HOUSE OF REPRESENTATIVES

KENTUCKY GENERAL ASSEMBLY AMENDMENT FORM

2006 REGULAR SESSION


Amend printed copy of SB 28 SCS 

On Page 3, after line 5, by inserting the following:

"SECTION 4.   A NEW SECTION OF KRS CHAPTER 66 IS CREATED TO READ AS FOLLOWS:

For the purposes of Sections 4 to 9 of this Act:

(1)
“Amortization risk” means the risk that the amortization of the notional amount during the period in which a derivative contract is outstanding will not match the amortization of the underlying debt.
(2)
“Basis risk” means the risk of a mismatch between the terms of the derivative contract and the terms of the underlying debt.
(3)
“Collateralization risk” means the risk that the local government will have to post collateral prior to the maturity of a derivative contract according to the terms of the contract.
(4)
“Comprehensive derivative policy” means a written policy adopted by resolution of the legislative body of the local government regarding the standards by which the government will use derivative contracts in its debt management.
(5)
“Counterparty” means the party to a derivative contract other than the local government and its agents.
(6)
“Counterparty risk” means the risk that the counterparty of a derivative contract will not be able to meet its obligations according to the terms of the contract.
(7)
“Derivative contract” or “derivative” means a financial instrument created from, or the value of which is derived from, the value of one or more separate assets or indices of asset values, including interest rate swap agreements, futures and options contracts, options on interest rate swap agreements, caps, floors, collars, and rate locks.
(8)
“Hedge” means a strategy to restrict the potential losses or gains associated with an outstanding or future debt position.
(9)
“Interest rate risk” means the risk that changes in interest rates will increase the cost of the derivative contract for the local government.
(10)
“Local government” means a city, county, charter county, urban-county, or consolidated local government, or any agency or instrumentality thereof.
(11)
“Market-access risk” means the risk that the local government will not be able to effectively refund the underlying debt in a traditional manner during a positive economic environment because of an outstanding derivative contract.
(12)
“Nationally recognized statistical rating organization” means a rating organization determined by the United States Securities and Exchange Commission to be nationally recognized, namely Fitch Ratings, Moody’s Investors Service, and Standard and Poor’s.
(13)
“Non-periodic payment” means a payment associated with a derivative contract other than a regular interest rate payment corresponding to the debt service of the underlying debt.
(14)
“Notional amount” means the face value of a derivative contract conveyed in currency units used to calculate payments made or exchanged according to the contract.
(15)
“Synthetically refund” means to refund debt that is not permitted to be advance refunded under the United States Internal Revenue Code by entering into a derivative contract to reduce debt service obligations.
(16)
“Tax risk” means the risk that the relationship between taxable and tax-exempt interest rates will change as a result of changes in the federal tax code, or other economic conditions.
(17)
“Termination payment” means the payments made by either the counterparty to the local government or the local government to the counterparty if the derivative contract is terminated prior to its stated maturity.
(18)
“Termination risk” means the risk that the derivative contract will be terminated prior to its stated maturity.
(19)
“Underlying debt” means the bond or note issue intended to be hedged or synthetically refunded.
(20)
“Up-front payment” means a payment either received or paid by the local government to initiate a derivative contract that is not a regular payment of interest corresponding to the debt service payments of the underlying debt.
SECTION 5.   A NEW SECTION OF KRS CHAPTER 66 IS CREATED TO READ AS FOLLOWS:

Local governments may engage in derivative contracts only for the purpose of synthetically refunding existing debt, hedging current outstanding debt and debt authorized for the local government's current budget cycle, or for the acquisition of credit enhancement facilities as provided in KRS 66.061. Prior to entering into a derivative contract, the following criteria shall be met regarding the terms of a contract and the disclosure of certain information:
(1)
A local government shall not commit, contractually or otherwise, to the terms of a derivative contract to which it is not a party;
(2)
A local government shall not make any payment to another party corresponding to the terms of a derivative contract to which it was not a party;
(3)
A local government shall have a comprehensive derivative policy approved by the state local debt officer prior to entering into a derivative contract;
(4)
Standard International Swaps and Derivatives Association (ISDA) documentation shall be used by a local government entering into a derivative contract; and
(5)
Any derivative contract entered into by a local government shall be competitively bid.
SECTION 6.   A NEW SECTION OF KRS CHAPTER 66 IS CREATED TO READ AS FOLLOWS:

The following information shall be disclosed to the state local debt officer by any local government entering into a derivative contract after the effective date of this Act or by any local government which is party to a derivative contract in force on the effective date of this Act:
(1)
The local government's objective in entering into the derivative contract, by designating whether it is attempting to hedge or synthetically refund a specific debt issue;
(2)
The name of any counterparty to a derivative agreement and each counterparty's rating as established by a nationally recognized statistical credit (debt) rating organization;
(3)
The terms of the agreement including:
(a)
The interest rates involved;
(b)
Any up-front or non-periodic fees or expenses paid or received related to the transaction;
(c)
Any fee or expense component in the payments to be exchanged;
(d)
The methods for calculating termination payments, provisions for their payment, and events which will prompt the termination of the derivative contract;
(e)
Collateral provisions for both the local government and its counterparty;
(f)
The notional amount of the derivative contract and the amortization of the notional amount in relation to that of the underlying debt; and
(g)
A projection of the annual payments the local government expects to make as a result of the derivative contract.
(4)
The methods by which the government entity evaluated and intends to monitor the risk associated with the derivative contract, including but not limited to:
(a)
Basis risk;
(b)
Tax risk;
(c)
Interest rate risk;
(d)
Counterparty risk;
(e)
Termination risk;
(f)
Market-access risk;
(g)
Amortization risk; and
(h)
Collateralization risk.
(5)
The name and contact information regarding the person responsible for preparing and monitoring risk information associated with the derivative contract;
(6)
Any real or potential conflicts of interest related to the persons involved with the derivative contract and the underlying debt;
(7)
Written certifications from all parties involved in the marketing of debt and provision of debt-related derivative contracts that a party does not have a financial contract with any other party involved in the marketing of the local government's debt or provision of the government's derivative contracts similar to the terms of these obligations;
(8)
Information regarding the posting of any collateral prior to the maturity of the derivative contract which may be required by a local government or a counterparty;
(9)
Notification to the state local debt officer within ten (10) business days of any collateral posted by a local government or a counterparty prior to the maturity of a derivative contract which shall include the collateral posted, its location, its custodian, and the fund source of the collateral; and
(10)
Any other information pertaining to the derivative contract or underlying debt requested by the state local debt officer.
SECTION 7.   A NEW SECTION OF KRS CHAPTER 66 IS CREATED TO READ AS FOLLOWS:

If a local government finds it necessary to terminate a derivative contract or an event causes termination of the contract, prior to the payment of any termination payments which may be required by the contract, the local government shall notify the state local debt officer ten (10) business days prior to making any termination payment of the amount of the termination payment and the fund source from which it will be paid.
SECTION 8.   A NEW SECTION OF KRS CHAPTER 66 IS CREATED TO READ AS FOLLOWS:

A local government shall notify the state local debt officer within ten (10) business days of any instance where a counterparty is believed to be in breach of its financial commitments required in a derivative contract.

SECTION 9.   A NEW SECTION OF KRS CHAPTER 66 IS CREATED TO READ AS FOLLOWS:

The Department for Local Government shall promulgate administrative regulations in accordance with KRS Chapter 13A to establish guidelines for the compliance, disclosure, and reporting as required by Sections 4, 5, 6 and 7 of this Act."
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