MIAMIDADE

Memorandum

Date: September 15, 2009 Supplement to
Agenda Item No. 8(E)1la

To: Honorable Chairman Dennis C. Moss,
and Members, Board of County Commissioners

From: George M. Bl
County Man

Subject: Supplement to Item 8E1A: Termination of certain AMBAC-enhanced Rice Interest Rate
Swaps and Authority to Select and Enter into Agreements with one or more Counterparty(s)

This supplemental report provides an update on events regarding the Ambac-Rice interest rate
swaps being considered by the Board. The report also updates the total revenues the County
received from each of the seven transactions, updates the termination values, and provides
estimates of future swap revenues for the life of each transaction.

Recommendation

It is recommended that the Board authorize the County Mayor or his designee to follow the
authorization and delegation of the Resolution to competitively select one or more counterparties for six
of the seven Ambac-Rice swaps, and to enter into replacement swaps. It is also recommended that the
Board authorize the Mayor or his designee to negotiate and accept Rice’s proposal to replace Ambac
with Bank of New York Mellon (BNY Mellon) for the swap associated with the Water and Sewer Series
1999A/2007 bonds (the seventh Ambac-Rice swap). This authorization would also allow the County,
after consultation with County’s swap advisor, bond counsel and the Office of the County Attorney, to
replace BNY Mellon with a new counterparty if BNY Mellon exercises its option to terminate the
agreement after 10 years. If these negotiations fail to result in a mutually acceptable contract,
authorization is being sought to replace this swap using the open market competitive process contained
in the Resolution.

Financial Performance of Ambac-Rice Interest Rate Swaps

The County entered into nine interest rate swap transactions with Rice Financial Products Company
(Rice) from which the County has been receiving revenues since 1998. The structure of these swaps is
such that the County would receive or make quarterly payments to Rice depending on market rates.
Payments to the County from seven of the Rice swaps, the Ambac-Rice swaps, are guaranteed by
Ambac Assurance Corporation (Ambac). The remaining two swaps are guaranteed by BNY Mellon and
General Reinsurance respectively.

The County has benefited from a long and rewarding relationship with Rice and has received more than
$63 million in payments from the seven Ambac-Rice contracts. In 2009 alone, the County received
more than $11 million in net swaps income. Total swap receipts for each of the seven Ambac-Rice
transactions are shown in Table 1. Since 1998, when the County entered into these contracts, the total
net income to the County has been consistently positive and has proven very beneficial to the County.
All but one of these transactions have returned net income to the County for each year of the contract.
The exception is the Solid Waste swap for which the County made payments to Rice for the four year
period 2004 through 2007 totaling $1.392 million. This was expected as the contract was designed to
allow the County to receive larger swap payments in the beginning of the term, smaller payments in the
middle years and larger payments in the latter years. Over the twelve year life of this swap to date, the
County has received net total income of more than $6.53 million for the Solid Waste Swap. Hence it is
strongly recommended that the County continue to invest in these types of transactions.
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Current Situation:

As stated previously, the Ambac credit rating downgrade has triggered the need to replace the
swaps which is no fault of Rice’s. On September 1, 2009, it was recommended that the Board
approve termination and replacement of the seven Ambac-Rice swaps due to the severe
downgrade in Ambac’s credit rating on June 25, 2009. This downgrade required Rice to post
additional collateral or to replace Ambac as the guarantor on these transactions. Since the
downgrade, the County, its financial advisors, and legal counsel have worked diligently with Rice
to expeditiously resolve the issue. While this was occurring in July 2009, Ambac’s credit ratings
were further downgraded as reported to the Board on September 1, 2009 and make an Ambac
bankruptcy filing eminent. To date Rice has not posted additional collateral and has so far failed to
successfully replace Ambac.

Rice initially proposed replacing Ambac with Deutsche Bank at no cost to the County. This would
eliminate the County’s exposure to an Ambac insolvency and allow the County to continue
receiving future swap receipts. However, on September 9, 2009, Rice informed the County that
the replacement of Ambac with Deutsche Bank may take three to four additional weeks. This
delay, with no guarantee that an acceptable agreement will be reached, leaves the County
exposed to Ambac’s potential insolvency for an unacceptable period of time.

Over the last two weeks, the County’s financial team continued to work with Rice and to also
identify and evaluate options available to the County to minimize the effects of an Ambac
insolvency. On September 9, 2009, Rice also submitted a proposal to replace Ambac with BNY
Mellon on the Water and Sewer swap. The proposal could be acceptable to the County provided
certain terms and conditions were negotiated. Since the County has had a long and profitable
relationship with both Rice and BNY Mellon, and since expeditious replacement of Ambac is in the
best financial interest of the County, authorization is being sought to complete these negotiations
with Rice and to replace Ambac on this swap. BNY Mellon proposes to have an option to
terminate the agreement after 10 years. This authorization would also allow the County Mayor
after consultation with County’s swap advisor, bond counsel and the Office of the County Attorney,
to replace BNY Mellon with a new counterparty if BNY Mellon exercises this option.

Since Rice has been unable to provide acceptable proposals to replace Ambac on the remaining
swaps, the six swaps would be replaced using the open market process described in the
Resolution.

Termination and Replacement

In order to replace these swaps, it is necessary to terminate the existing contracts and to solicit
bids on the open market for replacement contracts. Table 1 shows the termination value (amount
payable to the County) on September 10, 2009. The table also shows the estimated revenues the
County would receive by continuing its investment in similar swap transactions. While simply
terminating the swap contracts could result in payments to County totaling approximately $23.75
million, the County would forego more than $171 million in future revenues over the remaining
term of the swaps.

It should be noted that termination allows the County to replace the Ambac-Rice Swaps when the
market is most favorable for the County. In such case, the County could terminate the transaction
when the interest rates provide the highest termination value which could and also make it
attractive for the County to enter into new swap contracts. However, if Ambac declared
bankruptcy prior to the County terminating the agreements, pursuant to the swap documents,
Ambac would be the party to determine when to terminate the transactions. Ambac would most
likely choose market conditions that are more:;’avorable to itself. Consequently, County control of
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the termination provides an opportunity for the County to replace the swaps while market
conditions favor the County. The County's swap advisor estimates the County could realize
benefits of between $5 and $10 million by controlling the termination. However, based on the
heightened risk of and Ambac bankruptcy and Ambac’s severely impacted financial capacity to
pay the termination costs, the County may not be paid in a timely manner or may not be paid at
all. Therefore, in order to continue to receive swap revenues, it is in the County’s best interest to
replace the swaps as opposed to simply terminate the contracts.

Interest rate swaps, not unlike other investments present risks to the County. However, the
structure of these swaps has allowed to County to benefit substantially. The primary risk
associated with the transaction is the ability of the counterparty to make future swap payments.
However, the County has to ability to replace a counterparty whenever the need arises. Currently,
the County has 10 swaps outstanding of which Rice is the counterparty on nine and Ambac the
guarantor on seven of these. The County now has the opportunity to replace seven of these
swaps with different counterparties thereby reducing its exposure to any one counterparty. Swaps
are also exposed to interest rate risks and the probability that federal tax laws could be changed to
make these transactions less attractive. For example, if the US Congress were to reduce the
maximum marginal income tax rate or eliminate the tax exemption on municipal bonds, the
attractiveness of these interest rate swaps would diminish. Again, the County has the option to
terminate the contracts should it become necessary. However, as demonstrated in the returns on
our swap investment, the interest rate risks are perceived to be small.

County Options:
Based on the positive cash flows and discussions with our swap advisor, we recommend a two-

prong solution.

The first allows Rice to replace Ambac with BNY Mellon on the Water and Sewer swap. BNY
Mellon is a highly rated bank and is the guarantor on another Water and Sewer swap with the
Rice. This transfer could be made as soon as possible following final discussion with Rice and
BNY Mellon. The proposal under review would transfer the Water and Sewer Ambac-Rice Swap
to the existing BNY swap documents. Additionally, BNY Mellon has proposed an option to
terminate the contract after 10 years at their discretion. Our advisors have recommended that the
County complete negotiations and accept this proposal, inclusive of the option, provided BNY
Mellon agrees to exercise the option using market quotations. Market quotations would allow the
County to replace BNY Mellon with an identical swap at no cost to the County.

The second is to adhere to the authority and delegation of the accompanying Board resolution to
select new counterparties through a competitive process, and to enter into replacement swaps.
The replacement swaps will, to the extent possible, reduce counterparty risks by contracting with
multiple counterparties, if possible. The solicitation will also require that counterparties have credit
ratings of AA or better by either Moody’s Investment Services or Standard & Poor’s, that the
swaps have the same economic terms as the current Ambac-Rice swaps, and that the County not
incur any costs as a result of these transactions.

A —

Assistant Cgufity Manager




