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 November 20, 2013 
 
The Honorable Chair and Members of The School Board of Miami-Dade County, Florida 
Members of the School Board Audit and Budget Advisory Committee 
Mr. Alberto M. Carvalho, Superintendent of Schools 
 
Ladies and Gentlemen: 
 
In accordance with the Audit Plan for the 2012-13 Fiscal Year, we have performed an audit of 
the internal controls over derivative instruments (swaps) held by Miami-Dade County Public 
Schools.  The objectives of the audit were to determine if the policies and procedures in place 
for managing derivatives conformed to recommended best practices and to assess the level of 
internal controls over the derivatives management process.  
 
Although the scope of our audit was not designed specifically to assess the performance or 
effectiveness of individual swaps held by the District or to evaluate, endorse or critique 
management’s strategic decisions or philosophy relating to the District’s use of derivatives; and  
we do not offer any endorsement or critique to management’s strategic decisions; we have 
made certain general observations regarding the cash flows related to these swaps.  
 
The District’s Forward Interest Rate Swap Program was initiated on March 15, 2006, shortly 
before the onset of the most recent financial crisis, which has been considered to be the worst 
recession since the Great Depression of 1933. Also, it is important to note that derivative 
instruments may be used for investment or hedging purposes. Through the advice of the 
independent citizen participation group (the Treasury Advisory Committee), consisting of 
seasoned professional members from the financial community, who advises the School Board 
on matters of finance; the current interest rate swaps were structured as hedging instruments.   
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Our audit found that the system of internal control in place over derivative instruments is 
mostly adequate; however, there are opportunities for improvement therein. Areas identified 
include, but are not limited to, the need for an annual review of the swap policy and for critical 
terms therein to be defined; the mode of communicating specific information regarding a 
swap’s potential effect on the credit rating of the district’s obligation when considering 
entering into a swap;  and the presentation of information on the existing swaps’ performance, 
including a cash flow analysis.  
 
Because of the complex nature of derivatives, this report contains various important details and 
must be carefully read, in its entirety, to obtain an accurate understanding of our observations 
and conclusions. 
 
Our findings and recommendations were discussed with management and their response is 
included.   We would like to thank management for their cooperation and for the courtesies 
extended to our staff during the audit.   
 
 Sincerely, 
 
 
  José F. Montes de Oca, CPA, Chief Auditor 
                                                       Office of Management and Compliance Audits 
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What We Found 

The audit was included in the approved 2012-13 

Audit Plan to review the policies and procedures 

used for managing derivatives and to assess the 

level of internal controls in place. The Miami-

Dade County Public School’s (M-DCPS’) Forward 

Interest Rate Swap Program was initiated in 

March 2006, and consisted of three swaps with 

a total notional amount of $197,320,000, with 

termination dates of August 2027. These are the 

only swaps M-DCPS has executed. 

 

M-DCPS has a comprehensive policy for 

managing derivatives. The Swap Policy 

Guidelines (hereinafter referred to as “Swap 

Policy” or “Policy”) contained in the District’s 

debt management policy provide a good 

framework of internal control. Notwithstanding 

the comprehensive nature of the Swap Policy, 

there are opportunities to strengthen it, as it 

does not require the annual review of the same; 

some important control functions or activities 

are not spelled out in affirmative or specific 

terms, but in discretionary terms; it does not 

define some key terms, such as speculation; it 

does not establish a maximum amount for 

derivative contracts or a means of determining 

such amount; it does not, in some instances, 

provide procedures to carry out the intent of 

the policy; and it does not provide guidance or a 

formal mechanism for proceeding with and 

documenting circumstances that may 

necessitate departure from the Swap Policy 

when it is in the Board’s best interest to do so, 

based on extenuating circumstances.  

 

 

Why We Did This Audit 

The most recent financial crisis has adversely 
affected some state and local governments that 
have engaged in derivative transactions and 
has exposed those agencies to added risks. 
Given these conditions and applying our annual 
risks assessment, we determined it was 
warranted that we review the internal controls 
over derivative instruments to ensure they 
conformed to recommended best practices. The 
audit was endorsed by the Audit and Budget 
Advisory Committee and subsequently 
approved by the Board. 

What We Recommend 

We are making four (4) recommendations to 
management to strengthen internal controls and 
the level of governance relative to swaps, as follows: 

- Incorporate recommendations into the current 

revisions of the Swap Policy Guidelines and submit 

the revised policy to the Board for approval.  

- Considering the importance of the Treasury 

Advisory Committee (TAC) in it is advisory role to 

the School Board, a summary of salient matters, 

including derivative activities, discussed at each 

TAC meeting should be communicated to the 

School Board. This will enhance the reporting to 

the School Board and transparency. 

- Comply with School Board Policy 6145 by 

providing the Board with information regarding 

the potential  effects of a swap on the credit 

ratings of outstanding obligations prior to the 

execution of a swap. Such information should also 

be documented, in writing, and maintained for 

auditing purposes. 

- Information on the performance of the swaps, 

including the overall effectiveness of the swap 

activities, and whether they are meeting their 

intended objectives should be periodically (e.g., 

quarterly or semi-annually) reported to the 

School Board.  

 

EXECUTIVE SUMMARY 
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The District’s staff tasked with managing the swaps, appear to have a 

thorough understanding of swaps. In addition, the District has an 

independent citizen participation group of the School Board, the 

Treasury Advisory Committee (TAC), and other contracted subject 

area professionals who review and advise the Treasurer on financing 

matters, including derivatives. This structure comports with 

recommended best practices, reduces operational risk, and 

strengthens internal controls. The members of the TAC, by policy, are 

appointed for a four year term, meet at a minimum of once a quarter 

and the committee reports to the Board at least annually.  

 

Further, we found proper segregation of duties among the staff which 

prevented an individual from performing incompatible duties. 

Authorization for swap transactions also occurred at the appropriate 

level in the District. The oversight by the TAC also contributes to 

these important control activities. 

 

Our audit also concluded that through the execution of the swap 

instruments, management achieved its primary objective by 

synthethically fixing interest rates and subsequently issuing $90.8 

million variable-rate Certificate of Participation (COP) on May 24, 

2007. An additional $417.8 million in fixed-rate debt were issued in 

2007. 

 

A review of the swap agreements and other related documents 

disclosed that the swap transactions were properly executed using 

the standard contracting documents for municipal-issued swaps. The 

Swap Policy requires that prior to the execution of a swap agreement, 

the Board be provided for its consideration  an analysis of the 

potential impact the swap transaction would have on the credit rating 

of other M-DCPS’ obligations. However, we did not find evidence that 

specific information on the potential effect (not a guarantee) the 

swap transaction could have on the credit rating of the District’s 

other obligations (i.e., favorable, unfavorable or neutral) was 

presented to the Board.  Also, the Swap Policy stated that the 

effectiveness of each hedge [swap] will be measured by preparing a 

cash flow analysis comparing the payments received against the 

payments made. Our audit found that while this analysis was 
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reported to the Board for fiscal years ended June 30, 2007, through 

2009, it was not reported to the Board for the succeeding fiscal years 

ended June 30, 2012. Our analysis of the swap-related cash flows 

from the inception of the swaps through June 28, 2013, shows that 

cumulative net swap payments were $31.4 million (synthetically 

fixed-rate payments totaling $40 million, less floating-rate receipts 

totaling $8.6 million). Total interest payments on the hedged COPs 

were approximately $15.3 million, compared to the $8.6 million total 

floating-rate receipts on the swaps.  

 

The total fair value of the swaps as of June 28, 2013, was 

$(30,098,205), which represents the termination value and a deferred 

liability of M-DCPS to the counterparty. It is also important to note 

that although a swap’s Mark-to-Market (MTM) value fluctuates over 

the life of the swap, if the swap is held for its full contract term, the 

MTM value at the end of the term will be zero. Therefore, neither 

party will have an asset or liability position in the swap at that point. 

Based on representation from the Treasurer and documentation of 

discussions at the TAC, it is evident that the swaps’ values were 

periodically monitored.  

 

Based on our observations, we made four (4) recommendations.  Our 

detailed findings and recommendations start on page 20. There were 

other matters, which came to our attention during our audit, which 

were deemed non-reportable because they were immaterial or 

inconsequential. These were nevertheless discussed with 

management for their information and follow-up. We would like to 

thank the administration for their cooperation and the courtesies 

extended to our staff during the audit. 
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Our overall evaluation of internal controls over derivative instruments management for the 

period under audit is summarized in the table below.  

 

INTERNAL CONTROLS RATING 

CRITERIA SATISFACTORY 
NEEDS 

IMPROVEMENT INADEQUATE 

Process Controls   X  

Policy & Procedures 
Compliance 

  X 
 

 
 

Effect X   

Information Risk X   

External Risk X   

 

INTERNAL CONTROLS LEGEND 

CRITERIA SATISFACTORY 
NEEDS 

IMPROVEMENT INADEQUATE 

Process Controls Effective Opportunities 
exist to improve 
effectiveness. 

Do not exist or are not reliable. 

Policy & Procedures 
Compliance 

In compliance Non-Compliance 
Issues exist. 

Non-compliance issues are 
pervasive, significant, or have 
severe consequences.  

Effect Not likely to impact 
operations or 
program outcomes.  

Impact on 
outcomes 
contained. 

Negative impact on outcomes. 

Information Risk Information 
systems are 
reliable. 

Data systems are 
mostly accurate 
but can be 
improved. 

Systems produce incomplete or 
inaccurate data which may 
cause inappropriate financial 
and operational decisions.  

External Risk None or low. Potential for 
damage. 

Severe risk of damage.  

 
 

INTERNAL CONTROL ASSESSMENT 
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 derivative product is a financial instrument (contract) that 

derives its value from an underlying asset, liability or index. 

The underlying asset or liability may or may not be owned by 

the parties to the derivative contract. Commonly known derivative 

products include: (a) forward contracts; (b) futures contracts; (c) 

options; and (d) swaps, which are contracts where two parties agree 

to exchange the cash flows from the underlying  assets or indices for 

a fixed period of time. There are many variations to the derivative 

products described above, including other exotic instruments. The 

District’s current use of derivatives is limited to hedging instruments, 

specifically interest rate swaps.1 Given the District’s derivatives 

exposure is limited to interest rate swaps, the following discussion 

focuses on that type of derivative instrument. 

Interest Rate Swaps 

Interest rate swaps (hereinafter referred to as swaps) make up a large 

portion of the financial market. According to data published by the 

Securities Industry and Financial Markets Association (SIFMA),2 there 

were more than $548 trillion of swaps outstanding near the end of 

June 2013.3  Swaps could be entered into either for speculative or 

hedging purposes. Miami-Dade County Public Schools Debt 

Management Policy prohibits using derivatives for speculative 

purposes. A number of entities, including some municipalities include 

swaps in their debt management strategy to hedge outstanding debts 

against interest rate risk. In its Rating Methodology white paper 

                                                 
1
 Although the District currently limits its use of derivatives to interest rate swaps, School Board Policy 6145, Debt 

Management, allows for the use of caps, floors, collars, options and other derivative financial products. 
2
 SIFMA is an association of hundreds of security firms, banks, and asset managers founded in 1912 and is the U.S. 

Regional member of the Global Financial Market Association, which consists of  the Association for Financial 

Markets in Europe (AFME) in London and Brussels, the Asia Securities Industry & Financial Markets Association 

(ASIFMA) in Hong Kong, and the Securities Industry and Financial Markets Association (SIFMA) in New York 

and Washington, representing each of their respective regions (i.e., Europe, Asia and North America). 
3
 Report on Global Interest Rate Swaps between March 31, 2010 and July 26, 2013, published by SIFMA, July 26, 

2013. 

A 

DERIVATIVE  INSTRUMENTS – AN ILLUSTRATIVE OVERVIEW 
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report, Moody’s Investors Service lists four examples of the potential 

benefits for using swaps. 4  These benefits include:  

1. Reducing borrowing costs 

2. Improving cash flows 

3. Locking in current rates 

4. Matching assets and liabilities 

 

As part of its debt management strategy, M-DCPS’ Swap Policy 

includes all of the above-listed benefits, among others, as its 

objective for using swaps in general. 

Associated with the potential benefits for using swaps and other 

derivative products are the attendant risks. For example, an advisory 

from the Government Finance Officers Association (GFOA) advises 

state and local government finance officers to exercise great caution 

in the use of derivative instruments and use them only when the 

issuers have developed: 1) a sufficient understanding of the products; 

2) the internal staffing and expertise to manage, monitor and 

evaluate these products properly, either on their own or in 

combination with a swap or financial advisor, tax counsel and/or 

monitor; and 3) a comprehensive derivatives policy.5 The 

aforementioned GFOA’s Advisory and Moody’s Rating Methodology 

report, as well as  a published document from the Committee of 

Sponsoring Organizations of the Treadway Commission (COSO) on the 

use of derivatives each lists a number of risks that users of swaps 

must consider.6 Refer to Table 1 (page 7) for the list of risks by each 

organization and to Appendix C (page 44) for the definition of each 

risk. 

  

                                                 
4
 Bill Fitzpatrick, Naomi Richman, Yung Louie and Cassina Brooks, Evaluating the Use of Interest Rate Swaps by 

U.S. Public Finance Issuers, Strengths and Risks of Interest Rate Hedges, Management Capacity, and Legal Terms 

are Evaluated in the Context of Issuer’s Overall Credit Position, (Rating Methodology, Moody’s Investors Service, 

Inc., October 2007) 
5
 Government Finance Officers Association, GFOA Advisory: Use of Debt-Related Derivatives Products and the 

Development of a Derivatives Policy (2003, 2005, and 2010) (DEBT), GFOA’s Executive Board. 
6
 Committee of Sponsoring Organizations of the Treadway Commission, Internal Control Issues In Derivative 

Usage, An Information Tool for Considering the COSO Internal Control – Integrated Framework in Derivatives 

Applications, A COSO Information Tool (COSO, 1996). 
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Potential Risks For Financial Derivatives 

Risks 

GFOA Moody’s COSO 

Tax Tax Market 

Interest Rate Yield curve Market Liquidity 

Termination Termination Credit 

Collateralization Collateral posting Settlement 

Market access Market access Operational 

Basis Basis Basis or correlation 

Counterparty Counterparty Legal 

Credit Loss of flexibility Systemic 

Rollover or Amortization Amortization mismatch  Funding liquidity 

 Management complexity  

Table 1 

 

As a recommended best practice, users of swaps and other derivative 

products are advised to complete a risk assessment, whereby finance 

managers consider known and potential risks, their effects on the 

entity’s holdings and overall financial posture, and mitigation 

strategies. A comprehensive swap policy, regular communication with 

the governing board and active oversight by the entity’s board of 

governance are cornerstones of the risk assessment. Title VII of the 

Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-

Frank Act”), signed into law by President Obama on July 21, 2010, 

delineates various compliance requirements that affect issuers and 

participants in the swap market. Effective swap management would, 

therefore, necessitate a comprehensive analysis of the Act and its 

associated rules, as issued by the various rulemaking bodies, in 

conjunction with a review of the debt management policy, including 

the Swap Policy Guidelines to ensure that the Policy addresses 

provisions of the Act.  We noted that in a printed document 

containing matters discussed in presentations to the TAC at it’s 

November 19, 2012, and June 13, 2013, meetings, reference was 

made to Dodd-Frank and it’s effects on the Swap Policy. 
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Anatomy of an Interest Rate Swap 

 
Swap contract: the standard ISDA 

Master Agreement, schedule and 
other documents laying out the 
terms of the swap. 

Swap rates: the fixed interest rates 
of a “plain vanilla” swap. 

Notional amount: the amount 
against which the interest rates 
are applied to calculate the swap 
payments. 

Counterparty: each of the two 
parties of the swap agreement. 

Netting: offsetting the 
counterparties’ payment 
obligation, resulting in one party 
paying the difference. 

Termination value: the amount 
required to be paid or received 
due to an unscheduled 
termination of the swap. 

Mark-to-Market: the fair market 
value of the swap which typically 
represents the termination value. 

Anatomy of an Interest Rate Swap 

The following provides a general description of the characteristics of 

swaps. In simple terms, swaps are agreements between two parties 

to exchange cash flows that are tied to a specified asset, liability or 

index. They vary in their structure and make up a 

fairly large menu of options. Fundamentally, there 

are two broad types of swaps, exchange-traded 

contracts and over-the-counter contracts. 

Exchange-traded swaps are those standardized 

contracts that are traded on specialized exchanges, 

wherein the exchanges are the intermediary 

between the two parties to the contract. Over-the-

counter swaps are those contracts that are traded 

or negotiated directly between the two contracting 

parties without going through an intermediary, 

such as an exchange. The swaps being held by the 

District are over-the-counter “plain vanilla” swaps.  

A “plain vanilla” swap typically involves the 

exchange of interest rates (effectively, the interest 

payments) between the contracting parties 

(counterparties). Common rate exchange 

transactions involve swapping a fixed rate that is 

typically benchmarked to the yield of U.S. Treasury 

securities for a variable rate that is based on a 

specific index or benchmark, such as the London 

Interbank Offered Rate (LIBOR)7 or SIFMA swap 

index.8 The amount to be paid in exchange is based 

on the agreed-upon rates times a stated notional 

(essentially principal) amount times the agreed-

upon “days-multiple conventions” (e.g., 30/360 

days or actual days/365 days).  For example, an issuer of fixed-rate 

bonds, wanting to hedge his interest cost, may agree to pay to the 

                                                 
7
 London Interbank Offered Rate established by the British Bankers’ Association (BBA). LIBOR are taxable interest 

rates, which are set daily by the BBA and represent the rates at which banks in the London wholesale market are 

willing to lend unsecured funds to each other. 
8
 Formerly known as The Bond Market Association (BMA) swap index and is an index of seven-day high-grade tax-

exempt variable-rate demand obligations. 



 

Miami-Dade County Public Schools  -9- Internal Audit Report 
Office of Management & Compliance Audits  Internal Control Over Derivative  
  Instruments Management  

swap counterparty interest at the three-month LIBOR rate (a variable 

rate) and in exchange, receive from the counterparty interest at a 

fixed rate. (See Appendix A for examples of swap transactions.) On 

the settlement date, the actual payment made would be the net 

difference between the two rates. Netting terms of the swap 

agreement dictate the mode of payment. The bondholders who are 

not parties to the swap agreement will continue to receive interest 

income based on the bond coupon rate. It should be noted that in the 

case of a “plain vanilla” swaps, neither the notional amount nor the 

underlying asset is exchanged at the end of the swap’s term. 

Typically, the swap is structured in such a way that no interest 

payments are made at the inception of the swap and the market 

value of the swap is zero (i.e., there is no gain or loss to either party; 

theoretically, both parties are at equilibrium). However, over the life 

of the swap, the fair market or MTM value of the swap changes; 

thereby, positively or negatively changing the financial position in the 

swap to the counterparties. In simple terms, a swap’s MTM value 

represents the amount to be received or paid between 

counterparties in the event the swap is prematurely terminated 

(termination value). 9  

From an accounting standpoint, derivative instruments are classified 

into different categories. Two of the major categories more often 

encountered are hedging derivative instruments, which are derivative 

instruments that are associated with a hedgeable item and 

significantly reduces an identified financial risk by substantially 

offsetting changes in cash flows or fair values of the hedgeable item 

and investment derivative instruments, which are derivative 

instruments that are entered primarily for the purpose of obtaining  

  

                                                 
9
 As reported at June 30, 2012, in its most recent audited financial statements, M-DCPS held swaps with notional 

amounts of $118,450,000 (paying 3.821% fixed-rate and receiving 70% one-month LIBOR) and $57,440,000 

(paying 3.909% fixed-rate and receiving 70% one-month LIBOR) and valued at negative $41,181,937 in total. The 

one-month LIBOR as of the valuation date was 0.24%. As of June 28, 2013,  the swaps aggregate unaudited MTM 

value amounted to negative $30,098,205, including accrued interest of $1,235,371. The MTM value represents a 

deferred liability of the District and fluctuates based on market and other factors, including the outstanding notional 

amount, but will be zero at the end of the swap’s contract term. 
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income or profit, or derivative instruments that do not meet the 

criteria of a hedging derivative instrument. 10 Governmental 

Accounting Standards Board Statement No. 53, Accounting and 

Reporting for Derivative Instruments (GASB 53) and Statement No. 64, 

Derivative Instruments: Application of Hedge Accounting Termination 

Provisions (an amendment of GASB Statement No. 53) (GASB 64) 

provide guidance to state and local governments on the proper 

accounting and reporting of swaps, including the changes in their 

MTM value.11 A swap with a positive MTM value to its holder is said 

to be “in-the-money,” whereas a swap with a negative MTM value to 

its holder is said to be “out-of-the-money” and represents an 

outstanding liability for its holder. 

Swaps are generally consummated through the execution of the 

standard International Swap and Derivatives Association, Inc., (ISDA) 

Master Agreement and its attendant schedule and other documents. 

These documents set forth the terms of the swap, including but not 

limited to, the notional amount, fixed and floating interest rates, 

prevailing currency, swap’s effective and termination dates, netting 

agreement, insurance requirements, collateral levels, default actions, 

and legal jurisdiction for adjudicating matters. 

                                                 
10

 Paragraph 110 of Appendix A to GASB Statement No. 53 discusses the characteristics of hedges and provides 

examples of this type of transaction in the following terms: “Hedging is a method that a government may employ to 

significantly reduce an identified financial risk. One form of financial risk arises from potential adverse changes in 

cash flows. A government may have an asset, a liability, or an expected transaction that exposes the government to 

either receiving smaller payments or making higher payments. For example, a government may be obligated to 

purchase fuel at a variable price at some time in the future. If fuel prices increase, the government would be 

obligated to pay a higher price. The same outcome is true for a government that has issued variable-rate debt. If 

interest rates increase, that government would be paying a higher interest rate. In order to protect against higher 

payments, the government may establish a cash flow hedge. This can be accomplished by entering into a derivative 

instrument that provides offsetting changes in cash flows against price or rate changes of hedgeable items. In a cash 

flow hedge, the intent is to offset changes in the cash flows of a hedgeable item with changes in the cash flows of 

the hedging derivative instrument. For example, a government may establish a cash flow hedge by entering into a 

pay-fixed, received-variable interest rate swap to hedge interest rate risk associated with its variable-rate debt. If 

interest rates increase, the swap would provide increasing payments to the government, keeping net interest costs 

substantially unchanged.” 
11

 GASB 53, paragraphs 19-20, require that swaps be reported either as an asset or liability (depending on the swap’s 

financial status) in the government’s statement of net asset at fair value. The accounting treatment of the changes in 

the swap’s fair value will differ depending on the nature and effectiveness of the swap. Changes in the fair value of 

swaps entered into primarily for the purpose of obtaining income or profit (i.e., investment derivatives) or those that 

are ineffective should be reported within investment revenue on the flow of revenue statement. Changes in the fair 

value of swaps entered into for hedging purposes should be accounting for using hedge accounting, which requires 

the changes to be reported as either deferred inflows or deferred outflows in the statement of net assets. See also 

footnote 14 regarding GASB Statement No. 63. 
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The Objective of an Interest Rate Swap 
 
There are a number of reasons for entering into a swap. From a 

hedging perspective, a government entity may use swaps to: 

 lower its cost of borrowing 

 lock in low long-term rate by synthetically converting variable-

rate debt to fixed-rate debt via a floating-to-fixed rate swap 

without having to incur the cost associated with issuing new 

fixed-rate debt 

 smooth out variation in its debt service budgeting by using 

floating-to-fixed rate swap, which makes debt service cost 

known 

 align or adjust the outstanding mode of interest rates (i.e., 

fixed vs. variable) to the limits established in its debt 

management policy or to enhance its interest mode capacity 

 take advantage of the relationship of the yield curve to the 

rate of its outstanding debt. (The application of this strategy 

would need to be pursued with caution as it could be 

perceived by some as speculative.) 

 

To achieve these objectives, two basic types of swaps are often used: 

fixed-to-floating rate and floating-to-fixed rate. In the case of a fixed-

to-floating rate swap, the issuer pays a variable or floating rate to the 

counterparty and receives a fixed rate from the counterparty. For a 

floating-to-fixed rate swap, the opposite relationship exists – the 

issuer pays a fixed rate to the counterparty and receives a variable or 

floating rate from the counterparty.  
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The diagrams below illustrate these relationships. 

 

In this scenario, Party A, the issuer 

of fixed-rate bonds is attempting to 

hedge its fixed-rate exposure by 

synthetically creating a floating-rate 

obligation via the swap. The 

expectation is that the fixed-rate 

received from the bank will 

approximate or offset the fixed 

coupon rate paid to its bondholders. 

(See Appendix A on page 39 for 

examples of swap transactions.) 

 

 

In this scenario, Party A, the issuer of 

floating-rate bonds is attempting to hedge 

its variable-rate exposure by synthetically 

creating a fixed-rate obligation via the 

swap. The expectation is that the floating 

rate received from the bank will 

approximate or offset the variable rate 

paid to its bondholders. (See Appendix A 

on page 39 for examples of swap 

transactions.) 

  

Party A
Issuer

Party B
Bank

Bondholders

Bank pays fixed rate to issuer

Issuer pays floating rate to bank

Issuer pays 
fixed rate to 
bondholders

Fixed-to-Floating Rate Swap

Party B
Bank

Party A
Issuer

Bondholders

Floating-to-Fixed Rate Swap

Issuer pays fixed rate to bank

Bank pays floating rate to issuer

Issuer pays 
floating rate 

to 
bondholders

Figure 1 

Figure 2 
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The School District of Miami-Dade County, Florida, maintains a debt 

portfolio of approximately $3 billion. The greatest portion ($2.8 

billion) of the outstanding debt is certificates of participation (COPs). 

The District’s debt management responsibilities are under the control 

of the Chief Financial Officer and the Treasurer. (See Figure 3 – 

Organizational Chart.) They are supported by a Treasury Advisory 

Committee (TAC), one of the School Board’s citizen participation 

group, consisting of 11 members – six (6) independent third parties 

with high level background in finance who, in practice, are nominated 

by the existing members of the TAC and approved by the School 

Board, one (1) School Board member (non-voting) appointed by the 

chair of the School Board, and four (4) M-DCPS staff members (non-

voting). The debt management function, including the role of the TAC 

as it relates to debt management, is governed by School Board Policy 

6145, Debt Management Policy. 

 

Organizational Structure of the Office of Treasury Management 
 

 

BACKGROUND 

Superintendent of Schools
 

Chief Financial Officer
 

Assistant Treasurer
 

OFFICE OF TREASURY MANAGEMENT
Treasurer

Ex. Dir., Financial Rptg.
 

ERP Team
 

Coordinator III
 

Supervisor Treasury
 

ERP Analyst
 Admin. Asst. I

 

Office of Treasury Management – Organizational Chart

Figure 3June 2013

School Board of M-DCPS
 

Treasury Advisory 
Committee
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Through the approval of School Board agenda item E-25, on March 

15, 2006, and April 18, 2006, the Board authorized the execution of a 

Forward Interest Rate Swap Program, pursuant to Resolution 06-22. 

The resolution stated that it was in the School Board’s best interest to 

exchange its current variable-rate obligations for fixed-rate 

obligations in order to provide flexibility in future financings to issue 

additional variable-rate debt and to manage the interest rate risk 

associated with specific COPs.  The action, according to the agenda 

items, would result in the issuance of three interest rate swaps with a 

total notional amount of $197,830,000, in connection with existing 

floating-rate and multimodal COPs Series 2002A, 2002B and 2003A. 

According to the agenda item of March 15, 2006, the transaction was 

not structured as a bet on future interest rates, but a reduction of 

interest rate risks and was being executed to lock in historically low 

interest rates and reduce the future interest rate risks to the Board’s 

debt portfolio by having certainty over the interest amount the Board 

will pay in the future, because the Board’s derivative financial advisor 

believed that interest rates could rise significantly in the next year. 

Through the execution of the swaps, the Board synthethically fixed 

interest rates on the related variable rate debts and subsequently 

issued $90.8 million variable-rate COPs on May 24, 2007. An 

additional $417.8 million in fixed-rate debt were issued in 2007. 

The agenda stated that, “[a]though the fundamental objective of the 

transaction is not savings driven, but replacing uncertainty with 

certainty for a portion of the District’s future financings for the 

Capital Plan …,” that the Board could save approximately 75 basis 

points (bps) in annual costs in comparison to conventional tax-

exempt bond financing. In the April 18, 2006, agenda document, the 

approximate present value savings from executing the forward swaps 

vis-à-vis new fixed-rate COPs of similar maturity were listed at $12.2  

million.  

The March 15, 2006, agenda item cautioned that future savings 

related to the swaps could not be determined because of the 

District’s inability to predict future interest rates, but also noted that 

short term taxable Fed Funds rates have increased from 1% to 4.50% 

since June 2004. Due to concerns in the credit and subprime markets, 

rather than experiencing an uptick in interest rates, from their 
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“historically” low levels as anticipated, interest rates declined as 

depicted in the following charts of the benchmark 10-year Treasury 

note yield curve and 10-year LIBOR swap rates, and is supported by 

the accompanying quotation. 12 

 

Note: Yields shown are the yields as of the end of each month as published by the U.S. Department of the 
Treasury at http://www.treasury.gov. 

 

                                                 
12

 Peter Shapiro, “Swaps in the Aftermath of the Banking Debacle, The Importance of Reviewing the GFOA’s 

Advisory and Checklist on Derivatives,” Government Finance Review (February 2013), p. 14. 
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10-Year Treasury Note Yield Curve - April 2006 to June 2013 

“…When interest rates drop, the cost of terminating swaps (when the 
government is a fixed-rate payer) increases. Pre-crisis, governments had 

evaluated this risk, looking at interest rate scenarios in which 10-year 
Treasury rates dropped to the lows of the prior generation, less than 4 

percent. But in the aftermath of the crisis, rates fell below 2 percent, and 
remain there today…” – Peter Shapiro 

Figure 4 

http://www.treasury.gov/
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The swaps were effected through a competitive bid process, whereby 

12 swap providers offered competitive fixed rates to the District and 

the provider offering the lowest rates selected as the swap 

counterparty. According to documents prepared by the District’s 

former derivative financial advisor, at the time of conducting the 

auctioning on April 3, 2006, during the competitive bid process, the 

10-year Treasury note yield was 4.86%. The following table details 

information about the swaps: 

COPs 
Series COPs Rate 

Notional 
Amount 

Effective 
Date 

Termination 
Date 

Fixed Rate 
(Bid) Floating Rate Swap Provider 

2002A Dexia – SIFMA + 75bps $69,765,000 4/1/2007 8/1/2027 3.821% 70% one-month LIBOR Royal Bank of Canada 

2002B Dexia – SIFMA + 75bps $70,115,000 4/1/2007 8/1/2027 3.821% 70% one-month LIBOR Royal Bank of Canada 

2003A 
PNC – 70% LIBOR + 
90bps $57,440,000 8/1/2008 7/15/2027 3.884% 70% one-month LIBOR 

Merrill Lynch Capital 
Markets 

Table 2 
Source: Treasury Advisory Committee meeting handout.  
 
Note: Series 2002A and 2002B were combined to create Swap I and Series 2003A was designated as Swap II to comprise the three insured swap 

agreements executed by the District for a 20-year period. Also, as explained in the following section, in 2008, Series 2003A was 
remarketed, renamed 2008C and subsequently reassigned to the Royal Bank of Canada (RBC) in 2012.  The bid rate for Series 2003A was 
slightly higher because of the longer forward period. In addition, the fixed-rates shown above include 0.012% increment to the actual rates 
bid by the swap providers to reflect professional services paid by the swap counterparty on behalf of M-DCPS  at the execution of the 
swaps. Those costs consisted of $118,440 legal fees paid to M-DCPS’ bond counsel, $62,000 paid to M-DCPS’ former derivative financial 
advisor, and $10,000 paid to M-DCPS’ financial advisor.  

 

Figure 5 Source: Office of Treasury Management 
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As of June 28, 2013, the preliminary unaudited combined MTM value 

is ($30,098,205), including accrued interest of $1,235,371 (essentially 

the termination value). 13 The MTM value represents a deferred 

liability of the District and fluctuates based on market and other 

factors, including the outstanding notional amount, but will be zero at 

the end of the swap’s contract term. (Refer to Appendix B on page 43 

for an amortization schedule of the swaps’notional amounts.)  

In August 2008, the District remarketed (refunded) COPs Series 2003A 

and renamed the associated swap with Merrill Lynch Series 2008C. 

The swap’s fixed rate also increased 2.5 basis points from 3.884% to 

3.909% to compensate for removing swap insurance coverage. The 

remaining terms of the swap remained unchanged. A downgrading of 

Merrill Lynch, by Moody’s and S&P in September 2011, triggered an 

“Additional Termination Event,” which resulted in Merrill Lynch being 

terminated as Series 2008C swap provider and replaced with RBC. 14 

At the time of the termination, the swap had a fair value of 

approximately negative $10.6 million.  

It is important to note that in May 2012, in providing a rating for a 

separate unhedged District’s COPs issue, Standard and Poor’s 

indicated that, “the district’s interest rate swap portfolio represents a 

low credit risk, because of highly rated swap counterparties, a low 

degree of involuntary termination risk because of a moderate trigger 

spread, and strong management oversight with a formal debt policy 

that addresses swaps and derivatives.” 

                                                 
13

 In June 2011, the Governmental Accounting Standards Board (GASB) issued Statement No. 63, Finanacial 

Reporting of Deferred Outflows of Resources, Deferred Inflows of Resources, and Net Position. In essence, the 

statement provides guidance to state and local governments for reporting certain transactions that were previously 

reported as assets or liabilities, as deferred outflows of resources or deferred inflows of resources in the renamed 

statement of net position (formerly statement of net assets). Interest rate swaps are among the affected transactions. 

The statement affects financial statements for periods beginning after December 15, 2011, and therefore, will affect 

the District’s CAFR for the fiscal year ending June 30, 2013. 
14

 The Swap Policy requires the posting of collateral if the counterparty is downgraded below double A rating 

category by one of the major credit rating agencies. An “Additional Termination Event” occurs if the counterparty’s 

credit rating is downgraded to “Baa1” (Moody’s) or “BBB” (S&P). 
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In accordance with the Audit Plan for the 2012-13 fiscal year, we performed an audit of the 

internal controls over derivatives instruments management (swaps). The objectives of the audit 

were to: 

 

 determine if the policies and procedures in place for managing 

derivatives conformed with recommended best practices 

 assess the level of internal controls in place over the 

derivatives management process 

 

The scope of our audit covered the current operations as they relate 

to outstanding derivative contracts. Our auditing procedures included 

a review of the process used to initiate and execute derivative 

products used in M-DCPS.  As such, certain activities occurring prior 

to the current fiscal year were also subject to our auditing 

procedures. 

 

The scope of our audit was not designed specifically to assess the 

performance or effectiveness of individual swaps held by M-DCPS or 

to evaluate, endorse or critique management’s strategic decisions or 

philosophy relating to the District’s use of derivatives. As such, we do 

not offer any endorsement or critique to management’s strategic 

decisions. We have made certain general observations regarding the 

reported fair value and net swap payments related to these swaps.  

 

We performed the following procedures to satisfy the audit 

objectives: 

 Interviewed district staff. 

 Reviewed the M-DCPS’ Investment and Debt Management 

Policies.  

 Reviewed the Treasurer’s office Policy and Procedures 

Manual. 

 Obtained an understanding of the derivatives management 

process. 

OBJECTIVES, SCOPE, AND METHODOLOGY 



 

Miami-Dade County Public Schools  -19- Internal Audit Report 
Office of Management & Compliance Audits  Internal Control Over Derivative  
  Instruments Management  

 Reviewed the documents and conclusions related to the 

bidding process. 

 Verified counterparties credit rating.  

 Reviewed the Master Swap Agreements and attendant 

schedules and forms. 

 Examined and recalculated, on a sample basis, monthly swap 

and bond interest payments.  

 Analyzed the swap payments and receipts. 

 Compared pertinent information relative to the swaps to 

ensure the financial reporting of their activity and risks are in 

accordance with generally accepted accounting principles. 

 Reviewed third-party financial advisors’ credentials. 

 Reviewed the meeting minutes of the District’s Treasury 

Advisory Committee.  

 Performed various other audit procedures as deemed 

necessary. 

We conducted this performance audit in accordance with generally 

accepted Government Auditing Standards issued by the Comptroller 

General of the United States of America. Those standards require that 

we plan and perform the audit to obtain sufficient, appropriate 

evidence to provide a reasonable basis for our findings and 

conclusions, based on our audit objectives. A performance audit is an 

objective analysis, based on sufficient and appropriate evidence, to 

assist management and those charged with governance and oversight 

to improve program performance and operations, reduce costs, 

facilitate decision-making and contribute to public accountability. 

Performance audits encompass a wide variety objectives, including 

assessments of program effectiveness, economy and efficiency; 

internal control; compliance; and prospective analyses.15 Planning is a 

continuous process throughout the audit. Therefore, auditors may 

need to adjust the audit objectives, scope and methodology as work 

is being conducted.16  

 

We believe that the evidence obtained provides a reasonable basis 

for our findings and conclusions, based on our audit objectives.  

                                                 
15

 Comptroller General of the United States, Government Auditing Standards, 2011 Revision, (Washington D.C.: 

United States Government Accountability Office, 2011), pp. 17-18. 
16

 Ibid., p. 126. 
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1. THE POLICY FOR MANAGING DERIVATIVES IS COMPREHENSIVE, BUT COULD BE 
FURTHER ENHANCED  

 
Derivative products present certain unique risk factors that must be 

understood and managed effectively. Given these risks, both best 

practices and effective internal control models recommend that state 

and local governments engaging in derivative transactions obtain 

sufficient understanding of the products and develop a 

comprehensive derivatives policy that is aligned with their entity-

wide objectives. The M-DCPS staff who are responsible for managing 

derivatives appear to have a thorough understanding of swaps.  This 

understanding helps to reduce operational risk.  

 

According to the Government Finance Officers Association (GFOA), a 

derivative policy should include the following elements:17 

a. evidence of clear legal authorization to enter into such 

arrangements and guidelines for how derivative products fit 

into the overall debt management program 

b. a list of the types of derivative products that may be used or 

are prohibited 

c. the condition under which these types of products can be 

utilized (e.g., bidding procedures, minimum benefit 

thresholds, terms of master agreements) 

d. the maximum amount of derivative contracts, or a means of 

determining such amount, (e.g., by reference to floating rate 

assets) 

e. guidelines for selecting counterparties of high credit quality 

and addressing the risks [outlined by the GFOA in Table 1, on 

page 7 of this report] 

 

                                                 
17

 Government Finance Officers Association, GFOA Advisory: Use of Debt-Related Derivatives Products and the 

Development of a Derivatives Policy (2003, 2005, and 2010) (DEBT), GFOA’s Executive Board. 

FINDINGS AND RECOMMENDATIONS 
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In developing a framework for adequate internal controls for 

derivatives use, The Committee of Sponsoring Organizations to the 

Treadway Commission (COSO) provides the following policy 

consideration for organizations to contemplate when developing a 

derivatives use policy:18 

a. specifying activity-level risk management objectives (e.g., the 

purpose of using derivatives should be clearly articulated in 

the derivatives policy)  

b. defining terms (e.g., key risk management terms should be 

defined) 

c. classifying derivative product characteristics 

d. classifying activities and strategies (e.g., identify activities and 

strategies that might be considered controversial and provide 

a clear and formal interpretation of what they mean to the 

organization) 

e. addressing user considerations (e.g., ensuring that the level of 

knowledge and expertise required to manage derivatives 

activity is available) 

f. monitoring activities and other policy considerations (e.g., 

periodic analysis should be required to document that the use 

of derivatives is effective and consistent with activity-level and 

entity-wide objectives) 

 

To be effective, policies must be clear and concise to avoid confusion 

and to guide the organization towards the objectives of the policy. As 

stated by COSO, “[T]he policy governing the use of derivatives should 

identify objectives and expected results, clearly define significant 

terms used, and identify and classify activities and strategies that are 

permitted, prohibited, or require specific approval.”19 

 

                                                 
18

 Committee of Sponsoring Organizations of the Treadway Commission, Internal Control Issues In Derivative 

Usage, An Information Tool for Considering the COSO Internal Control – Integrated Framework in Derivatives 

Applications, A COSO Information Tool (COSO, 1996). 
19

 Ibid, p. 9.  
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 Integrity & ethical values (tone at the top)
- Code of Conduct, conflict of interest, standards   
  of ethical & moral behavior

 Commitment to competence
 Board of Directors or Audit Committee

- Independent, knowledgeable & probing 
 Management’s Philosophy & Operating Style
 Organizational Structure
 Assignment of Authority & Responsibility
 Human Resource Policies & Practices

NODE: NO.:TITLE:

 Ongoing Monitoring
- Is system of internal control functioning
- Information corroborated by external data
- Responsive to auditors & regulators
- Proper training
- Certifies compliance with code of conduct

 Separate Evaluations
- Appropriate level of documentation

 Reporting Deficiencies
- Appropriate reporting protocols
- Appropriate follow-up actions

 Policies & Procedures

- Approval & authorization limits

- Stop-loss limits

- Contingency risks management plans

- Verifications & Reconciliations

- Review of operating performance

- Security of Assets

- Segregation of Duties

- Transaction documentation requirement

 Pertinent information is identified, captured, 

processed & reported by information 

systems in adequate form & time frame.

- Market conditions, economic changes,

  regulatory & accounting developments, &

  performance measurements

- Timely provided detailed analysis 

 Communication down, across and up the 

organizational structure

- Means to report suspected improprieties

 Entity-Wide Objectives
- Clear statement of overall objectives
- Alignment of budget, strategic plans &  
  current conditions

 Activity-Level Objectives
- Link activity-level & entity-wide objectives

 Risks
- Mechanism to identify & assess risks
- Simulate market conditions (stress test)

 Managing Change

CONTROL 
ENVIRONMENT

RISK ASSESSMENT CONTROL 
ACTIVITIES

INFORMATION & 
COMMUNICATION

MONITORING

COSO INTERNAL 
CONTROL 

FRAMEWORK

The Committee of Sponsoring Organization of the Treadway Commission (COSO) Internal Control – Integrated Framework 

Figure 6 

 

School Board Policy 6145 – Debt Management (formerly School Board 

Rule 6Gx13-3a-1.012) includes the Swap Policy Guidelines and refers 

to the use of derivative products, including interest rate swaps. 

Overall the District’s Swap Policy is comprehensive and conforms with 

recommended best practices and a framework for adequate internal 

control, in that it contains many of the GFOA’s, COSO’s and other 

recognized organization’s recommended policy considerations. It 

provides guidance, beginning with the Board’s initial consideration of 

entering a swap and ending with the annual reporting on the 

executed swap. For example, the Policy includes the following 

elements:  
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a. The approval to enter into a swap is subject to authorization 

from the Board and parameters are established for the terms 

of the swap.  

 

b. The forms to execute a swap are specified as those of the 

International Swap and Derivative Association, Inc., (ISDA).  

 

c. Specific terms and standards to be included in all swap 

agreements are identified.  

 

d. Consideration to enter into a swap by the Board takes into 

account the appropriateness of the transaction, based on the 

balance of risks and rewards presented by the proposed swap, 

the potential effects the transaction may have on the credit 

rating of other obligations of the District, as assigned by the 

rating agencies, the potential impact on areas where the 

District’s capacity is limited, and the District’s ability to handle 

the swap transaction. 

 

e. Credit standards related to potential counterparties, 

collateralization upon counterparty credit downgrade, and 

swap termination upon counterparty credit downgrade are 

established. 

 

f. A method of procurement is established (i.e., competitive or 

negotiated).  

 

g. A list of the types of swap risks to be monitored and evaluated 

by the Board is articulated.  

 

Notwithstanding the comprehensive nature of the District’s Swap 

Policy, we noted that the policy does not contain some important 

elements. Therefore, it can be enhanced as follows: 

 

a. The Swap Policy does not require the periodic or annual 

review of the same to ensure it reflects the objectives of the 

Board. Our review of the documentation (including the 

minutes of the Treasury Advisory Committee (TAC) meetings) 
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of events occurring prior to the commencement of our audit 

fieldwork, found that although the debt management policy 

was revised in October 2010, there were no revisions made to 

the Swap Policy at that time.  

Over the course of time the financial markets continue to 

evolve.  They are affected by new regulatory requirements 

(e.g., the Dodd-Frank Act, the Security and Exchange 

Commission, the Municipal Securities Rulemaking Board, the 

Financial Stability Oversight Board, and the Governmental 

Accounting Standards Board) and re-engineered best  

practices. Such changes necessitate an annual review of the 

policy, as recommended by the GFOA, to ensure that the 

policy has adopted to the relevant changes, whether 

statutorially enabled or created by the financial markets.  

During the course of our audit, we became aware that the 

Treasurer’s office had revised the Debt Management Policy 

and presented the revised policy to the TAC for its 

consideration and subsequent recommendation to the School 

Board for approval. According to management, it is 

anticipated that the revised policy will be submitted to the 

School Board for approval at its September 2013 meeting. 

(The revised policy was submitted to the October 16, 2013 

School Board meeting for approval.) We were provided a draft 

copy of the revised policy. The Treasurer and Swap Advisor 

should review the Swap Policy annually and request its 

amendment, by the Board, as conditions warrant. 

b. Certain control functions or activities contained in the Swap 

Policy are spelled out in discretionary or general terms, 

whereas, those matters should be affirmative and/or specific. 

For example, the Policy states that as a matter of general 

principle, the Board may require counterparties to provide 

regular mark-to-market valuations of swaps and may also seek 

independent valuations from third party professionals. 

(Emphasis added) We should note that the recent revisions to 

the policy address a number of these recommended 

qualitative enhancements. 
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c. The swap policy prohibits entering swaps for speculative 

purposes. However, it does not define speculation or provide 

a clear interpretation of its meaning to M-DCPS in the context 

of swap activities. Because the term speculation and its 

concept may mean different things to different individuals, it 

is important that the Policy provides a clear meaning of the 

term to avoid misunderstandings. Definitions of significant 

terms should be included in the Policy. 

d. The Policy does not establish the maximum amount of 

derivative contracts, or a means of determining such amount. 

In addition, risk exposure should be measured to determine 

their potential magnitude and tolerable levels. The Policy 

should specify actions to be taken if risk exposures exceed the 

tolerable levels.  

e. In some instances, the Policy does not include reference to 

detailed procedures to carry out its intent. Specifically, the 

Policy should include procedures, mechanisms, and intervals 

for monitoring and communicating results to the Board to 

ensure that risk management objectives are being met. The 

absence of detailed procedures and means may result in the 

inconsistent handling of swaps. 

f. The Policy does not provide guidance or a formal mechanism 

for proceeding with and documenting circumstances that may 

necessitate departure from the Swap Policy when it is in the 

Board’s best interest to do so, based on extenuating 

circumstances. Providing for such flexibility is appropriate, 

provided the proper process, including obtaining authorization 

from the Board, is followed.    

 

The foregoing observations and recommendations will serve to 

enhance an already comprehensive swap policy. 

 

RECOMMENDATIONS 

 

1.1 Incorporate the above recommendations into the current revisions of the Swap Policy 

Guidelines contained in School Board’s  Debt Management Policy 6145 and implement 
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a process for the annual review of the Policy to ensure that it reflects changes in the 

District’s risk management philosophy and regulatory environment.  

 

Responsible Department:   Treasurer’s Office  

 

Management Response: The District’s Debt Management Policy, Board Rule 6145, 

includes policy on derivatives that were implemented in 2006 and coincides with the 

initiation of the District’s swap program.  The current policy has been cited by S&P rating 

reports as part of their assessment that the swap represents low credit risk.  Staff with 

support from the derivative financial advisor has periodically reviewed policy.   

 

PFM Asset Management LLC (PFM), the District’s current derivative advisor was tasked 

with reviewing the policy with staff early in FY 2012/13 at the onset of their 

engagement.  The subsequent proposed revisions were provided to the TAC on 

November 19, 2012, which has recommended that the Board approve the revisions.  

Revisions proposed under Finding 1.1, not already incorporated, were reviewed by staff 

along with PFM and were deemed to further strengthen internal controls over 

derivatives. On June 13, 2013 the TAC reviewed the additional proposed revisions to 

policy and recommended that the Board approve all the proposed revisions.  The Board 

approved the Initial Reading of proposed revisions to Board Rule 6145 on September 3, 

2013 and on October 16, 2013 the Board approved the Final Reading of Board Rule 6145. 

 

The revised policy includes a process that formalizes the annual review as recommended. 

 

1.2 Considering the significance of the information deliberated at the TAC meetings and 

the importance of that committee in it is advisory role to the School Board, we believe 

that as a matter of course, Financial Affairs should provide the School Board with a 

summary of salient matters, including derivative activities, discussed at each TAC 

meeting. This will enhance the reporting to the School Board, internal controls and 

transparency.    

 

Responsible Department:   Treasurer’s Office  

 

Management Response: The TAC Agenda package includes unofficial minutes that 

provide the summary of salient matters and is provided to the School Board Member 

Representative appointed by the School Board Chair.  Other School Board Members are 

included in the distribution of TAC Agenda package upon request.  The District Chief 

Auditor also is included in the distribution of the TAC package and attends meetings 
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regularly.  As part of the external auditor’s due diligence the official (TAC approved) 

minutes are also reviewed.   

 

Beginning with 2013 all TAC agenda and official minutes are posted on the TAC section 

of the Treasury Web Site. In addition, a request to provide TAC Agenda package that 

includes the unofficial minutes to individual Board Members will be completed prior to 

the December 2013 School Board Audit Committee. Committee meeting minutes include 

all salient matters discussed.  
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2. THE SUBMISSION OF SPECIFIC INFORMATION TO THE BOARD REGARDING  
THE SWAP TRANSACTIONS’ POTENTIAL IMPACT ON THE CREDIT RATING  
OF M-DCPS’ OUTSTANDING OBLIGATIONS WAS NOT EVIDENT AND 
COUNTERPARTY EXPOSURE EXISTS  

 
School Board Policy 6145 states that the Board shall consider entering 

a swap based on several analyses. The purpose of the analyses is to 

provide the Board with an understanding of the potenital risks, 

rewards, and characteristics of a swap to enable it to evaluate the 

swap and make an informed decision on whether or not to enter into 

the transaction.  One of the analyses includes a consideration of  the 

“potential effects that the transaction may have on the credit ratings 

of any Board obligations, assigned by the rating agencies.” This 

requirement conforms with best practices published by the GFOA and 

Moody’s.20 

 

Our review of the TAC meeting minutes and documents prepared by 

the District’s swap advisor indicate that substantial discussions 

occurred regarding the rationale for the use of the swap, the 

structure of the swap transaction, the potential swap counterparties 

and the risk-reward tradeoff for using a LIBOR-based floating rate.  As 

part of these discussions, several alternatives for structuring the 

transaction were considered by the TAC, which recommended to the 

Board, the alternative it concluded to be “the most straightforward 

alternative, with the fewest legal complications and least downside 

risk.”  Also, at these meetings,  the TAC considered and unanimously 

approved the proposed term sheet (as a risk reduction exercise) and 

swap policy. 

 

The School Board Agenda Item E-25 and Resolution 06-22, considered 

by the Board at its March 15, 2006, meeting, through which 

authorization to execute the District’s swap transactions was 

obtained, contained  various pieces of information that were 

indicative of the dicussions at the TAC meetings. These included the 

purpose for entering the swaps, the tax and legal ramifications of the 

                                                 
20

 The GFOA’s Advisory recommends that issuers of derivatives read and understand the most current material 

regarding the effect of derivatives on ratings prior to executing a derivative contract.  Moody’s indicated that an 

organization’s use of interest rate swaps is one of the factors considered in assigning a rating and that it evaluates the 

potential impact of derivatives contracts on an issuer’s overall financial strength. 
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swap transaction, the risks and rewards of the proposed swap 

transaction. They also included interest rate, basis, and counterparty 

credit risks.  However, we found no evidence that the Board was 

provided with specific information on the potential effects that the 

transaction may have on the credit ratings of any outstanding Board 

obligations (e.g., potentially viewed favorably,  unfavorably, or 

neutral), as required by School Board Policy 6145.  

 

According to the Treasurer, “credit considerations are always a part 

of any analysis prior to entering a transaction ” and “issues… 

addressed in the swap advisor’s January 30, 2006, memorandum and 

later in their April 4, 2006, memorandum have credit implications, 

which is what the rating agencies focus on.” The Treaurer further 

stated that consideration of the swap transaction would not have 

moved forward to the Board for approval if the TAC had not 

considered the credit implication to the debt portfolio.  Also, as 

indicated by the Treasurer, the swap term sheet required potential 

counterparties to have a minimum rating of at least double-A 

category, one way collateralization and other terms favorable to M-

DCPS. The swap advisor’s memorandum dated January 30, 2006, was 

provided to the TAC at its meeting of February 3, 2006, and the 

memorandum dated April 4, 2006, was presented to the Board on 

April 18, 2006, after the execution of the transaction. 

 

We are in agreement with the Treasurer that credit and other 

considerations may have been contemplated on this transaction, as is 

evident from the TAC’s discussions.  However, the evidence reviewed 

did not show that the School Board was specifically advised on the 

potential effect the transaction could have on the credit rating of the 

District’s other obligations, as stated above.  This is a determination 

that requires consideration at the School Board level, pursuant to 

Policy 6145, and from a practical standpoint could have been 

facilitated through inclusion in the Board agenda item as the other 

policy-required considerations were presented. It is also understood 

that the representation on the potential effect of the transaction is 

not an assertion from management that the transaction will 

absolutely affect the rating of the District’s outstanding debts or a 

guarantee. Changes made to an entity’s credit rating is done at the 
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discretion of the rating agencies. Nevertheless, the presence or 

absence of certain factors are typically known to have a potential 

impact on those agencies’ rating consideration. 

  

School Board Policy 6145 further states that in order to limit the 

Board’s counterparty risk, the Board will seek to avoid excessive 

concentration of exposure to a single counterparty by diversifying its 

counterparty. During the bidding process for the swaps, care was 

exercised to ensure compliance with this policy requirement, in that 

the winning swap provider (the Royal Bank of Canada (RBC))  for Swap 

I (contains two swaps) was precluded from being considered for Swap 

II. However, due to extenuating circumstances, on March 8, 2012, M-

DCPS terminated its swap agreement with Merrill Lynch, the winning 

bidder of Swap II and replaced Merrill Lynch with RBC, making RBC 

the counterparty for all three swaps. According to the former Swap 

Advisor, attempts to replace Merrill Lynch and maintain 

diversification were unsuccessful; and only RBC would pick up the 

swap contract with the same terms. 

 

On February 15, 2012, the Board was presented with Agenda Item E-

25, which specified that in replacing  Merrill Lynch with RBC,  “the 

principal risk to the District in negotiating with RBC is that it will 

increase the District’s swap exposure with RBC.” Again, we note that 

the circumstances surrounding this event were extraordinary and the 

Board was informed about its counterparty exposure and approved 

the replacement of the swap counterparty. Nevertheless, as a 

statement of fact, the Board is currently subject to counterparty 

exposure contrary to its objectives, pursuant to Policy 6145. Refer to 

Finding 1 on the need to establish formal guidelines or a mechanism 

to allow flexibility in carrying out Policy 6145, when warranted.  

 

RECOMMENDATION 

 

2.1 Management should ensure compliance with School Board Policy 6145 by providing 

the Board with specific information regarding the potential effects of a swap on the 

credit ratings of outstanding obligations prior to the execution of a swap. Such 

information should also be documented, in writing, and maintained for auditing 

purposes.  
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Responsible Department:   Treasurer’s Office  

 

Management Response:    The implementation of School Board Policy 6145 

coincided with the implementation of the District’s derivative program.  The TAC 

reviewed all relevant credit concerns related to the proposed derivatives at the February 

2006 meeting.  Earlier at the same meeting the TAC approved recommending the Board 

adopt the Debt Management Policy 6145.  The policy required that the Board consider 

an analysis that includes “The potential effects that the transaction may have on the 

credit ratings of any Board obligations assigned by the rating agencies”. 

   

The Board Item E-25 approved by the Board on March 15, 2006 approving Resolution 06-

22 Authorizing a Forward Interest Rate Swap Program, along with the draft of the term 

sheet that included relevant credit terms, provided the analysis to the Board in summary 

form that the TAC reviewed, see Attachment A.   Board Policy 6145, Section E.5.c. 

requiring that the Board consider an analysis of “The potential effects that the 

transaction may have on the credit ratings of any Board obligations assigned by the 

rating agencies” was complied with.   

 

As a result of having comprehensively dealt with all credit concerns the resulting 

transaction included highly favorable terms to the District that were reported to the 

Board under Agenda Item E-25 dated April 18, 2006, see Attachment B.  These terms 

were referred to in the S&P rating report assessing that the swaps represents low credit 

risk.   

 

The request to provide an explicit written assertion as to credit implications, e.g., 

potentially viewed favorably, unfavorably, or neutral, in the Board Item that is 

documented and available for audit is not required by the policy.  As per PFM, the 

District’s Derivative Advisor, the inclusion of an explicit assertion as to potential credit 

outcomes in a Board Item is not a common practice, nor is it considered a best practice.  

Neither do they recommend that the District begin to employ this practice going 

forward. 

 

This recommendation’s underlying observation refers to the oversight and reporting 

structure governing derivative management.  The current structure employed by the 

district that utilizes an independent committee (TAC) whose committee members have 

specific financial expertise to advice staff and the Board is considered best practice and 

has served the district well in the past.    
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The only challenge due to the “Great Recession” that directly impacted the swaps’ was 

related to counterparty risk and was successfully managed because credit concerns were 

adequately dealt with when the transactions were originally structured and approved by 

the Board.  As a result S&P provided the distinction of “strong management oversight” in 

their report as it relates to derivative management.  

 

In order to further clarify the Board’s role in considering the potential credit rating 

impacts future proposed derivative transactions Board Agenda Items would include the 

following statement “The following credit concerns were reviewed by the TAC when 

recommending (or not recommending) Board approval and are to be considered by the 

Board as required by Section E.5.c. of Board Rule 6145:” The Board Rule 6145, Debt 

Management was revised in order to enhance, clarify and formalize staff and the TAC 

role in supporting the debt management policies and objectives of the Board. 

 

Auditor’s Comment: As we have already stated in the body of our finding and in other 

areas in this report, we acknowledge that, through their analyses, management and the 

TAC contemplated various credit and other considerations in structuring the swaps in 

question. School Board Policy 6145, however, requires that the Board considers, via an 

analysis, “the potential effects that the transaction may have on the credit ratings of any 

Board obligations  assigned by the credit agencies. [emphasis added] While a significant 

amount of details is contained in the documents, including management’s Attachment A 

(Pages 51-70), we reviewed during the conduct of our audit, we found no mention of 

the District’s then outstanding debts other than COPs 2002A, 2002B and 2003A (later 

changed to 2008C) or how the execution of these transactions would affect the credit 

rating of these debts. Absent of documentary evidence, we cannot conclude that School 

Board Policy 6145, Section D.4.c., (Section E.5.c., revised October 2013) was complied 

with.  

 

The current oversight and governance structure over derivatives management comports 

with best practice in many respects, with the exception of the level of communication to 

the Board, the policy-making body of the school district. Given this fact, we maintain 

and reiterate that our recommendation should strengthen the existing practice.  
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3. AN ANALYSIS OF SWAP-RELATED CASH FLOWS WAS NOT ALWAYS PRESENTED TO THE 

BOARD 

 

Best practices in derivatives management and proper internal 

controls require that senior management and the governing board 

regularly receive information, in sufficient detail, on the performance 

of the derivative instruments to enable them to determine whether 

the instruments are meeting their intended objectives. The 

information may include performance measurements regarding the 

effectiveness of hedging strategies and include comparison of: (1) 

actual to forecasted results and (2) actual results to a suitable market 

indicator. The reporting of information should also include the 

required disclosures in the organization’s financial statements. 

 

School Board Policy 6145 requires the regular tracking and reporting 

of the financial implications of the swaps. According to the Treasurer, 

swap activities are reported to the Board through the Comprehensive 

Annual Financial Report (CAFR), which is the standard process for 

providing such information, pursuant to Board policy. The Policy 

specifically states that: “In so much as the Board is hedging its risk 

exposure by having entered into the swap transaction(s), the 

effectiveness of each hedge will be measured by preparing a cash 

flow analysis comparing the payments received against the payments 

made.”  

 

To determine the extent of swap-related information provided to the 

Board, we reviewed the CAFR for fiscal years ended June 30, 2006, 

through June 30, 2012. We found the reports contained information 

on the swaps, including the general terms of the swap agreements, 

the fair value of each swap, risks disclosure, and the projected net 

swap payments for the remaining life of the swaps. However, our 

review disclosed that while the cash flow analysis comparing actual 

payments received against payments made was reported in the 

District’s CAFR for the fiscal years ended June 30, 2007, through June 

30, 2009, this cash flow analysis was not presented for fiscal years 

ended June 30, 2010, through June 30, 2012, as required by Policy 

6145. Management indicated that the absence of the disclosure was 
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due to an oversight which occurred at a time when changes in the 

GASB reporting standards were being implemented. 

 

Monthly swap interest receipts/payments and other swap related 

matters are maintained by the Treasurer’s office and can be reported 

to the Board. The following table shows the actual swap interest 

payments and receipts from the date of execution through the fiscal 

year ended June 30, 2013: 

 
The analysis of cash flows that is required by Policy 6145 to measure 

the effectiveness of each hedge shows that the synthetically fixed-

rate payments on the swaps totaled approximate $40 million and the 

interest paid on the hedged bonds totaled $15.3 million compared to 

$8.6 million floating-rate receipts from the swaps.21 The difference 

between the latter two amounts is largely due to the differences in 

the combined variable interest payment factors (i.e., the index rates 

  

                                                 
21

 In general, the determination of whether a swap is an “effective hedge” for financial statement reporting purposes 

in accordance with GASB is specifically prescribed by those standards and may differ from determining a swap’s 

effectiveness in achieving its operational or organizational objective. GASB determines a swap’s “effectiveness” 

based on two principal methodologies: (1) the Consistent Critical Terms Method, and (2) the Quantitative Methods 

(i.e., Synthetic Instrument Method, Dollar-offset Method, Regression Analysis Method, and Other Quantitative 

Methods). For example, according to GASB 53, in the case of applying the synthetic instrument method, if the 

actual synthetic rate is within 90% to 111% of the fixed rate of the swap, the swap is essentially deemed an 

“effective hedge.” In the case of the dollar-offset method, if the change in the swap’s fair value divided by the 

change in the fair value of the underlying asset is within 80% to 125%, the swap is essentially deemed an “effective 

hedge.” In its commentary on evaluating the effectiveness of a hedge by use of a quantitative method, the GASB 

indicated that the underlying principle is that the method should demonstrate that a potential hedging derivative 

instrument significantly reduces an identified financial risk by substantially offsetting the changes in cash flows or 

fair values associated with a hedgeable item. 

Fiscal Year 

Swap Fixed 
Interest 

Payments by 
M-DCPS 

Swap Floating 
Rate Receipts 
From RBC/ML 

Net Swap 
Interest 

(Payments)/ 
Receipts 

Bond Interest 
Payments 

Total Cumulative 
Swap 

(Payments)/ 
Receipts 

Total Interest 
Payments 

2006-07 $   (1,076,702) $ 1,063,839 $         (12,863) $  (1,056,633) $         (12,863) $   (1,069,496) 

2007-08 (5,258,199) 4,255,073 (1,003,126) (5,009,860) (1,015,989) (6,012,986) 

2008-09 (6,145,388) 2,036,485 (4,108,903) (3,504,895) (5,124,892) (7,613,798) 

2009-10 (7,208,938) 346,036 (6,862,902) (1,610,481) (11,987,794) (8,473,383) 

2010-11 (6,803,611) 336,097 (6,467,514) (1,428,467) (18,455,308) (7,895,981) 

2011-12 (7,168,495) 299,270 (6,869,225) (1,183,206) (25,324,533) (8,052,431) 

2012-13 (6,331,910) 266,746 (6,065,164) (1,470,382) (31,389,697) (7,535,546) 

Total $ (39,993,243) $ 8,603,546 $ (31,389,697) $(15,263,924) $ (31,389,697) $ (46,653,621) 

Table 3 
Source:  Records maintained by the Treasurer’s office                                                                                                                         
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and set basis point spreads) on the swaps and COPs.22  A perfect 

hedge would have a ratio of 1:1. Evaluating the performance of the 

swap using the cash flow information presented would require 

comparing the total interest payments ($46,653,621) to the total 

interest cost that would have been incurred if conventional fixed-rate 

debt of the same amount was issued at the time the swaps were 

executed or alternatively by comparing the effective interest rate, 

based on the total interest payments, to the fixed interest rate that 

similar term conventional debt could have been issued for at the time 

the swaps were executed (to the swap’s fixed rate, within the range 

specified in GASB 53, if applying that standard depending on the 

swaps’ objective23). 

 

The future debt service requirements for the variable rate debts and 

net swap payment, assuming current interest rates remain the same, 

are reprted in the unaudited Annual Financial Report as follows (in 

thousands): 

  

Fiscal Year Principal Interest 
Hedging Derivative 
Instruments, Net 

Total 
Interest 

2014 $      5,125 $    1,530 $    6,244 $    7,774 
2015 $      7,560 $    1,443 $    5,997 $    7,440 
2016 $      7,935 $    1,375 $    5,691 $    7,066 
2017 $      8,330 $    1,306 $    5,397 $    6,703 
2018 $      7,990 $    1,233 $    5,070 $    6,303 

2019-2023 $    46,825 $    5,030 $  20,204 $  25,234 
2024-2028 $    87,560 $    2,456 $    9,149 $  11,605 

Total $  171,325 $  14,373 $  57,752 $  72,125 

Exhibit A 

 

Although School Board Policy 6145 requires the completion and 

reporting of a cash flow analysis of payments received compared to 

payments made, it must be noted that the primary stated objective of 

the swaps was to have certainty over the interest amount the Board 

                                                 
22

 The Distract pays interest to the holders of COPs Series 2002A and 2002B at the rate of SIFMA + 75 basis points 

and to holders of COPs Series 2008C at the rate of 70% one-month LIBOR + 90 basis points. For all three swaps, 

the District receives variable-rate payments of 70% one-month LIBOR from its counterparty. At the end of June 

2013, the SIFMA 7-day auction rate (hedged COPs indexed-rate for Series 2002A and 2002B) was 0.06% and one-

month LIBOR (indexed-rate received from swap counterparty and the indexed-rate at which COPs Series 2008C is 

hedged at a factor of 70%) was 0.19465%.  Therefore, at the end of June 2013,  the effective rates of interest paid to 

holders of COPs Series 2002A and 2002B, and Series 2008C were 0.81% and 1.036%, respectively; and the 

effective rate of interest received on  the swaps was 0.1363%. 
23

 See Footnote 21for the range GASB 53 establishes. 
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will pay in the future and to free up capacity for future floating rate 

issues. With the execution of the swap instruments, management 

achieved this objective by synthethically fixing interest rates and 

subsequently issuing $90.8 million variable-rate COPs on May 24, 

2007. An additional $417.8 million in fixed-rate debt were issued in 

2007. 

 

Because of the nature of and risks associated with swaps, and how 

their financial position may change over time, there is a need for the 

Board to be provided with sufficient and timely information to review 

swap activities on a periodic basis and be able to respond effectively. 

Although the swap information reported in the CAFR was in 

accordance with GASB requirements, information that compares the 

results of the swaps to their strategic objectives should be 

periodically communicated to the Board, as Policy 6145 requires. This 

information is at times considered by the TAC, but is not typically 

communicated to the School Board, the District’s policy making body. 

The information provided is as important as its frequency; therefore, 

the establishment of a reporting period of less than a year for certain 

swap-related information should be considered. 

 
RECOMMENDATION 

 

3.1 To ensure that the Board has the information necessary to make informed decisions 

and assess whether the swaps are meeting their intended objectives, information on 

the performance of the swaps, including the overall effectiveness of the swap 

activities, should be periodically (e.g., semi-annually) reported to the Board.  

 

Responsible Department:   Treasurer’s Office 

 

Management Response: The derivatives objectives as approved under Resolution 

06-22 was to synthetically fix the variable rate debt on the COP Series 2002AB, & 2008C 

as a risk mitigation exercise that includes reducing interest rate risk and would provide 

future financial flexibility. The objectives were met even though the “Great Recession” 

impacted the credit cost of the associated variable rate debt. 

 

The all-in fixed rate cost of funds of 4.571% and 4.809%, respectively for the 2002AB and 

2008C swaps and associated COPs and are in-line with conventional fixed rates (4.473% 
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thru 5.277%) at the time the swaps were executed and incurred by the district during the 

period of 2007 thru 2011.  Long-term borrowing rates increased for the district during 

this period.  The total borrowing cost through FY 2013 of $46.7 million is also in-line with 

other fixed rate financings and is inclusive of the credit costs on the associated variable 

rate debt. 

 

The increase in credit costs on the associated variable rate debt were incurred by the 

district regardless of whether or not the district entered into the derivatives in 2006.  

This increase was disclosed in the Swap Note under the Risk Disclosure section labeled 

Basis Risk included in the 2008 CAFR, Attachment C. 

 

Board Policy 6145 provides for a comprehensive set of reporting factors to be provided 

to the Board annually.  A peer review of the top 5 school districts in the State of Florida 

and Miami-Dade County indicates that all entities provide only annual updates to the 

Board for derivative transactions.  Most provide the updates via the required disclosures 

in the Comprehensive Annual Financial Report (CAFR), which initially included all 

required reporting factors.  Since Governmental Accounting Standards Board Statement 

53 was implemented in FY 2010, only the projected cash flows, not the actual payments 

made and received were required by GASB to be reported. 

 

PFM worked with Staff to enhance the regular reporting to the Board to address the 

audit recommendation and to ensure compliance with Board Rule 6145.  The Annual 

Swap Report for June 30, 2013 encompasses recommended information will be provided 

to the Board prior to the December 2013 Audit Committee meeting. The TAC at the June 

13, 2013 meeting reviewed a draft of the report and recommended that the format and 

information included in the report be provided on an annual basis to the Board.  Interim 

reports or request for Board action will be considered as needed. 

  

Auditor’s Comment: As already stated in the body of this finding, the disclosures 

contained in the District’s CAFR pertaining to its forward interest rate swaps comply 

with the disclosures required by GASB Statement No. 53. 24 As such, we do not question 

the District’s compliance with GASB Statement No. 53. Rather, the focus of the audit 

finding deals with the District’s non-compliance with the reporting requirements of 

School Board Policy 6145, Section D.15.g., and Board Agenda Item E-25 of the School 

Board meeting of March 15, 2006. Section D.15.g., states that “… the effectiveness of 

each hedge will be measured by preparing a cash flow analysis comparing the payments 

                                                 
24

 Governmental Accounting Standards Board, The User’s Perspective, December 2009. 
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received against the payments made.” We believe that prospectively, the proposed 

Annual Swap Report by PFM, the District’s derivatives advisor, will comply with the 

District’s reporting requirements delineated in School Board Policy 6145, Section D.15.g. 
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Appendix A – Illustrative Examples of Interest Rate Swaps: 
 

The following examples illustrate the structure and effects on cash 

flows of a common “plain vanilla” interest rate swap. They are 

intended to demonstrate the effects movement in interest rates 

could have on the cash flows associated with the swaps. 

Floating-to-fixed rate: 

For illustration purposes, the following assumptions are made: 

ABC has $50,000,000 variable-rate bonds outstanding. The bonds 

were issued January 1, 2008, and mature December 31, 2012. The 

interest paid on the bonds is based on the SIFMA auction rate, reset 

annually.25 Interest payments are made annually. To lock in low 

interest rates, while believing that rates will increase, ABC entered a 

pay-fixed, receive-variable rate swap with a notional amount of 

$50,000,000 and maturity and interest payment dates that align with 

the underlying variable-rate bonds. The swap rate (fixed-rate paid by 

ABC) was 3.909% and the floating rate payments from the 

counterparty (ACME Bank) were based on 70% one-month LIBOR, 

determined at the end of the interest calculation period. 

The following diagram depicts this relationship: 

 

 

 

 

 

 

 

  

                                                 
25

 An annual reset period is used in this illustration for purposes of simplicity regarding the calculation of the 

payments. In actuality, the rate would reset either daily or weekly. Refer to the www.sifma.org for information on 

SIMFA’s auction rate securities indices. 

ABC ACME Bank 

Bondholders 

ABC pays fixed 3.909% 

ABC receives 70% one-month LIBOR 

ABC pays 
bondholders 
variable rate 
(SIFMA auction 
rate) 

Figure 7 

http://www.sifma.org/
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The cash flows from the related interest payments are as follows given the interest rates 

assumed for illustration purposes: 

Interest 
Calculation 

Date 

SIFMA 
Auction 
Rate (%) 

One-
Month 
LIBOR 

(%) 

Counterparty Swap Payments 
Interest Payment 
to Bondholders 
(SIFMA Auction 

Rate) 
Total 

Payments 
To  

ABC 
From  
ABC Net 

Dec. 31, 2008 2.27 0.43625 $  152,688 $  (1,954,500) $  (1,801,812) $ (1,135,000) $  (2,936,812) 
Dec. 31, 2009 0.52 0.23094   80,829 (1,954,500) (1,873,671) (260,000) (2,133,671) 
Dec. 31, 2010 0.50 0.26063 91,221 (1,954,500) (1,863,279) (250,000) (2,113,279) 
Dec. 31, 2011 0.43 0.29530 103,355 (1,954,500) (1,851,145) (215,000) (2,066,145) 
Dec. 31, 2012 0.27 0.20870 73,045 (1,954,500) (1,881,455) (135,000) (2,016,455) 

      Total $ 501,138 $(9,772,500) $(9,271,362) $ (1,995,000) $(11,266,362) 

Table 4 

 

Cash flows from the swap are affected by movements in the index 

rates relative to the swap rate (fixed-rate). On the one hand, the fall 

in interest rates (downward slope), benefited ABC by reducing the 

debt service to its bondholders. However, on the other hand, because 

the fixed rate (3.909%) paid by ABC on the swap was greater that the 

indexed rate (70% one-month LIBOR) received from ACME Bank; net 

payments under the swap created a negative cash flow for ABC. The 

following graphs illustrate the effects on cash flows based on the 

movement of interest rates beginning from the inception of the 

floating-to-fixed rate swap. The first graph follows the normal yield 

curve, wherein short-term rates are lower than long-term rates, with 

the assumption that rates will rise over time. The second graph 

depicts an inverted yield curve, wherein short-term rates are higher 

than long-term rates, with the assumption that rates will fall over 

time. 
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Fixed-to-floating rate: 

For illustration purposes, the following assumptions are made: 

ABC has $50,000,000, 4.55% fixed-rate bonds outstanding. The bonds 

were issued January 1, 2008, and mature December 31, 2012. The 

interest payments are made annually. Wanting to reduce its 

borrowing cost, while believing that interest rates will fall, ABC 

entered a pay-variable, receive-fixed rate swap with a notional 

amount of $50,000,000 and maturity and interest payment dates that 

align with the underlying fixed-rate bonds. ABC has agreed to pay 

ACME Bank interest payments based on 70% one-month LIBOR and 

receive fixed-rate payments of 3.909% from ACME Bank. Each 

payment is to be determined at the end of the interest calculation 

period. 

The following diagram depicts this relationship: 
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Bondholders 

ABC pays 70% one-month LIBOR  

ABC receives fixed 3.909% 

ABC pays 
bondholders 
4.55% fixed-
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The cash flows from the related interest payments are as follows, 

given the interest rates assumed for illustration purposes: 

Interest 
Calculation 

Date 

Fixed- 
Rate 
(%) 

One-
Month 
LIBOR 

(%) 

Counterparty Swap Payments Interest 
Payment to 

Bondholders  Total 
Payments 

To  
ABC 

From  
ABC Net 

Dec. 31, 2008 3.909 0.43625 $1,954,500 $  (152,688) $  1,801,812 $  (2,275,000) $   (473,188) 
Dec. 31, 2009 3.909 0.23094 1,954,500 (80,829) 1,873,671 (2,275,000) (401,329) 
Dec. 31, 2010 3.909 0.26063 1,954,500 (91,221) 1,863,279 (2,275,000) (411,721) 
Dec. 31, 2011 3.909 0.29530 1,954,500 (103,355) 1,851,145 (2,275,000) (423,855) 
Dec. 31, 2012 3.909 0.20870 1,954,500 (73,045) 1,881,455 (2,275,000) (393,545) 

      Total $9,772,500 $ (501,138) $ 9,271,362 $(11,375,000) $(2,103,638) 

Table 5 

 

Similarly, cash flows from the swap are affected by movements in the 

index rate (70% one-month LIBOR) relative to the swap’s fixed rate. In 

this case, LIBOR remained below the agreed-upon fixed rate – falling 

dramatically, resulting in positive cash flows for ABC. The following 

graphs illustrate the effects on cash flows based on the movement of 

interest rates beginning from the inception of the fixed-to-floating 

rate swap. The first graph follows the normal yield curve, wherein 

short-term rates are lower than long-term rates, with the assumption 

that rates will rise over time. The second graph depicts an inverted 

yield curve, wherein short-term rates are higher than long-term rates, 

with the assumption that rates will fall over time. 
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Appendix B – Amortization Schedules of Swaps’ Notional Amounts 

 
  

Notional Amount Pay-Down  Schedules (Amortization)  

Interest Rate Swap 2002A  Interest Rate Swap 2002B  Interest Rate Swap 2008C 

Date Amount  Date Amount  Date Amount 
Aug. 14, 2007 $69,765,000  Aug. 31, 2007 $70,115,000  Jul. 15, 2014 $57,440,000 
Sept. 2, 2008 $68,070,000  Aug. 15, 2008 $68,070,000  Jul. 15, 2015 $55,280,000 
Aug. 18, 2009 $65,935,000  Sept. 4, 2009 $66,260,000  Jul. 15, 2016 $53,035,000 
Aug. 3, 2010 $64,020,000  Aug. 20, 2010 $64,020,000  Jul. 15, 2017 $50,700,000 
Aug. 23, 2011 $61,680,000  Aug. 5, 2011 $61,985,000  Jul. 15, 2018 $49,030,000 
Aug. 7, 2012 $59,225,000  Aug. 24, 2012 $59,525,000  Jul. 15, 2019 $47,280,000 
Aug. 27, 2013 $56,940,000  Aug. 9, 2013 $56,945,000  Jul. 15, 2020 $45,440,000 
Aug. 12, 2014 $54,245,000  Aug. 29, 1014 $54,515,000  Jul. 15, 2021 $43,535,000 
Sept. 1, 2015 $51,680,000  Aug. 14, 2015 $51,680,000  Jul. 15, 2022 $41,540,000 
Aug. 16, 2016 $48,715,000  Sept. 2, 2016 $48,955,000  Jul. 15, 2023 $39,450,000 
Aug. 1, 2017 $45,840,000  Aug. 18, 2017 $45,835,000  Jul. 15, 2024 $37,280,000 
Aug. 21, 2018 $42,575,000  Aug. 3, 2018 $42,780,000  Jul. 15, 2025 $35,005,000 
Aug. 6, 2019 $39,150,000  Aug. 23, 2019 $39,345,000  Jul. 15, 2026 $25,185,000 
Aug. 25, 2020 $35,740,000  Aug. 7, 2020 $35,740,000  Jul. 15, 2027 $22,215,000 

Aug. 10, 2021 $31,970,000  Aug. 27, 2021 $32,125,000    
Aug. 30, 2022 $28,155,000  Aug. 12, 2022 $28,155,000    
Aug. 15, 2023 $23,995,000  Sept. 1, 2023 $24,115,000    
Sept. 3, 2024 $19,735,000  Aug. 16, 2024 $19,735,000    
Aug. 19, 2025 $15,145,000  Aug. 1, 2025 $15,220,000    
Aug. 4, 2026 $10,385,000  Aug. 21, 2026 $10,385,000    
Aug. 1, 2027 $5,315,000  Aug. 1, 2027 $5,315,000    

        
Source: Schedule to the ISDA Master Agreement executed for each swap. 
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Appendix C – Definition of Potential Risks for Derivatives 

Risk Definition 

Market The risk that the value of the derivative contract will change, either favorably or 
unfavorably, in response to changing market conditions. 

Market liquidity The risk that closing out a derivative contract might be difficult. For example, the 
only practical way to close out individually negotiated derivative contracts between 
two parties might be through negotiated early termination, which may be very 
costly. 

Loss of Flexibility The risk that your future debt management options might be limited due to your 
inability to modify or terminate a derivative contract without cost. 

Credit  The risk of loss from the nonperformance by the counterparty to a derivative 
contract. 

Counterparty / Settlement The risk that the counterparty will no longer perform its obligations under the 
derivative contract (i.e., you have performed your obligations under the contract, 
but the counterparty has not) or that the counterparty’s credit has declined to a 
point, which places doubt about its ability to perform. 

Basis / Correlation The risk that the variable rates payment streams of a derivative contract may not 
correlate because different variable-rate indices are used (e.g., six-month Treasury 
Bills vs. six-month LIBOR). 

Amortization Mismatch 
(Rollover) 

The risk that the swap’s notional amount and the face value of the underlying debt 
may not be equal. 

Tax The risk that an issuer’s cost will rise due to a decrease in federal income tax rates or 
the elimination or modification in tax exemption that reduces the value of the 
derivative. 

Interest Rate / Yield Curve The risk that your cash flow will be adversely affected because the slope of the yield 
curve is different than anticipated at the swap’s inception. 

Collateralization / Collateral 
Posting 

The risk that you will be required to post collateral, upon a downgrade of your credit 
rating or other trigger event at a time when the market value of the derivative is 
negative. 

Funding Liquidity The risk that the derivative position, whether due to changes in market value or 
downgrade in credit rating, may require you to make significant unexpected 
payments during the derivative’s life. 

Termination The risk that upon an unscheduled termination of the derivative, you may be 
required to make a payment, equal to the derivative’s market value, to the 
counterparty, at a time when the market value is negative. 

Market Access (Rollover) The risk that you may be unable to replace a terminated derivative contract or 
obtain a new contract in the future on reasonably favorable terms. 

Operational / Management 
Complexity 

The risk that derivatives may add a level of complexity to your debt management 
practice that will require ongoing commitment of additional resources (in-house and 
external). 

Legal The risk that a court might not enforce the derivative contract as intended by the 
parties. 

Systemic / Interconnection The risk that an isolated disruption in the market for a particular instrument could 
cause widespread difficulties for participant in that market (systemic) or could 
disrupt other markets or the financial system as a whole  (interconnection). 
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Appendix D – Credit Ratings and Their Definition 

Moody’s 
Standard 
& Poor’s 

Fitch Description of Credit Quality 

Aaa AAA AAA Highest credit quality. Entity has exceptionally strong capacity for 
payment of financial commitments, with minimal risk. 

Aa AA AA Very high credit quality. Entity has very strong capacity for payment of 
financial commitments, with very low risk. 

A A A Upper-medium to High credit quality. Entity has strong capacity for 
payment of financial commitments, with low risk.  

Baa BBB BBB Good to moderate credit quality. The capacity for payment of financial 
commitments is considered adequate but adverse business or 
economic conditions are more likely to impair this capacity. May 
possess certain speculative characteristics. 

Ba BB BB Speculative. Elevated vulnerability to default risk. Substantial credit 
risk. 

B B B Speculative to highly speculative. More vulnerability to default risk. 
High credit risk. 

Caa CCC CCC Poor standing. Substantial credit risk. Default is a real possibility. 

Ca CC CC Highly speculative. Default of some kind appears probable. 

C C C Exceptionally high levels of credit risk. Default is imminent, inevitable 
or in-progress, with little prospect of recovery of principal or interest. 

 D D In default of payment or the filing of bankruptcy. 

 
Source: Credit rating agencies’ report on their credit rating methodology. 
 
Note: Each credit rating agency may append a modifier (“1,” “2” or “3” for Moody’s and “+” or “-“ for 

Standard & Poor’s and Fitch) to denote the relative standing within each rating category. For 
example, Aa3 (Moody’s) or A+ (Standard & Poor’s and Fitch). Also, some sources indicate that any 
issues below an “A” rating is not considered “investment grade.” 
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summary of salient matters, including derivative activities, discussed at each TAC 
meeting. This will enhance the reporting to the School Board, internal controls and 
transparency. 
 
Response: The TAC Agenda package includes unofficial minutes that provide the 
summary of salient matters and is provided to the School Board Member 
Representative appointed by the School Board Chair.  Other School Board Members 
are included in the distribution of TAC Agenda package upon request.  The District 
Chief Auditor also is included in the distribution of the TAC package and attends 
meetings regularly.  As part of the external auditor’s due diligence the official (TAC 
approved) minutes are also reviewed.   
 
Beginning with 2013 all TAC agenda and official minutes are posted on the TAC section 
of the Treasury Web Site. In addition, a request to provide TAC Agenda package that 
includes the unofficial minutes to individual Board Members will be completed prior to 
the December 2013 School Board Audit Committee. Committee meeting minutes 
include all salient matters discussed. 
 
2.1 Management should ensure compliance with School Board Policy 6145 by providing 
the Board with specific information regarding the potential effects of a swap on the 
credit ratings of outstanding obligations prior to the execution of a swap. Such 
information should also be documented, in writing, and maintained for auditing 
purposes.  
 
Response:  The implementation of School Board Policy 6145 coincided with the 
implementation of the District’s derivative program.  The TAC reviewed all relevant 
credit concerns related to the proposed derivatives at the February 2006 meeting.  
Earlier at the same meeting the TAC approved recommending the Board adopt the Debt 
Management Policy 6145.  The policy required that the Board consider an analysis that 
includes “The potential effects that the transaction may have on the credit ratings of any 
Board obligations assigned by the rating agencies”. 
   
The Board Item E-25 approved by the Board on March 15, 2006 approving Resolution 
06-22 Authorizing a Forward Interest Rate Swap Program, along with the draft of the 
term sheet that included relevant credit terms, provided the analysis to the Board in 
summary form that the TAC reviewed, see Attachment A.   Board Policy 6145, Section 
E.5.c. requiring that the Board consider an analysis of “The potential effects that the 
transaction may have on the credit ratings of any Board obligations assigned by the 
rating agencies” was complied with.   
 
As a result of having comprehensively dealt with all credit concerns the resulting 
transaction included highly favorable terms to the District that were reported to the 
Board under Agenda Item E-25 dated April 18, 2006, see Attachment B.  These terms 
were referred to in the S&P rating report assessing that the swaps represents low credit 
risk.   
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The request to provide an explicit written assertion as to credit implications, e.g., 
potentially viewed favorably, unfavorably, or neutral, in the Board Item that is 
documented and available for audit is not required by the policy.  As per PFM, the 
District’s Derivative Advisor, the inclusion of an explicit assertion as to potential credit 
outcomes in a Board Item is not a common practice, nor is it considered a best practice.  
Neither do they recommend that the District begin to employ this practice going forward. 
 
This recommendation’s underlying observation refers to the oversight and reporting 
structure governing derivative management.  The current structure employed by the 
district that utilizes an independent committee (TAC) whose committee members have 
specific financial expertise to advice staff and the Board is considered best practice and 
has served the district well in the past.    
 
The only challenge due to the “Great Recession” that directly impacted the swaps’ was 
related to counterparty risk and was successfully managed because credit concerns 
were adequately dealt with when the transactions were originally structured and 
approved by the Board.  As a result S&P provided the distinction of “strong 
management oversight” in their report as it relates to derivative management.  
 
In order to further clarify the Board’s role in considering the potential credit rating 
impacts future proposed derivative transactions Board Agenda Items would include the 
following statement “The following credit concerns were reviewed by the TAC when 
recommending (or not recommending) Board approval and are to be considered by the 
Board as required by Section E.5.c. of Board Rule 6145:” The Board Rule 6145, Debt 
Management was revised in order to enhance, clarify and formalize staff and the TAC 
role in supporting the debt management policies and objectives of the Board. 
 
 
3.1 To ensure that the Board has the information necessary to make informed decisions 
and assess whether the swaps are meeting their intended objectives, information on the 
performance of the swaps, including the overall effectiveness of the swap activities, 
should be periodically (e.g., semi-annually) reported to the Board. 
 
Response: The derivatives objectives as approved under Resolution 06-22 was to 
synthetically fix the variable rate debt on the COP Series 2002AB, & 2008C as a risk 
mitigation exercise that includes reducing interest rate risk and would provide future 
financial flexibility. The objectives were met even though the “Great Recession” 
impacted the credit cost of the associated variable rate debt. 
 
The all-in fixed rate cost of funds of 4.571% and 4.809%, respectively for the 2002AB 
and 2008C swaps and associated COPs and are in-line with conventional fixed rates 
(4.473% thru 5.277%) at the time the swaps were executed and incurred by the district 
during the period of 2007 thru 2011.  Long-term borrowing rates increased for the 
district during this period.  The total borrowing cost through FY 2013 of $46.7 million is  
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also in-line with other fixed rate financings and is inclusive of the credit costs on the 
associated variable rate debt. 
 
The increase in credit costs on the associated variable rate debt were incurred by 
the district regardless of whether or not the district entered into the derivatives in 
2006.  This increase was disclosed in the Swap Note under the Risk Disclosure section 
labeled Basis Risk included in the 2008 CAFR, Attachment C. 
 
Board Policy 6145 provides for a comprehensive set of reporting factors to be provided 
to the Board annually.  A peer review of the top 5 school districts in the State of Florida 
and Miami-Dade County indicates that all entities provide only annual updates to the 
Board for derivative transactions.  Most provide the updates via the required disclosures 
in the Comprehensive Annual Financial Report (CAFR), which initially included all 
required reporting factors.  Since Governmental Accounting Standards Board Statement 
53 was implemented in FY 2010, only the projected cash flows, not the actual payments 
made and received were required by GASB to be reported. 
 
PFM worked with Staff to enhance the regular reporting to the Board to address the 
audit recommendation and to ensure compliance with Board Rule 6145.  The Annual 
Swap Report for June 30, 2013 encompasses recommended information will be 
provided to the Board prior to the December 2013 Audit Committee meeting. The TAC 
at the June 13, 2013 meeting reviewed a draft of the report and recommended that the 
format and information included in the report be provided on an annual basis to the 
Board.  Interim reports or request for Board action will be considered as needed. 
 

If you have any questions, please do not hesitate to contact me at 305-995-1225, or Ms. 
Silvia R. Rojas, Treasurer, Office of Treasury Management, at 305-995-1699. 
 

RHH :rf 
M022 
Attachments 
  
Cc:  Ms. Judith Marte 
       Ms. Silvia R. Rojas 
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Miami-Dade County Public Schools Anti-Discrimination Policy 

 

 
Federal and State Laws 

 
 
 

The  School Board  of  Miami-Dade  County,  Florida  adheres to  a  policy  of nondiscrimination in 
employment  and  educational  programs/activities and strives affirmatively to provide equal opportunity for all 
as required by: 
 
Title VI of the Civil Rights Act of 1964 - prohibits discrimination on the basis of race, color, religion, or 
national origin. 
 
Title VII of the Civil Rights Act of 1964 as amended - prohibits discrimination in employment on the basis 
of race, color, religion, gender, or national origin. 
 
Title IX of the Education Amendments of 1972 - prohibits discrimination on the basis of gender. 
 
Age  Discrimination  in  Employment  Act  of  1967  (ADEA)  as  amended  - prohibits discrimination 
on the basis of age with respect to individuals who are at least 40. 
 
The Equal Pay Act of 1963 as amended - prohibits gender discrimination in payment of wages to 
women and men performing substantially equal work in the same establishment. 
 
Section  504  of  the  Rehabilitation  Act  of  1973  -  prohibits  discrimination against the disabled. 
 
Americans with Disabilities Act  of  1990  (ADA)  -  prohibits discrimination against  individuals with 
disabilities in employment, public service, public accommodations and telecommunications. 
 
The  Family  and  Medical  Leave  Act  of  1993  (FMLA)  -  requires  covered employers to provide up to 
12 weeks of unpaid, job-protected leave to "eligible" employees for certain family and medical reasons. 
 
The  Pregnancy  Discrimination  Act  of  1978  -  prohibits  discrimination  in employment  on  the  
basis  of  pregnancy,  childbirth,  or  related  medical conditions. 
 
Florida Educational Equity Act (FEEA) - prohibits discrimination on the basis of race, gender, national 
origin, marital status, or handicap against a student or employee. 
 
Florida Civil Rights Act of 1992 - secures for all individuals within the state freedom from discrimination 
because of race, color, religion, sex, national origin, age, handicap, or marital status. 
 
Title II of the Genetic Information Nondiscrimination Act of 2008 (GINA) - Prohibits 
discrimination against employees or applicants because of genetic information. 
 
Veterans are provided re-employment rights in accordance with P.L. 93-508 (Federal Law) and Section 295.07 
(Florida Statutes), which stipulate categorical preferences for employment. 
 
In Addition: 
School Board  Policies 1362,  3362,  4362,  and  5517  -  Prohibit harassment and/or discrimination 
against students, employees, or applicants on the basis of sex, race, color, ethnic or national origin, religion, 
marital status, disability, genetic information, age, political beliefs, sexual orientation, gender, gender 
identification, social and family background, linguistic preference, pregnancy, and any other legally prohibited 
basis. Retaliation for engaging in a protected activity is also prohibited. 
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