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DRAFT

California Housing Finance Agency

MASTER HEDGE POLICY

Purpose

The purpose of this Master Hedge Policy ("the Policy") is to establish guidelines for the
use and management of various derivative financial products (referred to herein as
"Hedges") in conjunction with the California Housing Finance Agency’s ("CalHFA" or
the "Agency") management of the loan commitment pipeline. This policy and its
contemplated Hedges are intended to cover only future hedging activities of the Agency’s
loan commitments.

This policy is not intended to encompass
swaps.

r’s existing portfolio of interest rate

This policy is not intended to
example, the Agency will continue to
closing of loans and/or of mort
bonds.

the Agency’s interest rate risk, for
rate risk in situations where the

precede the issuance of

The use of Hedges allows
interest rates as
commitment

The Policy
on their content As a

the its exposure to movements in
and multifamily loan

of Hedges with particular emphasis
the intent of this Policy is to set forth
to effectively use and manage Hedges

II.

III.

rest

Legal

A. Authority

where Hedges may be used, the methods and
Hedges are used and the management and reporting

others necessary in carrying out this Policy.

CalHFA may enter into Hedges, in order to reduce the amount and duration of
interest rate risk. CalHFA has statutory authority to enter into hedge contracts.

B. Approval
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CalHFA may enter into Hedge contracts in connection with management of the
Agency’s loan commitments. The Agency’s Executive Director, Director of
Financing and Financing Risk Manager are authorized to enter into hedges consistent
with the Agency’s normal management process.

This Policy shall govern CalHFA’s use and management of all Hedges. While
adherence to this Policy is required in applicable circumstances, the Agency
recognizes that changes in the capital markets, Agency programs, and other
unforeseen circumstances may from time to time produce situations that are not
covered by the Policy and will require modifications or exceptions to achieve policy
goals. In these cases, management flexibility is appropriate, provided the Board is
informed of significant departures from normal practice.

The Policy shall be reviewed and
approval. The Director of
and shall have the
implementing, and managing

)eriodically and presented to the Board for
the designated administrator of the Policy,

)onsibility and authority for structuring,

The Director
shall be authorized to
counterparties, as
have the authori to select
Policy are

bel,
;0

involving a Hedge. CalHFA
only with qualified Hedge
Director of Financing shall
the criteria set forth in the

IV. Use of Hedges

CalHFA
a

solely to mitigate the interest risk associated with

into Hedges where one or more of the following

1. The Hedge will expose the Agency to extraordinary leverage or risk;

2. The Hedge serves a purely speculative purpose, such as entering into a hedge
for the sole purpose of trading gains;

3. The Agency will have insufficient liquidity or financing capacity to terminate
the Hedge at current market rates;
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Co

4. There is insufficient pricing data available to allow the Agency and its
advisors to adequately value the hedge instrument.

Procedure

Recommendations to enter into Hedges will be made based on CalHFA’s analysis
of the loan commitment pipeline, Recommendations will consider the following
elements:

The appropriateness of the transaction for the Agency based on the balance of
risks and rewards presented by the proposed transaction, including a
description of the transactional structure, a description of the risks it presents,
and risk mitigation measures;

The legal framework
statutes, Agency
requirements (including
implications of the

within the context of California
tnt indenture and contractual
in credit agreements), as well as any

regulations;

3. Potential effects
Agency the

on the credit ratings of any

4. The potential impact where the Agency’s
use of variable-rate

and bond insurance;

5. The any administrative burden that may be
accounting and financial reporting

the proposed transaction as warranted.

Wo

Ao ngle Family

All p       Hedges for single family are intended to be cash settled and are
not contemplated to hedge long-term liabilities (e.g. long-dated variable-rate
bonds). Hedges will be short term in nature and forward periods shall be less
than 90 days.

2. TBA (to be announced)

A TBA would be used to hedge interest rates on single family loan
commitments. A TBA is a forward mortgage-backed securities trade. Pass-
through securities issued by Freddie Mac, Fannie Mae and Ginnie Mae trade
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in the TBA market. The term TBA is derived from the fact that the actual
mortgage-backed security that will be delivered to fulfill a TBA trade is not
designated at the time the trade is made. The securities are "to be announced"
48 hours prior to the established trade settlement date. A TBA used to hedge
single family commitments would be in effect for less than 90 days. The
nominal term of the underlying mortgage-backed security (MBS) for a TBA
trade for single family commitments shall not exceed 30 years.

On the TBA settlement date, if the TBA is "in-the-money", CalHFA will
receive a payment, but if the TBA is "out-of-the-money", CalHFA will make
a payment. Because CalHFA may owe the counterparty a payment, the
counterparty bears additional credit risk to the Agency. That is, these
transactions could result in additional collateral posting requirements to the
counterparties.

B. Permitted Hedges for Multifamib

All permitted Hedges for
not contemplated
bonds). Hedges
less than 36

term

to be cash settled and are
(e.g. long-dated variable-rate

and the forward periods shall be

Option

rates r:

months.
upfront

.y permanent-only
, A option i,. option on a forward swap,
!has the ri not the obligation, to enter into a cash-

in the rate lock description above. The

.~JJ option is purchased. The rate is typically
t rate and serves as insurance against

rate. A forward rate option used to hedge
would have a forward starting date less than 36
of the underlying swap shall not exceed 40 years.

CalHFA is required with a forward rate option, but
CalHFA can only receive a payment.

On starting date (the "Strike Date"), if the option is "in-the-
mone3 1HFA will exercise the option and receive a payment, but if the
option is "out-of-the-money", CalHFA will not exercise the option and allow
the option to expire. Because CalHFA cannot owe the counterparty any
payment on the Strike Date, the counterparty does not bear any additional
credit risk to CalHFA. That is, these transactions should not result in
additional collateral posting requirements to the counterparties.
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VI. Counterparties

VII.

Hedge products may create, for the Agency, exposure to the creditworthiness of financial
institutions (when the mark-to-market of the Hedges are "in-the-money" to the Agency,
i.e. CalHFA is due a payment upon immediate termination) that serve as the Agency’s
counterparties on Hedge transactions. In general, the Agency will utilize the following
standards in selecting counterparties:

A. Credit Standards

Standards of creditworthiness, as measured by credit ratings, will determine eligible
counterparties. Differing standards may be employed depending on the term, size and
interest-rate sensitivity of a transaction, type of counterparty, and potential for impact on
the Agency’s or a specific
will enter into transactions only with
category or better from at least one
the counterparty’s obligations are
achieve the required credit rating, the
legal structure of the or
Agency’s requirements

B. Diversification of Exposure

rating. As a general rule, the Agency
whose obligations are rated in the A

.y recognized rating agency. In cases where
on a guarantee or specialized structure to

investigate the nature and
determine that it meets the

Co

The Agency

abso]
and

specific counterparty by
termination value of each
of the entire portfolio.

counterp

prior tc
~ossible,

occur

Agency to"

are below the A category by at least one
the Agency may exercise a right to terminate the

termination date. The Agency will seek to require,
triggered by a counterparty credit downgrade will

are favorable to the Agency, and which would allow the
!market to replace the downgraded party with another suitable

cost to the Agency.

Internal Management of Obligations and Exposure

Achieving the Agency’s goals to meet state housing needs while protecting interest rates
committed to borrowers requires the Agency to address several risks. The provisions of
this policy are designed to create a framework for evaluating and addressing these risks
with hedging and ongoing management. The following paragraphs describe pertinent
risks and the means through which the Agency may mitigate them.
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Interest Rate Risk is the risk that unhedged rates committed to through the single family
loan reservation process or the multifamily loan commitment process may rise, producing
either losses in income or absolute losses. The Agency may enter into Hedges to mitigate
this interest rate risk. The Agency may also choose to incur an acceptable level of interest
rate exposure. In defining the desired amount of rate exposure, the Agency will consider
its ability to withstand losses in a rising rate environment.

Risks Related to Hedges

Non-Delivery Risk is the risk that the committed loans do not deliver thus the hedges
effectively become an investment, which exposes the Agency to the mark-to-market of
the hedges.

Size Risk is the risk that the amount of loan
above or below the anticipated size leavi
hedged and the issuer is left with a

that deliver is significantly
commitment over-hedged or under-

costly settlement upon termination.

Timing Risk is the risk that loan
under-hedged or over-hed
upon termination.

the issuer’
leave the loan commitment

potentially costly settlement

Hedge Mismatch Risk is
the change in the tal cost of
instruments
generic

Termination

must
scope of

¯ by the A

the aggregate
receive and

market-
price

the hedge fails to offset
risk arises because debt
are designed around

due event or exercise of a right the Hedge may
sch firation which could result in a

1. To mitigate this risk, the Agency
¯ "    If a Hedge terminates, the

the Hedge. The Agency would evaluate the
without the terminated hedges and its ability to
entering a replacement. Since any termination

will generally be funded by payment from the replacement
;iders its exposure to be market risk (as defined below) and

id-ask spread or the difference between the payments it would
Hedge.

Market Risk is the risk that under a termination event, the Agency will not be able to
obtain a replacement Hedge because the Hedge market has suffered a loss of liquidity or
collapsed.

Credit Risk is the risk that under a termination event, the Agency will not be able to
obtain a replacement hedge because its credit has deteriorated. It is important to note that
the termination value or the price the Agency must either pay or receive upon early
termination is determined without regard to its current credit since the market quotations
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are not issuer specific. However, the Agency may be unable to actually find a
replacement counterparty if its credit has become insufficient for efficient use of the
hedge market. The Agency will carefully monitor its credit and act to maintain its rating.

Counterparty Risk is the risk that a counterparty will fail to make required payments.
In order to limit the Agency’s counterparty risk, the Agency will seek to avoid excessive
concentration of exposure to a single counterparty or guarantor by diversifying its
counterparty exposure over time. Exposure to any counterparty will be measured based
on the potential termination value of any Hedge contracts entered into with the
counterparty. Termination value will be determined at least quarterly, based on a mark-
to-market calculation of the cost of terminating the Hedge contract given the market
conditions on the valuation date. Aggregate Hedge termination value for each
counterparty should take into account netting of offsetting transactions (i.e. fixed-to-
floating vs. floating-to-fixed). As a mattergeneral principle, the Agency may require
counterparties to provide regular valuations of Hedges they have entered
into with the Agency, and may al: independent valuations from third party
professionals.

VIII.

As a general rule, the A
enterprise-wide or "macro" I~
larger context of their impact
risk should be         in

ill

of

its Hedge exposure on an
transactions within the

~. In each case, the degree of
~ provided.

the B(
a ck

)sure to
With

for the

of the Hedges it enters into, taking
monitoring and disclosure of all Hedges

in disclosure documents. Disclosure shall
risks involved with Hedges and any potential

ity or unusually large and rapid changes in market
statements, the Agency will adhere to the

reporting of Hedges, as set forth by the Government

Internal report will be prepared for the Board including:

A. A summary of outstanding Hedges and their counterparties;

B. The mark-to-market value (termination value) of its Hedges, as measured by the
economic cost or benefit of terminating outstanding contracts as of a designated
valuation date;

C. The amount of exposure that the Agency has to each specific counterparty, as
measured by aggregate mark-to-market value, netted for offsetting transactions;
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D. The credit ratings of each counterparty (or guarantor, if applicable) and any
changes in the credit rating since the last reporting period; and,

E. Any collateral posting as a result of Hedge agreement requirements.

IX. Selecting and Procuring Interest Rate Hedges

The Agency will choose counterparties for entering into Hedge contracts on either a
negotiated or competitive basis. As a general rule, a competitive selection process will be
used if the product is relatively standard, if it can be broken down into standard
components, if two or more providers have proposed a similar product to the Agency, or
if competition will not create market pri¢" effects that would be detrimental to the
Agency’s interests. Negotiated
products, for original ideas of appl
market pricing effects that would
discretionary basis in conjunction with
to use standard hedge        wherever po

be used for original or proprietary
product to Agency need, to avoid

to the Agency’s interests, or on a
9oses. The Agency will strive

Consideration may be given
demonstrated their willingne:
performed well. If it is
may employ
specified
the firm better
the Agency

to

in as

.est bid.
iecure

luding

to those counterparties who have
)ate in )etitive transactions and have

y bid, the Agency
)ecial effort by reserving a

the ideas on the condition that
on negotiated transactions,

advice to assist in the process of
and to verify that a fair price was

shall be required to disclose all
consultants and attorneys) who had any

in securing business with the Agency.

X. Pn

Hedging
Directors when

developed and will be provided to CalHFA’s Board of
91eted.

Page 8 of 8


