, orcompetitive bid, or 

a negotiated bid with some 
competitive bid aspects. The 
issuer will have to determine 
which method is most beneficial 
and that the swap price and 
terms are fair. In a competitive 
transaction the issuer will need totransaction the issuer will need to 
determine who will evaluate thedetermine who will evaluate the 
bids. 

H w does the issuer guardHow does the issuer guardHow does the issuer guard 
nst speculating in theaga nst speculating in theagainst speculating in theagainst speculating in the 
nsaction?swap transaction?swap transaction?swap transaction? 

U uld be limitedUse of swaps should be limitedUse of swaps should be limited 
ng anto hedging and red cing anto hedging and reducing an 

i purposeissuer’s risks and not for purposeissuer’s risks and not for purpose 
toof speculation, l verage, or toof speculation, leverage, or to 

b edbypass the spi t of establishedbypass the spirit of established 
s.debt and investment guidelines.debt and investment guidelines. 

Locking in lower cost of fundsLocking in lower cost of funds 
or optimizi g asset and liabilityor optimizing asset and liability 
m are examples ofmatching are examples of 
appropriate use. 

Can the swap provider 
terminate the swap earlyterminate the swap early? 

Unless structured differently, 
most interest rate swaps camost interest rate swaps can 
be terminated at any time ybe terminated at any time by 
giving notice to its counterparty.giving notice to its counterparty. 
Typically, the issuer wil want toTypically, the issuer will want to 
limit the counterparty’ ability tolimit the counterparty’s ability to 
terminate based on an issuer’sterminate based on an issuer’s 
nonperformance or creditnonperformance or credit 
deterioration. Gai s or lossesdeterioration. Gains or losses 
based on chang s in interestbased on changes in interest 
rates may become realized if anrates may become realized if an 
interest rate swap is terminated ininterest rate swap is terminated in 
advance of s contractual maturityadvance of its contractual maturity 
date. If so, the issuer should knowdate. If so, the issuer should know 
where th money will come fromwhere the money will come from 
if a term nation payment is dueif a termination payment is due 
to its counterparty. They mustto its counterparty. They must 
also dentify the parties who willalso identify the parties who will 
cal ulate the termination price.calculate the termination price. 
They may also negotiate optionalThey may also negotiate optional 
ermination by issuer only.termination by issuer only. 


