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Item Summary: Resolution of the Board of Commissioners of the County of Dare,
North Carolina Authorizing the Execution and Delivery of an Interest Rate Swap
Agreement for the County

The last Board presentation centered upon how the swap transactions work. This presentation
focuses more on the specifics of the proposed transactions

Change to Swap Policy Adopted in February 2005:

We need to make a revision to section D.2 of the Swap Policy regarding the ratings threshold
used for requiring the posting of collateral. The current policy states that if a provider drops
below the AA ratings category, then they must post collateral. As we have progressed through the
details of the transaction, we have learned that the posting requirement is parallel, i.e.... a two
way street. If the requirement stands for the provider, the same requirement stands for the County.
Since Dare is rated AA- (Fitch), A+ (S&P) and Al (Moody’s) the AA requirement presents a
problem for the County. This was not caught in the drafting of the policy because Dare County
will be the first local government in NC not rated AA by all three agencies allowed to execute a
swap. The page with the revisions to the Swap Policy is attached.

Our proposed transaction will be with UBS AG which is rated AA2 Moody’s, AA+ S&P, and
AA+ Fitch.

Basis Swap:

Structure: The County will be swapping a tax exempt index rate for a % of a taxable mdex rate.
e The County will pay BMA (tax exempt rate).
¢ The County will receive a % of Libor (taxable rate). (Likely 70% per the LGC.)
¢ The County accepts the full tax risk associated with the swap.
e TaxRisk is defined as:

o The risk stemming from changes in marginal income tax rates. Decreases in
marginal income tax rates for individuals and corporations could result in tax
exempt variable rates rising faster than taxable variable rates (BMA would
increase more than the corresponding % of Libor). This is a result of the tax
code’s impact on the trading value of tax exempt bonds. The worst case scenario
would be the loss of tax exempt status for municipal securities which would
result in BMA being approximately equal to 100% of Libor.

¢ The County is to be compensated for taking the tax risk by payments from UBS to the
County of (subject to change, #’s were as of 4/21):

o 30 basis points for the Series 1998B COPs;

o 37 basis points for the Series 2001 COPs;

o 39 basis points for the Series 2002 COPs; and

o 42 basis points for the Series 2004 COPs.

o The total net present value of the compensation is $1,332,983.

e The presented numbers are based upon “spot starting™.

o Spot starting means starting immediately. Forward starting means starting at
some point in the future, in this case the swaption execution (call) date. An LGC
representative told UBS that he was going to require forward starting. However,
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on a subsequent conference call with the Finance Director and the Financial
Advisor, the same LGC representative said we could choose, so the issue is
unresolved until the next conference call on 5/10. The total projected savings
(basis swap and swaption) on a net present value basis is 8.02% for spot starting
and is 6.52% for forward starting

Worst Case Scenario: At the last meeting the Board was presented with the worst case scenario of
BMA = 100% of Libor along with that scenario worked into the school debt repayment plan. That
analysis was incorrect and overstated the possible loss because it was not netted against the
annuity payment to the County. Worst case gross numbers are:
o NPV, worst case ($3,753,411)
e NPV of payments to County 1.332.983
Net NPV worst case scenario  ($2,420,428)
® That scenario, when placed into the debt repayment plan, changes the needed tax increase
from 0 70 of one cent to 0.80 of one cent. The Manager’s proposed budget places 1 cent
into the repayment plan. (We need to maintain that flexibility for uncertainties in the
repayment plan such as the one that surfaced this week. The Senate budget proposes to
eliminate the ADM money and replace it with lottery proceeds, the passage of which is
not certain.)

The debt repayment plan with the worst case scenario is included as an attachment. Also included
as an attachment is the calculation of the net outflow for the worst case scenario.

Annuity versus Upfront Payment: The LGC and our financial advisor prefer to see the
compensation to the County be taken as an annuity instead of as an upfront payment. That is
because the transaction is a form of a refunding done for debt service savings and on refundings
the LGC requires the savings to be taken over the term of the transaction on a level basis.
Therefore, all of the presentation assumes annuity payments to the County.

Insurance: The swap transaction will be insured by a ratings insurance firm. RFP"s are being
prepared to be issued with expected insurer to be AMBAC which has insured the County’s last
three COPs transactions.

Swaption:

The County will likely enter into a BMA based swaption. Use of a BMA swaption eliminates the
tax risk related to the basis swap, if the swaption is exercised.

The swaption represents selling the right, to UBS, to allow UBS to force the County to enter into
a synthetic fixed rate current refunding for certain maturities of our outstanding COPs. A
synthetic fixed rate refunding is where the County would issue variable rate debt and then swap
those variable interest payments for fixed interest payments. Under the swap (if the swaption is
executed), the County would pay a variable rate on refunding bonds and UBS would pay the
County BMA. Those payments effectively cancel each other out except to the extent that BMA
doesn’t exactly equal the payment on the variable bonds, which is known as basis risk. The basis
risk is relatively small because the tax exempt BMA index usually closely mirrors rates on
variable rate tax exempt bonds.
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The net present value (projected savings) of the swaption is $759,260 (subject to change, #’s as of

4/21/05).

The COPs selected are as shown in the following table. Also shown is the coupon rate for the
selected bonds, the fixed rate the County would pay to UBS if the swaptions are exercised, and
the effective rate the County would receive if the swaptions are exercised.

COPs

S1998B
S1998B
S1998B
S1998B
S1998B
S1998B
S1998B
S1998B
S2001
S2001
S2001
S2002
52002
52002
S2004
52004
S2004
52004
S2004
S2004
52004
52004
52004
S2004

|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|

$320,000
$340,000
$355,000
$375,000
$390,000
$410,000
$430,000
$455,000
$1,195,000
$1,245,000
$1,290,000
$1,880,000
$1,880,000
$1,880,000
$1,110,000
$1,620,000
$1,620,000
$1,620,000
$1,195,000
$1,620,000
$1,620,000
$1,620,000
$1,620,000
$1,620,000

Structure of Swaption:

The presented numbers are based upon “single execution”.

|
|
|
|
|
|
|
|
|
|
|
|
I’
|
|
|
|
|
|
|
|
|
|

Maturity
Date
5/172012
5/1/2013
5/172014
5/1/2015
5/172016
5/172017
5/172018
5/172019
6/1/2019
6/1/2020
6/1/2021
6/1/2021
6/1/2022
6/1/2023
6/1/2021
6/1/2022
6/1/2023
6/1/2024
6/1/2025
6/1/2026
6/1/2027
6/1/2028
6/1/2029
6/1/2030

Exercise /
Call Date
5/1/2007
5/1/2007
5/1/2007
5/1/2007
5/1/2007
5/1/2007
5/1/2007
5/1/2007
6/1/2011

6/1/2011

6/1/2011

6/1/2012
6/1/2012
6/1/2012

6/1/2014
6/1/2014
6/1/2014
6/1/2014
6/1/2014
6/1/2014

6/1/2014
6/1/2014

6/1/2014
6/1/2014

|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|

Coupon

5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.125%
5.125%
5.125%
5.00%
5.00%
5.00%
5.25%
5.25%
5.25%
5.25%
5.05%
5.05%
5.05%
5.05%
5.05%
5.05%

|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|

Swaption
Fixed Rate
4.2639%
4.2639%
4.2639%
4.2639%
4.2639%
4.2639%
4.2639%
4.2639%
4.2701%
4.2701%
4.2701%
4.2535%
4.2535%
4.2535%
4.59%
4.59%
4.59%
4.59%
4.59%
4.59%
4.59%
4.59%
4.59%
4.59%

County
Receives
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor
70% of Libor

Single execution means that the swaption can be exercised on and only on the execution (call)
date. If'it is not exercised, it ceases to exist. (Multi execution allows for several possible
execution dates.)

The net outflow for debt service (fixed rate payment to UBS plus costs associated with variable
rate debt) will be approximately equal to the debt service that would have been paid on the above
bonds. Remember that the savings comes into effect based upon the annuity paid to the County

for the Swaption with a net present value of $759,260.
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Insurance: The swaption transaction will be insured by a ratings insurance firm. RFP"s are being
prepared to be issued with expected insurer to be AMBAC which has insured the County’s last
three COPs transactions.

Accounting and Budget Issues:

There will be bond counsel fees, financial advisor fees and the cost of insurance to deal with. The
projected savings numbers accounted for estimates of these fees. The Finance Director will obtain
assistance from the Financial Advisor on the proper budget actions and accounting treatment for
these and will return to the Board for the appropriate actions.

Preliminarv Financial Advisor Report:

The Finance Director will have a preliminary report from the Financial Advisor to distribute to
the Board. It will not be available in time to include in the agenda packages but will be be a
handout at the Board meeting.

Resolution:

The Resolution does the following:

¢ Directs the Finance Director to file an application with the LGC.

¢ Authorizes the County Manager and the Finance Director to negotiate, execute and
deliver the swap with UBS.

¢ Retains Parker Poe Adams & Bernstein as bond counsel and DEC Associates as Financial
Advisor.

* Designates the County Manager and County Fiance Director as the designated County
Representatives for all issues relating to the swap.
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County of Dare, North Carolina

Financial and Budgetary Policies

IX. Swap Policy

A. Definitions

1. “Counn™ means the County of Daie, North Carolina.

2. “County Manager” means the person from time to time serving as the

county manager of the County

3. “Fimance Director™ means the person from time to time serving as the

responsible finance officer of the County.

4. “Swap Agieement” shall mean a written contract entered mto with an

Adopted 2/21/2005

acceptable counterparty in connection with debt 1ssued or to be issued by
or behalf of the County in the form of a rate swap agreement. basts swap,
forward 1ate agieement, intetest rate option agreement, rate cap agreement,

rate floor agreement. rate collar agreement or other similar agreement,

including any option to enter into or terminate any of the foregoing or any
combination of such agreements

B. The Conditions Under Which Swap Agreements May Be Entered Into

1. Purposes
a, The County may use a Swap Agreement for the following purposes

only

» To achieve significant savings as compared to a
product available in the traditional cash maiket.
» To enhance investment returns within prudent nsk

guidelines

» To prudently hedge risk in the context of a

particular financing or the overall asset/liability

management of the County.

» To incur variable rate exposure, such as selling
Interest rate caps ol entering into a swap in which
the County’s payment obligation 1s floating rate.

» To achieve more flexibility 1n meeting the

County’s overall financial objectives than can be

achteved in conventional markets

2. Legality
a. The Board must receive an opinion acceptable to the market from a

C.

nationally recognized bond counsel law firm acceptable to the
County Manager and to the Finance Director that the Swap

Agreement is a legal. valid and binding obligation of the County and

entering into the transaction complies with applicable law

The County will inform the Debt Management Section of the LGC of
any potential Swap Agreement. The County will review the proposed
Swap Agreement with the staff of the LGC and will obtain LGC staff
approval, or if determined to be required by the LGC staff, obtain
approval of the LGC prior to the execution of any Swap Agreement
The failure of the County to comply with any provision of this policy

will not invalidate or impair any Swap Agreement.
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County of Dare, North Carolina Adopted 2/21/2005
Financial and Budgetary Policies

3.

4.

Speculation
a. The County may not use a Swap Agieement {or speculative
purposes Associated 11sks will be prudent ti1sks that are appiopriate
for the County to assume
Financial Advisor
a. The County shall contiact for the services of a Financial Advisor for
every swap transaction contemplated

C. Aspects of Risk Exposute Associated with Such Contiacts

1.

Before enteting into a Swap Agieement. the County shall evaluate all the
nisks inherent i the transaction. The evaluation shall be in written form
and shall be presented to the governing Board The 1isks to be evaluated
should include counterparty 11sk. termination 11sk, collateral posting tisk.
rollover risk, basis risk. tax event 1isk and amortization risk

The County shall endeavor to diversify its exposure to counterparties To
that end, before entering into a transaction, it should determine its exposure
to the 1elevant counterpaily or counterparties and determine how the
proposed tansaction would affect the exposuie The exposute should not
be measured solely in terms of notional amount, but 1ather how changes in
interest rates would affect the County’s exposuie

D. Counterparty Selection Criteria

1.

E. Methods
1.

The County may enter into a Swap Agieement 1f the counterparty has at
least two long-term unsecuied credit ratings in at least the double A
category from Fitch, Moody’s. or S&P and the counterparty has
demonstiated experience in successfully executing Swap Agreements The
County may enter nto a Swap Agreement if the counterparty has at least
two long-term unsecured credit ratings in the single A category o1 better
from Fitch. Moody’s. or S&P only 1f the counterparty has demonstiated
experience in successtully executing Swap Agreements and 1f (a) the
counterparty either provides a guarantor or assigns the agreement to a party
meeting the rating criteria in the preceding sentence, or (b) the counterparty
collateralizes the Swap Agreement in accordance with the criteria set forth
in this Policy and the transaction documents

If the ratings of the counterparty. or if secuted, the entity unconditionally

guaranteeing its payment obligations, fall below the A catezorv .zt any time

subsequent to the execution of the swap, then the obligations of the
counterparty must be fully and continuously collateralized by direct
obligations of. or obligations the piincipal and interest on which are
guaranteed by. the United States of America and such collateral must be
deposited with a financial institution serving as a custodial agent for the
County

By Which A Swap Agreement Is To Be Procured

Negonated Method The County may procure a Swap Agreement by a
negotiated method under the following conditions.

a. The Finance Director makes a determination that, due to the size and
complexity of a patticular swap. a negotiated transaction would
result in the most favorable pricing and terms, or

b. The Finance Ditector makes a determination that a proposed
derivative embedded within a refunding debt issue meets the
County’s saving’s target, and

21
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County of Dare, North Carolina Adopted 2/21/2005
Financial and Budgetary Policies

¢.  The County receives a certification fiom a financial institution ot
financial advisor that the teims and conditions of the Swap
Agreement provide the County a fair market value as of the date of
its execution n lights of the facts and circumstances

2. Competitive Method

a. The County may also procure a Swap Agreement by competitive
bidding. The competitive bid may imit the number of firms solicited
to no fewer than three The County may determine which parties it
will allow to participate in a competitive transaction In sttuations in
which the County would like to achieve diversification of
counterparty exposute. the County may allow a fium or firms not
submitting the bid that produces the lowest cost to match the lowest
bid The patameters for the bid must be disclosed in wiiting to all
potential biddes.

F. Long-Term Implications

L. In evaluating a particular transaction mvolving the use of a Swap
Agreement, the County shall 1eview long-term implications associated with
entering into the Swap Agieements, including costs of borrowing,
historical interest rate trends, variable rate capacity, credit enhancement
capacity, opportuntties to refund related debt obligations and other similar
considerations

G. Swap Agreements To Be Reflected In The County's Financial Statements

1. The County shall disclose and reflect the use of Swap Agreements 1n its
financial statements in accordance with generally accepted accounting
principles.

H. Management Review of Swaps

I

1. A written annual management 1eview of swap agreements shall be
prepared by the Finance Director and submuitted to the County Manager

2. Valuation of swap agreements shall be conducted semi-annually by the
Finance Director and submitted to the County Managel

Termination Payments

1. If the County enters into a swap agreement and incurs the risk of a
potential swap termination payment, or 1f the County issues some form
variable rate debt, the County will create a termination/hedge reserve
within the General Fund, or for termination payment risk. the County may
instead obtain a non-reimbursable mnsurance policy for swap termination
payments from a *AAA” or ‘AA" 1ated monoline bond insurer

2. The County shall also seek to negotiate a “term-out™ provision for any
potential termination payment which will make the termination payment
payable over a five year period.

22
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Basis Swap - Worst Case Worksheet
BMA =100% of Libor

| S1998B |

2005
2006|
2007|
2008|
2009
2010]
2011
2012]
2013|
2014|
2015|
2016|
2017|
2018
2019|
2020}
2021
2022|
2023]
2024|
2025|
2026|
2027|
2028
2029|

e et e

I
8,969 |
8.621 |
8,286 |
7,965 |
7.655 |
7.358 |
7,072 |
6,090 |
5,131 |
4.207 |
3.307 |
2,444 |
1,605 |

793 |

|
|
|
|
I
l
|
I
I
|

PV Annuity Payments

$2001 |
6.888 |
13,374 |
12.855 |
12,356 |
11.876 |
11,415 |
10,971 |
10.546 |
10,136 |
9,742 |
9.364 |
9,001 |
8651 |
8315 |
7,993 |
5221 |
2,553 |

|
|
I
|
I
I
I
|

$2002 |
10.979 |
21.315 |
20,488 |
19,693 |
18,928 |
18,192 |
17.487 |
16.807 |
16.154 |
15.528 |
14.924 |
14.344 |
13,788 |
13,253 |
12,738 |
12,243 |
11,768 |
7,541 |
3,624 |

$2004 |
28.604 |
55.536 |
53,380 |
51.308 |
49315 |
47.400 |
45,559 |
43,790 |
42,090 |
40.455 |
38.885 |
37,374 |
35,923 |
34,528 |
33,187 |
31.898 |
30.660 |
27,072 |
22.658 |
18.546 |
15.534 |
11.944 |

8,611 |

5,517 |

2,652 |

Total |
46,471 |
99.194 |
95,344 |
91.643 |
88,084 |
84,662 |
81,375 |
78.215 |
74.470 |
70.856 |
67.380 |
64.026 |
60,806 |
57,701 |
54,711 |
49,362 |
44,981 |
34,613 |
26.282 |
18.546 |
15.534 |
11.944 |
8611 |
5517 |
2,652 |

S1998B |
(19.416)]
(37.358)|
(35.924)]
(34.360)]
(32.865)|
(31.434)]
{30,066)|
(28.758)|
(24.644)]
(20.662)]
(16.858)|
(13.189)]

(9.693)]

(6.337)]

(3.116)]

Worst Case Outflows |

$2001 |
(22.910)]
(44.319)]
(42.389)]
(40.543)]
(38.779)|
(37.091)]
(35.477)]
133.933)]
(32.457)]
(31.043)]
(29.692)|
{28.400)]
(27 164)]
(25.981)]
(24.851)]
(16.154)]
(7.863)]

S2002 | S2004 | Total | NET |
(34.082)] (75.210] (151.618)] (105.147)]
(6i93|)l(I44J3I)|(29L939)|(19l7451
(63.062)] (137.838)] (279.233)] (183.889)
(60.317)] (131.837)] (267.079)] (175.436)]
(57.692)] (126.119)] (255.455)] (167.371)]
(35.180)] (120,628)] (244.333)] (I59.67])|
(52.779)] (115.378)] (233.700)] (152.325)
(50.481) (110.356)] (223.528)] (145.313)]
(48.284)| (105.553)] (210.938)] (136.468)|
(46.182) (100.959)] (198.846)} (127.950)]
(.172)]  (96.564)] (187.286)] (119.906)]
(42.230)]  (92.362)] (176.20D)) (112,175)]
(40.411)]  (88.341)] (165.611)] (104.805)]
(38.652) (84.496)] (155.466)] (97.763)]
(36.969| (80.819)] (145.755)] (91.044)
(35.361)] (77.300)] (128.815)] (79.433)
(33.822)] (73.936)} (115.621)] (70.640)]
(21.566)] (70.718)] (92.284)] (5167[1
(1031H] (58.899)] (69.213)] (42.931

| (47,974 (47.974)] (29.428)]

| (39.987) (39.987)] (24.4353)]

| 31597 (31597 (19.653)]

| (21.948)] (21.948)] (13.337)

| (13.996)] (13.996)] (8.479)

| (6.693)]  (6.693)] (4.041)




RESOLUTION OF THE BOARD OF COMMISSIONERS OF THE
COUNTY OF DARE, NORTH CAROLINA AUTHORIZING THE
EXECUTION AND DELIVERY OF AN INTEREST RATE SWAP
AGREEMENT FOR THE COUNTY

WHEREAS, by Section 159-193 et seq. of the General Statutes of North Carolina, the Board of
Commissioners (the “Board”) of the County of Dare, North Carolina (the “County”) is authorized to
enter into interest rate hedging instruments for the purpose of managing interest rate risk on or interest
rate costs of the County’s obligations, subject to the approval of the North Carolina Local Government
Commission; and

WHEREAS, the Board has previously adopted a policy setting forth the guidelines on which the
County will consider entering into interest rate hedging instruments (the *“Policy ™),

WHEREAS, consistent with the Board's policy, the Finance Director has recommended that the
County execute one or more interest rate swap agreements, including agreements commonly referred to as
basis swaps and swaptions (the “Swap”), with UBS or one of its affiliates (“UBS”) for the purpose of
achieving debt service savings related to a portion of the County’s installment payment obligations related
to the Certificates of Participation, Series 1998B, Certificates of Participation, Series 2001, Certificates of
Participation, Series 2002 and Certificates of Participation, Series 2004 (collectively, the “Certificates);

WHEREAS, the Board has determined to retain Parker Poe Adams & Bernstein L.L..P., as bond
counsel for the Swap, and to retain DEC Associates, Inc as swap advisor for the Swap;

WHEREAS, before the County can execute and deliver the Swap, the Swap is subject to the
approval of the North Carolina Local Government Commission (the “LGC);

WHEREAS, in connection with the LGC's consideration of the Swap, the Board hereby
determines that (a) the annual audits of the County show the County to be in strict compliance with debt
management policies and that the budgetary and fiscal management policies are in compliance with law,
(b) the entering into the Swap is necessary or expedient to achieve debt service savings and (c) the County
has considered the nature and the amount of its outstanding debt and the proposed Swap as well as its
credit rating and any effect thereon; and

NOW, THEREFORE, BE IT RESOLVED by the Board of Commissioners of the County of
Dare, North Carolina as follows:

Section 1. Application to the LGC. The County Finance Director or his designee has been
directed to file with the LGC an application for its approval of the Swap and all relevant transactions
contemplated thereby on a form prescribed by the LGC and to state in such application such facts and to
attach thereto such exhibits regarding the County and its financial condition as may be required by the
LGC.

Section 2. Execution of Swap. The County Manager and the County Finance Director are
hereby authorized to negotiate, execute and deliver the Swap and the documents related thereto with UBS
for the purpose of achieving expected debt service savings on a net present value basis of at least 5.00%
(as of the date the Swap is executed and delivered) with respect to all or any portion of the Certificates.

CLT 862553v2



Section 3. Financing Team. That (1) Parker Poe Adams & Bernstein L.L.P. is hereby retained
to serve as bond counsel for the Swap and (2) DEC Associates, Inc. is hereby retained to serve as swap
advisor for the Swap

Section 4. County Representative. That the County Manager and the County Finance Director
are hereby designated as the County’s Representative to act on behalf of the County in connection with
the transaction contemplated by the Swap. The County Manager and the County Finance Director or their
respective designees are hereby authorized, empowered and directed to do any and all other acts and to
execute any and all other documents, which they, in their discretion, deem necessary and appropriate in
order to consummate the transactions contemplated by the Swap or as they deem necessary or appropriate
in order to implement and carry out the intent and purposes of this Resolution.

Section 5. Conflicting Provisions. All resolutions or parts thereof of the Board in conflict with
the provisions herein contained are, to the extent of such conflict, hereby superseded and repealed.

Section 6. Effective Date. This Resolution is effective immediately on the date of its adoption.

ADOPTED THIS 16" DAY OF MAY, 2005

Stan M. White, Chairman
[SEAL]

Frances W. Harris, Clerk to the Board
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