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Total Return Swap Option Gaining Popularity for Affordable
Housing Projects
By Justin Cooper and Charles C. Cardall, Orrick Herrington Sutcliffe

“Total return swaps” (TRS) have recently appeared on the affordable housing scene as a new debt option for
multifamily projects, offering highly competitive overall borrowing costs.  

In a typical TRS transaction, a project developer enters into an interest rate swap with a financial institution
that is also acting as a lender to the project. At the same time, a governmental issuer issues fixed rate bonds that are
purchased by the lender, and the bond proceeds are loaned to the developer. Payments on the bonds and swap pay-
ments are both secured (typically in that order) by mortgages recorded against the project.  

Under the swap, the developer pays a variable rate of interest (typically based on BMA or LIBOR plus a
spread) on a notional amount equal to the par amount of the bonds, and the lender pays a fixed rate equal to the
fixed rate on the bonds on the same notional amount, such that the lender’s swap payments equal the bond interest
payments. The net effect of the swap and the bonds together is, therefore, to offer the developer and the project the
benefit of variable interest rate financing for the term of the swap, often at rates that are competitive with a Fannie
Mae or Freddie Mac execution.  

Several lenders have recently begun offering a swap/bond package of this kind. In some programs, only the
general partner of the developer enters into the swap, insulating the limited partner(s) from the variable interest rate
risk. This structure is designed to facilitate low-income housing tax credit (LIHTC) equity investment in the project.

A TRS is different from a “normal” interest rate swap in that there is a scheduled termination prior to the
end of the term on which pricing is based, and therefore an expected termination payment at the end of the swap
term. The termination payment is based on the market value of the related bonds at the time the swap terminates.  

For example, the swap might be priced based on a 30-year fixed payer rate but have a scheduled termina-
tion after five years. If long term rates go up between the time the bonds close and the end of the five-year swap
term, the value of the bonds will go down and the variable rate payer (the developer) would expect to owe the fixed
rate payer (the lender) a termination payment at the end of the swap. Likewise, if long term rates go down, the val-
ue of the bonds goes up and the lender would expect to pay. Since the value of the bonds will depend on the credit
quality of the bonds as well as changes in the interest rate environment, changes in credit quality of the project (e.g.,
occupancy levels and real estate values) will also have an effect on the amount of any termination payment. In some
cases, the developer or the general partner of the developer may be required to post collateral or guaranties to bol-
ster the credit of the project.

One TRS/bond structure being offered is a relatively short-term execution in which the swap has a sched-
uled termination after three to five years. Although the related fixed-rate bonds are issued with a maturity of 30 or
more years, this program is designed primarily to provide shorter-term financing, often through the project con-
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struction period only. In this case, a permanent takeout, such as a forward
commitment from Fannie Mae or Freddie Mac, may be needed.

Another TRS/bond structure is a longer-term option designed to
get the project through the LIHTC compliance period. In this program,
the counterparties to the TRS are the lender, or a related entity, and the
general partner of the developer. The term of the swap is roughly 17
years, to ensure that the limited partner of the developer, who is expect-
ed to be the tax credit investor, is insulated from any interest rate risk
throughout the LIHTC compliance period. Again, the fixed-rate bonds
are issued with a long final maturity.

TRSs are relatively new to the affordable housing industry, so all
parties should be careful to consult bond counsel and other professionals
that are experienced with TRSs before entering into a TRS transaction.
Developers and other affordable housing specialists considering a TRS
transaction should also expect to spend some additional time and effort
to educate the governmental bond issuer about the transaction, beyond
what is required in a more traditional fixed or variable rate bond issue.  

TRSs may present a variety of legal issues, of which perhaps the
most critical are federal tax law-related. For various technical reasons, the
parties generally will be required to treat the TRS and the bonds as sepa-
rate financial transactions, but there is some risk that the TRS could be
treated as integrated with the bonds for certain tax purposes. For exam-
ple, it is not certain whether the “arbitrage yield” on the bonds (i.e., the
percentage rate that is used to determine any rebate liability) is deter-
mined by taking into account the TRS. Orrick generally advises against
taking the TRS into account in determining the arbitrage yield. There is
also some uncertainty as to whether the TRS needs to be taken into
account when determining the amount of bond proceeds that can be used
to pay interest expense on the bonds during the project construction peri-
od. Orrick has limited the amount of capitalized interest that may be
treated as a “good cost” payable from bond proceeds to the bond interest
costs net of the TRS payments (in effect, the net variable rate payments).

The advent of TRS structures is an exciting development for
affordable housing. We should expect to see lenders and financial insti-
tutions continue to develop and refine products of this kind in the future.
It will be important for the affordable housing community to keep on top
of these developments as they occur and maintain standards for execut-
ing and documenting these transactions.

Justin S. Cooper, Esq., is an associate in Orrick Herrington & Sutcliffe LLP’s Public
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Finance Department in San Francisco. He has active multifamily housing revenue bond
practices, primarily as bond counsel and primarily in the West. Mr. Cooper can be reached
at 400 Sansome St., San Francisco, CA 94111; 415.773.5908; or by e-mail at
jcooper@orrick.com. Charles C. Cardall, Esq., is a partner in Orrick Herrington & Sut-
cliffe LLP’s Tax Department in San Francisco. He serves as chair of the firm’s Public
Finance Tax Group and has active multifamily housing revenue bond practices, primari-
ly as bond counsel and primarily in the West. Mr. Cardall can be reached at 400 Sansome
St., San Francisco, CA 94111; 415.773.5449; or by e-mail at ccardall@orrick.com. 

This article first appeared in the February 2006 issue of Novogradac & Company's Hous-
ing Bond Report and is reproduced here with the permission of Novogradac & Company
LLP. 
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Notice pursuant to IRS regulations: Any U.S. federal tax advice contained in this article
is not intended to be used, and cannot be used, by any taxpayer for the purpose of avoid-
ing penalties under the Internal Revenue Code; nor is any such advice intended to be used
to support the promotion or marketing of a transaction.  Any advice expressed in this arti-
cle is limited to the federal tax issues addressed in it.  Additional issues may exist outside
the limited scope of any advice provided - any such advice does not consider or provide a
conclusion with respect to any additional issues.  Taxpayers contemplating undertaking
a transaction should seek advice based on their particular circumstances. 

This editorial material is for informational purposes only and should not be construed oth-
erwise. Advice and interpretation regarding property compliance or any other material
covered in this article can only be obtained from your tax advisor. For further information
visit www.taxcredithousing.com. 


