
Massachusetts Housing Finance Agency

MASTER SWAP POLICY

I. Purpose

The purpose of this Master Swap Policy (“the Policy”) is to establish guidelines for the use and management of variable rate debt and the use of various derivative financial products such as swaps, caps, floors, collars and options  (collectively referred to herein as “Swaps”) in conjunction with the Massachusetts Housing Finance Agency’s (“MassHousing” or the “Agency”) management of its assets and liabilities.

Over the past several years MassHousing has increased the utilization of variable rate debt to more efficiently finance and refinance its purpose investments (loans).

The use of variable rate debt to finance fixed rate assets produces interest rate savings in most market conditions but also creates risks that the Agency must take into consideration and monitor on an ongoing basis. In order to mitigate the risk of its exposure to interest rate movements, MassHousing may partially or fully hedge this risk by entering into a Swap.

As it’s use of Swaps increases, the Agency has assumed a more active role in managing it’s outstanding debt and related Swaps than is typically required for traditional fixed rate financings.

This Policy sets forth a framework for the utilization of Swaps with particular emphasis on their content and execution.  As a framework, the intent of this Policy is to set forth guidance, while maintaining the flexibility needed to effectively use and manage Swap structures under changing market conditions. 

II. Scope 

This Policy describes the circumstances where Swaps may be used, the methods and guidelines to be employed when Swaps are used and the management and reporting responsibilities of staff and others necessary in carrying out this Policy.

III.
Legal Authority


MassHousing may enter into Swaps in order to reduce the amount and duration of rate, spread, or similar risk, when used in combination with the issuance of debt obligations . MassHousing has the statutory authority under its Enabling Act to make and execute contracts and all other instruments, including Swap agreements, necessary or convenient for the exercise of its powers and functions.

Prior to or on the effective date of any Swap transaction the Agency will receive an opinion acceptable to it from a nationally recognized bond counsel firm substantively to the effect that the Agency has the power and authority to enter into and perform the agreements relative to the Swap, that the agreements have been duly executed and delivered by the Agency, that the agreements are legal, valid and binding obligations of the Agency, that no further authorization, consent or other approval is required for the execution, delivery and performance by the Agency, and that the execution, delivery and performance of the agreements by the Agency will not contravene or be a default under any applicable law, regulation, order or judgement applicable to the Agency.

a. Approval

MassHousing may enter into Swap agreements as authorized by the Members of the Agency (the “Board”) in connection with the issuance or payment of certain debt obligations, before, concurrently with, or after the actual issuance of the debt, as well as in connection with management of the Agency’s assets.

The Board’s authorization of the use of each Swap will be contained in a resolution or other vote of the Board (a “Swap Resolution”) and may be included in a series resolution or supplemental bond resolution authorizing the issuance of a related series of debt obligations.  The Swap Resolution will authorize the Swap agreement and its provisions and such parameters applicable to the Swap. The Swap Resolution will specify Agency officials to whom authority is delegated to carry out the necessary steps to enter into, monitor, and administer the Swap. In the event of a conflict between a Swap Resolution and this Policy, the terms and conditions of the Swap Resolution will govern.

This Policy shall govern MassHousing’s use and management of all Swaps.  While adherence to this Policy is required in applicable circumstances, the Agency recognizes 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 will require modifications or exceptions to achieve policy goals.  In these cases, management flexibility is appropriate, provided sufficient authorization from the Board is obtained.

The Policy shall be reviewed by MassHousing’s Audit and Investment Committee and updated periodically and presented to the Board for approval.  The Financial Director and Comptroller are the designated administrators of the Policy.  The Financial Director shall have the day-to-day responsibility and authority for structuring, implementing, and managing Swaps.    

The  Financial Director or Comptroller shall approve any transaction involving a Swap.  MassHousing shall be authorized to enter into Swap transactions only with qualified Swap counterparties, as described in Section VI below.  The Chief Financial Officer or Comptroller shall have the authority to select the counterparties, so long as the criteria set forth in the Policy are met.    

III. Use of Variable rate debt and Interest Rate Swaps

a. Appropriate Usage

MassHousing will use Swaps to hedge identified risks, by locking-in a fixed rate or by creating appropriate variable rate exposure. Swaps may be used to produce interest rate savings, to limit or hedge variable rate payments, to alter the pattern of debt service payments, to lock in a specific interest rate for future use or for asset/liability matching purposes.  

b. Acceptable Strategies

Because of the effects of continual innovation in the financial markets, the Policy recognizes that the reasons for using Swaps may change over time, taking advantage of market developments as they evolve. The strategies the Agency will consider in applying Swaps include, but are not limited to, the following:

· To achieve savings over alternative products existing in the capital markets;

· Managing the Agency’s exposure to floating and fixed interest rates;

· Hedging floating rate risk;

· Locking in fixed rates in current markets for future financings through the use of forward swaps, caps, swaptions, rate locks, options and other credit management products;

· More rapidly accessing the capital markets than may be possible with conventional debt instruments;

· Managing the Agency’s exposure to the risk of changes in the legal and regulatory treatment of tax-exempt bonds; 

· Managing the Agency’s credit exposure to financial institutions and other entities through the use of offsetting Swaps and other credit management products;

· Other applications to enable the Agency to increase income, lower costs, or strengthen the Agency’s balance sheet and

· To achieve greater flexibility in meeting the Agency’s overall financial objectives than those that can be achieved in conventional markets. 

c. Prohibited Strategies

MassHousing shall not enter into Swaps where one or more of the following conditions exist:

· The Swap serves a purely speculative purpose, such as entering into a Swap for the sole purpose of trading gains; or

· The Agency will have insufficient liquidity or financing capacity to terminate the Swap at current market rates; or

· There is insufficient pricing data available to allow the Agency and its advisors to adequately value the swap instrument; or

· The benefit of the transaction is disproportionately realized in advance of the relative risks, such as the receipt of upfront payments.

d. Procedure

Recommendations to enter into Swaps will be made based on MassHousing’s analysis of proposals submitted by its financial advisors. No Swap shall be entered into prior to notification to appropriate bond rating agencies. Recommendations should consider the following elements:

· The appropriateness of the transaction for the Agency based on the balance of risks and rewards, including a description of the transactional structure, a description of the risks it presents, and risk mitigation measures;

· The legal framework for the transaction within the context of the Agency’s Enabling Act, Massachusetts statutes, Agency resolutions, and relevant indenture and contractual requirements (including those contained in credit agreements), as well as any implications of the transaction under federal tax regulations; 

· Potential effects that the transaction may have on the credit ratings of any Agency obligations assigned by the rating agencies;

· The potential impact of the transaction on any areas in which the Agency’s capacity is limited, now or in the future, including the use of variable-rate debt, bank liquidity facilities or letters of credit, and bond insurance; 

· The ability of the Agency to handle any administrative burden that may be imposed by the transaction, including accounting and financial reporting requirements; 

· The impact of Swaps used with variable rate debt on the availability and cost of liquidity support for other Agency financing programs; and 

· Other implications of the proposed transaction as warranted.

V.
Interest Rate Swap Features

Interest Rate Swap Agreement

The Agency will use, to the extent possible, terms and conditions as set forth in the International Swap and Derivatives Association, Inc. (“ISDA”) Master Agreement.  The Swap agreement between the Agency and each counterparty shall include payment, term, security, collateral, default, remedy, termination, and other terms, conditions, provisions and safeguards as the Agency, in consultation with its legal counsel and financial advisors deems necessary or desirable.

In general, the terms and conditions of any Agency Swap agreement shall use, but not be limited, to the following guidelines:

· Downgrade provisions triggering termination shall in no event be worse than those affecting the counterparty.

· The specified indebtedness related to credit events in any Swap agreement shall be narrowly defined and refer only to indebtedness of the Agency that could have a materially adverse effect on the Agency’s ability to perform its obligations under the Swap.  Debt will typically only include obligations within the same or higher lien as the Swap obligation.

· Collateral thresholds for the Swap provider shall be set on a sliding scale reflective of credit ratings.  Collateral requirements shall be established and based upon the credit ratings of the Swap provider or guarantor.  

· Eligible collateral will generally be limited to Treasuries and obligations of Federal Agencies where the principal and interest are guaranteed by the United States.  At the discretion of the Chief Financial Officer, other high-quality, highly liquid obligations of Federal agencies, not secured by the full faith and credit of the U.S. government, may be used as collateral. 

· The Agency shall have the right to optionally terminate a Swap agreement at “market,” at any time over the term of the agreement.

· Termination value shall be set by a “market quotation” methodology, unless the Agency deems an alternate appropriate.

VI.

Swap Counterparties
Unlike conventional fixed rate bonds many Swap products may create, for the Agency, continued exposure to the creditworthiness of financial institutions that serve as the Agency’s counterparties on Swap transactions.  In general, the Agency will utilize the following standards in selecting counterparties:

· Credit Standards

Standards of creditworthiness, as measured by credit ratings, will determine eligible counterparties. Differing standards may be employed depending on the term, size and interest-rate sensitivity of a transaction, type of counterparty, and potential for impact on the Agency’s or a specific enterprise-fund’s credit rating. As a general rule, the Agency will enter into transactions only with counterparties whose obligations are rated in the AA category or better from at least one nationally recognized rating agency. 

The Agency may consider entering into Swap transactions with counterparties that are rated A by at least one nationally recognized rating agency provided that the counterparty post collateral under a collateral support agreement in sufficient amount and form acceptable to the Agency. 

 In cases where the counterparty’s obligations are rated based on a guarantee or specialized structure to achieve the required credit rating, the Agency shall thoroughly investigate the nature and legal structure of the guarantee or structure in order to determine that it meets the Agency’s requirements in full.

In general, the Agency will enter into Swap transactions with continuing subsidiary entities rather than terminating subsidiary entities.

· Diversification of Exposure

The Agency will seek to avoid excessive concentration of exposure to a single counterparty by diversifying its counterparty exposure over time.  Counterparty exposure is measured not solely by the notional value of the underlying instrument but factors such as term, relative interest, call options, etc. may be more significant to the relative credit exposure of a derivative instrument.  The Agency will periodically perform a risk exposure analysis to quantify counterparty exposure.  When making new derivative decisions, MassHousing will seek to limit concentration so that exposure to a single counterparty is limited to no more than fifteen percent of Agency net assets.  When making new derivative decisions, the Agency will also endeavor to limit overall derivative counterparty exposure to no more than 50% of Agency net assets.  In making this assessment the underlying rating of the relevant counterparty will be considered as an important factor in concentration risk.  These limits may be exceeded under appropriate circumstances that mitigate risk, which may include, but are not limited to, the short term of the derivative, its amount and nature, the rating of the counterparty, or by pledge of collateral or other security by the counterparty.

· Termination:  

If a counterparty’s credit is downgraded below a second (lower) threshold, even with collateralization, the Agency may exercise a right to terminate the transaction prior to its scheduled termination date. The Agency will seek to require, whenever possible, that terminations triggered by a counterparty credit downgrade will occur on the side of the bid-offered spread which is most beneficial to the Agency, and which would allow the Agency to go back into the market to replace the downgraded party with another suitable counterparty at no out-of-pocket cost to the Agency.
· Term and Notional Amount

In connection with the issuance or carrying of bonds, the term of the Swap agreement shall not extend beyond the final maturity date of the related bonds.  At Swap execution the total “net notional amount” shall not exceed the amount of bonds related to the Swap transaction.  For purposes of calculating the net notional amount, credit shall be given to any fixed versus variable rate Swaps that offset for a specific bond transaction.

· Collateral Requirements

As part of any Swap agreement, the Agency may, based on credit ratings of the counterparty, require collateralization or other forms of credit enhancements to secure any or all Swap payment obligations.  As appropriate, the Agency, in consultation with its legal counsel and financial advisors, may require collateral or other credit enhancement to be posted by any Swap counterparty if the credit rating of the counterparty or parent falls below the A credit rating category. Each counterparty shall post additional collateral for further decreases in credit ratings, in accordance with the provisions contained in the collateral support agreement.  

Threshold collateral amounts shall be determined by the Agency on a case-by-case basis.  The Agency will determine the reasonable threshold limits 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 Agency and the counterparty. A list of acceptable securities that may be posted as collateral and the valuation of such collateral will be determined and mutually agreed upon during negotiation of the Swap agreement.  The market value of the collateral shall be determined on a daily basis, or less frequently if the Agency determines it is in its best interest, given the specific collateral security and Swap transaction.

The Agency’s Swap counterparties will be required to notify the Agency in the event a credit rating agency takes negative action with regard to the counterparty’s credit rating, including both an actual downgrade of the credit rating as well as the publication of a notice by a rating agency that the counterparty’s rating is in jeopardy of a downgrade (i.e. being placed on Standard & Poor’s Credit Watch or being assigned a negative outlook by Moody’s).

VII.
Internal Management Of Obligations and Exposure

Achieving the Agency’s purposes through variable rate and synthetic fixed rate structures requires the Agency to address several risks.  The use of Swaps in connection with the issuance of variable rate bonds addresses some of these risks while presenting additional risks.  The provisions of this policy are designed to create a framework for evaluating and addressing these risks in transaction structuring and ongoing management.  The following paragraphs describe pertinent risks and the means through which the Agency may mitigate them. 

Risks Related to Variable Rate Bonds

Interest Rate Risk is the risk that unhedged variable rates may rise, producing either losses in allowed spread income or absolute losses as compared to purpose and non-purpose reinvestment rates.  The Agency may enter Swaps to hedge interest rate risk, either by determining its interest expense through fixed-payer swaps or by determining its maximum interest expense through interest rate caps or swaptions.  The Agency may also choose to incur an appropriate level of interest rate exposure given its asset portfolio or specifically to fund short-term or variable rate purpose investments.  In defining the desired amount of rate exposure, the Agency will consider its ability to accelerate redemptions and to withstand losses in a rising rate environment.  

Credit Risk is the risk that the credit rating of the issuer may deteriorate, weakening its ability to access the variable rate debt and liquidity markets efficiently.  The Agency will monitor its ratings (and that of its insurers as applicable) and consider the impact of proposed transactions and other actions on its ratings.  The Agency may also issue index bonds that reset at a spread to the index determined at initial pricing.  The Agency also incurs credit risk to liquidity providers since their ratings determine the short-term ratings on variable rate bonds with put features.  The Agency may enter Standby Bond Purchase Agreements and other liquidity agreements that provide for replacement of the liquidity banks upon certain ratings downgrades.  The Agency may also eliminate this risk by issuing auction rate securities, which do not have a put feature.  

Remarketing Risk is the risk that variable rate demand obligations (“VRDO’s”) cannot be remarketed and they become costly bank bonds held by the liquidity provider.  This outcome may be related to a credit event that prompts many investors to put the bonds back to the issuer.  The Agency will act to preserve its credit and to redeem bank bonds as quickly as possible in the event of a failed remarketing.  

Liquidity Rollover Risk is the risk that an issuer may be unable to extend or replace a liquidity facility, since such facilities typically expire within one to five years and must be replaced several times while the related variable rate bonds remain outstanding.  The holders of VRDOs may optionally tender the bonds, creating the need for liquidity; the Agency will generally offer VRDOs that allow for conversion to auction rate and fixed rate modes.  The Agency will evaluate the availability and cost of liquidity support and use the auction market when liquidity fees render the all-in cost of variable rate demand obligations unattractive.  

Risks Related to Swaps

Tax Risk is the risk that the value of tax exemption may decline through tax law changes and the variable interest rates will rise toward taxable levels.  The Agency should consider the likelihood of tax law changes and the impact of potential changes in tax law on its debt portfolio.  The Agency may also enter swaps in which the counterparty assumes tax risk, such as actual rate or Bond Market Association (“BMA”) swaps, although BMA swaps may not fully protect the Agency against tax risk because the BMA index is Non- alternative minimum tax (“AMT”), while the bonds issued by the Agency are generally AMT and would be affected by increases in the AMT premium.
Basis Risk refers to the mismatch between actual variable rate debt service and the variable rate Swap payment received by the Agency to offset debt service.  The Agency will review historical trading differentials between the variable rate bonds and the index.  The Agency may seek to reduce or eliminate basis risk where economically feasible by entering Swaps in which the floating payment received precisely matches the variable rate debt service.  
Amortization Risk is the risk that the optimal or actual redemption pattern of the bonds may differ from the Swap schedule, possibly producing a mismatch between the outstanding principal amount of the bonds and the notional amount of Swap.  This risk is especially pertinent to the Agency given the nature of its financed assets and uncertainties inherent to their repayment patterns.  The term of the Swap should not exceed the term of the underlying variable rate bonds, but ensuring that the notional schedule precisely matches the optimal debt amortization may not be possible.  Divergence between the optimal bond redemption pattern and the Swap notional schedule would arise from distinctions between structuring assumptions and actual origination and repayment experience.  Specific examples include non-origination, the prepayment speed of single-family loans and borrower actions upon the prepayment lockout on multi-family loans.  Careful transaction structuring is critical to mitigating this risk.  The Agency will generally finance long-term assets that feature uncertain repayment patterns with Swap structures that integrate unhedged variable rate bonds and fixed rate bonds.  These support bonds provide flexibility to either be redeemed with unexpected revenues or unexpended acquisition funds or to fund loan recycling, allowing the Agency to redeem the hedged bonds in accordance with the Swap schedule.  Further, the Agency will enter swaps relating to bonds offered under parity resolutions that allow cross calling.  This flexibility broadens both the pledged asset base with which to redeem hedged bonds and the portfolio of bonds that may be redeemed with revenues exceeding Swap structuring assumptions.  

To address amortization risk resulting from non-origination, the Agency may seek to price debt in increments sufficient to fund no more than approximately four weeks of demand, so that lending rates are always competitive.  Frequent, small issue strategies and Swaps may be used to support this goal.  

To address amortization risk resulting from slow prepayments, the Agency will evaluate the range of reasonably expected repayment patterns for the financed assets and ensure that the Swap schedule may be met assuming the minimum expected revenue stream.  The Agency may also allow the bonds to become unhedged as the swap notional declines, thereby increasing its interest rate risk.  

To address amortization risk resulting from rapid prepayments, the Agency will monitor actual revenues and evaluate reinvestment options to maximize income.  Such options may include bond redemptions through cross calling, purpose investments (loan recycling), non-purpose investments (investment contracts that allow revenues to accumulate and other securities), and applying revenues to Swap termination payments.  The Agency may purchase par cancellation rights to become effective on dates for which it has less certain asset repayment projections such that the optimal redemption schedule may diverge from the Swap schedule significantly.  The Agency will seek to attain the greatest pricing advantage while purchasing the call protection needed over time based on a range of reasonable asset repayment patterns.  Terminating the existing Swaps may enable the Agency to enter new Swaps or other financing mechanisms that are better tailored to the actual financed assets and repayment experience.  

To address amortization risk resulting from multi-family prepayments, when economically feasible the Agency may purchase par cancellation rights to coincide with the expiration of the loan prepayment lockouts.  

To address amortization risk resulting from tax law changes, such that the tax exempt variable debt service exceeds the floating swap payments and the Agency would optimally accelerate redemptions of the variable rate debt, the Agency may purchase par cancellation rights or enter swaps in which the floating payment would approximate the variable debt service even if the value of the tax exemption declines (BMA or actual rate trades).  

Termination Risk is the risk that due to some event or exercise of a right the Swap may terminate or be terminated prior to its scheduled expiration which could result in a termination payment becoming payable by the Agency.  To mitigate this risk, the Agency will enter Swaps with appropriate termination provisions.  If a Swap terminates, the Agency must decide whether to allow the debt to remain unhedged, to redeem bonds, or to replace the Swap.  The Agency would evaluate the nature and scope of its interest rate risk without the terminated hedges and its ability to make any termination payments without entering a replacement.  Since any termination payment owed by the Agency will generally be funded by payment from the replacement counterparty, the Agency considers its exposure to be market risk (as discussed below) and the aggregate value of the bid-ask spread or the difference between the payments it would receive and make on each Swap.  The replacement of a Swap in which the counterparty paid the actual debt service may require either conversion to an index-based floating payment or replacement of the remarketing agent.  

Market Risk is the risk that under a termination event, the Agency will not be able to obtain a replacement Swap because the Swap market has suffered a loss of liquidity or collapsed.  The Agency utilizes Swaps knowing that the risk of the failure of this liquid market is extremely remote.  The Agency may consider redeeming the underlying bonds or remarketing the bonds to fixed rates, although such a scenario implies widespread market dislocation that may impact the Agency’s financings more broadly.  

Credit Risk is the risk that under a termination event, the Agency will not be able to obtain a replacement Swap because its credit has deteriorated.  It is important to note that the termination value or the price the Agency must either pay or receive upon early termination is determined without regard to its current credit since the market quotations are not issuer specific.  However, the Agency may be unable to actually find a replacement counterparty if its credit has become insufficient for efficient use of the Swap market.  This difficulty would be exacerbated by simultaneous credit events related to the Agency’s liquidity facilities and puts by VRDO investors (or cheapening of auction rate securities).  As in the credit risk associated with utilizing variable rate debt itself and liquidity, the Agency will carefully monitor its credit and act to maintain its rating.  
Counterparty Risk  is the risk that a counterparty will fail to make required payments.  In order to limit the Agency’s counterparty risk, the Agency will seek to avoid excessive concentration of exposure to a single counterparty or guarantor by diversifying its counterparty exposure over time. Exposure to any counterparty will be measured based on the termination value of any Swap contracts entered into with the counterparty, as well as such other measurements as the Agency may deem suitable to measure potential changes in exposure, such as “value at risk” or “peak exposure.”  Termination value will be determined regularly, based on a mark-to-market calculation of the cost of terminating the Swap contract given the market conditions on the valuation date.  Aggregate Swap termination value for each counterparty should take into accounting netting of offsetting transactions (i.e. fixed-to-floating vs. floating-to-fixed).  As a matter of general principle, the Agency may require counterparties to provide regular mark-to-market valuations of Swaps they have entered into with the Agency, and may also seek independent valuations from third party professionals.

Rollover Risk is the mismatch of the maturity of the Swap and the maturity of the underlying bonds and specifically the risk that the issuer may not be able to obtain a replacement swap if desired (for either credit or market reasons as described above).  While the scheduled maturities of the bond may not match the Swap notional reduction, the Agency generally expects to redeem the variable rate bonds in accordance with the related Swap schedules, rendering rollover risk relatively low (please see Amortization Risk, above).  Similarly, the Agency will evaluate the need to renew or replace interest rate caps one year ahead of their expiration.  
As a general rule, the Agency will manage the risks of its Swap exposure on an enterprise-wide or “macro” basis, and will evaluate individual transactions within the larger context of their impact across the relevant enterprise.  In each case, the degree of risk should be evaluated in comparison with degree of benefit provided. 
VIII.
Disclosures and Financial Reporting Requirements
Periodic reports of all Swaps shall be made to the Audit and Investment Committee of the Board, to rating agencies, and in disclosure documents.  Reports shall provide a clear summary of the special risks involved with Swaps and any potential exposure to interest rate volatility or unusually large and rapid changes in market value.  With respect to its financial statements, the Agency will adhere to the guidelines for the financial reporting of Swaps, as set forth by the Government Accounting Standards Board.

IX.
Selecting and Procuring Interest Rate Swaps
The Agency will choose counterparties for entering into Swap contracts on either a negotiated or competitive basis.  Most MassHousing bond financings are executed on a negotiated basis. For this reason, most Swap contracts will be procured on a negotiated basis as well. The Agency may consider a competitive selection process when the product is relatively standard, if it can be broken down into standard components, if two or more providers have proposed a similar product to the Agency, or if competition will not create market pricing effects that would be detrimental to the Agency’s interests.  Negotiated procurement may be used for original or proprietary products, for original ideas of applying a specified product to Agency need, to avoid market pricing effects that would be detrimental to the Agency’s interests, or on a discretionary basis in conjunction with other business purposes.  

Consideration may be given in negotiated transactions to those counterparties who have demonstrated their willingness to participate in competitive transactions and have performed well.  If it is determined that a Swap should be competitively bid, the Agency may employ a hybrid structure to reward unique ideas or special effort by reserving a specified percentage of the Swap to the firm presenting the ideas on the condition that the firm match or better the best bid.  To provide safeguards on negotiated transactions, the Agency should generally secure outside professional advice to assist in the process of structuring, documenting and pricing the transaction, and to verify that a fair price was obtained.  In any negotiated transactions, the counterparty shall be required to disclose all payments to third parties (including lobbyists, consultants and attorneys) who had any involvement in assisting the counterparty in securing business with the Agency.

Re-adopted without Amendment March 12, 2013
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