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IRS Rules

There are strict IRS rules that may apply whenever deriv-
ative products are utilized in connection with tax-exempt 
bonds. Relevant circumstances include the use of interest 
rate swaps in connection with advance refundings. The 
governmental issuer also needs to make an informed 
decision as to whether, for tax purposes, to “integrate” 
the swap agreement with the tax-exempt interest it pays 
on its bonds. This decision can have important implica-
tions with respect to the amount of rebate that an issuer 
may have to pay under the federal tax regulations. The 
decision to “integrate” a derivative must be made con-
temporaneously with the execution of the derivative 
agreement, even if that is months before the issuance of 
the related bonds.

Securing the Derivative

Increasingly, counterparties want to share the security 
that an issuer has given to its bondholders, such as rev-
enue pledges. Older bond documents frequently do not 
permit the granting of parity security for derivatives. We 
have assisted governmental entities in amending bond 
documents to permit such security and in drafting new 
documents that accommodate market demand. Such 
demands for security sometimes raise tricky questions in 
bond documents related to the relative powers of bond-
holders and their trustee, credit enhancers (such as bond 
insurers) and the derivative counterparties. In addition, 
derivative providers often seek collateral to be posted by 
swap purchasers in certain events in the future (e.g., a 
bond ratings downgrade). Such a requirement can create 
obvious business and document concerns, which need to 
be addressed.

Accounting Issues

Governmental entities need to understand thoroughly 
the accounting implications of derivative products. In 
some circumstances, even if no payments are required 
under the derivative agreement, changes in its value 
reflecting changes in interest rates will ripple through an 
organization’s financial statements, affecting both balance 
sheets and income statements, even through there is in 
fact no effect on its operations or the traditional measure-
ments of its financial health. In some cases, this has even 
resulted in defaults under bond documents because of 
unrealized losses on derivative products causing organi-
zations to fail financial covenants. Governmental entities 

entering into a derivative agreement should understand 
the effects that such agreement may have on its finan-
cial statements in different interest rate environments. 
Government accounting rules in this area currently are 
undergoing significant changes. Issuers should check 
with their own accounting staff and any outside accoun-
tants on these issues.

Disclosure

The Securities and Exchange Commission has made clear 
that in the sale of tax-exempt bonds, borrowers need to 
make careful and clear disclosure of the extent to which 
they have used derivative products and have assumed 
related risks. 

Post-Execution Problems

The volume and complexity of derivatives often make 
it difficult for smaller governmental entities to moni-
tor various matters after contract execution. Evidence, 
for example, suggests that a high percentage of invoices 
for net swap payments are miscalculated, and it is often 
difficult to calculate the amount that would be paid or 
received upon a termination (and therefore difficult to 
quickly determine the net effect of market changes). Issu-
ers frequently have problems understanding how market 
movements affect a portfolio of multiple swaps or other 
derivatives with different terms. Governmental entities 
need to take steps to protect themselves against such 
problems (several of which can be ameliorated by good 
drafting of the derivative contracts) and enhance their 
ability to understand market effects when they have mul-
tiple swaps with different terms.

The Virtues Of Bidding

The use of a bidding process is almost always the prefer-
able way to select a derivative counterparty. State pro-
curement laws or practices may require it, and bidding is 
always the most defensible way of selecting a party for a 
major financial transaction. Bidding is sometimes essen-
tial to comply with federal tax regulations, as described 
above. And bidding permits the governmental entity to 
make clear to providers what conditions it will—and will 
not—accept and in particular what representations and 
legal opinions it can—and cannot—provide.
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Hunton & Williams has one of the largest and most 
diverse public finance practices in the United States. Our 
lawyers serve as bond counsel, underwriter’s counsel, tax 
counsel and special disclosure counsel and also represent 
governmental entities, conduit borrowers, trustees and 
credit enhancers in the financing of schools, public utili-
ties, airports, hospitals, retirement facilities, housing proj-
ects, toll roads, universities and museums. Our lawyers 
advise states, local governments, housing agencies and 
special authorities on virtually every kind of borrowing 

available to public bodies, including variable rate, credit 
enhanced and short-term transactions.

Our lawyers also are active in legislative matters affecting 
public finance and have extensive experience in workouts 
and other matters related to defaulted and troubled bond 
issues.

Please visit www.hunton.com for more information about 
Public Finance at Hunton & Williams or to contact our 
Public Finance Lawyers.

Summary

Ultimately, decisions as to derivative products must be 
made by public officials, based on their best assessment 
of future financial conditions affecting their debt. Sound 
advice from independent financial advisory firms often 
is needed, and “fairness opinions” often are appropriate. 
Sound legal advice is essential in understanding both the 
risks and the restrictions imposed by derivatives and the 

legal restrictions affecting them. Hunton & Williams’ 
public finance lawyers have advised governmental enti-
ties on all of the above issues. Furthermore, we work 
regularly with the derivative specialists in our firm who 
deal with the broadest range of derivative products. We 
believe that our governmental clients can benefit sub-
stantially from our combination of derivative and public 
finance expertise, broad knowledge of state and local 
government law, and an understanding of the complex 
interaction between derivatives and governmental bonds.
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