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I. Introduction 
This Derivative Management Policy (“Policy”) is a subsidiary component of and should be read in 
conjunction with Texas Transportation Commission’s (“Commission”) Debt Management Policy. The 
purpose of this Policy is to establish responsibilities, objectives, and guidelines for the use of 
interest rate swaps and similar products to manage the Commission’s asset/liability profile for each 
Financing Program (Financing Programs are described in the Debt Management Policy). As used in 
this document, Commission debt also includes debt or other obligations issued by the Texas 
Department of Transportation (“TxDOT” or “Department”) on behalf of the Commission and debt 
issued by related entities on behalf of the Commission or the Department, and excludes any debt 
where the Commission may act as a conduit issuer. 

 
The Commission is authorized pursuant to Chapter 1371, Texas Government Code, as amended, to 
enter into credit agreements that include interest rate swap and other similar agreements. 

 
II. Policy Objectives and Philosophy 
This Policy describes guidelines within which each interest rate swap and other similar transaction, 
including termination of an interest rate swap or other similar transaction ("Transactions") are to be 
used to manage the Commission’s asset/liability portfolio by 1) balancing risk exposures related to 
fluctuating interest rates and other economic variables, 2) minimizing debt service cost, 3) 
balancing or rebalancing the ratio of fixed and variable rate debt, 4) responding to market conditions 
or interest rate cycles that offer value to the Commission and 5) hedging future interest rate 
conditions.  Transactions will not be employed as investment instruments or for the purpose of 
speculation. 

 
This Policy shall govern the use and management of all Transactions. While the Commission will 
require adherence to this Policy in applicable circumstances, it recognizes that changes in the law, 
capital markets, Commission programs and other unforeseen circumstances may from time to time 
produce situations that are not covered by this Policy and will require modifications or exceptions to 
achieve policy goals. In  these cases, management flexibility may be granted through specific 
authorization from the Commission. 

 
It is the Commission’s intention to enter into Transactions in a prudent and professional manner 
that will take into account the Commission’s objectives in managing its assets and liabilities, 
relevant risk factors, and market conditions. All Transactions shall comply with State statutes and 
Commission policies governing such transactions. 

 
III. Management and Oversight 
Management responsibility for the Derivative Management Policy is hereby delegated to the Chief 
Financial Officer or the Director of the Project Finance, Debt and Strategic Contracts Division as his 
designee (“CFO”) in consultation with the Derivative Policy Committee (the “Derivative Committee”). 
A member of the Derivative Committee may not be designated, and may not have management 
responsibility for derivative management policy, while a member of the Derivative Committee. 

 
By prior authorization of the Commission, a Derivative Committee has been formed. The Derivative 
Committee is an advisory body only, formed for the purpose of making recommendations to the 
CFO. The Derivative Committee shall consist of the following members: 1) the Project Finance, Debt 
and Strategic Contracts Division shall have one member that is not also the director, 2) the 
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Financial Management Division shall have one member as designated by the Financial 
Management Division Director, 3) the General Counsel Division shall have one member who shall 
be a non-voting member, 4) and the Commission shall designate a representative (non- 
Commissioner) as a voting member. Commissioners and their individual representatives may attend 
Derivative Committee meetings as non-voting members. The directors of the Financial 
Management and the Project Finance, Debt and Strategic Contracts divisions and the General 
Counsel will provide to the CFO, in writing, the names of the representatives authorized to represent 
their divisions on the Derivative Committee. 

 
A quorum of the Derivative Committee shall be two voting members. If a quorum is present, the 
vote of a majority of the members present, as to any recommendation to be made by the Derivative 
Committee, controls. 

 
The representative of the Project Finance, Debt and Strategic Contracts Division, or the 
representative of the Financial Management Division in his or her absence, shall chair the Derivative 
Committee. 

 
Responsibilities 

The CFO will have the following responsibilities: 

 making recommendations to the Commission after consultation with the Derivative 
Committee prior to the execution of any Transaction; 

 monitoring each outstanding Transaction on at least a monthly basis by reviewing mark-to- 
market values, current cash flows, or other metrics; 

 making recommendations to the Commission after consultation with the Derivative 
Committee when early indicators signal action may be required or necessary; 

 providing a quarterly report to the Derivative Committee, as outlined in Section IX of this 
Policy, detailing the status and other matters relating to each outstanding Transaction, if 
any; 

 acting as an information resource to the Derivative Committee and Commission at any time 
requested; and 

 providing an annual report to the Commission, as outlined in Section IX of this Policy, 
detailing the status and other matters relating to each outstanding Transaction, if any. 

 
The Derivative Committee is responsible for the following, but solely as an advisory committee: 

 oversight of all Transactions to ensure compliance with the guidelines and restrictions 
established by this Policy and making recommendations to the CFO as to any perceived 
necessity for action; 

 making recommendations to the CFO regarding the approval of each Transaction, including 
the termination of any Transaction; 

 annual review of this Policy, if the Commission has any outstanding interest rate swap or similar 
agreement in effect. 

 
IV. Guidelines 
The Commission, on the recommendation of the CFO after consulting with the Derivative 
Committee, may enter into any of the following Transactions: interest rate swaps, basis swaps, 
interest rate caps, interest rate floors, interest rate collars, options on interest rate swaps, forward- 
starting interest rate swaps or other similar Transactions, and   may from time to time shorten, 
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terminate, extend, or otherwise modify Transactions in order to manage its risk exposure, balance 
assets and liabilities, or reduce debt cost. 

 
The following are Commission policies regarding these Transactions: 

 
Approved Purposes for Transactions 

1. To achieve savings as compared to a product available in the cash/bond market. Savings 
shall be calculated after adjusting for (a) applicable fees, including takedown, remarketing 
fees, credit enhancement, advisory and legal fees, and (b) the value of call options that may 
be foregone on the related debt obligations. 

2. To prudently hedge risk in the context of a particular financing or the overall asset/liability 
management. Examples include, but are not limited to, interest rate caps, rate locks and 
forward starting swaps. 

3. To incur variable rate exposure within prudent guidelines, such as selling interest rate caps 
or entering into a swap in which the Commission’s payment obligation is based on a floating 
rate. 

4. To achieve more flexibility in meeting overall financial objectives than can be achieved in 
conventional markets. A basis swap would be an example of this type of Transaction. 

5. To achieve diversification of the Commission’s asset/liability portfolio. 
6. To achieve diversification of counterparty exposure. 
7. To achieve any other Commission objective not listed above as described in a specific 

authorization of the Commission. 
 

General Guidelines 

1. Each Transaction recommended by the CFO must comply with the following guidelines, 
except as otherwise provided herein or in unusual market conditions, and all applicable 
legal documents, insurance covenants, and state and federal law. 

2. The CFO will consider in his/her recommendations, published rating agency guidelines in 
connection with each Transaction. 

3. All Transaction documents must contain terms and conditions as set forth in the 
International Swap and Derivatives Association, Inc. (“ISDA”) Master Agreement, Schedules 
to the Master Agreement, Credit Support Annex and confirmation, as appropriate and 
consistent with industry standards. 

4. Except as otherwise permitted in Section VI of this Policy, each Transaction must be a 
market transaction for which competing good faith market quotations may be obtained or 
can reasonably be expected to be obtained. 

5. Early termination provisions must be included in each Transaction. Generally, such 
provisions will provide for a termination at the sole option of the Commission. Should the 
Commission exercise its right to optionally terminate a Transaction, a benefit to the 
Commission must be demonstrated. 

6. A Transaction will not be assignable to another counterparty without the approval of the 
Commission. 

7. Aside from customary market termination provisions, the Commission will not enter into a 
Transaction which will impair its utilization of call features on outstanding debt obligations. 

8. Generally, the Commission will not enter into Transactions that require posting of collateral 
by the Commission. However, if and when market considerations, such as the credit quality 
of the underlying bonds or obligations, so dictate, the CFO may recommend two-way collateral 
posting. 
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Legality 

Enforceability opinions reviewed by the General Counsel and acceptable to the Commission and the 
Counterparty will be required for each Transaction. 

 
Aspects of Risk Exposure Associated with Such Transactions 

Before entering into a Transaction, the CFO and Derivative Committee shall evaluate all the risks 
and requirements inherent in the Transaction and provide such information to the Commission. 
(See Exhibit I for a more detailed review of risks.) 

 
Counterparty Exposure Limitation 

It is Commission policy to diversify its exposure to counterparties. To that end, before entering into 
a Transaction, the CFO and Derivative Committee should determine the Commission’s exposure to 
the relevant counterparty or counterparties and determine how the proposed Transaction would 
affect such exposure. 

 
The CFO will evaluate counterparty exposure based upon both the credit rating of the counterparty 
as well as the relative level of risk associated with each existing and proposed Transaction on an 
ongoing basis as well as prior to any proposed Transaction. For outstanding Transactions, exposure 
will be based on the market value as of the last quarterly report to the Derivative Committee or 
other appropriate method of determining Value at Risk. Projected exposure shall be calculated 
quarterly based on the Transaction’s potential termination value taking into account possible 
adverse changes in interest rates. 

 
If exposure to any counterparty for any reason is determined by the CFO to be excessive, the CFO, in 
consultation with its legal counsel and financial advisor, shall explore remedial strategies to mitigate 
such exposure.  The CFO will provide the results of this endeavor to the Derivative Committee in 
order to formulate a remedial plan, including any recommendations from the CFO to the Commission. 

 
Long-Term Implications 

In evaluating a particular Transaction, the CFO and Derivative Committee shall review the long-term 
implications associated with each Transaction, such as costs of borrowing, historical interest rate 
trends, variable rate capacity, credit enhancement capacity, opportunities to refund related debt 
obligations, counterparty exposure and other similar considerations. 

 
Methods to be Used to Reflect Such Contracts in TxDOT’s Financial Statements 

The Department shall reflect the use of Transactions on its financial statements in accordance with 
Generally Accepted Accounting Principles (“GAAP”). 

 
V. Approval of Transactions 
The Department desires to establish an approval structure that provides adequate Commission 
oversight of Transactions while maintaining flexibility to execute such Transactions in a timely 
manner. 

 
The following structure and Transaction approval procedures are established. 
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a. The Commission, from time to time and upon recommendation of the CFO, who shall consult 
with the Derivative Committee as to its recommendations, may authorize general 
parameters for Transactions or a program of Transactions for a particular financing to be 
executed by the CFO. 

b. The CFO shall review specific parameters for Transactions within any general parameters 
authorized by the Commission. All general parameters and any specific parameters that the 
CFO deems significant will be detailed in the Term Sheet. (See Exhibit II for example terms.) 
Specific parameters commonly incorporated into a term sheet following approval by a 
governing body may be so incorporated into a term sheet with the approval of the CFO in 
consultation with the Derivative Committee. 

c. The CFO shall structure specific parameters for the termination of any existing Transaction 
upon determination that such action is in the best interests of the Commission. Such 
recommendations will be reviewed and approved by the Derivative Committee. 

 
VI. Methods of Soliciting and Procuring Transactions 
It is the Commission’s goal to have ISDA Master Agreements and associated Schedules for each 
Financing Program. In order to be considered a pre-qualified counterparty, execution of these 
agreements will be required prior to the price execution of any Transaction. In each ISDA Master 
Agreement, the Commission may pledge all legally available funds specific to each Financing 
Program or otherwise provide security for its obligations under the ISDA Master Agreements 
governing the Transactions. 

 
In general, it is a Commission guideline that the Department will, to the extent practical using best 
efforts, employ a competitive bidding process. A competitive bid procurement will require the 
number of firms solicited to be no fewer than three. The CFO, in consultation with the financial 
advisor and other staff of the Department, shall determine which parties will be invited to participate 
in a competitive transaction. Should only one counterparty bid, then the CFO must evaluate 
other policy guidelines, such as concentration of counterparty exposure. 

 
Notwithstanding the above, it is a Commission guideline to enter into Transactions by negotiated 
methods in the following situations: 

1. The CFO makes a determination that due to the size or complexity of a particular 
Transaction or because of current market conditions, a negotiated transaction would result 
in the most favorable execution. In this situation, the Department, through the CFO, should 
attempt to price the Transaction based upon a methodology agreed to by the CFO and the 
counterparty relying on available pricing screens to obtain inputs to a financial model. The 
CFO may use the Department’s financial or swap advisor to assist in price negotiations or to 
verify bids. 

2. A proposed Transaction is embedded within a refunding bond issuance and meets the 
Commission’s savings target. 

3. The CFO determines, in light of the facts and circumstances of a particular Transaction, that 
a negotiated Transaction will promote the interests of the Department/Commission by 
encouraging and rewarding innovation. 

4. In order to achieve counterparty diversification. 
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Commission guidelines also require that entering into Transactions by negotiated methods is 
contingent upon the counterparty providing the following items: 

 a statement that the difference (if any) in basis points between the rate of the Transaction 
and the mid-market rate for a comparable transaction falls within the commonly occurring 
range for comparable transactions; 

 a statement of the amount of the difference as determined by the counterparty; 

 if the counterparty does not know of a comparable transaction or mid-market rate, a 
statement of another suitable measure of pricing acceptable to the counterparty. 

 
Regardless of the method of procurement, the Department’s financial advisor or other qualified 
independent advisor shall provide a certification that the terms and conditions of any Transaction 
entered into reflect a fair market value of such Transaction as of the date of its execution. 
Additionally, the counterparty will provide a statement disclosing any payments made to another 
person to procure the Transaction with the Commission. 

 
VII. Counterparty Requirements 
It is Commission policy that the following conditions should apply to each Transaction: 

a. The CFO shall request that the counterparty fully disclose all costs including associated fees 
and costs. All fees and expenses paid by the counterparty to designated third parties will be 
fully disclosed in writing to the Commission in the confirmation for each Transaction. 

b. Provisions for protection in the event of a counterparty downgrade, including collateral or 
credit support shall be incorporated. 

c. The counterparty shall disclose relationships with other third parties which may affect the 
Transaction, such as broker-dealers, insurance companies, other swap providers and the 
Commission’s financial advisor. 

d. The counterparty shall provide its most recent financial audit and credit ratings, which shall 
be acceptable to the Commission. 

e. At the time of entering into a Transaction, the counterparty shall be rated at least AA-/Aa3 by 
at least one nationally-recognized rating agency and not on rating/credit watch where a 
rating downgrade to below AA-/Aa3 may be imminent, or have, as support for its obligations, 
a “AA-/Aa3” subsidiary or other entity as rated by at least one nationally-recognized rating 
agency that can also meet all other counterparty requirements. 

 
VIII. Restrictions 
The following are Commission policies relating to restrictions on Transactions: 

a. The Commission will not enter into Transactions for speculation. 

b. The Commission will not execute any Transactions with a term greater than the final maturity 
of its related outstanding long-term indebtedness. 

c. The Commission will not enter into a Transaction for an investment-related purpose. 

d. The total “net notional amount” of all swaps related to bonds or other indebtedness is not to 
exceed the amount of related outstanding bonds or indebtedness. For purposes of 
calculating the net notional amount, credit shall be given in situations where there are off- 
setting swaps. 
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IX. Early Warning Monitoring and Reporting for Existing Transactions 
The CFO will monitor existing Transaction cash flows, market values and early warning indicators on 
an ongoing basis (no less than monthly). The CFO will provide, after consultation with the Derivative 
Committee, a recommended course of action when early warning indicators dictate action is 
required. The list of “early warning indicators” can be expanded as needed but will include the 
following at a minimum: 

a. A market movement that requires a collateral deposit or is within 10% of such requirement. 

b. Any rating action with respect to a counterparty that may result in a rating downgrade to a 
level lower than the requirements specified in Section VII of this Policy. 

c. A rating action on any financing program that could result in a collateral deposit as may be 
required under an ISDA agreement. 

d. A change in tax law or a likely permanent market shift that produces or is likely to produce 
negative cash flows where the Department must make payments to a counterparty. 

e. Any unforeseen event that significantly, negatively impacts the expected results of the 
Transaction and that is likely to continue. 

 
While derivative transactions are outstanding, at least annually, the CFO or his designee shall 
present a written report to the Commission, on all outstanding Transactions as of the end of the 
fiscal year. At least quarterly the CFO will present a written report to the Derivative Committee while 
derivative transactions are outstanding. The reports shall contain at a minimum the following items: 

1. A description of the terms of each outstanding Transaction. 

2. A statement of: 

a. The fair market value of each Transaction as of the end of the reporting period. 

b. The amount of any collateral posted by the Commission or by a counterparty during 
the period. 

c. A summary of the cash flows for each Transaction during the period. 

3. A list, including the credit rating, of counterparties and any guarantor for a counterparty 
for each Transaction. 

4. A measurement of the performance of the trade versus projections at the time of 
execution. 

 
The CFO, in consultation with the Derivative Committee, may provide any recommendations to the 
Commission regarding the transactions and recommend any changes to the Derivative Management 
Policy. 

 
X. Exit Strategies 
In the event of termination, whether voluntary or involuntary, the Derivative Committee, upon 
recommendation of the CFO, will evaluate the best possible strategy given the market, tax, legal 
and economic environment at the time of termination. The following are general guidelines for 
voluntary and involuntary termination strategies: 
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a. Voluntary Termination: The CFO will monitor market rates, termination values, tax 
changes, counterparty credit ratings, and any other relevant factors to determine if 
Voluntary Termination is warranted. Generally, an early termination will be warranted if it 
is economically advantageous for the Commission to do so, a more beneficial underlying 
debt structure can be attained or it will alleviate a current or anticipated risk inherent to 
the Transaction. Based upon expected market conditions at the proposed termination 
date, the CFO, in consultation with the Derivative Committee, will establish a strategy 
prior to termination to hedge any exposure that is created by the termination. 

b. Involuntary Termination: If certain events occur, such as a substantial ratings 
downgrade of any of the Commission’s Financing Programs, involuntary termination may 
occur. Depending on market conditions, this may result in an obligation of the 
Commission to make a significant termination payment to the counterparty. In the event 
of a termination payment, the source of payment will be from legally and currently 
available sources for each Financing Program, including any collateral posted, insurance 
and/or reserves set up for this purpose. As soon as early warning monitoring indicators 
show that an involuntary termination may occur in the near term, the CFO, in 
consultation with the Derivative Committee, will establish a strategy to hedge any 
exposure based on then-prevailing market conditions. This strategy shall be monitored 
by the CFO and updated regularly in order to ensure that the strategy appropriately 
reflects changing market conditions. 
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EXHIBIT I: Risks Associated with Derivatives 
 
 

Counterparty Risk - Risk that the counterparty cannot make future payments or cannot make a 
termination payment due to the Commission. 

 
Mitigation of Risk - Risk is reduced by a highly-rated counterparty and by ISDA contract 
terms addressing collateral limits and credit ratings. Selecting more than one counterparty 
will diversify risk. The high rating requirements set forth for qualified counterparties will 
increase the likelihood that their financial commitments will be met. 

 
Basis Risk - Risk that the payment on the variable rate debt obligations will exceed the swap receipt 

(the Securities Industry and Financial Markets Association or “SIFMA” Index or a percentage 
of the London Interbank Offered Rate or “LIBOR”) due to an issuer-specific credit event or 
tax code change. 

– Tax Event Risk - A form of basis risk - risk of higher tax-exempt interest rates (an 
increase in SIFMA Index) if tax law revisions lower the tax rate on interest income. In 
the extreme scenario, if a change in tax law eliminated tax-exempt interest income, 
the market would adjust “tax-exempt” security pricing so that there would be no 
material difference between the SIFMA Index and LIBOR. 

– Credit Risk - Credit deterioration of the underlying debt obligations or any bond 
insurer, letter of credit provider, or liquidity provider insuring or enhancing the related 
debt obligations would result in basis risk discussed above. 

 
Mitigation of Risk – Methods of mitigating this risk include: specifying in the agreement a 
percent of LIBOR which reflects historical trading relationships and scheduled future tax 
cuts or using a SIFMA based rate; limiting the amount or percentage of debt subject to tax 
event risk; managing operations and cash reserve balances as efficiently as possible; and 
analyzing and implementing procedures to maintain credit stability. 

 
Termination Risk - Termination risk exists if (i) the Commission opts to terminate the swap prior to 

maturity; (ii) credit ratings for any Financing Program are lowered to below investment grade 
and the Department is unable or is not required to post collateral, as may be required by the 
swap agreements, to protect the counterparty against the risk resulting from the lowered 
rating; (iii) the counterparty is downgraded and the counterparty is unable to post collateral; 
or (iv) the counterparty is downgraded to a level that causes an involuntary termination. 
Early termination would be solely at the option of the Commission (except in certain credit 
events described in (ii) above). It is Commission policy that the counterparty will not have 
the option to terminate at any time without cause. 

 

Mitigation of Risk – The Commission’s strong financial standing makes the likelihood of 
early involuntary termination remote for the majority of its Financing Programs, however, 
lower-rated credits such as project revenue bonds may be vulnerable to termination risk. In 
the event of a termination, TxDOT may be required to make a termination payment to the 
swap provider. In the absence of market changes, the magnitude of the termination 
payment generally decreases over time as the Transaction approaches maturity.    If a 
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termination payment were to be made, the financial impact would be mitigated by the 
savings which had been gained through the swap prior to termination. If the swap is allowed 
to mature, there will be no termination payment. The possibility of a future termination 
payment puts more pressure on the Department to maintain sufficient reserves and to 
maintain investment grade credit ratings on all of its Financing Programs. Risk of involuntary 
termination due to counterparty downgrade is mitigated by a collateral posting requirement, 
and the use of a diverse group of highly-rated counterparties. 

 
Rollover Risk – Potential rollover risk exists if the swap maturity does not match the maturity of the 

hedged debt or asset. If the Commission chooses to enter into another swap transaction to 
hedge the related debt or asset, the Commission may not be able to have the same 
counterparty or achieve the same economic benefit with the next swap transaction. 

 
Mitigation of Risk – Rollover risk may be mitigated by structuring swap transactions to mirror 
the maturity of the underlying debt obligations and/or related assets of the Commission. 

 
Disclosure Risk - Accounting standards may require balance sheet and income statement entries 

for swap agreement interim values. For example, if an upfront payment structure were 
considered and legally acceptable, then TxDOT would have to show a negative value for the 
first several years even if rates remained the same. 

 
Mitigation of Risk - Retain a reasonable cash reserve in case of termination and structure 
the swap to minimize the impact of early termination. 
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Exhibit II: Example Summary Term Sheet 
 
 

Title of Proposed Issue or Transaction 
INDICATIVE TERMS AND CONDITIONS 

 
Issuer: Texas Transportation Commission 

Issue/Contract: 

Amount: Par and/or Notional Amount not to exceed $XXX 

Use of Proceeds: If debt obligations are being issued. 

Bonds Refunded (if any): 

Refunded Par (if any): 
Description of Derivative Transaction 

Structure, including 
debt/swap instruments: 

Rate Methodology: SIFMA, % of LIBOR 

Amortization: 

Early Termination Provisions (if any): 

Average Life/Term or 
Designated Maturity: 

Revenue Pledge: 

Estimated Synthetic Fixed/Variable Rate 
PV Savings: 

Upfront Costs of the Transaction: 

On-going Costs of the Transaction: 

Benefits/Reasons 
for the Transaction: 

Risks and Mitigation Measures: 

Proposed Counterparties 
and Current Credit Rating: 

Method of Selection of Counterparties: 

Financial Advisor 
and Associated Transaction Fees: 

Legal Advisor 
and Associated Transaction Fees: 
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