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DATE: April 26,2018
TO: Minnesota Housing Board Members
FROM: Mary Tingerthal, Commissioner
SUBJECT: FINANCE AND AUDIT COMMITTEE MEETING
A meeting of the Finance and Audit Committee has been scheduled for 11:30 a.m. on Thursday, April
26 at the offices of Minnesota Housing, 400 Wabasha Street, Suite 400, St Paul, MN 55102 in the Lake
Superior Conference Room on the fourth floor.
The topics for discussion at this meeting are:
A. Approval and recommendation to Board, revised Debt and Balance Sheet Management Policy
B. Discussion, RSM presentation launching the Financial Audit for FY 2018
C. Other Business (if any)
D. Adjournment

This committee is a committee of the whole and all members are encouraged to attend.

If you have questions, please call Rachel Franco at (651) 296-2172.
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m M | N N E S O TA Finance Committee Item: A.
HOUSING Date: 4/26/2018

Item: Approval and recommendation to Board, revised Debt and Balance Sheet Management Policy

Staff Contact(s):
Kevin Carpenter, 651.297.4009, kevin.carpenter@state.mn.us
Terry Schwartz, 651.296.2404, terry.schwartz@state.mn.us

Request Type:

Approval ] No Action Needed
Motion U] Discussion
[J Resolution U Information

Summary of Request:
Staff is requesting that the Finance and Audit Committee recommend that the Board adopt the
proposed changes to the Debt Management Policy.

Fiscal Impact:
None.

Meeting Agency Priorities:

Address Specific and Critical Local Housing Needs

Finance Housing Responsive to Minnesota’s Changing Demographics
Preserve Housing with Federal Project-Based Rent Assistance
Prevent and End Homelessness

Reduce Minnesota’s Racial and Ethnicity Homeownership Disparity

ooooo

Attachment(s):
e Revisions to the Debt and Balance Sheet Management Policy
e Clean copy of proposed Debt and Balance Sheet Management Policy
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Policy 1 — Debt and Balance Sheet Management

Adopted: 02/22/ 1996

Amended 07/24/2003; 12/05/2008; 07/23/2009; 05/22/2014; 05/28/2015; 07/23/2015; 9/28/2017; /
2018

One of the goals of Minnesota Housing (the "Agency”) is to raise capital for its programs at
the lowest overall cost in a way that maintains and builds long-term sustainability for the
Agency. The Agency will also take into consideration the market for mortgage loan rates and
the need to maintain asset and debt management flexibility while carefully managing risk.

To achieve this, the Agency will:

1. Establish long-range financial objectives as set forth in Section 1.1. These objectives
may change in response to economic and other factors.

2. Hold an annual meeting of the team of finance professionals described in
paragraph 1.2 to create plans for raising capital and managing the balance sheet.
Key takeaways from this annual meeting will be shared with the Board or Finance
and Audit Committee.

3. Manage its ongoing debt issuance to provide for optimal access to capital
markets and broad distribution capabilities, both horizontally (geographically)
and vertically (both institutional and retail investors)., [Formatted: Not Expanded by / Condensed by ]

3.4. Prepare an Affordable Housing Plan that sets forth a plan and forecast of
programmatic financial resources likely to be available over the next year or
two.

Agency staff will monitor these plans and the policy and recommend changes when
appropriate based on results of the Risk Based Capital Study and other considerations.

1.1 Long Range Financial Objectives
The long-range financial objectives are as follows:

e Maximize the spread between loan and investment rates and cost of capital, where
possible, in order to maximize future capital available for the Housing Investment
(“Pool 2”) and Housing Affordability (“Pool 3”) Funds.

[ Formatted: Not Expanded by / Condensed by }

e Maintain program flexibility.

e Include perspectives on future liguidity when managing balance sheet; consider
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expected duration of assets and liabilities to maintain appropriate matching. [Formatted: Not Expanded by / Condensed by J

e Manage net position incorporating rating agencies haircuts and stress tests to maintain
or grow risk adjusted net worth

e Effectively manage risk so as to minimize the potential of calling upon the
Agency's general obligation or the State’s moral obligation pledge to replenish
debt service reserves.

e Maintain at least the Agency's Aal/AA+ general obligation issuer credit ratings; maintain
at least the current level of credit ratings for each bond resolution.

o Maintai ; ¢ crodit ratings § | ion.

1.2 Finance Team

The Agency will maintain a team of finance professionals consisting of internal and external
experts for the purpose of managing its borrowing activities. The team will include
investment bankers, bond counsel, underwriter’s counsel, in-house counsel, a financial
advisor, and Agency finance staff. Staff may recommend to the Board the addition of finance
team members based on needs of specific financings.
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13 Planning and Structuring Bond Issues

When capital is needed for program funding or for other financial management purposes, the
finance team will review the financing alternatives in accordance with this policy and
determine whether bonds should be issued or other sources of external capital raised or the
activity should be internally financed. Any proposed external financing will be reviewed to
determine the best method of accessing the financial markets to achieve the goal of issuing
debt at the lowest overall interest rates and costs while maintaining desired flexibility and
managing risk.

1.4 Annual Bond Financing Needs Planning

At its annual Finance Team meeting, the timing of planned bond sales will be considered based
primarily upon housing program needs, but other market and tax compliance factors will also
be taken into consideration.

1.5 Procedures for Issuing Bonds

Agency staff will recommend to the Board, by requesting approval of resolutions, a financing
approach best suited to the current set of circumstances and consistent with the Agency’s
desire to issue debt at the lowest overall possible interest rates and costs while managing risks
and maintaining the maximum flexibility for asset and debt management. Staff will decide how
to proceed from among the recommended approaches. The rationale underlying any financing
decision will be included in staff’'s comments to the Board at the time that the Board’s
approval for specific bond sales is requested.

Before each bond financing, the finance team will review the immediate capital and/or
refunding needs, market conditions, proposed bond structure(s), merits of a negotiated,
competitive or privately placed bond issue and expense guidelines. Gross spread will be
finalized prior to the commencement of the order period.

Before pricing a bond offering, the financial advisor will provide the Agency with summary
information and its recommendations with regard to all pertinent aspects of the financing. For
negotiated issues, the pricing will generally be handled by a conference call including Agency
staff, the financial advisor and the underwriters. The Chief Financial Officer, in consultation with
the Commissioner, will have primary responsibility for making pricing determinations. For long-
term debt issuances, a formal post-sale analysis will be prepared by the financial advisor and
reviewed with the Board within approximately 45 days of the bond issue. The post-sale analysis
should include sufficient information to permit the Board to judge the performance of the
investment bankers. If an offering is marketed by negotiated sale, the management fee paid
should reflect reimbursement for services rendered on the particular issue in progress and for
uncompensated services rendered since the last issue, if any.
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1.6 Short-Term Financing Needs

From time to time, depending on conditions in the bond market and the availability of liquid
funds to the Agency, it may be necessary for the Agency to borrow money on a short-term basis
from a bank or other financial institution or corporation to provide sufficient liquidity for
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Agency program and other operational needs. Staff is authorized to determine the need and
feasibility of such short-term borrowing, in consultation with the Agency’s financial advisor
and subject to other authorizations and delegations from the Board and/or Commissioner.
The Chief Financial Officer is authorized to cause the Agency to enter into any such short-
term borrowing arrangement upon consultation with the Commissioner, the Finance
Director and the Agency’s financial advisor, in a principal amount, at an interest rate and for a
term (not exceeding 18 months) that the Chief Financial Officer determines is sufficient for
the Agency’s needs and is financially feasible.

Any such borrowing may be secured by collateral comprising mortgage loans or other assets
of the Agency to be specifically pledged thereto, but may not be secured by the general
obligation of the Agency or be evidenced by a bond or note, unless approved by resolution of
the Board. The Chief Financial Officer is authorized, upon consultation with the
Commissioner, the Finance Director and the Agency’s financial advisor, to cause the Agency
to renew or extend any such short-term borrowing if circumstances then warrant. No more
than $250,000,000 in principal amount of such borrowings may be outstanding at any one
time, unless approved by resolution of the Board. The Agency shall count the outstanding
principal amount of any such borrowings against the debt limit set forth in Minnesota
Statutes, Section 462A.22, as amended.

1.7 Bond Issuance Review

The overall results of the Agency's debt issuances (other than short-term liquidity and
operational financings pursuant to Section 1.6) and the performance of the investment
bankers will be reviewed by the Board on no less than a biannual basis. The Agency's
financial advisor will prepare the report in cooperation with Agency staff.

1.8 Variable Rate Debt and Interest Rate Swap Management

In order to improve its overall financial position (for example, to lower its cost of capital or
reduce its risk in financing the Agency’s programs and operations), the Agency may
periodically elect to issue variable-rate debt and also periodically elect to enter into interest rate
swaps. Because theAgency generally lends at fixed interest rates, issuing variable rate
debt creates the potential for a mismatch between its cost of capital and its revenues. In
order to manage the mismatch, interest rate swaps may be utilized. An interest rate swap is a
financial agreement in which two parties agree over a fixed period of time on a stated
notional principal amount to exchange interest payments, one based on a variable interest
rate and the other a fixed rate. Interest rate swaps will generally be structured to synthetically
achieve a fixed-rate cost of capital that is typically below what can be achieved by issuing
traditional fixed-rate debt.



Authorization. For purposes of authorization, all swap transactions shall go through the same
process as bond financings including review by the Agency's finance team, which includes at a
minimum bond counsel and appropriate external financial advisors and formal approval by
the Agency’s Board. Minnesota Statutes Section 462A.105 authorizes the Agency to enter
into interest rate swaps, referred to in statute as interest rate exchange agreements. The
Agency’s Board approved a resolution in April 2003 authorizing staff to enter into interest
rate swaps and in May 2003 approved a resolution amending the Residential Housing
Finance Bonds Resolution to allow for the effective administration of interest rate swaps.
Interest rate swaps will be entered into in conjunction with a resolution authorizing the
issuance of bonds and usually will be approved simultaneously with a series resolution for the
issuance of bonds to which the swap transaction relates. When and if replacement swaps are
needed, they will be presented to the Agency’s Board for approval by resolution.

Goals for Swap Transactions. Swap transactions will be used as part of a strategy to use
variable-rate debt to reduce the Agency’s overall cost of funds. Swap transactions will not
be used for speculative purposes. The Agency acknowledges that synthetically fixing the
cost of funds by use of interest rate swaps mitigates, but does not eliminate, interest rate
risk due to risks factors described in the Risk Analysis section of Board Policy 1.8.

Relationship to Assets. Swap transactions will be entered into based on analysis that staff
determines is adequate to indicate an expected positive impact on the Agency's ability to
manage its underlying assets and liabilities. The term and structure of any swap agreement
should bear a logical relationship to a pool of assets and the underlying liabilities financing or
expected to finance the assets.

Risk Analysis. Before making a final decision to proceed with a swap transaction, the Agency
shall analyze the risks, costs, and benefits associated with interest rate swaps to ensure that a
proper and well-informed decision is being made. Specific risks that should be analyzed and
understood are:

e Amortization. Amortization risk represents the cost to the Agency of paying interest
on debt or making swap payments due to a mismatch between the amounts
outstanding of the variable rate liabilities and the notional amount of the swap.

e Basis. Basis risk represents the potential difference between the interest rate paid
by the agency on its variable rate liabilities and the rate received from the swap
contract.

e Tax. Tax risk represents a risk that may arise due to a change in the tax code which
creates or exacerbates a difference between the interest rate paid by the agency on
its variable rate liabilities and the rate received from the swap contract

e Counterparty. Counterparty risk is the risk that the swap transaction provider will
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not fulfill its obligations as specified in the swap contract.

e Termination. Termination risk represents the risk that the swap contract could be
terminated by the counterparty due to various events including ratings downgrade,
covenant defaults, payment defaults or other default events specified by the
contract or Resolution. The Agency will also incorporate consideration of its rights
to terminate the swap contract into its assessment of the appropriateness of a
specific swap contract.

e Rollover. Rollover risk is the risk that the swap contract is not coterminous with the
variable rate liabilities, creating the possibility that a replacement contract will be
either unavailable or at terms disadvantageous to the Agency.

Liquidity. Liquidity risk is the risk that the back-up liquidity facilities required by
certain types of variable rate debt will not available or financially viable in the future
resulting in the need to call the debt or refund it into fixed rate debt thus creating an
un-hedged swap position. Liquidity risk exists with the form of variable rate debt
known as Variable Rate Demand Obligations (VRDOs). VRDOs are remarketed
regularly and the risk exists that there may be an insufficient market to purchase all or
some of the bonds on any given remarketing date. To mitigate this risk, a liquidity
provider is engaged to purchase unremarketed bonds at a higher rate than could be
achieved under a remarketing and with the expectation that the bonds will be repaid
on an accelerated timetable. Additional risk exists in that the term of the variable
rate debt is generally longer than the term of any related liquidity facility agreement,
which requires that the issuer periodically engage replacement liquidity providers
during the term of the debt. Potential exists for there not being a replacement
liquidity provider willing to provide the service at an acceptable cost at that time.

e Rating Agency Criteria Risk. This risk exists because the credit rating agencies
may periodically change their criteria for maintaining the Agency’s credit ratings
over the term of the variable rate debt (or may downgrade the credit of the
Agency, liquidity provider or swap counterparty) which may impact the cost of the
variable rate debt or impose additional duties or restrictions on the Agency to
maintain ratings.

Risk Mitigation. In addition to utilizing interest rate swaps to mitigate the interest rate risk
associated with issuing variable-rate debt, the Agency will seek to employ other risk mitigation
techniques, either from the outset of a variable rate bond issue or at any stress point during
the life of the issue, and will seek to incorporate relevant optionality in any agreements
entered into in connection with the debt. Examples of such techniques include but are not
limited to: the option to modify the interest rate mode among variable rate alternatives or
from variable to fixed; options to terminate the swap at par and at market under certain
scenarios acceptable to the Agency; selection of the type of variable rate debt issued and its
ability to be called at  par; maintaining appropriate levels of liquidity to exercise available
options; appropriate managerial oversight of the performance of the variable-rate bond
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issues and their related swaps; diversification among counterparties and liquidity providers.

Credit Quality. Any swap transaction entered into by the Agency shall be with a swap
counterparty whose long term debt obligations, or whose obligations under a swap are fully
covered by a swap facility whose long term debt obligations are either: (1) rated at least
“Aa3” in the case of Moody’s Investors Service, or rated at least “AA-“ in the case of
Standard & Poor’s Corporation, or rated at least the equivalent thereto in the case of any
other rating agency, provided that the swap counterparty ratings must be sufficient to
maintain the then current ratings of the Agency’s long term debt, or (2) secured by a pledge
of investment obligations with the ratings and in amounts sufficient to achieve the ratings
levels described in this section.

Appropriate Review. Swap transactions will be submitted to the rating agencies for their
review along with all appropriate supporting documents prior to the Agency closing such
transactions. There will be procedures established for the ongoing review and management
of swap transactions including semi-annual reporting to the Board regarding all variable rate
debt and associated counterparties (for example, swap and liquidity providers) . In addition
to this general plan, rating agencies will be provided with a summary of each swap
transaction in accord with their respective policies.

1.9 Conduit Debt

For purposes of this section, “conduit debt” is a bond or note in which the obligation of the
Agency, as issuer of the conduit debt, to pay principal of and interest on that conduit debt,
when due, is payable solely from, and secured by payments made by, and assets of, a third-
party borrower under a loan, lease or other agreement and derived from revenues of the
facilities financed or other assets of that third-party borrower.

Issuance of conduit debt that requires an allocation of the Agency’s entitlement allocation of
private activity bonding authority from the annual federal volume cap allocated to the state
of Minnesota uses a limited resource of the Agency. That bonding authority is a valuable
means of financing affordable housing programs because it enables the Agency to operate
lending programs of a size far in excess of its own resources in ways that strengthen the
Agency’s long-term sustainability and financial flexibility. It is therefore acknowledged that
the use of bonding authority for conduit debt issuance that requires the use of that bonding
authority is generally notin the best financial interest of the Agency. From time to time and
under certain conditions, use of bonding authority for conduit debt issuance may be desirable
to meet certain state housing needs and may be considered. The following threshold
conditions should be present in order for staff to recommend a conduit debt issue:

e Bonding authority used for conduit debt issues does not cause a significant loss of
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authority available to operate priority programs, in the sole judgment of the
Agency.

The issuance is for preservation of affordable rental units the Agency determines
are important units to preserve under its strategic plan.

Significant barriers to issuance by a different government issuer exist, such as
properties located in multiple jurisdictions, making public notice and authorization
requirements difficult.

The Agency has determined not to issue bonds secured by the Agency’s general
or limited obligation for the project to be financed.

The Agency assumes no initial or continuing disclosure obligations in connection
with the conduit debt issue.

The Agency assumes no financial obligation in connection with the conduit debt issue.

If publicly offered, if the conduit debt issue is a long-term issuance, it is expected to be
rated in one of the two highest long-term rating categories by at least one nationally
recognized rating agency acceptable to the Agency. If the conduit issue is a short-
term issuance, it is expected to be rated in the highest short-term rating category by
at least one nationally recognized rating agency.

If privately placed, repayment of the conduit debt issue must, in the judgment of
the Agency and the Agency’s financial advisor, be financially feasible and
appropriately structured, distributed and documented.

The Agency’s bond counsel must be utilized. The Agency will be consulted on selection
of other parties (e.g., trustee, financial advisor, bond underwriter, etc.) involved with
the proposed transaction.

All costs of issuance, maintenance and payment of the conduit debt issue, including
all Agency out-of-pocket expenses and fees and disbursements of bond counsel and
the Agency’s financial advisor, and indemnification of the Agency must be paid by the
third-party borrower or, if available therefore, may be paid from proceeds of the
conduit debt issue.

Administrative fees to be paid to the Agency as issuer will not be less than, subject to
arbitrage restrictions, the sum of (1) an upfront fee of 50 basis points times the
original principal amount of the conduit debt issue, plus (2) an on-going fee payable
semiannually equal to the greater of (a) one-half of 20 basis points applied to the
eriginal then outstanding principal amount of the bonds or (b) a minimum amount to
be established for the conduit debt issue. Actual fees will be determined on a case-
by-case basis, in the Agency’s sole discretion.

Additional Guidelines. The use of investment bankers and/or placement agents other than
the Agency’s selected investment bankers will not imply any appointment to the Agency’s
board-selected investment banking team.



Results of marketing conduit debt issues are not subject to Sections 1.03, 1.04 or 1.05 of this
Debt Management Policy, including requirements for formal post-sale analysis by the
Agency’s financial advisor, nor are they includable in the biannual investment banker review
required in Section VIl even if the conduit debt issue’s investment banker is currently
appointed to the Agency’s banking team.

1.10 Policy on Request for Proposals

A request for proposals will be issued every four years for the Agency’s financial advisor
and investment bankers. Request for proposals for financial advisor will be solicited in
different years than those for investment bankers unless an early contract termination
occurs necessitating selection in the same year as the investment bankers.
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Policy 1 — Debt and Balance Sheet Management

Adopted: 02/22/ 1996
Amended 07/24/2003; 12/05/2008; 07/23/2009; 05/22/2014; 05/28/2015; 07/23/2015; 9/28/2017; /
2018

One of the goals of Minnesota Housing (the "Agency”) is to raise capital for its programs at
the lowest overall cost in a way that maintains and builds long-term sustainability for the
Agency. The Agency will also take into consideration the market for mortgage loan rates and
the need to maintain asset and debt management flexibility while carefully managing risk.

To achieve this, the Agency will:

1. Establish long-range financial objectives as set forth in Section 1.1. These objectives
may change in response to economic and other factors.

2. Hold an annual meeting of the team of finance professionals described in
paragraph 1.2 to create plans for raising capital and managing the balance sheet.
Key takeaways from this annual meeting will be shared with the Board or Finance
and Audit Committee.

3. Manage its ongoing debt issuance to provide for optimal access to capital
markets and broad distribution capabilities, both horizontally (geographically)
and vertically (both institutional and retail investors).

4. Prepare an Affordable Housing Plan that sets forth a plan and forecast of
programmatic financial resources likely to be available over the next year or
two.

Agency staff will monitor these plans and the policy and recommend changes when
appropriate based on results of the Risk Based Capital Study and other considerations.

1.1 Long Range Financial Objectives
The long-range financial objectives are as follows:

e Maximize the spread between loan and investment rates and cost of capital, where
possible, in order to maximize future capital available for the Housing Investment
(“Pool 2”) and Housing Affordability (“Pool 3”) Funds.

e Maintain program flexibility.

e Include perspectives on future liquidity when managing balance sheet; consider
expected duration of assets and liabilities to maintain appropriate matching.

e Manage net position incorporating rating agencies haircuts and stress tests to maintain
or grow risk adjusted net worth
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e Effectively manage risk so as to minimize the potential of calling upon the
Agency's general obligation or the State’s moral obligation pledge to replenish
debt service reserves.

e Maintain at least the Agency's Aal/AA+ general obligation issuer credit ratings; maintain
at least the current level of credit ratings for each bond resolution.

1.2 Finance Team
The Agency will maintain a team of finance professionals consisting of internal and external experts for
the purpose of managing its borrowing activities. The team will include investment bankers, bond
counsel, underwriter’s counsel, in-house counsel, a financial advisor, and Agency finance staff. Staff may
recommend to the Board the addition of finance team members based on needs of specific financings.

1.3 Planning and Structuring Bond Issues

When capital is needed for program funding or for other financial management purposes, the
finance team will review the financing alternatives in accordance with this policy and
determine whether bonds should be issued or other sources of external capital raised or the
activity should be internally financed. Any proposed external financing will be reviewed to
determine the best method of accessing the financial markets to achieve the goal of issuing
debt at the lowest overall interest rates and costs while maintaining desired flexibility and
managing risk.

1.4 Annual Bond Financing Needs Planning

At its annual Finance Team meeting, the timing of planned bond sales will be considered
based primarily upon housing program needs, but other market and tax compliance factors
will also be taken into consideration.

1.5 Procedures for Issuing Bonds

Agency staff will recommend to the Board, by requesting approval of resolutions, a financing
approach best suited to the current set of circumstances and consistent with the Agency’s
desire to issue debt at the lowest overall possible interest rates and costs while managing
risks and maintaining the maximum flexibility for asset and debt management. Staff will
decide how to proceed from among the recommended approaches. The rationale underlying
any financing decision will be included in staff’s comments to the Board at the time that the
Board’s approval for specific bond sales is requested.

Before each bond financing, the finance team will review the immediate capital and/or
refunding needs, market conditions, proposed bond structure(s), merits of a negotiated,
competitive or privately placed bond issue and expense guidelines. Gross spread will be
finalized prior to the commencement of the order period.
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Before pricing a bond offering, the financial advisor will provide the Agency with summary
information and its recommendations with regard to all pertinent aspects of the financing.
For negotiated issues, the pricing will generally be handled by a conference call including
Agency staff, the financial advisor and the underwriters. The Chief Financial Officer, in
consultation with the Commissioner, will have primary responsibility for making pricing
determinations. For long-term debt issuances, a formal post-sale analysis will be prepared by
the financial advisor and reviewed with the Board within approximately 45 days of the bond
issue. The post-sale analysis should include sufficient information to permit the Board to
judge the performance of the investment bankers. If an offering is marketed by negotiated
sale, the management fee paid should reflect reimbursement for services rendered on the
particular issue in progress and for uncompensated services rendered since the last issue, if
any.

1.6 Short-Term Financing Needs

From time to time, depending on conditions in the bond market and the availability of liquid
funds to the Agency, it may be necessary for the Agency to borrow money on a short-term
basis from a bank or other financial institution or corporation to provide sufficient liquidity
for Agency program and other operational needs. Staff is authorized to determine the need
and feasibility of such short-term borrowing, in consultation with the Agency’s financial
advisor and subject to other authorizations and delegations from the Board and/or
Commissioner. The Chief Financial Officer is authorized to cause the Agency to enter into
any such short-term borrowing arrangement upon consultation with the Commissioner, the
Finance Director and the Agency’s financial advisor, in a principal amount, at an interest rate
and for a term (not exceeding 18 months) that the Chief Financial Officer determines is
sufficient for the Agency’s needs and is financially feasible.

Any such borrowing may be secured by collateral comprising mortgage loans or other assets
of the Agency to be specifically pledged thereto, but may not be secured by the general
obligation of the Agency or be evidenced by a bond or note, unless approved by resolution of
the Board. The Chief Financial Officer is authorized, upon consultation with the
Commissioner, the Finance Director and the Agency’s financial advisor, to cause the Agency
to renew or extend any such short-term borrowing if circumstances then warrant. No more
than $250,000,000 in principal amount of such borrowings may be outstanding at any one
time, unless approved by resolution of the Board. The Agency shall count the outstanding
principal amount of any such borrowings against the debt limit set forth in Minnesota
Statutes, Section 462A.22, as amended.
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1.7 Bond Issuance Review

The overall results of the Agency's debt issuances (other than short-term liquidity and
operational financings pursuant to Section 1.6) and the performance of the investment
bankers will be reviewed by the Board on no less than a biannual basis. The Agency's
financial advisor will prepare the reportin cooperation with Agency staff.

1.8 Variable Rate Debt and Interest Rate Swap Management

In order to improve its overall financial position (for example, to lower its cost of capital or
reduce its risk in financing the Agency’s programs and operations), the Agency may
periodically elect to issue variable-rate debt and also periodically elect to enter into interest rate
swaps. Because theAgency generally lends at fixed interest rates, issuing variable rate
debt creates the potential for a mismatch between its cost of capital and its revenues. In
order to manage the mismatch, interest rate swaps may be utilized. An interest rate swap is a
financial agreement in which two parties agree over a fixed period of time on a stated
notional principal amount to exchange interest payments, one based on a variable interest
rate and the other a fixed rate. Interest rate swaps will generally be structured to synthetically
achieve a fixed-rate cost of capital that is typically below what can be achieved by issuing
traditional fixed-rate debt.

Authorization. For purposes of authorization, all swap transactions shall go through the same
process as bond financings including review by the Agency's finance team, which includes at a
minimum bond counsel and appropriate external financial advisors and formal approval by
the Agency’s Board. Minnesota Statutes Section 462A.105 authorizes the Agency to enter
into interest rate swaps, referred to in statute as interest rate exchange agreements. The
Agency’s Board approved a resolution in April 2003 authorizing staff to enter into interest
rate swaps and in May 2003 approved a resolution amending the Residential Housing
Finance Bonds Resolution to allow for the effective administration of interest rate swaps.
Interest rate swaps will be entered into in conjunction with a resolution authorizing the
issuance of bonds and usually will be approved simultaneously with a series resolution for the
issuance of bonds to which the swap transaction relates. When and if replacement swaps are
needed, they will be presented to the Agency’s Board for approval by resolution.

Goals for Swap Transactions. Swap transactions will be used as part of a strategy to use
variable-rate debt to reduce the Agency’s overall cost of funds. Swap transactions will not
be used for speculative purposes. The Agency acknowledges that synthetically fixing the
cost of funds by use of interest rate swaps mitigates, but does not eliminate, interest rate
risk due to risks factors described in the Risk Analysis section of Board Policy 1.8.

Relationship to Assets. Swap transactions will be entered into based on analysis that staff
determines is adequate to indicate an expected positive impact on the Agency's ability to
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manage its underlying assets and liabilities. The term and structure of any swap agreement
should bear a logical relationship to a pool of assets and the underlying liabilities financing or
expected to finance the assets.

Risk Analysis. Before making a final decision to proceed with a swap transaction, the Agency
shall analyze the risks, costs, and benefits associated with interest rate swaps to ensure that a
proper and well-informed decision is being made. Specific risks that should be analyzed and
understood are:

e Amortization. Amortization risk represents the cost to the Agency of paying interest
on debt or making swap payments due to a mismatch between the amounts
outstanding of the variable rate liabilities and the notional amount of the swap.

e Basis. Basis risk represents the potential difference between the interest rate paid
by the agency on its variable rate liabilities and the rate received from the swap
contract.

e Tax. Tax risk represents a risk that may arise due to a change in the tax code which
creates or exacerbates a difference between the interest rate paid by the agency on
its variable rate liabilities and the rate received from the swap contract

e Counterparty. Counterparty risk is the risk that the swap transaction provider will
not fulfill its obligations as specified in the swap contract.

e Termination. Termination risk represents the risk that the swap contract could be
terminated by the counterparty due to various events including ratings downgrade,
covenant defaults, payment defaults or other default events specified by the
contract or Resolution. The Agency will also incorporate consideration of its rights
to terminate the swap contract into its assessment of the appropriateness of a
specific swap contract.

e Rollover. Rollover risk is the risk that the swap contract is not coterminous with the
variable rate liabilities, creating the possibility that a replacement contract will be
either unavailable or at terms disadvantageous to the Agency.

Liquidity. Liquidity risk is the risk that the back-up liquidity facilities required by
certain types of variable rate debt will not available or financially viable in the future
resulting in the need to call the debt or refund it into fixed rate debt thus creating an
un-hedged swap position. Liquidity risk exists with the form of variable rate debt
known as Variable Rate Demand Obligations (VRDOs). VRDOs are remarketed
regularly and the risk exists that there may be an insufficient market to purchase all or
some of the bonds on any given remarketing date. To mitigate this risk, a liquidity
provider is engaged to purchase unremarketed bonds at a higher rate than could be
achieved under a remarketing and with the expectation that the bonds will be repaid
on an accelerated timetable. Additional risk exists in that the term of the variable
rate debt is generally longer than the term of any related liquidity facility agreement,
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which requires that the issuer periodically engage replacement liquidity providers
during the term of the debt. Potential exists for there not being a replacement
liquidity provider willing to provide the service at an acceptable cost at that time.

e Rating Agency Criteria Risk. This risk exists because the credit rating agencies
may periodically change their criteria for maintaining the Agency’s credit ratings
over the term of the variable rate debt (or may downgrade the credit of the
Agency, liquidity provider or swap counterparty) which may impact the cost of the
variable rate debt or impose additional duties or restrictions on the Agency to
maintain ratings.

Risk Mitigation. In addition to utilizing interest rate swaps to mitigate the interest rate risk
associated with issuing variable-rate debt, the Agency will seek to employ other risk mitigation
techniques, either from the outset of a variable rate bond issue or at any stress point during
the life of the issue, and will seek to incorporate relevant optionality in any agreements
entered into in connection with the debt. Examples of such techniques include but are not
limited to: the option to modify the interest rate mode among variable rate alternatives or
from variable to fixed; options to terminate the swap at par and at market under certain
scenarios acceptable to the Agency; selection of the type of variable rate debt issued and its
ability to be called at par; maintaining appropriate levels of liquidity to exercise available
options; appropriate managerial oversight of the performance of the variable-rate bond
issues and their related swaps; diversification among counterparties and liquidity providers.

Credit Quality. Any swap transaction entered into by the Agency shall be with a swap
counterparty whose long term debt obligations, or whose obligations under a swap are fully
covered by a swap facility whose long term debt obligations are either: (1) rated at least
“Aa3” in the case of Moody’s Investors Service, or rated at least “AA-“ in the case of
Standard & Poor’s Corporation, or rated at least the equivalent thereto in the case of any
other rating agency, provided that the swap counterparty ratings must be sufficient to
maintain the then current ratings of the Agency’s long term debt, or (2) secured by a pledge
of investment obligations with the ratings and in amounts sufficient to achieve the ratings
levels described in this section.

Appropriate Review. Swap transactions will be submitted to the rating agencies for their
review along with all appropriate supporting documents prior to the Agency closing such
transactions. There will be procedures established for the ongoing review and management
of swap transactions including semi-annual reporting to the Board regarding all variable rate
debt and associated counterparties (for example, swap and liquidity providers) . In addition
to this general plan, rating agencies will be provided with a summary of each swap
transaction in accord with their respective policies.
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1.9 Conduit Debt

For purposes of this section, “conduit debt” is a bond or note in which the obligation of the
Agency, as issuer of the conduit debt, to pay principal of and interest on that conduit debt,
when due, is payable solely from, and secured by payments made by, and assets of, a third-
party borrower under a loan, lease or other agreement and derived from revenues of the
facilities financed or other assets of that third-party borrower.

Issuance of conduit debt that requires an allocation of the Agency’s entitlement allocation of
private activity bonding authority from the annual federal volume cap allocated to the state
of Minnesota uses a limited resource of the Agency. That bonding authority is a valuable
means of financing affordable housing programs because it enables the Agency to operate
lending programs of a size far in excess of its own resources in ways that strengthen the
Agency’s long-term sustainability and financial flexibility. It is therefore acknowledged that
the use of bonding authority for conduit debt issuance that requires the use of that bonding
authority is generally not in the best financial interest of the Agency. From time to time and
under certain conditions, use of bonding authority for conduit debt issuance may be desirable
to meet certain state housing needs and may be considered. The following threshold
conditions should be present in order for staff to recommend a conduit debt issue:

e Bonding authority used for conduit debt issues does not cause a significant loss of
authority available to operate priority programs, in the sole judgment of the
Agency.

e Theissuance is for preservation of affordable rental units the Agency determines
are important units to preserve under its strategic plan.

e Significant barriers to issuance by a different government issuer exist, such as
properties located in multiple jurisdictions, making public notice and authorization
requirements difficult.

e The Agency has determined not to issue bonds secured by the Agency’s general
or limited obligation for the project to be financed.

e The Agency assumes no initial or continuing disclosure obligations in connection
with the conduit debt issue.

e The Agency assumes no financial obligation in connection with the conduit debt issue.

e [f publicly offered, if the conduit debt issue is a long-term issuance, it is expected to be
rated in one of the two highest long-term rating categories by at least one nationally
recognized rating agency acceptable to the Agency. If the conduit issue is a short-
term issuance, it is expected to be rated in the highest short-term rating category by
at least one nationally recognized rating agency.

e If privately placed, repayment of the conduit debt issue must, in the judgment of
the Agency and the Agency’s financial advisor, be financially feasible and
appropriately structured, distributed and documented.
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e The Agency’s bond counsel must be utilized. The Agency will be consulted on selection
of other parties (e.g., trustee, financial advisor, bond underwriter, etc.) involved with
the proposed transaction.

e All costs of issuance, maintenance and payment of the conduit debt issue, including
all Agency out-of-pocket expenses and fees and disbursements of bond counsel and
the Agency’s financial advisor, and indemnification of the Agency must be paid by the
third-party borrower or, if available therefore, may be paid from proceeds of the
conduit debt issue.

e Administrative fees to be paid to the Agency as issuer will not be less than, subject to
arbitrage restrictions, the sum of (1) an upfront fee of 50 basis points times the
original principal amount of the conduit debt issue, plus (2) an on-going fee payable
semiannually equal to the greater of (a) one-half of 20 basis points applied to the —
then outstanding principal amount of the bonds or (b) a minimum amount to be
established for the conduit debt issue. Actual fees will be determined on a case-by-
case basis, in the Agency’s sole discretion.

Additional Guidelines. The use of investment bankers and/or placement agents other than
the Agency’s selected investment bankers will not imply any appointment to the Agency’s
board-selected investment banking team.

Results of marketing conduit debt issues are not subject to Sections 1.03, 1.04 or 1.05 of this
Debt Management Policy, including requirements for formal post-sale analysis by the
Agency’s financial advisor, nor are they includable in the biannual investment banker review
required in Section VIl even if the conduit debt issue’s investment banker is currently
appointed to the Agency’s banking team.

1.10 Policy on Request for Proposals

A request for proposals will be issued every four years for the Agency’s financial advisor
and investment bankers. Request for proposals for financial advisor will be solicited in
different years than those for investment bankers unless an early contract termination
occurs necessitating selection in the same year as the investment bankers.
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HOUSING Date: 4/26/2018

Item: Discussion, RSM presentation launching the Financial Audit for FY 2018

Staff Contact(s):
Terry Schwartz, 651-296-2404, terry.schwartz@state.mn.us
Debbi Larson, 651-296-8183, debbi.larson@state.mn.us

Request Type:

] Approval No Action Needed
1 Motion Discussion
[] Resolution [ Information

Summary of Request:

Representatives from RSM US LLP, the Agency’s external audit firm, will discuss audit planning for the
2018 engagement. The discussion will include engagement terms, audit timing and scope and risk
factors that include fraud and key transactions.

Fiscal Impact:
None.

Meeting Agency Priorities:

Address Specific and Critical Local Housing Needs

Finance Housing Responsive to Minnesota’s Changing Demographics
Preserve Housing with Federal Project-Based Rent Assistance
Prevent and End Homelessness

Reduce Minnesota’s Racial and Ethnicity Homeownership Disparity

ogoooo

Attachment(s):
e RSM US LLP presentation
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