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This report has been developed in response to the mandate assigned to the EBA in the
Securitisation Regulation (Regulati@ilJ)No 2017/2402), which requires the EBAIn close
cooperation with ESMA and EIOPAo develop a report on the feasibility of a framework for
simple, transparent and standardised (STS) synthetic securitisation that is limited to baleate
securitigtion. To that end, the EBA published a discussion paper on the STS framework for
synthetic securitisation in September 2019 for-en@nth consultation period. This report builds
on the discussion paper and the analysis of the responses received fronhlddes.

The report contains an extensive analysis of the synthetic securitisation market developments and
trends in the EU, including data on the historical default and loss performance of the synthetic
transactions, both before and after the financiaists (up until the end of 2018).

It examines the rationale of the STS synthetic product and assesses the positive and negative
implications of its possible introduction. Based on the analysis conducted, the EBA recommends
the following:

1 Establish a crossectoral framework for STS synthetic securitisation that is limited to
balancesheet securitisation.

1 To be eligible forBT® & [idyntheli& securitisation must comply with the proposed
criteria on simplicity, standardisation and transparency.

1 The Europan Commission should consider the pros and cons related to a potentially
differentiated capital treatment for STS balarslgeet synthetic securitisatiorand any
potential future proposal for STS syntheBecuritisation should be accompanied hy
mandateto the EBA to monitor the functioning of the STS synthetic market.

The report sets out a list of STS criteria for synthetic securitisation. With the aim of ensuring an
appropriate level of consistency, the STS criteria follow the structure of the STigadoite
traditional nonrABCP securitisation that were introduced in the new EU securitisation framework
in 2018, i.e. they include requirements on simplicity, standardisation and transparency that are
adapted to the specificities of the synthetic secuatisn when appropriate. In addition, the
criteria include a number of synthetgpecific requirements that are not found in the STS
traditional framework, such as requirements mitigatihg counterparty credit risk that is
inherently involved in the syn#tic structures, including requirements on eligible protection
contracts, counterparties and collateral, requirements addressing various structural features of
the securitisation transaction and requirements ensuring that the framework targets only
balancesheet synthetic securitisation.

A separate chapter is dedicated to the analysis of a possible differentiated regulatory treatment
of STS synthetic securitisation for the consideration of the European Commission. On the one
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hand, developments in the lastw years have indicated the potential for the continuing growth

of the synthetic sector and have confirmed the technical feasibility of the creation of a
prudentially sound STS synthetic securitisation product that is comparable to the STS traditional
secuitisation product. In addition, the available performance data do p@vide anyevidence

that the performance of the synthetic securitisation instrumeatworsethanthat of the

traditional securitisation instrument. The introduction of potentially iied and clearly defined
differentiated regulatory treatment would match the historical performance of the synthetic
securitisation, ensureetter alignment with the STS traditional securitisation framework and help
overcomethe constraints of the curreniimited STS riskeight treatment of some SME synthetic
securitisations.

On the other hand, there are limitations of the performance data on which the analysis is based,
there is limited experience with the STS traditional framework so far, and the risk of potentially
overusing synthetic securitisation, which would potentitdigd to a largescalereplacemenif
regulatory capital by risk mitigation strategjésading tooverleveraging of banks, should be duly
taken into account. In addition, the preferential regulatory treatment is not included in the
international Basel stadards.
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1. Article45 of Regulation (EWo 2017/2402 (hereaftekBecuritisation Regulati@arequires the
EBAT in close cooperation with ESMA and EI@P# publish a report on the feasibility of a
specific framework for STS syntitesecuritisation that is limited to balaneheet synthetic
securitisation. In line with recit@4 of the Securitisation Regulation, this report also determines
the respective STS criteria. Based on the EBA report, the Commission will assess avimether
to adopt a legislative proposal.

Figurel: Mandate for the EBA report on STS synthetic securitisation in the Securitisation Regulation (Regulation
(EU)2017/2402)

Recital24

In securitisations which are not tregale, theunderlying exposures are not transferred to an issuer er
which is a SSPE, but rather the credit risk related to the underlying exposures is transferred by me
a derivative contract or guarantees. This introduces an additional counterparty aséditmd potential
complexity related in particular to the content of the derivative contract. For those reasons, the ST
criteria should not allow synthetic securitisation.

The progress made by the EBAin its report of December 2015, identifying a poesdfI8TS criteria fc
synthetic securitisation and definifgalancesheet synthetic securitisatiéand#rbitrage synthetic
securitisatioi®s hould be acknowledged. Once the EBA has clearly determined a set of STS criteri
specifically applicable tosddancesheet synthetic securitisations, and with a view to promoting the
financing of the real economyandin particular of SMEs, which benefit the most from such
securitisations, the Commission should draft a report and, if appropriate, adopt a legigledjposal in
order to extend the STS framework to such securitisations. However, no such extension should b
proposed by the Commission inrespect of arbitrage synthetic securitisations.

Article 45

1. By2 July 2019the EBA, in close cooperation withMZSand EIOPA, shall publisha report on the
feasibility of a specific frameworkfor simple, transparent and standardised synthetic securitisation
limited to balancesheet synthetic securitisation.

2. By2 January 202dhe Commission shall, on the basitie EBA report referred to in paragragh
submita report to the European Parliament and the Council on the creation of a specific framewol
simple, transparent and standardised synthetic securitisation, limited to balgsineet synthetic
securitisaion, together with a legislative proposal, if appropriate.

2. The mandate for the development of the STS framework for synthetic securitisation has a wider
background and builds on previous discussions and regulatory work on the topic.

3. First,Article 270 ofRegulation (EWN0575/2013 on capital requirementalready allows for the
preferential regulatory treatment of synthetic securitisation on a limited basis (i.e. senior
tranches of SME portfolios retained by originator credit institutions, provided tti@significant
credit risk has been transferred to either supranational entitiescentral banks, central
government, multilateral development banks or internatiooadanisationg that are 0% risk
weighted through unfunded guarantees or private investahrough fully collateralised

1 Regulation (EW02017/2401 of the European Parliament and of the Courfcil December 2017 amending
Regulation (EU) N®75/2013 on prudential requirements for credit institutions and investment firms.
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guarantees). These types of synthetic securitisations can benefit fhenower risk weights
that are currently assigned to STS traditional securitisation.

4. Second, this assessment builds on BBA Report on Synthetic Securitisatiquyblished in
December 2015 The EBAeport contains an analysis and market practice assessment ofthe
synthetic securitisation market. Inthe report, the EBA proposed extending the STS framework
to fully cashfundedcredit protection provided by private investors (at the time of publication
of the EBA report, only credit protection provided by supranational entities was eligible for
STS treatment, under the Commissi@mproposal on the amendments to the CRR). The EBA
recommendations have been reflected in the final CRR (see parag@ph

5. Inthe EBA report, the EBA also proposed amending the criteria determining the eligibility for
STS preferential treatment for balanegheet synthetic securitisation and provided detd
proposals for such amendments. These included amendments to the criteria on simplicity,
transparency and standardisation for traditional securitisation and the inclusion of new
synthetic securitisatiorspecific criteria (largely aimed at ensuring th#tie credit protection
contract is structured in a standardised fashion, to adequately protect the position of the
originator).

6. Third, the mandate follows theEBA Discussion Paper on Significant Risk Transfer in
Securitisation published in September 20E7 The EBA discussion paper put forward, for
public discussion, detailed proposals to strengthen the regulation and supervision framework
of SRT associated with the traditional and synthetic securitisation. In the discussion paper, the
EBA proposed a numbef recommendations for the harmonisation of structural features
widely present in synthetic and/or traditional securitisation, including recommendations on
excess spread and prmata amortisation. The concept of SRT is extremely relevant for both
tradition al and synthetic securitisation, as the achievement of the SRT is a precondition for an
originator to apply the securitisation framework (whether STS or n@TS) to retained
securitisation exposures and achieve capital relief. SRT is particularly imporftargynthetic
securitisation, as the transfer of risk, and associated capital relief, is one of the key
motivations for engaging in this type of securitisation.

7. The recognition of synthetic securitisation has also been the focusavket initiatives. For
example, Prime Collateralised Securities (PCS) labekhed in early 2017, has been awarded
to synthetic securitisations meeting defined criteria for a simple, transparent and standardised
instrument'. The\PCS Risk Transfer Ldbeds designed to prage a market reference standard
for synthetic securitisations, similar to tRBCS True Sale La®@adhich was introduced in 2012
and has been applied to traditional securitisations.

2 https://eba.europa.eufleba-issuesadviceon-syntheticsecuritisationfor-smes

3 https:/feba.europa.eulregulatiorandpolicy/securitisatiorandcoveredbonds/discussiompaperon-the-significant
risktransferin-securitisation

4 Seehttp:/ipcsmarket.org/risktransferlabeloutline/_Up until now, the PCS Risk Transfer Label has been awarded to

_seven securitisation#ittp://[pcsmarket.org/risktransfertransactons/ 0000
8
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8. Finally, the EBA published a discussion paper on the STS framework for synthetic securitisation
in September 2019 for a@onth consultation period. Most of the responses from stakeholders
expressed strong support both for the analysis of the synthetiaréigsation market and for the
rationale for the development of an STS framework for synthetic securitisation provided in the
discussion paper, and there was a clear request from all stakeholders for the introduction of a
preferential capital treatment dhe STS synthetic securitisatiomthe belid that the impact of
STS synthetic securitisations would be limited if no differentiated capital treatment were
introduced.

Figure2: STS treatment of synthetic securitisation in tR&RC

Article 270: Senior positions in SME securitisations

An originator institution may calculate the rigkeighted exposure amounts in respect of a
securitisation position in accordance with ArticRB80, 262 or 264, as applicable, where the
following condiions are met:

(a) the securitisation meets the requirements for STS securitisation set Gligipter4 of
Regulation (EU) 2017/2402 as applicable, other than Ar2ig{&) to (6) of that Regulation;

(b) the position qualifies as the senior securitisatpmsition;

(c) the securitisation is backed by a pool of exposures to undertakings, provided that at le
70%o0f those in terms of portfolio balance qualify as SMEs within the meaning of Afitlat
the time of issuance of the securitisation or in ttese of revolving securitisations at the time
an exposure is added to the securitisation;

(d) the credit risk associated with the positions not retained by the originator institution is
transferred through a guarantee or a couriguarantee meeting the ragrements for
unfunded credit protection set out i€hapterd for the Standardised Approach to credit risk;
(e) the third party to which the credit risk is transferred is one or more of the following:

(i) the central government or the central bank of a MagnState, a multilateral development
bank, an international organisation or a promotional entity, provided that the exposures to
guarantor or counterguarantor qualify for a%risk weight undeiChapter2;

(i) an institutional investor as defined point (12) of Articl& of Regulation (EU) 2017/2402
provided that the guarantee or counteyuarantee is fully collateralised by cash on deposit w
the originator institution.
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3.1 Introduction

9. One of the most important lessons of the crisis 2@0D9 was that defaults and losses
associated with securitisation positions yarsubstantially across different types of
securitisations and regions. The crisisoakhoved that the poor performance of certain
products, irrespective of the prerisis rating levels associated with recurring factors, including
(i) the misalignment of interest between originators and investors, resulting in loose
underwriting standads on the underlying exposures; (ii) excessive leverage; (iii) maturity
transformation; and (iv) complex structures. Complex transactions have been assessed by
external rating agencies using erroneous modelling assumptions and have been placed with
invesiors without adequate transparency standards.

10.n 2015, following an extensive analysis, the EBA proposed that the regulatory approach to
traditional securitisations should distinguish between the regulatory treatmengoélifyind
securitisations and thatf other securitisations, given that a one size fits all regulatory approach
may result in an unduly conservative treatment of transactions that are simple, standardised
and transparent, as well as being collateralised by relatively less risky exposures.

11.The EBA therefore recommended that the regulatory definition of\ualifyingsecuritisation
should follow alvo-stage approac®, through which, to qualify for differential treatment, a
securitisation transaction should first meet a list of criterresering simplicity, standardisation
and transparency that aim to capture and mitigate the major drivers of risk of a securitisation
that are not related to the underlying exposures (such as agency risk between various
participants in the securitisation peess, legal and governance risks, counterparty risks,
servicing risks, liquidity risks and risks of an operational nature) and hence facilitate an
assessment of the risks by investors. As a second step, the EBA proposed that the underlying
exposures shoulaneet the criteria of the minimum credit quality of the underlying exposures,
to address modelling and credit risk related to the underlying exposures. Consequently, the
securitisation compliant with the requirements set out under the tstage approach siuld be
subject to a different regulatory capital treatmefrom that applied toother securitisations,
and should be aimed at more appropriate levels of neatrality of capital charges.

5 The EBA recommended that the tvebage approach and the related STS criteria should distinguish term
securitisations from shorterm securitisations in the context of ABCP programmes.
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12 Regulatory recognition has so far been focused on traditional geaiion and not on synthetic
securitisation.Synthetic securitisationemainsoutside the scope of the STS/STC reforms that
recognise the simplicity, transparency and standardisation of the securitisation, i.e. it has been
assigned the regulatory capital treatment of R C securitisation, foreseen by the Basel 2014
revision of tke securitisation framework (globally) and R8A'S securitisation set out in the
amended CRR (in EU). At this stage, therefore, no European or global standards exist to identify
a subset of synthetic securitisation products as simple, standard/comparadléransparent
products.

13.With respect to traditional securitisation, the STS framework for traditional securitisation was
proposed by the EBA in the EBA report published in Julyé28t8was subsequently adopted
and implemented by both the internationahd the EU regulatory community. The Basel STC
framework for term securitisation was adopted in July 2016 and entered into force in January
2018, while the STC framework for shtetm securitisation was adopted in May 2018 and
entered into force immediatgithereafter. Inthe EU, the STS framework has been implemented
through the EU securitisation framework (composed of the Securitisation Regulation and the
amendments to the CRR), which entered into forceldanuary 201&nd became applicable
on 1January2019

14.There have been several reasons for the enhanced focus of regulatory recognition on traditional
securitisations. First, detailed data have been made available on the historical credit
performance of the traditional securitisation market that confirmed tpeod performance of
the EU securitisation market during the presis period (e.g. according tbhe EBA Report on
Qualifying Securitisation, EMEA RMBS and ABS products displayed almost zero losses over the
period 20062013). Second, traditional securitigan has played an important role in the
financial markets as a channel for diversifying funding sources, distributing firaactat risk
and helping to free up originatafbalance sheet for further lending on the economy. The STS
framework was a wayof the regulatory communityo acknowledgehe positive implications
that a sound traditional securitisation can have for the financial stability and the funding of the
real economy.

15.In the same vein, therare several reasons fdhe, so far, conservativeapproach to synthetic
securitisationtakenby regulators. One of the core consideratides lack of systematic and
publicly available data on market developments, volume and the historical performance of
synthetic securitisation and different asset das in Europe. This is because the synthetic deals
during the postcrisis period were mostly bilateral and therefore almost entirely private, with
very little information publicly available.

16.The data available on synthetic securitisation at that tghewthat different types of synthetic
securitisations performed differently, with respect to both structural types of synthetic

6 EBA Report on Qualifying Securitisation:
https://eba.europa.eu/documats/10180/950548/EBA+report+on+qualifying+securitisation, pdf

11
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securitisation and different asset classes. First, thepdear evidence that arbitrage synthetics
performed materially worse thabalancesheet securitisationdn the past arbitrage synthetic
transactionswere structured to be complex and highly dependent on market values and
performed poorly in terms of historical defaults. However, synthetic transactions that have been
genuinelyused by institutions to transfer the credit rigkom their lending activity ofbalance
sheet, i.e. balancsheet synthetics, have performed relatively well. Second, theneider
evidence for zero defaults in relation to highly rated synthetic tranabfeSME exposures,
although information on other asset classetess conclusive. Nevertheless, data available from
rating agencies suggest that the default performance of balasheet synthetics is comparable

to that of traditional securitisation for gh rating grades and even better for lower rating grades.

17.In addition, the market of synthetic securitisation, to a much larger extent than that of true sale
securitisation, has traditionally been characterised by issuance of bespoke transactions, i.e. it
has been largely nestandardised. In particular, the credit protection mechanism, which is the
core of a synthetic securitisation transaction and constitutes the structural element of
difference with respect to true sale transactions, has been implememextcordance with a
wide spectrum of practices and was perceived at the time to increase the structural complexity
because of the additional counterparty credit risk of the protection seller.

18.The lack of systematic data at that time, analysis availatibad time and as a consequenge
the lack ofsufficient evidence or information othe feasibility ofstandardigng the synthetic
structure similarly as for traditional securitisations did not support the development of the fully
fledged STS framework rfosynthetics across different asset types. Instead, regulatory
recognition focused onimiting the scope of the qualifying treatment to senior positions
retained by the originator banks and SME exposubdghat stage however, it was clear that
arbitrage synthetics should be excluded from the STS framework, and any potential STS
framework should be limited to balanedheet synthetics.

12
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3.2 Market developments and trends

3.2.1 Data sources

19.The analysis in this section is basedtbe following data:

a. datafrom market participants and rating agencies, in particular:

data on thevolume of balancesheet synthetic securitisation transactions, and
investor basefrom 2008 to early 2019 the data were collected during an exercise
condwted by the IACPM in thiirst quarter of 2019; they include responses provided
by 22 banks that are most active in the synthetic securitisation market in Europe and
cover 244 balancsheet securitisation transactions;

with respect to the historical perfomance of synthetic securitisatiomiata from three
sources: 1) data on the historical performance of balarsieeet synthetics, gathered
through a datagathering exercise coordinated by the IACPM and covering 70
transactions executed by 14 banks (the detaer the period from 2008 to early 2019,
i.e. they are representative of the pestisis period); Z) data fromStandard & Poor
(S&B on the historical performance of balansheet synthetics, covering in totab88
synthetic securitisation tranches aited synthetic transactions in Europe (although the
data also cover the period from 2008, a substantial majority of tranches were rated pre
crisis, and these data are therefore mostly representative of thegpiss period); and

(3) data from a large permm fund and one of the largest investors in balaisbeet
securitisations on the historical performance of all their transactions entered into since
2006;

b. data from the reporting by competent authorities on synthetic transactions that achieved

SRT and thefore hadto be notified to the EBA, in line with the EBA SRT Guidefiroes
2015 to the first quarter of 2019;

information gathered through an industry roundtable organised by the EBA in March 2019
and other qualitative market analysis.

3.2.2 Market developnents

20.Before the financial crisis, European synthetic securitisation peaked during the period 2004
2005 with volumes above EURObillion and a substantial majority of arbitrage transactions
(mostly CDOs). Issuance almost hdihin 2006 and then gradually dropped to zero, with
arbitrage synthetic securitisations decreasing faster than balsheet synthetic
securitisations.

13
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21.The 2008 financial crisis marked the crash of the securitisation market, after which, also owing
to the stigma attached to the synthetic segment, the securitisation market gradually emerged,
particularly in the traditional (and retained) form. With respect to synthetic securitisation,
following a few years of subdued issuance, the synthetic market has lbeemaring in recent
years, with both the number and the volume of transactions steadily increasing. While larger
transactions, originated by the protection buyer, have been concentrated in a few jurisdictions
(in particular, the UK, Germany, Spain, Fraammeltaly), transactions have also been seen across
many other EU Member States, particularly as a result of the activities of the EIF/EIB. Based on
the data collection conducted by the IACPM, altogether 244 balsheet synthetic
securitisations were is&d between 2008 and the end of 2018. In 2018, 49 transactions were
initiated, with a total volume of EURD5billion.

22 Arbitrage transactions have disappeared from the European market, which is now formed
almost exclusively by balansheet transactionsniterms of volume, balanesheet synthetics
in 2018 overstepped the highest poeisis volumes (based on a comparison between-pasts
volume dataprovided by the IACPM and prerisis volume datgrovided by Bank of America
Merrill Lynch(BofAML).

Figure3: European synthetic securitisation issuance;qisis: balance sheet versus arbitrage transactions (in EUR billion;
source: BofAML)
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2001 2002 2003 2004 2005 2006 2007 2008 2009 2011 2012 2013 2014
Arbitrage (CDO)22.24 38.47 45.93141.12109.82 6.41 8.92 0.00 0.00 0.00 0.00 0.00 0.00
H Balance Sheet 38.91 58.48 46.39 33.02 75.63 96.76 72.87 35.03 3.63 0.07 1.01 0.73 0.08

Figured: European balanesheet securitisation issuangeystcrisis (size on the left axisin EUR billion; source: IACPM)
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Private/public transactions

23.In contrast to the precrisis period when a substantialproportion of synthetic securitisation
GNI yal OdAz2ya 6SNB Llzof AO ISR INNRIBNR VB3I dh i KIS
Bistro deals by JPMorgan), since the financial crisis a significant majority of deals have been
executed privately/bilaterally and placed with a small number of investors. Credit rating
agencies have rarely been involved arahisactions have rarely been publicly rated, which has
also been due to additional costs for originators and additional conditions on portfolio
composition and transaction structures. Based on the data from the IACPM covering
transactions from 2008 to 20188.6% of distributed tranches of all transactions were placed
publicly, which represents only 1.55% of the tgiedportion of the transactions.

Figures: Placed versus not placed part of the tranches of all transactions pefsgeace: IACPM)

100%
80% B Undistributed tranches
total
60%
B Distributed tranches :
40% not placed
20% B Distributed tranches:
placed with public
0%

deals
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Distributed Distributed
o o o Distributed tran'ches pl_aced tran_ches plf';\ced
Year/distributed Undistributed Distributed with public with public
) tranches (placed

tranches (in EUR tranches total tranches total with public deals deals

million) size size (not placed) deals) (percentage of  (percentage of
distributed total size of the
tranches) transactions)

Year 2008 64925 2229 0 0.0 0.00

Year 2009 34632 1340 0 0.0 0.00

Year 2010 14148 1314 78 5.6 0.55
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Distributed Distributed
Distributed tranches placed tranches placed
Year/distributed  Undistributed Distributed tranches (placed with public with public
tranches (in EUR tranches total tranches total . Pt deals deals
. . . with public
million) size size (not placed) deal (percentage of  (percentage of
eals) distributed total size of the
tranches) transactions)
Year 2011 24923 1328 276 17.2 1.11
Year 2012 22562 1732 221 11.3 0.98
Year 2013 17228 802 894 52.7 5.19
Year 2014 32031 1639 702 30.0 2.19
Year 2015 65601 3382 1226 26.6 1.87
Year 2016 45442 3727 5868 13.6 1.29
Year 2017 48738 3647 700 16.1 1.44
Year 2018 96975 5137 2417 32.0 2.49
Max value: 52.7 5.19
Average: 18.6 1.55

24.1n terms of geographical breakdown, there is a clear tendency to form pools that mix exposures
from different jurisdictions. While the majority of exposures of all 244 synthetic transactions
issued in Europe since 2008 are located in Europe, a substahtied of exposureare from
outside Europe.

Figureb: Weighted average geographical breakdows apercentage oéachpoolQtatal size, covering 244 synthetic
transactions; source: IACPM)

9 =
80%
60%
40%
0%
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

B Europe M North America ® South America B Asia B Australia/ Oceania ® Africa B Not known

25.A separate analysis of individual Hyetic transactions shows that the majority of the
transactions (42 out of 70, i.e. 60%) contain myuitisdictional exposures, while most of them
contain exposures outside Europe. Less theff of synthetic transactions (40%) contain
exposures locatedione jurisdiction only.

7 Data for 2010 are not available.
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26.This confirms a specific nature of synthetic securitisati@melythat it is inherently easier to
execute on multjurisdictional portfolios giving ita comparative advantagever traditional
securitisationandalso presentsnportant differencesvisa-vis traditional securitisatiorafising
from, inter alia Jegal complexities associated with the true sale/transfer of underlying exposures
subject to different legal regimes, client confidentiality issues present in traditional
securitisations and other factors).

27.Synthetic transactions are nowadays limited to placing junior and mezzanine risks. Originators
tend to transfer the junior (mezzanine and/or first loss) element of the port®layedit risk,
which on averageepresents 13% of the total volume of transaction, and retain the senior
tranche of the same portfolio, which is typically, and by far, the largest of the tranches (around
87% of the total volume of transacticén)

28.This is in contrast to the prerisis peiod, when originators typically placed the super senior
tranches of synthetic transactions (and hence the largest tranches of the transaction in terms of
volumes) with monoaline insurers and/or highly rated investor institutions to, inter alia, smooth
the expected decrease in regulatory capital in transition between Blaasetl Basdll (the CRD
entered into force in January 2007 and introduced internal model approaches to capital
requirements).

29.Following the crisis, originators changed their involvementthi synthetic securitisation
market, placing, as far as possiblenly mezzanineffirst loss tranches with investors. This is a
reflection of various factors, such as materially different funditigg macroeconomic and
regulatory environment and changestire investor base (withdrawal of monoline insurers and
other relevant parties from the market). It has been observed that this reflects the change in
motivation to engage in synthetics: regulatory capital management is no longer the sole
motivation (other credit risk and balanesheet management considerations are becoming
important determinants under the current maceconomic environmentand changes to the
regulatory framework allow banks to hedge the tail risk and free up credit lines that may be used
for further lending.

30.Given that, under the current rules of the EU securitisation framework, which started to fully
apply once the transitional period was over (from January 2020), and which increase (and almost
double) the capital charges for senior trdmes, it is not clear whether this trend (i.e. placing first
loss/mezzanine risk) will persist or will change further in such a way that the originators may
consider placing senior risk, in addition to mezzanine and junior risk (this expectation is under
the alternative of no capital benefits for the senior trancheghiould be noted that the junior
tranches, in response to the new Securitisation Regulation, have become thicker, and some new
investors are entering the market.

8 Based on an average of 47 transactigifsCPM
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Figure7: Attachment and detachment point of the risk sold of balaslteet securitisation transactionsin 2018 (source:
IACMP)
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31.Based on qualitative feedback from stakeholders, other trends as a consequence of the revision
of the CRR securitisation framewariay include the securitisation of different asset classes,
such as specialised lending exposures, changes in the structural features of the synthetic
transactions as a consequence of the bilateral, bespoke and unrated nature of the transactions,
and, withthe aim of achieving significant risk transfer, potential changes in attachment and
detachment pointscreating thicker anchoremezzanine tranches in order to transfer sufficient
risk to third parties.

32.Originators of synthiéc securitisation are mostly credit institutions, in particular
large/systemically important banks using internal ratimsed models for calculating capital
requirements for credit risk. Banks applying standardised approaches to credit risk are rarely
originators of synthetic securitisations. This is mainly due to reluctance to enter a largely
unstandardised/bilateral market without prior experience, as well as challenges related to
accessing portfolio data and reporting and transaction Gostdowever, ecently some
standardised banks have entered into synthetic transactions, in response to support given by
the EIB/EIF in the context of the EIB&IEuropean SME initiatives and in response to the
introduction of the SEGA risk weight approach under thew EU securitisation framework.

33.The analysis reveals a number of factors that contribute to the growth of the synthetic market
on the originator side. For originators, having another credit risk management tool and being
able to release capital have traidinally been the central benefits of a balanrsieeet synthetic
securitisation. Synthetic securitisation as a credit risk and balaheet management tool for
banks remains relevant in the current operating environment; also due to recent regulatory

9 Standardised banks need external ratings on retained senior tranchegs{ematively, need to place orgarantee
such tranches), which adds to transaction costs.
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devebpments that enhance requirements for bagksalancesheet management. These
include, in particular, the following regulatory developments: (i) the Blkdtamework
approved in December 2017 and applicable from 2022, including strengthened capital
requirements, revisions to the leverage ratio and the introduction of the output floor; (ii)
requirements under accounting reform IFRSiii) exposure management requirements; and

(iv) changesin the context of the Fundamental Review of the Trading Book. dii@gyes may

lead, on the one hand, to increased demand by banks for equity and equity linked or TLAC
instruments and, on the other hand, to increased focus by banks on better batheet
management through the available credit management tools.

Investass (protection sellers)

34.A substantial majority of investors in synthetic securitisation are-lenk private entities,
which are usually highly specialised in credit investing and experienced in portfolio due
diligence. The main motivation for investorsiiwest in synthetic securitisation is the search for
a higher yield and enhanced diversification of their investments.

35.With respect to the private investors, they mostly include hedge funds (39.6% in terms of
volume of distributed tranches over the peri@&D082019), pension funds (30.6%) and asset
managers (19.7%). Insurance companies form only a minority of the investor base (less than
1%). Overall, 90% of the credit protection provided by the private investors is funded credit
protection. Credit instittions enter the current market of synthetic securitisation as originators
and not as investors.

36.With respect to public investors, 4.5% of them are 0%wislghted multilateral development
banks. This includes the EIB/EIF, which continue to be an impareedgtor dominating the
SME synthetic market. Under the European CommiSsiagnvestment plan for Europe (the
Wuncker Plad, the EIB/EIF have played an important role in providing credit protection to banks,
with the mandate to promote lending to SMEadareuse the freedip capital in new SME
lending.

37.n the last two years, there has been an increase in the share of public investors (in particular
0% riskweighted multilateral development banks) and hedge funds and a decrease in the share
of pension fund. Other recent trends from anecdotal evidence suggest the diversification of the
investor base (with some trades involving family offices and delegated funds), as well as a
growing investor base. The trends indicate the potential for further expansioheoinvestor
base, including the involvement of new asset classes (e.g. infrastructure loans, commercial real
estate loans, globally or regionally diversified corporate portfolios), which may attract new
investors specialising and prioritising such assets.

Figure8: Investors, in terms @lercentage ovolume of distributed tranches over the period 262819 (source: IACPM)

Type of investor 20082017 20082019
Public investor 1.1% 6.8%
A. Central governments or central banks 0.2% 0.2%
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Type of investor 20082017 20082019
B. 0% risknweighted multilateral development bank (seelistin the CRR,

0,
Article114(2)) 0.6% 4.5%
C. 0% riskveighted international organisation (see listinthe CRR,
o g g ( 0.3% 2.1%
Article118)
Private investor (and no guarantee from A or B) 98.9% 92.9%
D. Insurance company 0.2% 0.9%
E. Pensionfund 40.1% 30.6%
F. Asset manager 15.1% 19.7%
G. Hedge fund 33.3% 39.6%
H. Other 2.8% 2.2%
Part of private investor that is funded 89.7% 90.1%
204 0%4%2% = Central Governments or Central Banks
1%
/ ° 0% risk-weighted Multilateral Development Bank [see list CRR Article 114
= 0% risk-weighted International Organisation [see list CRR Article 118]

= |nsurance Company
31% )

= Pension Fund

= Asset manager

= Hedge Fund

20%

= Other

38.The predominant asset classes continue to be large corporates and SMEs, followed by trade
finance. This indicates that balanskeet synthetic securitisation is used more for the transfer
of corporate credit risk from banks to markets than for traditiorsdcuritisation. The
securitisation of SMEs has also been spufbgdhe mandate of the EIB/EIF. In general, the
securitised assets are primarily RWhensive assets that allow the objectives of risk transfer
and capital relief to be better achieved.

39Therehas been a trend in the diversification of the asset classes, which now also include
specialised lending (including infrastructure loans), commercial real estate, residential real
estate, trade receivables, auto loans, micro loans and farming loans. digeted average life
of the transactions is 3Bonths.

40.Securitised assets also tend to be assets that are core to the bank business, which reflects, on
the one hand, originato@nterest in balancesheet management and, on the other hand,
investor€ddemards for better alignments of interest. Consequently, it is not common to see
synthetic securitisation from stressed or distressed institutions, or synthetic securitisations of
nontperforming loan portfolios (which are mostly securitised unttestraditional securitisation
structure through true sale). None of the securitised transactions reported by the IACPM
contained norperforming portfolios.
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41 Retail exposures, such as RMBS and consumer loans, are less common in synthetic
securitisation. They are secus#id mostly for funding and not for credit risk manageméot
various reasons, including the fact that they have relatively lower risk weights. They also have
internal ratings and are more prone to being subject to concentration limits of the banks; they
are therefore more appropriate for traditional securitisation.

42.Going forward, we expect changes in the asset class#éseifight of the regulatory capital
requirements (including the output floor), which will decrease the credit risk transfer benefits
for SME loans and increase the capital benefits for specialised lending and consumer/retalil
exposures. Itis also expectdtht there may be an increase in mtirisdictional and/or multi

asset class portfolio trades.

Figure9: Asseé classes, volume (in EUR million) and number of trades (source: IACPM)
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==8== N\umber of trades 16 7 12 19 21 11 22 32 23 32 49

43 As indicated in the analysis above, the development of the synthetic securitisation market in the
EU can balivided into two episodes, before and after the financial crisis, with a number of
significant differences between these two periods. A summary of the main changesis provided
below.

a.While the majority of the transactions in the poeisis period were arbiage transactions, after
the crisis the European market was formed almost exclusively by batdeet transactions.

b.In contrast to the precrisis period wha a substantialproportion of synthetic securitisation
transactions were public and rated, sin¢etfinancial crisis the deals have mostly been executed

privately/bilaterally, without any involvement of the credit rating agencies.

c.With regard to originator@nvolvement, wiereas,before the crisisoriginators used to place
super senior tranches (tygally the largest tranches of a transaction in terms of volume), after
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the transition from Basdland Basdll, they started placing only mezzanine or mezzanineffirst
loss (smaller) tranches.

d.With regard to the credit protection mechanism used, unfundeedd protection was the
prevalent credit protection mechanism applied before the financial crisis, whereas funded
protection became the dominant mechanism aftbe crisis

FigurelO: Summary of the comparison between syntheti@rket precrisis and synthetic market postisis (EBA,
Integer Advisors)

Synthetic market precrisis Synthetic market postrisis
Market Public Private or bilateral
Type of securitisation Arbitrage and balance sheet | AlImost exclusively balance she
Private/public Mostly public and rated Mostly private and bilateral
Mostly corporates,
Assets Mostly corporates diversification and addition of

new asset classes

Largdo-mid-tier banks,

Originators standardised banks movingto | Large banks, mostlylak

IRB
Investors Broad, ABS mainly Narrow, alternative mainly
Government programmes National (e.g. KfW) E:Jé?gﬁ:v;" deviasupras (e.g. the

Full synthetic structure (senior
and junior)
Credit protectionmechanism | Unfunded Funded and unfunded for publi

Structure Mezzanine/junior only

44 According to the EBA Guidelines on SRT for securitisation transagtmmsapetent authorities
have to report, to the EBA, each securitisation transaction on which the EB@AliGesdequire
them to conduct a comprehensive assessment. The competent authorities report to the EBA on
an annual basidt should be noted that the data from the notifications represent a sample and
are not fully representative of the market. It is exgped that the data do not cover, for example,
all repeated transactions, transactions with exposures outside the EU, transactions pending
approval or other types of transactions.

45.Since the entry into force of the guidelines in July 2014, altogether 142r&RSEctions have
been notified by five competent authorities (European Central Bank, Greece, Italy, Sweden, UK),

with a total notional value of EUED9billion. Inthe case of SSM, the notifications are related to
transactions of significant institutionsovering various jurisdictions.

Figurell: Data on the SRT transactions notified to the EBA (from July 2014)

2014 2015 2016 2017 2018 Q12019 Total
Number of transactions 3 20 25 6 60 28 142
Synthetic transactions 3 17 17 3 35 20 95

10 https:/leba.europa.eu/regulatiorand-policy/securitisatiorandcoveredbonds/draft-guidelineson-significantrisk-
transfersrt-for-securitisationtransactions
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2014 2015 2016 2017 2018 Q12019 Total
Traditional transactions 0 3 8 3 25 8 47
. o 198894.3
Total notional value (EUR million) 332850 4136360 3132680 540080 9002830 27446.30 0
Synthetic transactions (EUR million) 332850 3657910 2448500 1736.7 4276510 1779110 126885 5
Traditional transactions (EUR million) 4784.50 684190 3664 4726320 9655.3 7220880

46.Synthetic securitisations represent a significant majority of the SRT transactions: 95 out of 142
transactions were synthetic, with the total notional valamounting to EUR26billion (63.%6
of the total notional value of all reported transactions).
Figurel2: Notional amount of synthetic and traditional SRT transactions, per year, from 2014 to Q1 2019 (in EUR
million)
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47 With respectto asset types in the synthetic securitisations, corporate loans were the most
widely used type of collateral in synthetic securitisation: 31 transactions, representing 45% of
the notional value, were collateralised by corporate loans. The other comnpas tyf collateral
were, in terms of number of transactions, commercial real estate, SME loans, trade finance and
other types of assets (such as consumer loans in 10 transactions, residential mortgages, social
housing, leasing receivables and mixed assaegy.

Figurel3: Type of collateral in the SRT synthetic transactions reported from July 2014
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45% = Corporate
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= Other
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= Trade Finance

9%
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Corporate 56832 44.9 31
Commerciateal estate 11105 8.8 24
Otherl! 29981 23.6 21
SMEs 15603 12.3 15
Trade finance 13164 10.4 4
All 126686 100.0 95

NYyhi KSND Ay Ot dzR &gas (ARedsindgrécyiahlds (1), comsdtiieHoans (10), social housimixéd)

asset types and otherollateral(6).
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49.The S&P data indicate that, in the prasis period, 80.1% of ratinga terms of numbeywere
arbitrage securitisations.

Figurel4: Arbitrage versus synthetic securitisations, number of ratings (source: S&P)
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50.The arbitrage sytietics have performed materially worse than balassteet transactions.

Figurel5: Lifetime default rate for synthetic tranches (as of the end of 2018; source: S&P)
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51.Balancesheet synthetics have performed better tharaditional securitisations, for all asset
classes (SME CLOs, RMBS, CMBS and other CLOs).

Figurel6: Lifetime default rates, selected asset classes (as of the end of 2018)

15
10
W Balance sheet synthetic
5 M True sale
0 I J

SME CLOs Other CLOs RMBS CMBS

(%)

52.The same applies to all the rating grades. The defaufopmance of balancesheet synthetics
is better than that of the traditional securitisations, for all selected asset classes (as of the end
of 2018).

Figurel7: Lifetime default rates, all rating grades of selected asset classeas @nd 2018)
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53.The figure below compares balanskeet synthetic tranches with true sale tranches rated by
S&P per asset class, using the average number of notches of rating transition over the life of the
tranche as a measure of average credit gyathange incurred by the tranches. Balamsteet
synthetic tranches appear to perform better than true sale tranches, with the exception of the
asset class dBther CLOQ
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Figurel8: Lifetime average change in credit quality es¢bd asset classes (as of the end of 2018, defined as average
number of notches rating transition over the life of the security to date; source: S&P)
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54 When interpreting the data, at least the following data limitations should be taken into account
with respect to their overall representativeness of the whole synthetic market:

a.The data cover only rated transactions (i.e. they are only partially representative of the market,
particularly after the financial crisis). They are mostly representative gbit&erisis market.

b.The data show the number of ratings but not the volume.

c.Comparing (balanesheet) synthetic transactions with true sale transactions within a specific
asset class and a specific jurisdiction is typically problematic because of sarapksses, as
within jurisdictions and/or specific asset classes there tends to be a bias towards one specific type
of securitisation, either the true sale or the synthetic one.

d.The definition of lifetime default may not be standardised across all institat{i.e. there may
be differences in how lifetime default is interpreted).

e.The type of underlying collateral, the vintage of the transaction and the business cycle conditions
in the jurisdiction of issuance are factors ttat likely to contribute to deermining the better
performance of balanceheet synthetics, as illustrated by the figures, while the transactions
included in the traditional securitisation sample are more biased towards jurisdictions that were
more severely hit by the crisis and/fathose underlying collaterak oflower quality.

55.The data from S&P suggest that, from a methodological perspective, there is no evidence that
would support anex anteexpectation of worse performance of the synthetic securitisation
instrument, as opposed to thtraditional securitisation instrument, once the other risk drivers
mentioned are accounted for.

56.The data from the IACPM show that there are zero default and loss rates on senior tranche, for
the significant majority of reported transactions and asses®dgs. Thisne exceptionis SMES,
amongwhich the average annual default rate on 21 reported transactions is 0.11%, and the
annual loss rate 0.02%. In any case, the maximum annual default rate for individual transactions
is 1.6%. The good performance oh&e tranches may be a consequence of various factors,
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including the originatd® continued servicing of the underlying exposures and the application of
eligibility criteria during the selection process of the underlying exposures.

Figurel9: Cumulative observed defaulted amount and loss amount &&dember 2018n the senior tranchdivided
by senior tranche size at inception and divided by number of years elapsed (to measure realised annual default rate and
realised annual logste; source: IACPM)
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Figure20: Realised annual default rate for senior tranche: average and maximum
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57.The default and loss rates are slightly higher when considering the whole portfolio (i.e. all
tranches and not senidranches only). The default and loss rates are highest for SMEs, followed
by specialised lendit§ The average annual default rate for SMEs is 0.59%, while the maximum
reported amount is 1.77%. With respect to average annual default rates for other dsssts
the value is in every case below 1%.
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Figure21: Cumulative observed defaulted amount and loss amount &2&dember.2018 on the securitised portfolio

divided by trade size at inception and divided by number of yearsszlgps measure realised annual default rate and
realised annual loss rate; source: IACPM)
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Figure22: Realised annual default rate: average and maximum (source: IACPM)
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58.Both the default rate and the loss rate are significatwbyer thanin the caseof comparable
portfolios (comparable portfolios are defined in the sample as portfolios from the same business
division or using the same rating model as the securitised pool). This indicates that the
originators tend to systematicigl choose®oreQexposures for synthetic securitisation, with
better default and loss performance than comparable exposures held on the balance sheet.
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Figure23: Default ratexrealised annual default rate, realised annualalgt rate on senior tranche and observed annual
default rate on a comparable but broader portfolio of the bank, aD&tember 2018 (e.g. from the same business
division or using the same rating model as the securitised pool; source: IACPM)
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Figure24: Loss rate: realised annual loss rate, realised annual loss rate on senior tranche and observed LGD on a
comparable but broader portfolio of a bank
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s estate
= Realised annual loss rate 0.03% 0.18% 0.07% 0.45% 0.00% 0.00% 0.00%
mmmmm Realised annual loss rate of senior 0.00% 0.02% 0.00% 0.00% 0.00% 0.00% 0.00%
mmmmm Observed LGD on a comparable portfolio38.02% = 42.67% | 24.00% 25.83% @ 36.21% 23.14% 38.27%
e \ f trades (LGD on comparable) 14 15 1 1 5 2 1
== |\ 0f trades (loss on senior) 22 21 5 5 3 3 1
== | Of trades (l0ss) 26 21 5 5 5 3 1

59.When interpreting the data, data limitations, particularly the following, shouldtddeen into
account:

a.Although covering a significant portion of the current synthetic market, the number of trades is
limited (to 70 transactions).

b.There is limited information on how the institutions in the sample identified comparable
portfolios.
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c.A relatively large part of the sample of transactions was originated in 2017 and 2018, and
underlying exposures have not gone through the default cycle yet.

60.In addition,the data froma large pension fund arelimajor investor inthe European synthetic
market indicatethe goodperformance of the transactions in whi¢he pension fundnvested,
which shows low default rates in general and zero default rates suffered by the originator on

the senior tranches (originators never suffered a loss on any of the transactionsesyad

in, i.e. 44 trades since 2006).
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3.3 Rationale

61.This section provides an assessment of a potential rationale for the development of the STS
framework for synthetic securitisation.

62 Before this assessment, the following aspetisutd be particularly considered: (i) the changed
landscapet market and regulatory developments and increased data availability since the
development of STS framework for traditional securitisation; and (ii) specificities of synthetic
securitisation compiaed with traditional securitisation.

3.3.1 Changing the regulatory and market environment

63.The first and crucial aspect to consider in the context of an assessment of the STS framework for
synthetics is the changed landscape in which the synthetic market opeiatésrms of both
market and regulatorgevelopments.

64 First, all types of securitisations, including synthetic securitisation, are now subject to strict and
comprehensive regulation. The Securitisation Regulation, applicable sisemeuary 2019has
replaced and strengthened the rules previously determined by a large number of EU acts and
has introduced additional requirements, leading to the creation of a stringent and
comprehensive framework for the regulation of all securitisation products.chh@gesnclude
enhanced rules on risk retention, due diligence by investordcredit granting substantially
strengthened transparency requirementsew rules such as those preventing the adverse
selection of assets with a higher credit risk profile in seisation, a ban on resecuritisation
and, last but not least, a strict sanctioning regime for negligence or intentional infringement of
the rules. Any securitisation issued from January 2019, as well as securitisations issued before
2019 for which originairs, sponsors and SSPEs decided to use the STS designation, should
therefore be compliant with regulatory requirements that are substantially stricter than those
applicable to securitisations a few years ago.

65.In addition, the EBA has increased its rolerahitoring the securitisation market. Under the
EBA Guidelines on SRT, the competent authorities submit annually, to the EBA, notifications of
all the SRT transactions that have been subject to their comprehensive review. Since July 2014,
the EBA has recaid notifications of 142 synthetic transactions altogether, with a total notional
amount of EUR99billion, which provide interesting quantitative information on the structure
of the deals.

66.Second, another important development compared with the recenstpa the increasing
volume, availability and comprehensiveness of data on the synthetic securitisation. The data
available now, covering a period of §8ars since the financial crisis, allow for a more
comprehensive and thorough assessment of volume @artormance of the market (although
the limitation of the data needs to be taken into account; see the section above for further
information on the available data).
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67.In addition, the quantity of available data on synthetic securitisation will increase even more in
the immediate future, in the context of the enhanced transparency requirements under the
Securitisation Regulation. The transparency requirements and thedatdised disclosure
templates developed by ESMA are applicable to both traditional and synthetic securitisation,
and provide very detailed information on underlying exposures as well as the securitisation
structure and counterparties. Public securitisasomust complete all templates, while private
securitisations are required to comply with the underlying exposure templates Afilyough,
in the caseof private transactionsthe disclosure templates will not be published and made
publicly available infte securitisation repositories, the disclosure templates will still need to be
used bilaterally between partigs the deal and may be accessed by both the supervisors and
the European supervisory authorities.

68.Third, the evidence available on the recentdaongoing market trends increases the relevance
of the potential STS framework. The observed market practices indicate a trend towards
increasing standardisation in the synthetic market as well as a growing appetite for the
harmonisation of this market segent. One of the major incentives in recent months has been
the publication in September 201,%0f the EBA Discussion Paper on the Significant Risk Transfer
in Securitisatiok?, which has stimulated debate and discussion in the synthetic securitisation
market. The EBA proposals put forward in the discussion paper, both on the structural features
of the transactions and on the amount/quantitative features of the transferred risk, have
affected transactions in the market and have also had impact on the assessffSRT by some
competent authorities. This indicates that there is scope for further standardisation of the
structural features of the synthetic securitisation. This has also been noticeable in the market
responses to the discussion paper, in which twemmon themes have been observed: (i) a
strong preference for harmonisation and a level playing field; and (ii) a desire to ensure that any
rules are workable and effective for the market.

69.The evidence available from different sources suggests that thekeh&as been reviving in
recent years, overcoming the stigma that has been associated with synthetic securitisation
during the postcrisis period. The trends suggest that there is sound appetite and potential for
the growth of the synthetic market on theriginator side (indicated, for example, by the PCS
label for synthetics that was introduced in 2017 and has been assigned to synthetics since then).

70.0verall, the developments in the last few years have strengthened a foundation for the future
growth of the synthetic sector and the relevance of an STS regulatory framework.

3.3.2 Spedcificities of synthetic and traditional securitisation

71While synthetic securitisation and traditional (i.&#ue sal€) securitisation may not
fundamentally differ in terms of the nate of the underlying exposures, risk tranching and
capital (waterfall) structures, there is an important difference between the ways of transferring
risk from the originator to the investor. While traditional securitisation realises this transfer by

13 https:/leba.europa.eu/egulationandpolicy/securitisatiorandcoveredbonds/discussiompaperon-the-significant
risktransferin-securitisation
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tranderring the actual underlying exposures as well as their ownership to an SSPE, synthetic
securitisation realises the risk transfer by means of a credit protection contract between the
originator and the investor, leaving the underlying exposures in theeogimp of the originator

and on its balance sheet.

72.In synthetic securitisation, therefore, the actual extent of risk transfer depends not only on the
capital structure of the transaction (i.e. the tranching) and potential mechanisms of support
from the orginator (as is the case in traditional securitisation) but also on the features of the
credit protection contract on which the originator and investor agree and on the
creditworthiness of the investor.

73.An inherent aspect of the transfer of credit risk b&texposures that remain on the origina@r
balance sheet is that the parties in synthetic securitisation #@mmmunicating vesselsin
contrast to traditional securitisatigrin which, because of the true sale, the originator transfers
both the risk ad ownership of the exposures to the SPV, and the links between the originator
and the investor are therefore less relevant. Therefore, while the regulation of traditional
securitisation (including the STS framework) is mostly focused on the protectiba imivestor,
in the case of synthetic securitisation the regulation (and any poteatim@ndment tothe STS
framework) should focus on both the originator and the investor. Mitigating the risks involved
in synthetic securitisation is thus as important fibre originato3 positions as it is for the
investoi@ positions. In synthetic securitisation, different contractual features can potentially
result in very different degrees of protection for the originator and the investor. In particular, in
a context inwhich both the originator and the investor in a synthetic transaction are credit
institutions, different contractual features can significantly bias the credit protection
arrangement towards a prudentially strong&@RTprocess for the originator and aget the
investor, or vice versa.

74.There are also different motivations for entering into traditional or synthetic securitisation.
Synthetic securitisation has emerged as a useful tool for a large number of banks in their credit
risk and capital managementavities, as it enables them to transfer credit risk to the private
capital markets efficientlythus freeing up both capital and lending limits and allmg them to
continue lending activities. In this regard, synthetic securitisation serves a diffpuepose to
traditional securitisation, which is more commonly used as a funding tool rathertbacredit
risk management tool.

75.Synthetic securitisation also tends to be easier to exedhtn traditional securitisation.
Originators may be incentivised to use synthetic rather than traditional securitisation owing to
the greater flexibility of the synthetic mechanism, which is cheaper in terms of costs and quicker
to arrange. It also allows theriginator to avoid the legal and operational difficulties that can
arisein a true sale transaction related to the transfer of ownership of the underlying exposures.
Synthetic securitisation also allows originators to address confidentiality issuesdétatéor
example, the obligo&dentity orcommercial secrets. Compared with traditional securitisation,
it is therefore also easier to mix asset classes and exposures from different jurisdictions, to
increase the diversification and granularity of ghertfolio.
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76.From a regulatory/supervisory perspective, compared with traditional securitisation, synthetic
Balancesheeecuritisation exposes the investor (protection provider) to the pure credit risk
of the underlying exposures. In particular, riskensiing from the cash flow profile of the
securitisation, such as pqgayment risk and interest risk, are less relevant to the inve&tor
position, as the cash flows from the underlying exposures are not passed on to investors (i.e.
they are not used to payhe premium/guarantee fee payments owed to the investors). In
addition, the legal risks relating to the transfer of ownership and the segregation of the
underlying exposures (claback risk, etc.) are not applicable within the synthetic securitisation
envronment.

77.The counterparty credit risk potentially arising in the credit protection contract is the only
element of complexity, from a transaction structure perspective, that is specific to synthetic
securitisation. Counterparty credit risk may arise foie toriginator of the transaction (the
protection buyer) because of the risk of default (or other events) in relation to the investor (the
protection seller), resulting in a lack of credit protection. Counterparty credit risk may also arise
for the investor(protection seller) because of the risk of default (or other events) in relation to
the originator, resulting in missed premium/fee payments by the originator and, if applicable,
the loss of collateral posted by the investor to the originator or to adtparty to fund the credit
protection.

78.Any STS framework would therefore need to be adapted to the specificities of the synthetic
securitisation particularly with respect to different specific risks (such as counterparty credit
risk), the specificities dhe cradit transfer and different motivations for both originators and
investors to engage in the synthetic securitisation.

3.3.3 Assessment of pros and cons of the STS framework for synthetics

79.The assessment of the STS framework for synthetics should includseparate discussions:

afirst, a discussion on thédirst stagei®. the possibility of developing an STS synthetic product,
namely a product that would be able to meet tRgualifyingriteria, thusensuring simplicity,
standardisation and transparenas well aspecific criteria for synthetic securitisation, capturing
all main risk drivers not related to the underlying exposures;

b.second, a separate discussion on tecond stagQix. the potentialy more risksensitive
regulatory treatment of suc an STS product.

80.These discussions should be perceived as separate, i.e. it may be possible to develop a
framework for an STS synthetic product without introducing a moreseasisitive regulatory

treatment of this instrument.

81.As a starting point, both aalyses acknowledge the technical feasibility of creating an STS
product, i.e. they take into account the fact that the structure of synthetic securitisation allows

the structure of traditional securitisation to be replicated, including that of STS tradlitio
securitisation, in terms of mitigating the main drivers of risk, such as agency and model risks that
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are not linked to underlying exposures. As a result, it is acknowledged that the synthetic
structure allows the performance of synthetic securitisatioe aligned with the performance

of traditional securitisation of the same asset class, and that, from a technical perspective, there
is no evidence that would suggest that the synthetic securitisation structure inherently results
in losses that are higer than those of the traditional securitisation structure.

3.3.4 Prosand cons of the development of an STS synthetic product

82.The STS synthetic framework has not been developed at global level (IOSCO/BCBS). The existing
Basel STC framework covers only traditional securitisation and does not extend to synthetic
securitisation. An STS framework for synthetic securitisation cobig tead to a super
equivalent regime, with additional operational issues for originators and investors.

83.The analysis below provides an assessment of the pros and cons of the development of an STS
synthetic product.

Pros Cons

Could be perceived as a highality label by less
sophisticated market players

Increasing relevance of the productinthe conte: Could lead to less issuance of traditional STS
of ongoing regulatory developments securitisations

Increased relevance of the produes ulting from

some advantages compared with traditional

securitisation

Further standardisation of the product and

opening of the market for smaller originators anc

investors

Importance of regulatory endorsement fdre

revival of the market

Potential positive impact on the financial and

capital markets, financial stability and the real

economy

Increased transparency ofétproduct

84.Increased transparency of the produthe STS framework would be targeted to ensure that all
the risks arising in syhetic securitisation are properly addressed, including risks related to the
overall complexity, riskiness and information asymmetries of the securitisation structure. This
would prevent the risks of arbitragendfraud andof the risks related to a lactf transparency
that were linked with some synthetic deals in the fmésis period. This should facilitate an
assessment of the risks of the securitisation transaction by the investor. All in all, the STS
framework should protect synthetic securitisatimom a future crisis and should thus have a
positive impact on financial stability.

85.Increasing relevance of the product in the context of current regulatory developniénats:
relevance and attractiveness of synthetic securitisation as a credit risk amchdesheet
management tool remains relevant in a more complex operating environment; this is in part due
to recent regulatory developments that enhance requirements for b@ridelancesheet
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management. These include, in particular, the following regulatiyelopments: (i)the
Baselll framework approved in December 2017 and applicable from 2022, including
strengthened capital requirements, revisions to the leverage ratio and introduction of the
output floor; (ii) requirements under accounting reform B®R (iii) exposure management
requirements; and (iv) changes in the context of the Fundamental Review of the Trading Book.
These changes may lead, on the one hand, to increased demand by banks for equity and equity
linked or TLAC instruments and, on théher hand, increased focus by banks on a better
balancesheet management through the available credit management tools.

86.Increased relevance of the product due to some advantages, compared with traditional
securitisation:As mentioned above, synthetic setigation provides more flexibility than
traditional securitisation and helps to owmme administrative, legal and operational
constraints involved in traditional securitisation, particularlythre case of thetrue sale
mechanism. It allows a greater sgeum of exposures to be securitised and capital to be freed
up more quickly. This is especially relevant to the securitisation of SME Ibafss facilitates
the securitisation otypes of exposurethat are not suitable for traditional securitisatiqe.g.
loans with transfer restrictions, such as larger corporate loandoans to borrowers in
jurisdictions where it is impossible to achieve an effective true sale).

87.Further standardisation of the product and opening of the market for smaller originators and
investors:The STS framework would enhance the standardisation of the productshdudd
result in more investor confidence in the securitisation product ang loglercome the post
crisis stigma that the market has attracted. Standardisation of the product would also help open
the market and reduce the entry barriers for less sophisticated banks on the originator side as
well as smaller players on the investmeittes

88.Importance of regulatory endorsement for the revival of the marketedback from a number
of stakeholders indicates that regulatory endorsement of the synthetic product going hand in
hand with harmonisation and standardisation is of crucial imporégoc the originators for the
destigmatisation, economic viability and revival of the market. It would stimulate more banks to
issue synthetics, and this in turn would increase the investor base.

89.Potential positive impact for financial and capital markdisancial stability and the real
economy:Synthetic securitisation can bring about important benefits for the capital markets
and the real economy. It has the potential to improve efficiencies in the financial system and
enhance the financial stability dfe financial sector as a whol8ome of the systemic benefits
that may otherwise not be available through alternative forms of capital (equity, AT1, etc.) are
as follows:

a.The synthetic securitisation provides a second pair of eyes for analysis of thegtwe extent
that the pool of performing exposures is representative of a @nokerall exposure in that area,
the fact that the bank is able to execute a deal indicates that the underwriting quality and the
bank® systems and processes stand up t® tlue diligence of an investor.
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b.If soundly structuredthe synthetic securitisatiortan provide a risk diversification tool for the
banks, it can be used as an instrument for the hedging of tail risk in economic downturn, and it
can enable the risk trangférom banks to nofbank entities and hence facilitate the allocation of
risk more widely within the Union financial system.

c.The synthetic securitisation has notable potential to free up origin&lmtance sheets, to allow
for further lending to the ecoomy. This may be relevant for the revival of SME lending.

90.The introduction of an STS synthetic prodaty have potential negative consequences, such
as potential confusion of the market with a tWayer structure (STS/neBTS versus
traditional/synthetic) and increased ris&f moral hazard due tdhe perception &mongless
sophisticated market players) that the STS label inherently means ayjbadity product.

91.It could also lead to less issuance of traditional STS securitisations (altlgpgyhthe different
objectives of the traditional and synthetic securitisations, no materially significant impact on
traditional securitisation is expectetrough the introduction of an STS synthetic product) or to
further STS developments later on, suels developments in STS mparforming loan
securitisations.

3.3.5 Prosand cons of the introduction of more riskensitive regulatory treatment of
the STS synthetic product

92.The analysis below provides an assessment otdbeond stagef the STS frameworkei. the
potential differentiated regulatory treatment of such an STS product.

Pros Cons

Stimulation of the development of an STS prodt
more in line with the actual performance of
balancesheet synthetics, more risk sensitive
regulatory framework

Overcoming constraints of the current limited ST
risk-weight treatment of SME synthetic
securitisations

Ensuring more regulatory alignment with the
traditional securitisation

Positive impact of the synthetic securitisation on
the financial markets and stdiby

No prderential treatment for STS synthetic
securitisatiorhas been developed at global level
(10SCO/BCBS)

Potential increased risks for the banking sector
the case of material exposures to STS synthetic

Limited experience with STS traditional framewc

Potential overuse of synthetic securitisation

93.Stimulation of the development of an STS prodRetyulatory recognition in the form of more
sensitive regulatory treatment (such as lower risk weights) can be considered a natural
implication of the development of an STS product that is simpler, more standardised and more
transparent than other types ofsynthetic securitisation, as well as the good historical
performance of the synthetic securitisation.
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94.0vercoming constraints of the current limited STSwisight treatment of SME synthetic
securitisationsThe practicability of the provisions on STSatreent of synthetic securitisation
of SME portfolios in Artic270 of the CRR is limited. The synthetic securitisation needs to meet
the STS criteria that have been specifically designed for traditional securitisation and are difficult
to apply to synthefc products without further interpretation or clarification of the STS
traditional criteria, as specified in this report.

95.Ensuring more regulatory alignmenThe development of a twstage STS framework for
synthetics would ensurgreaterregulatory alignrent with similar treatment of the traditional
securitisation.

96.Positive impact of the synthetic securitisation on the financial markets and stalility:
regulatory recognition of the STS product, and an expected increase in demand and issuance,
would further enhance the potential positive impacts of the synthetic securitisation. For
example, the bankdending capacity would be increased, more capitalld be freed up for
further lending to the economy, and more risk would be transferred to be spreadsathe
financial systemkurthermore, STS is also an investor protection standard and will enhance the
guality and transparency of the product for all stakeholders involved, including investors and
supervisors, withoutjeopardisingthe financial stabilityif the regulatory capital benefit is
restricted to the senior tranche of the protection buyer only.

97.Not includedin the Basel standard©ne of the main deficiencies of the STS framework for
synthetics is thait is not envisaged in the Basel standafithe existing Basel STC framewaork
covers only traditional securitisation and does not extend to synthetic securitisation. It is also
unlikely that this framework in particular the more riskensitive regulatory treatmert will
be developed in the futw, taking into account the fact that no consensus has been reached
amongBasel members, including the United States. However, the deviations from the Basel
standards are not without precedence (for example, the EU extends fawoerabletreatment
to covelred bonds than the Basel standards).

98.Potential risks for the banking sectdihe introduction of lower capital requirements for banks
may increase the opportunistioehaviour of banks and the motivation for banks to engage in
securitisation for capital berigs. This could lead tdhe introduction into the originato@
balance sheetof excessive leverage that is inherent in synthetic securitisation @ndd
potentially have a negative impact on the stability of the bank.

99.Limited experience with STi@ditional framework:lt should also be considered that there is
currently a lack of practical experience with the STS traditional securitisation framework, which
entered into force in January 2019 and has not yet been fully implemented. It may be argued
that some experience should be gathered with the functioning of the STS traditional framework,
before establishing any preferential regulatory treatment for a possible STS framework for
synthetics, which may be considered too early at this stage.
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100. Potential overuse of synthetic securitisatiorintroduction of a differentiated capital
treatment for STS synthetic securitisations could lead to a potential-userof synthetic
securitisation and provide the incentive to a potential laigpale substitution ofegulatory
capital by risk mitigation strategies (i.e. RWA reductions) by banks which could result i@banks
increased leverage if not properly monitored and supervised.

3.4 Criteria for STS synthetic securitisation

3.4.1 Introduction

101. This chapter sets out the proposed criteria in order for synthetic securitisations to fall under
the BTSsynthetic securitisation framework.

102. When developing the criteria, the objective has been to achieve a high degree of
consistency with the existing STcriteria for the traditional securitisation so as to ensure the
following:

a.that the overall complexity and riskiness of the securitisation structare appropriately
mitigated;

b.that the introduction of an STS framework for synthetic securitisation shawit avert the
incentives of an originator when adopting a certain securitisation technique (e.g. it should not
incentivise the originator to securitise, in a synthetic format, the exposures that, owing to specific
features of riskiness, are not eligihlader the STS framework for traditional securitisation).

103. The proposed STS criteria for synthetic securitisation have been designed by taking into
account objectives addition&d those of theSTS criteria for traditional neABCP securitisation.
While theSTS framework for traditional securitisation is primarily designed from the perspective
of the investor so as to ensure investor protection (as the protection of the originator is less
relevant because of the true sale/transfer of the exposures), thefi@hi®work for synthetic
securitisation is designed to ensure the protection of both the originators and the investors (as
the originator usually acts as an investor of the senior tranche, the securitised exposures remain
the exposures on the balance sheatthe originator, and both parties have exposures to the
counterparty credit risk).

104. The criteria have been developed by taking the STS criteria for traditional securitisation as
a basis. The criteria have been adapted as follow:

a.A set of criteria for ST®aditional securitisation that is not workable in synthetic securitisation
transactions owing to inherent differences from the traditional technique has been eliminated or
adapted, for example the criterion of no embedded maturity transformation has be¢éeted as
the underlying assets are not sold to an SPPE and therefore there isfimameing risk in a
synthetic securitisation.

b.A set of new criteria, specific to synthetic securitisation, have been introduced:
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i. Ensure that the STS framework only targbalancesheet synthetic securitisation, as
opposed to arbitrage securitisation.

i. Ensure that the credit protection agreement is structured to adequately protect the
position of both the originator and the investor from a prudential perspective.

iii.  Address conterparty credit risk for both the originator and the investor. Itis important
that synthetic transactions alsdequately mitigate the counterparty credit risk incurred
by the originator, to adequately mimic comparable traditional securitisation postio
when such a risk does not arise.

105. Figure 26rovides an overview of the STS criteria and a comparison with the STS criteria
for traditional securitisation.

Figure25: Overview of STS criteria and comparison with STS critetraditional securitisation

Simplicity
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Criterion10: Originatof® expertise

Similar to the criterion on originat@ expertise
[Art. 20(10)]

Criterion11: Nodefaulted

outstanding disputes

exposures or exposures subject t

Similar to the criterion on no defaulted exposures
[Art. 20(11)]

Criterion12: At least one paymen
made

Similar to the criterion on at least one paymentmad
[Art. 20(12)]

Standardisation

Criterion13: Risk retention
requirements

Similar to the criterion on risk retention requirement]
[Art. 21(1)]

Criterion14: Appropriate
mitigation of interest rate and
currency risks

Adaptation of the criterion on appropriate mitigation|
of interest rate and currency risks [AB1(2)]: to
further specify measures for appropriate mitigation
interest rate and currency risks, adapted to syntheti
securitisation

Criterion15: Referenced interest
payments

Similar to the criterion omeferenced interest
payments [Art21(3)]

Criterion16: Requirements after
enforcement/acceleration notice

Adaptation of the criterion on requirements after
enforcement/acceleration notice [Ar21(4)]: adapted
to reflect the fact that not all synthetisecuritisations
use SSPE

Criterion17: Allocation of losses
and amortisation of tranches

Adaptation of the criterion on requirements for nen
sequential priority of payments [Ar21(5)]: adapted

with additional requirements for pro rata amortisatig
and allocation of losses

Criterion18: Early amortisation

of the revolving period

provisions/triggers for terminatior

Adaptation of the criterion on early amortisation
provisions/triggers for termination of the revolving
period [Art.21(6)]: adapted wit requirements for
early amortisation only in the case of the use of an
SSPE

Criterion19: Transaction
documentation

Adaptation of the criterion on transaction
documentation [Art21(7)]: with additional
requirements for servicing standards and processir

Criterion20: Service® expertise

Criterion22: Timely resolution of
conflicts between investors

Similar to the criterion on servic@rexpertise
[Art. 21(8)]

Similar to the criterion on timely resolution of conflic
between investors [Ar21(10)]

Transparency

Criterion23: Data on historical
default and loss performance

Similar to the criterion on data on historical default
and loss performance [Ar22(1)]

Criterion24: External verification
of the sample

Similar to the criterion on extemakrification of the
sample [Art22(2)]

Criterion25: Liability cash flow
model

Similar to the criterion on liability cash flow model
[Art. 22(3)]

Criterion26: Environmental
performance of assets

Similar to the criterion on environmental performang
of assets [Art22(4)]

Criterion27: Compliance with
transparency requirements

to synthetic
securitisations

Requirements specific

Similar to the criterion on compliance with
transparency requirements [Ar22(5)]
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106. The following sections outline the set of individ@&al'S criteria for synthetic securitisation.
It should be clarified that, as criteridnrequires that the protection buyer under the credit
protection arrangements is an originator with respect to the securitised exposures, and given
that according to theonsor definition pursuant to Artict&(5) of the Securitisation Regulation
only credit institutions or investment firms other than the originator can qualify as a sponsor, all
the obligations specified for the originator and the sponsor in the STS ariteritraditional
securitisation have been limited to the originator in the STS criteria for synthetic securitisation.

107. In addition, to further enhance consistency between the STS framework for synthetic
securitisation and the STS framework traditional seésation, as well as facilitate the uniform
application of any STS framework for synthetic securitisation, the EBA recommends that the
criteria should be further clarified by the issuance of respective STS guidelines.

108. For the avoidance of doubt and anyisunderstandings, the proposed STS criteria for
balancesheet synthetic (both the criteria compared with traditional STS and the individual

criteria) are developed for STS synthetic transactions only. The EBA does not recommend any
changes to the noi$TS ysthetic regulatory framework for securitisation.

3.4.2 Simplicity criteria

Balancesheet synthetic securitisation, credit risk

Criterion1 e

mitigation

Replacement of the criteria in Artle 20(1)(5) with
Comparison with the criterion for definition of balancesheet synthetics and
traditional securitisation requirement to ensure robustness of credit

protection contract (credit risk mitigation criteria)
Content of the criterion

General requirements for balanceheet securitisation

In order to be considered anTS synthetic balanesheet securitisation, the following
requirements should be met:
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1. The securitisation should besgnthetic securitisationas defined in Articl@(10) of the
Securitisation Regulation.

2. The protection buyer under the credit protection anmgements establishing syntheti
securitisation isan EUregulated entity subject to authorisation/licensing regime that
is established in the Uniorand is anoriginator with respect to the underlying
exposures, as defined in Arti@€3) of the Securitiggon Regulation.

3. When the protection buyer is an originator with respect to the underlying exposui
as defined in point (b) of Articl3) of the Securitisation Regulation, i.e. the exposur
underlying the synthetic securitisation have been purchased from a third pafore
they are securitisedhe originator should apply to the purchased exposures credit &
collection policies workout policies and servicing policies that are no less stringent
those that the originator applies to similar exposures that havebsatn purchased.

4. The underlying exposures are part of ttw@re lending or any other core business activ
of the protection buyer.

5. The underlying exposures should tbeld on the balance sheet of the protection busye
(or a member of the same corporate gmas the protection buyer), at or before tF
closing date.

6. The protection buyer should undertake in the securitisation documentatioh to
further hedgeits exposure to the credit risk of the underlying exposures beyond
credit protection obtained through the synthetic securitisation in a manner that res
in the double hedging of the same credit risk.

Credit risk mitigation rules

The credit protectin agreement establishing the synthetic securitisation should comply witt
credit risk mitigation rules laid down in Artic9 of the amended CRR (including 1
requirements on SSPE) or with equivalently robust applicable requirements in cas
protection buyer is not an institution regulated under the CRR.

Rationale for the criterion

The objective of the criterion is to set out requirements for balasbeet synthetic
transactions, i.e. those transactions in which the regulated instit@ignimaly objectiveisthe
transfer of credit risk of exposures that the regulated institution itself holds on its balance st
The ultimate object of credit risk transfer should be exposures originated or purchased t
institution within a core lending/busirss activity of such regulated institutions and held on i
balance sheet (or regulatory balance sheet, in the case of prudentially regulated institutior
the closing date. In order to ensure alignment with the traditional STS framework,
protectionbuyer needs to be an EU established entity.

This criterion should exclude arbitrage securitisations, i.e. transactions in which the prote
buyer purchases exposures outside their core lending/business activity, for the sole purpc
writing credit piotection on them (i.e. securitising them) and arbitraging on the yields resull
from the transaction. Ensuring that the management of exposures purchased for the pur
of securitising them is consistent with that of similar exposures not securitisegp@tant to
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avoid the occurrence of moral hazard behaviours by the protection buyer that could result
overall lesser credit quality of the securitisation transaction, ultimately affecting both retai
securitisation positions and securitisationgitions placed with investors.

This criterion should also exclude arbitrage transactions in which the risk is subject to a d
hedge (for example, when more than one credit default swap is used to hedge the same
risk).

In order to ensure legal cminty in terms of the payment obligations, the protection buye
should make sure that it does not hedge the same credit risk more than once by obtaining «
protection in addition to the credit protection provided by the synthetic securitisation dchs
a credit risk.

In order to ensure the robustness of the credit protection agreement, this agreement sh
fulfil the credit risk mitigation requirements in accordance with Art&4@ of the amended CRF
that have to be met by institutions seeking sfgant risk transfer through a synthetic
securitisation.

Criterion2 Representations and warranties

Article20(6)

Adapted criterion: extension of required
representations and warranties anddaptation of
their objective and content to synthetic
securitisation

Comparison with the criterion for
traditional securitisation

Content ofthe criterion:

The securitisation documentation should contain the representatasvarrantiesprovided by
the protection buyer that the following requirements, in respattthe underlying exposures
are met, as a condition of enforceability of the credit protection:

9 Title to and accounting of the exposureHl the protectionbuyeris a credit institutionor
aninsurancecompany, either the protection buyer or a member of the same corpo
group as the protection buyer has full right, good and valid title to the underl
exposures and their associated ancillary rights and accounts for the credit risk
underlying eposures irthe regulatory balance sheet. If the protection buyer is no
credit institution or an insurance company, the protection buyer or a member of
same corporate group as the protection buyer has full right, good and valid title tc
underlyng exposures and their associated ancillary rights.

1 Compliance of the exposures with all eligibility criteria set out in the securitisati
documentation: On the date it is included in the securitised portfolio, each underh
exposure complies with alligibility criteria and any other conditions, other than a cre
event, for a protection payment in accordance with the credit protection agreer
within the securitisation documentation.
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f Financing agreemen®alidity and enforceability Tothe best ofif KS LINR & S C
knowledge, the contractual agreement for each underlying exposure contains a
valid, binding and enforceable obligation of the obligor to pay the sums of m
specified in it.

1 Underwriting standards The underlying exposuresemt the standard underwriting
criteriaand theseare no less stringent than the underwriting criteria that the origina
applies to similar exposures that are not securitised.

1 No obligor default or other material breachTo the best of the protection buj&X
knowledge, on the date it is included in the securitised portfolio, none of the obli
with respect to each underlying exposure are in material breach or default of any of
obligations in respect of that underlying exposure.

! No untrue informationY ¢ 2 GKS o6Sad 2F (G4KS LINRGS
untrue information on the particulars of the underlying exposures contained in
securitisation documentation.

As at the closing date, in relation to each underlying exposure, no contragtetment
between the obligor and the original lender has been subject to any variation, amendmen
modification, waiver or exclusion of time of any kind thatin any material way adversely aft
the enforceability or collectability of the underlying espre.

Rationale for the criterion:

To enhance the legal certainty with respect to the underlying exposures and enforceabilit:
respect to credit protection agreement, the securitisation documentation should contain sp
representations anavarrarnies provided by the protection buyer in respect of the characteris
of those underlying exposures and the correctness of the information included in
securitisation documentation. Necompliance of the underlying exposures with t
representations ad warranties should lead to neenforceability of the credit protection
following a credit event.

Criterion3 Eligibility criteria, no active portfolio managementi

Article20(7)

Adaptation ofthe criterion: adaptation of allowed
portfolio management techniques, inclusion of
additional conditions for the removal of the
underlying exposures in securitisation

Comparison with the criterion for
traditional securitisation

Content ofthe criterion

The underlying exposures should, at all times, be subjectrédgiermined, clear and well
documented criteria determining their eligibility for protection under the credit protectior
agreement establishing the synthetic securitisation.
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After the closing date, the securitisation should not be characterisedrbyactive portfolio
managementon a discretionary basis. The following should, in principle, not be considere
active portfolio management:

9 substitution of exposures that are in breach of representations and warranties;

1 if the securitisation includes a replshiment period and the addition of exposures tf
meet clearly defined replenishment conditions.

In any case, any exposure added to the securitisation after the closing date should meet
eligibility criteria that areno less stricthan those applied in the initial selection of underlying
exposures at the closing date.

An underlying exposure may bemovedfrom the securitisation if it:
9 has been repaid or otherwiseatured;

1 has been disposed of during the ordinary course of the guton buyer business
provided such a removal would not constitute implicit support for the purposes
Article250 of the CRR;

1 is subject to a refinancing, restructuring or similar amendment that is not credit d
and that occurs during the ordinarouarse of servicing such an exposure (for exam
maturity extension);

1 did not meet the eligibility criteria at the time it was included in the securitisation bec:
of anerror in the underlying exposures.
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Rationale for the criterion

Eligibility critera are essential safeguards in synthetic securitisation transactions, as

determine the validity of the credit protection purchased by the protection buyer. Protect
buyers and protection sellers should be in a position to identify, in a clear astbtamt fashion,

under which criteria exposures are selected to be securitised. The selection should not

opaque process. Legal clarity over the eligibility for credit protection reduces legal risk.

To enhance legal certainty, additional criteria hde=n added to limit the conditions under
which an underlying exposure may be removed from the securitisation, once it has entere
securitisation under the clearly defined eligibility criteria.

Active portfolio management adds a layer of complexity megeases the likelihood of cherry
picking practices occurring, which may undermine the effectiveness of credit protection
hence increase the risk of the securitisation positions retained by the protection buyer. A
management is deemed to arisehenever the manager of the portfolio sells one or mol
exposures that were initially included in the securitisation. Replenishment practices
practices of substitution for nenompliant exposures in the transaction due to previous errc
in the selection of exposures should not be considered active management of a trans@ct
portfolio, provided that they do not result in any form of chepigking.

Replenishment periods and other structural mechanisms resulting in the inclusion of expo
in the searitisation after the closing date of the transaction may introduce the risk tt
exposures of lesser quality could be added to the pool of exposures protected under the ¢
protection agreement. For this reason, it is important to ensure that any expasdded to the
securitisation after the closing date meets eligibility criteria that are similaand not weaker
than, those used to structure the initial pool of the securitisation.

Homogeneity, enforceable obligations, full recour

Criterion4 . .
to obligor, periodic payment streams
Comparison with the criterion for Article20(8)
traditional securitisation Similar
Content of the criterion

The underlying exposures should meet the following criteria:

- The synthetic securitisation should be backed Ippal of underlying exposures that al
homogeneous in terms of asset type, subject to conditions clearly defined and spe
in the transaction documentation.

- The underlying exposures should comprise obligations of the debtors and,
applicable, guanators to pay the sums of money specified in the terms that
contractually binding and enforceable, with full recourse to debtors and, w
applicable, guarantors.
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- The underlying exposures should have defined periodic payment streams
instalments ofwhich may differ in their amounts, relating to rental, principal and inter
payments or commitment fees, or to any other right to receive income from as
supporting such payments.

- The underlying exposures may also generate proceeds from the salg ihanced or
leased assets.

Rationale for the criterion
See the overarching rationale for consistency with the traditional qualifying framework.

Commitment fees have been included, as some synthetic securitisations include unused
lines orundisbursed loans as underlying exposure

As regards the homogeneity, additional homogeneity criteria should be developed to spec
homogeneity in terms of asset type, as has been similarly done for traditional securitisat
the regulatory technial standards on homaogeneity, which should take into account specific
of synthetic securitisation.

Criterion5 No transferable securities
Comparison with the criterion for Article20(8)

traditional securitisation Similar

Content ofthe criterion

The underlying exposures should not include transferable securities, as defined ir{4zb)imif
Article4(1) of DirectivR014/65/EU, other than corporate bonds that are not listed on atrac
venue.

Rationale for the criterion
See the overarching ratiale for consistency with the traditional qualifying framework.

Excluding transferable securities other than corporate bonds that are not listed on tra
venue is particularly important in the case of synthetic transactions, as it ensures tha
propod STS framework targets orilgalancesheetiransactions, as opposed télrbitrage
transactions that were structured in the past to include different types of securities
underlying exposures.

Criterion6 No resecuritisation
Comparison with thecriterion for Article20(9)
traditional securitisation Similar

Content of the criterion

The underlying exposures should not include any securitisation position.
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Rationale for the criterion
See the overarching rationale for consistency with titalitional qualifying framework.

The definition of balanceheet synthetic securitisations for STS purposes should ex
resecuritisations. In the past, resecuritisations have been structured into highly level
structures in which lower credit quajitnotes could be rpackaged and credit could b
enhanced, resulting in transactions in which small changes in the credit performance
underlying assets severely affected the credit quality of the resecuritisation tranches
modelling of the credi risk arising in these bonds proved very difficult because of |
correlations arising in the resulting structures. Synthetic resecuritisations were often struc
with arbitrage purposes and did not serve the credit risk transfer as a primary olgjedmi
addition, unlike synthetic securitisations that are not structured for arbitrage purposes an
not using securitisation positions as underlying exposures, synthetic resecuritisations perf
materially worse than traditional securitisations thaere structured largely in line with the S
criteria for traditional securitisation.

Underwriting standards and material chang
thereto

Article20(10)

Criterion7

Adaptation of thecriterion: additional clarification
with respect to the types of eligible obligors and
with respect to underwriting of the underlying
exposures

Comparison with the criterion for
traditional securitisation

Content of the criterion

The underwriting standards pursuant to which the underlying exposures are originadearsy
material changes from prior underwriting standards should be fully disclosed to potential
investors without undue delay.

The underlying exposures are underwritten with full recourse to an obligor that is an indivi
an SME or a corporate body atidht is not a specigburpose entity.

No broker intermediary or similar party was involved in the credit or underwriting decisions
relating to the underlyingexposures

Rationale for the criterion
See the overarching rationale for consistency with thadttional qualifying framework.

Some arbitrage synthetic securitisations have been structured in the past with SSF
underlying obligors or by involving third parties, such as broker intermediaries, in the cre
underwriting decisions with respecbtthe underlying exposures. To ensure that only gent
balancesheet securitisations of underlying exposures that are part of the core/business au
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of the originator can be eligible under the STS framework, no SSPEs should be allowed as
andno broker intermediaries and similar parties should be involved in underwriting decisic

Criterion8 Seltcertified loans
Comparison with the criterion for Article20(10)
traditional securitisation Similar

Content of the criterion

In the case oéecuritisations in which the underlying exposures are residential loans, the pc
loans should not include any loan that was marketed and underwritten on the premise the
loan applicant was made aware of the fact that the information provided mightbe verified
by the lender.

Rationale for the criterion

See the overarching rationale for consistency with the traditional qualifying framework.

Criterion9 Borrower creditworthiness

Comparison with the criterion for Article20(10)
traditional securitisation Similar

Content of the criterion:

The assessment of the borrow@rcreditworthiness should meet the requirements set out
Article8 of Directive2008/48/EC or paragraplisto 4 point (a) of paragrafgh and paragraph
of Articlel8 ofDirective2014/17/EU or, if applicable, equivalent requirements in third countr
to the extent that such standards would, according to their terms, apply to the indivi
underlying exposures.

Rationale for the criterion:

See the overarching rationafer consistency with the traditional qualifying framework.

Criterion10 Originator® expertise
Comparison with the criterion for Article20(10)
traditional securitisation Similar

Content of the criterion

The originator or original lender should hae&pertise in originating exposures that are of
similar nature to those securitised.

Rationale for the criterion
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See also the overarching rationale for consistency with the traditional qualifying framewor

In light of the criterion that requires that #hunderlying exposures should refer to a cc
lending/business activity of the originator/purchaser of the credit protection, this crite
appears less relevant in the case of synthetic securitisations than in the case of trac
securitisations. Ihas, however, still been kept, as, owing to strategic decisions, institutions
define new core/business activity in respect of whitte required expertise has yet to be
developed.

No defaulted exposures or exposures subject

Criterion11 . :

outstanding disputes
Comparison with the criterion for Article20(11)
traditional securitisation Similar
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Content of the criterion
At the time of selection, the underlying exposures should not include:

1 exposures in default within the meaning of Artid[8(1) of Regulation (EL
No0575/2013;

9 exposures to a creditmpaired debtor or guarantdhat:

0 to the best of the originatd® or original lende® knowledge has been declare
insolventor whosecreditors have beergrantedby a courta final norappealabl
right of enforcement or material damages as a result of a missed payment
three years prior to the date of origination of the underlying exposurebichhas
undergone a debtestructuring process with regard tts non-performing exposure
within three years prior to the date of selection of the underlying exposuiakess

A arestructured underlying exposure has not presented new arrears sin
date of the restructuring, which must have taken place at least one
prior to the date of selection of the underlying exposures;

A the information provided by the originator in accordance with points (a
(e)(i) of the first subparagraph of Artic€l) of the Securitisation Regulat
explicitly sets out the proportion ofesstructured underlying exposures, 1
time and details of the restructuring and their performance since the
of the restructuring;

0 was, atthe time of origination of the underlying exposure, if applicable, on a
credit registry of persons with adrse credit history or, if there is no such pu
credit registry, another credit registry that is available to the originator or the or
lender;

0 has a credit assessment or a credit score indicating that the risk of contra
agreed payments riobeing made is significantly higher than for compar
exposures held by the originator that are not securitised.

Rationale for the criterion

See the overarching rationale for consistency with the traditional qualifying framework.

Criterion12 At least one payment made
Comparison with the criterion for Article20(12)

traditional securitisation Similar

Content of the criterion

The debtors should, atthe time of inclusion of tleéevantexposures in the securitisation, hay
made at least one paynm¢. This does not include revolving securitisations, in which expos
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are payable in a single instalment or have a maturity of less than one year, including withc
limitation of monthly payments on revolving credifhis criterion does not apply o exposure
that represents the refinancing of a pexisting exposure already included in the securitisati

Rationale for the criterion
See the overarching rationale for consistency with the traditional qualifying framework.

STS synthetisecuritisation should minimise the extent to which investors are required to
analyse and assess fraud and operational risk. At least one payment should therefore be
by each underlying borrower at the time of inclusion of the exposure in the sectiotisaince
this reduces the likelihood of the exposure being subject to fraud or operational issues; th
does not include revolving securitisations, in which the distribution of underlying exposure
subject to constant changes because the securitisatelates to exposures payable in single
instalment or with an initial legal maturity of less than one year.

Examples of exposures to which the requirement of at least one payment being made at t
time of inclusion of the exposures in the securitisatitmes not apply should include personal
overdraft facilities, credit card receivables, trade receivables, trade finance obligations ant
dealer floorplan finance loans.

3.4.3 Standardisation criteria

Criterion13 Risk retention requirements
Comparison with thecriterion for Article21(1)

traditional securitisation Similar

Content of the criterion

The originator or original lender should satisfy the risk retention requirement in accordanc
with Article6 of the Securitisation Regulation.

Rationale for the crierion
See the overarching rationale for consistency with the framework for traditional securitisat

Although it is not strictly necessary to include this requirementin the STS criteriatloggéris
applicable to all securitisations, as per Art@lef the Securitisation Regulation, it is includ
here for consistency purposes.

Appropriate mitigation of interest rate and curren

Criterion14 _
risks

Comparison with the criterion for

» e Article21(2)
traditional securitisation
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Adapted to furtherspecify measures for appropriats
mitigation of interest rate and currency risks

Content ofthe criterion

Currency risk: The transaction documentation should clearly describe how any curren
arising in synthetic securitisation waffectpayments tathe protection buyer and the investors

91 If applicable, any collateral securing the credit protection obligation mus
denominated in the same currency as that used for the credit protection (i.e
transaction currency)

Interest rate risk: The transaction documentation should clearly describe how any interes
risk associated with synthetic securitisation will be mitigatedahdtimpactit will have on the
payments to the protection buyer and the investor.

In the cae of a synthetic securitisation involving an SSPE, the amount of th& $&Bikties in
terms of interest payments to investors at any payment date should be equal to or less thi
amount of its income from the protection buyer and any collateaabngements at suct
payment date.

The underlying exposures should not include derivatives, other than derivatives entered ir
for currency or interestate hedging purposes in connection with the underlying exposures.

Those derivatives should be underwett and documenteth accordance witltommon
standards in international finance.

Rationale for the criterion

Unlike in the case of traditional securitisation, the interest and principal cash flows gener
by the underlying exposures in synthetsecuritisation are not used to repay investors
Payments towards synthetic securitisation investors are limited to the creditpiskection
premium and, as applicable, the yield from theimgestment of the collateral used in fundec
transactions and theedemption of such collateral, which will be used to repay noteholders
maturity or at early termination of theontract.

However, the originator (protection buyer) of synthetic transactions may (i) face instanc
under-protection due to exchange ratfluctuations in transactiongvolving more than one
currency; (ii) be exposed to interest rate mismatches, itself or through the SSPE set up t
notes to investors, in which it guarantees, to investors, a return on the collateral receiv
creditrisk protection beyond the payment of the due credit protectiwemium.

Currency risk: In synthetic securitisation transactions in which the underlying exposure
denominated in a currency that is different to the currency used for the credit praediie.
the transaction currency), thre arises therisk that, because of exchange rate fluctuations ¢
depending on the reference exchange rate used to convert loss amounts into protection pa
amounts, the outstanding amount of the nofewailable ollateralcommitted guarantee
amount after conversion into the currency in which the underlying exposures are denomii
may be reducegesulting in diminished protection in respect of the underlying exposures. |
though the CRR provides for additiomalpital requirements on the originator for transactio
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characterised by currency mismatches, it is important that the currency risk to whict
securitisation positions are exposed is appropriately mitigated. This can be done by ensurii
the creditprotection is denominated in the same currency as the underlying exposures &
relevant, collateral, or through other measures, such as using hedges and guarantees tha
the currency rate for the protection buyer, or by other arrangements sashfor example
adapting the notional amount of the portfolio to manage exchange rate fluctuations thrc
replenishment.

Interest rate risk: Interest rate risk should be appropriately mitigated. Additional crit86c
provides for eligible credit risk prection arrangements. The exclusion of more comp
collateral and rdnvestment arrangements in synthetic STS securitisations further reduce
extent to which interest rate mismatches may occur in such securitisations.

Derivatives should be allowed asderlying exposures of a synthetic STS securitisation only v
those derivatives are used for the single purpose of hedging the currency and interest ra
arising from the underlying exposures that are not derivatives. For the sake of claritguid <
be highlighted that any derivative contract used to effect the credit risk transfer that give:
to synthetic securitisation is not to be considered nderlyingQexposure of synthetic
securitisation.

The appropriate mitigation of interest ratend currency riskshould be clearly specified in tF
transaction documentation

Criterion15 Referenced interest payments
Comparison with the criterion for Art21(3)

traditional securitisation Similar

Content of the criterion

Any referenced interest payments in relation to securitisation should be based on eitr
generally used market interest rates or generally used sectoral rates that are reflective
cost of funds andlo not reference complex formulae or derivatives, and/or (ii) income gener:
by the collateral securing the protection selrobligations under the credit protectio
agreement.

Any referenced interest payments in relation to the underlying exposure ghbelbased or
either (i) generally used market interest rates, or generally used sectoral rates reflective
cost of funds, and should not reference complex formulae or derivatives

Rationale for the criterion

This criterion is less relevant for synthetics, as the repayment of the securitisation positi
not dependent on the cash flows from the underlying exposures on athemsgh basis, anc
consequently there is less need for investors to understand thieutation of the interest
payments on the underlying exposures. However, this information might still be us
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particularly with regard to public synthetic securitisations making use of an SSPE with \
investors, and the requirement should thereédoe kept for consistency purposes.

Criterion16 Requirements after enforcement notice

Article21(4)

Comparison with the criterion for

traditional securitisation Adapted to reflect the fact that not all synthetic

securitisations use SSPE

Content of thecriterion

Following the occurrence of an enforcement event in respect of the protection buyer, the
protection seller should be permitted to take enforcement action and/or terminate the crec
protection agreement. In the case of funded credit protectigpon such termination,
collateral should be returned to investors in ordertlogir seniority.

When an SSPE is used within a synthetic securitisation, following an enforcement or
termination of the credit protection agreement, no amount of cash shouldrapged in the
SSPE beyond that which is necessary to ensure the operational functioning of the SSPE,
payment of protection payments in respect of defaulted underlying exposures that are still
being worked out at the time of such a termination or thelerly repayment of investors, in
accordance with the contractual terms of the securitisation.

Rationale for the criterion

It is appropriate that arrangements are in place for the protection of protection buyers in
adverse circumstances affect the ESPr, where applicable, the collateral (such as insolven:
SSPE or inaccessibility of collateral), which has a consequence of immediately in
enforcement and applying sequential amortisation to all tranches of the synthetic securitisi

The equirements applicable when enforcement has been delivered have been ade
compared with the STS requirements applicable to traditional securitisation, to reflect the
that not all synthetic securitisations include the use of an SSPE and thaif eveB8SPE is use
in balancesheet synthetic securitisations, there is no legal transfer of title to the underl
exposures to the SSPE. As a result of the latter, a requirement that does not allow the aut
liquidation of the underlying exposurest anarket value is not needed for synthet
securitisations.

Criterion17 Allocation of losses and amortisation of tranches

Article21(5)
Comparison with the criterion for

traditional securitisation Adapted with additional requirements for pro rata

amortisation and allocation of losses requirement

Content of the criterion

Allocation of lossesThe allocation of losses to holders of a securitisation position in a synth
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STS securitisation shouddways proceed in order of seniority of tranches, from the most juni
tranche to the most senior tranche in thensaction.

Amortisation of size of trancheBro rata or hybrid (i.e. comprising a combination of pro ra
and sequential, or pro ratapplying to only some tranches) amortisation may only be appl
to determine the outstanding amount of all tranchesiif clearly specified triggers relating to
performance of the underlying exposures ensure the switch of the amortisation schem
sequential amortisation. Such performaneelated triggers should at least include
deterioration in the credit quality of the underlying exposures below a predetermir
threshold.

When this is not the case, sequential amortisation should apply to all trancheslér to
determine the outstanding amount of the tranches at teachpayment date, i.e.as the
underlying exposures amortise, such amortisation should be applied first to reduce the |
senior tranches ananly once these most senior tranches haviéyfamortised should they be
usedto reduce more junior trancheaccording tothe order of seniority, as agreed in the
transaction documentation.

As tranches amortise, when investors have provided collateral for those tranches, an an
of that collaterd equal to the amount of amortisation on such tranches should be returnec
investors. In the case of underlying exposures in relation to which a credit event has occ
and the workout process has not been completed, the amortisation provisions skeosigre
that the remaining amount of credit protection at any payment date is at least equivalent to
notional outstanding amount of these underlying exposures after consideration of the amc
of any interim payments that have already been effected base underlying exposures ir
relation to therelevantcreditevents.

All amortisation agreements should be clearly documented.

Rationale for the criterion
See the overarching rationale for consistency with the traditional qualifying framework.

From a pruéntial perspective, pro rata amortisation schemes in the presence of-lbacled
losses, i.e. losses that crystallise towards the end of the underlying exp@smes may
undermine the simplicity and standardisation of the transaction. Other thingggbegual, in
the presence of pro rata amortisation the originator is able to rely only on a level of credit
protection that, towards the end of the tenor of the transaction, is materially lower than the
one it could rely on when a sequential amortisatiohesme is adopted. Therefore, pro rata
amortisation should be allowed only under limited circumstances, i.e. if it is subject to spe
contractual triggers that require a switch to sequential amortisation.

In order to ensure that all parties involved inetsynthetic securitisation have at all times a
thorough understanding of applicable amortisation schemes under a securitisation, such
amortisation schemes should be clearly specified in the transaction documentation.
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Early amortisatioprovisions/triggers for terminatior

Criterion18 of the revolving period

_ _ - Article21(6)
Comparison with the criterion for
traditional securitisation Adapted with requirements for early amortisation

only in the case of the use of an SSPE

Content of the criterion

The transaction documentation should include appropriate triggers for the termination of
revolving period in which the securitisation is a revolving securitisation and a switch t
amortisation of tranches, including at least the following:

1 a deterioration in the credit quality of the underlying exposures to or belov
predetermined threshold,

1 losses that rise above a predetermined threshold or losses over a predefined perio
rise above a predetermined threshold,;

1 afailure to generate sutfient new underlying exposures that meet the predetermir
credit quality over a specified period of time.

Rationale for the criterion

It is important to include safeguards for investors when the securitisation is a revc
securitisation, as theyensure that, subject to specific triggers, the replenishment pei
truncates and the tranches start to amortise. This criterion is generally relevant to synt
securitisation, as the use of replenishment periods is very common in synthetic secuanitis
The triggers have been adapted to synthetic securitisation.

By contrast, early amortisation is about the earlier repayment of principal and therefc
relevant only to synthetic securitisations that use an SSPE to place notes with investors.

This crierion is linked to the requirement for the credit protection payments (which shoulc
contingent upon the outstanding balance of the protected tranche).

Criterion19 Transaction documentation

Article21(7)
Comparison with the criterion for

traditional securitisation Adapted with additional requirements for servicing

standards and procedures

Content of the criterion
The transaction documentation should clearly specify:

9 the contractual obligations, duties and responsibilities of, as agpkcdhe verification
agent, the servicer of the underlying exposures, the trustee and other ancillary s
providers;
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1 upon default, insolvency and other specified events, where applicable, provisiol
ensure the replacement of relevant counterpart{ether than the protection buyer an
the investors) for in cases where the respective services for the benefit oi
securitisation are not provided by the originaitself;

91 the processes and responsibilities necessary to ensure that, when servicimg
provided by the originator itself, the default or insolvency of the current servicer (
not result in termination of servicing, such as contractual provisions that enable
replacement of the servicer in such cases;

9 the servicing procedures that gly to the underlying exposures at the closing date ¢
thereafter and the circumstances under which these procedures maydutfied;

9 the servicing standards that the servicer will have to adhere toin servicing the unde
exposures within the entirenaturity of the synthetic securitisation.

Rationale for the criterion
See the overarching rationale for consistency with the traditional qualifying framework.

Particularly when the credit risk of the securitised portfolio is transferred to more than
investor (e.g. when CLNs of different seniority are issued by an SSPE), the appointmel
identified person with fiduciary responsibilities acting in the best interest of investol
necessary, in order to minimise the impact of potential conflictenms of the interpretation of
certain provisions of the securitisation documentation and their applicability at payment de

From the perspective of an investor in synthetic securitisation, it is also important t
irrespective of whether the undeiilyg exposures are serviced by the originator or by anot
party, at closing date and thereafter, the servicer adheresto high servicing standards, in o
ensure that credit events covered by the credit protection agreement and corresponding |
are determined correctly akachpayment date.

Criterion20 Service® expertise
Comparison with the criterion for Article21(8)
traditional securitisation Similar

Content of the criterion

The servicer should hawexpertise in servicing exposures ttate of a similar nature to thos:
that are securitised and be supported by a management team with extensive ind
experience.

The servicer should have wedibcumented and adequate policies, procedures and
management controls relating to the servigiof exposures.

The servicer should apply servicing procedures to the underlying exposures that are at le
stringent as the servicing procedures applied by the originator to similar exposures that ar

60



(| o
BANKING
J] AUTHORITY

({({

EBA REPORT ON THE BRAMEWORIOR SYNTHETIC SEGBRTION 7
= EUROPEAN
)

T

securitised.

Rationale for the criterion
Sethe overarching rationale for consistency with the traditional qualifying framework.

Effective servicing standards are crucial in any synthetic securitisation, as the validity ¢
credit protection obtainedreatlydepends on the timely identification of relevant credit event
protected under the credit protection agreement. Losses that are not identified at the time
their occurrence, because of servicing disruptions, may not be eligible for credit protec
Sweh risk increases the overall riskiness of the origin@tetained senior position. This appeal
to be particularly relevant in those cases in which servicing is not carried out by the origil
of the transaction.

Consistency and clarity of servicingaredards and sufficient experience of applying suc
standards, significantly reduce the extent of risks arising in relation to the servicing. In add
STS synthetic securitisations should not be used to put in placéBagynate to distribute
behavour through moral hazard practices arising in the servicing of exposures subjet
protection.

Criterion21 Reference register

Article21(9)
Comparison with the criterion for Replacement of the criterion (requirements fahe
traditional securitisation transaction documentation to specify payment

conditions is covered in separate criteria)

Content ofthe criterion

The underlying exposures should be identified at all times xédemence registerThe reference
register should clearly identify, allimes, the reference obligors, the reference obligations fr:
which the underlying exposures arise, and the protected notional amount and the outstal
protected notional amount for each underlying exposure.

Rationale for the criterion

To avoid conitts between the protection buyer and the protection sellers and to ensure |
certainty in terms of the scope of the credit protection purchased for underlying exposures,
credit protection should reference clearly identified reference obligatiagisjng rise to the
underlying exposures, of clearly identified entities or obligors. Therefore, the refer
obligations on which protection is purchased should be clearly identified at all times,
reference register, and kept up to date. This regoient is also indirectly part of the criteric
defining the balanceheet securitisation and excluding arbitrage securitisation from the
framework.

Criterion22 Timely resolution of conflicts between investors
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Comparison with the criterion for Article21(10)
traditional securitisation Similar
Content of the criterion

The transaction documentation should include clear provisions that facilitate the tii
resolution of conflicts between different classes of investors. If an SSPE is used wytitimeic
securitisation to issue notes placed with investors, voting rights should be clearly define
allocated to noteholders and the responsibilities of the trustee and other entities with fiduc
duties to investors should be clearly identified.

Rationale for the criterion
See the overarching rationale for consistency with the traditional qualifying framework.

This requirement aims to quickly resolve any potential conflicts between investors,
additional safeguard to the appointment ofverification agent, particularly when the credit rit
of the securitised portfolio is transferred to more than one investor (e.g. where CLNs of diff
seniority are issued by an SSPE), the appointment of a trustee or other entity with fiduciary
to investors appears necessary.
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3.4.4 Transparency criteria

Criterion23 Data on historical default and loss performance
Comparison with the criterion for Article22(1)

traditional securitisation Similar

Content of the criterion

The originator shouldbefore pricingmake available to potential investors data on static ¢
dynamic historical default and loss performance, such as delinquency and default da
exposures that are substantially similar to those being securiteedell ashe sources of those
data and the basis for claiming similarity. Those data should cover a period of at least five

Rationale for the criterion
See the overarching rationale for consistency with the traditional qualifying framework.

As the first criterion orsimplicity requires that the protection buyer under the credit protecti
arrangements is an originator with respect to the securitised exposures, and according
definition of sponsor pursuant to Artici®(5) of the Securitisation Regulation only dite
institutions or investment firms other than the originator can qualify as a sponsor, the oblig
in terms of making data available has been limited to the originator for synthetic securitisa

Criterion24 External verification of the sample
Comparison with the criterion for Article22(2)

traditional securitisation Similar

Content of the criterion

A sample of the underlying exposures should be subject to external verification, prior t
closing date, by an appropriate and independent pairtgluding verification that the underlyin
exposures meet the criteria determining eligibility for credit protection under the cr
protection agreement.

Rationale for the criterion

In synthetic securitisation, compliance with contractual eligibdityeria determinesthe validity
and therefore the effectiveness of the credit protection. From a transparency perspective
crucial to ensure that any potential for disputes over the validity of the credit protectic
minimised during the life of le transaction. For this reason, in the case of synth
securitisation, the audit prior to issuance should specifically cover eligibility conditions
should be carried out with a confidence level of at le3o.

Criterion25 Liability cash flownodel
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Comparison with the criterion for Article22(3)
traditional securitisation Similar
Content of the criterion

The originator should, before the pricing of the securitisation, make available to pote
investors a liability cash flow model thatecisely represents the relationship between t
underlying exposures and the payments flowing between the originator, investors, other
parties and, when applicable, the SSPE, and should, after pricing, make that model avai
investors on anwgoing basis and to potential investors upon request.

Rationale for the criterion

To ensure consistency with the traditional framework and enhance transparency
requirement to make available a liability cash flow model to investors is being maintiine
synthetic STS securitisation.

Criterion26 Environmental performance of assets
Comparison with the criterion for Article22(4)

traditional securitisation Similar

Content of the criterion

In the case of a securitisatiamhoseunderlying exposures are residential loans or auto loan:
leases, the originator should publish the available information related to the environm:e
performance of the assets financed by these residential loans or auto loans or leases, as
the information disclosed pursuant to point (a) of the first subparagraph of Arfide of the
Securitisation Regulation.

Rationale for the criterion

See the overarching rationale for consistency with the traditional qualifying framework.

Criterion27 Compliance with transparency requirements
Comparison with the criterion for Article22(5)

traditional securitisation Similar

Content of the criterion

The originator should be responsible for compliance with Arficlef the Securitisatior
Regulation. Thaaformation required by point (a) of the first subparagraph of Artit{g) should
be made available to potential investorgon requestbefore pricing. The information require
by points (b) to (d) of the first subparagraph of Artic{é) should be mde available before
pricing at least in draft or initial form. The final documentation should be made availak
investors at the latest 18ays after the closing of the transaction.
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Rationale for the criterion:

See the overarching rationale for consisty with the traditional qualifying framework.
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3.4.5 Ciriteria specific to synthetic securitisation

Criterion28 Credit events

Comparison with the criterion for

" L N/A
traditional securitisation

Content ofthe criterion

The credit protection agreement establishing the synthetic securitisation should cesast,
the following credit events:

9 failure to pay the underlying obligor, defined to encompass at a minimum
circumstances defined in Articl&’8 (1)(b) of the RR;

1 bankruptcy of the underlying obligor, defined to encompass at a minimum
circumstances defined in Articl¥8 (3)(e) and (f) of the CRR;

1 in the case of credit protection other than financial guarantee, restructuring of
underlying exposure, defad to encompass at a minimum the circumstances define
Article178(3) (d) of the CRR.

The requirement to include at least these three events should not prevent the pémies
agreeing on additional and/or stricter credit events. All credit events énatto apply and their
precise definitions should belearlydocumented.

Forbearance measureas defined in Anne¥, Sectior80, paragraph63 to 183of
Commission Implementing Regulation (Bd2015/227 amending Implementing Regulation
(EVU) Na80/2014 laying down implementing technical standards with regard to supervisory
reporting of institutions according to Regulation (EU)3Y6/2013, applied to underlying
exposures must not preclude the trigger of eligible credients.

Rationale for the crit@ion

The definitions of credit events provided in the CRR shape the way prudential regul
guantifies the credit risk to be covered by regulatory capital, and these-estblished

definitions should also be applied as a basis for standardising tHenonim credit events to be
considered in synthetic STS securitisations. A reference to the CRR definitions also strik
right balance between the interest of the protection buyer and the interest of investors.

The parties under the credit protection agreement may agree on additional events or str
definitions of the events mentioned in the criterion (e.g. failure to pay with a grace perio
less than 9@lays or the introduction of minimum payment threshslébr defaulted claims to
qualify as\ailure to pay), in line with the general framework provided for in the standa
industry master agreements, as long as the credit protection agreement complies with
requirements provided in Articl249 of the ameded CRR, and, at a minimum, the events tak
into account for prudential purposes for institutions regulated under the CRR are include
the credit protection agreements.

Forbearance measures, which consist of concessions towards a debtor that issegimeyior

66



EBA REPORT ON TH&E ERAMEWORIOR SYNTHETIC SETOSBRTION E;ZV
= EUROPEAN
BANKING
) «'“ AUTHORITY

about to experience difficulties in meeting its financial commitments, should not preclude
GNRAIISNAY3IT 2F GKS ONBRAG LINRGSOGAZ2Yy S@$5:
modification of the previous terms and condition§a contract that the debtor is considerec
unable to comply with because of its financial difficultiédo(bled debt), resulting in
insufficient debt service ability, and that would not have been granted had the debtor not b
experiencing financialifficulties, or a total or partial refinancing of a troubled debt contra
that would not have been granted had the debtoot been experiencingiinancial difficulties.
A concessionmay entail a loss for the lender, which should be considered within theedit
protection agreement.

Restructuring has been excluded as a credit event in the case of financial guarantees, in
to avoid them being treated as a derivative in accordance with the relevant accour
standards. The underlying reference portfois often held in the banking book and is therefol
subject to accrual accounting, while derivatives are subject to A@mrkarket. Financial
guarantees, however, are typically accrual accounted; nevertheless, if a financial guarante
referenasrestructuring, then it may have to be treated as a derivative in accordance with
relevant accounting standards. Therefore, buying protection for portfolios held on the ban
book in the form of a financial guarantee rather than a derivative avoids ftwanarket
volatility.

Criterion29 Credit protection payments

Comparison with the criterion for

" L N/A
traditional securitisation

Content of the criterion

The credit protection payment following the occurrence of a credit event should be calcul
based on theactual realised lossuffered by the originator or the relevant lender, as worke
out in accordance with its standard recovery policies and procegdimethe relevant exposure
types4 and recorded in its financial statements at the time the paymentasle.

The final credit protection payment should be payable within a specified period following t
end of the workout process for the relevant underlyiexposure if the end of the workout
process occurkefore the scheduled legal maturity or early termination of the credit protect
agreement.

Transactions should provide that arterim credit protection paymentis to be made, at the
latest,sixmonths after the credit event has occurred in cases in which the workout of the los
for the relevant underlying exposure has not been finalised by that time.

The interim credit protection payment should be, at least, the higher of the impairr
considered bythe originator in its financial statements, in accordance with the applic:
accounting framework, at the time the interim payment is made or, if applicable, the

14¢ KS (1 yo&Nie typ&ls used hereto avoid confusion with the termype of exposur@as defined for IRB
purposes according to Art42(1)(2)fthe CRR.
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determined in accordance with Part Three, Tit|€hapter3, of the CRRwhich,according to the
CRRhas to be applied to the corresponding underlying exposures in order to determine th
capital requirements on the originator for such underlying exposures. If an interim ¢
protection payment is made, a final credit protection payrsimould be made in order to adjus
the interim settlement of losses to the actual realised loss, in accordance with the first para
of this criterion.

If the protected amount is less than the outstanding notional amount of the corresponding
underlyingexposure, the credit protection paymesihouldbein the sameproportion to the
protectedamount,as theprotectionbuyerQrealisedossbears the outstanding notional
amount of the underling exposursubject only to the rule on interim payments.

The method by which interim and final credit protection payments are calculated shoul
clearly specified in the credit protection agreement.

The rights of the protection buyer to receive protection payments under the synthetic
securitisation should benforceable.

The amounts payable by investors under the securitisation are cldefityed, capable of
calculation in all circumstancesdlimited inamount.

Thecircumstance@ whichinvestorsarerequiredto makepayments under the credit
protectionagreement should be clearly and objectiveéfined, or subject to a determination
by the verification agent, and limited imumber.

The credit protection amount should be broken down to the level of individual underlying
exposures.

Rationale for the crierion

From the originata® perspective, in order to ensure that credit protection eventually cow
the losses incurred by the originator, it is important that loss settlements do not fall short of
loss amounts, as worked out by the originator. Iniéidd, aligning credit protection payments
with the loss amounts worked out by the originator ensures that the protection &yard the
protection sellef® interests in the transaction are more aligned, leading to better incentives
both sides of thetansaction.

As the full workout of losses can be a lengthy process, depending on the type of

class/collateral under consideration as well as the characteristics of national judicial
insolvency regimes, it is important from the origina®perspective to ensure a minimun
degree of timeliness in credit protection payments in all circumstances. For this reason, ani
to ensure that the originator does not keep paying for credit protection on the protec
notional amount of a given undgihg exposure when a credit event has occurred in relation
that exposure, an interim payment should be made, at the latstnonths after such a credit
event has occurred. By means of a final adjustment payment, the payment to cover losses
the credit protection agreement in relation to a particular underlying exposure should ther
adjusted to the losamounts that have been fully worked out, in order to ensure the cover
of actual losses through the credit protection.
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If an originator useshie IRBapproach for the purposes of determining its capital requireme
for an underlying exposure, the interim payment should reflect, at least, the origi@at@D
assigned to the underlying exposure (regulatory LGD or own estimate). If the institigtoites
to recognise, in its financial statements, a higher figure than that used by the LGD for «
requirements purposes, it is important that the interim payment reflects such a decision.

In order to facilitate the loss allocation during the ocamce of credit events, the cred
protection coverage should be broken down to the level of individual underlying expos
irrespective of whether the credit protection amount is specified with reference to the indivi
underlying exposures or the opbrs in respect of those exposures.

Credit protection payments following the clos
Criterion30 outffinal settlement at the final legal maturity of th
credit protection agreement

Comparison with the criterion for

" . N/A
traditional securitisation

Contentofthe criterion

With regard to underlying exposures for which a credit event has occurred and the wae
process has not been completed upon the scheduled legal maturity or early termination
credit protection agreement, the credit protection agmment should clearly specify th
maximum extension period that should apply to the workout process for those exposures.
an extension period should not be longer thavo years.

A final credit protection payment within this extension period should denon the basis o
the final estimated loss expected to be suffered by the originator and recorded by the origi
in its financial statements at that time.

Following any termination of the credit protection by investors, the workout process shoulc
continue, in respect of any outstanding credit events that occurred prior to the termination
the same way as that described in the first paragrapbve

Rationale for the criterion

As the full workout of losses can be a lengthy process, depending dyhef asset
class/collateral under consideration as well as the characteristics of national judicial and
insolvency regimes, itis important from the origina®perspective to ensure a minimum
degree of timeliness in credit protection payments. Thisamy increases certainty in the
effectiveness of the credit protection arrangement from the origin&@agerspective but also
increases legal certainty in terms of the final date of payments under the credit protection
agreement from an invest@ perspetive,contributing to a welfunctioning market.

Criterion31 Credit protection premiums
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Comparison with the criterion for

.. . N/A
traditional securitisation !

Comparison with other sources

Content ofthe criterion

The credit protection premiums paidnder the credit protection agreement establishing t
synthetic securitisation should be structured as contingent premiums: no guaranteed prerr
upfront premium payments, rebate mechanisms or other mechanisms that may avoid or ri
the actual allocabn of losses to the investors or return part of the paid premiums to
originator after the maturity of the transaction should be stipulated in the credit protec
agreement.

The transaction documentation shouldearly describe how the protection feand any note
coupons are calculated in respect of each payment date over the life of the securitisation

The rights of the protection seller to receive credit protection premiums under synthetic
securitisation should benforceable.

Rationale for the ctierion

For the sake of simplicity of the transaction and effectiveness of the risk transfer, the
protection premiums should be contingent, i.e. the actual amount of premium paid should
function of the size and the credit risk of the protectednche. Contingent premiums may t
structured as a fixed percentage of the residual outstanding balance of the protected tran:
each payment date, hence reflecting tranche amortisation and tranche wotens due to
incurred losses.

Nortcontingent preniums should not be allowed in synthetic STS securitisations, i.e. whe
actual amount of premium paid is not a function of the outstanding size and credit risk ¢
protected tranche. Nostontingent premiums may take the form of guaranteed premiums.

The timing of the premium payments may also vary across transactions. In some transe
protection premiums are paid up front, in contrast to the most widespread market prac
according to which protection premiums are paid in accordance with alaegehedule.
Transactions may also be structured to include protection premium rebate mechanisms, th
which, if at the maturity of the protection period the aggregate premium paid by the protec
buyer exceeds losses suffered on the reference pbofahe excess would be returned to tf
originator. In order to ensure that synthetic STS securitisations are simple and that th
assessment of these securitisations is not overly complex, these premium structures shot
be allowed.

Criterion32 Verification agent

Comparison with the criterion for

i L N/A
traditional securitisation
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Content ofthe criterion

A third-party verification agent should be appointed by the originator at the outset of 1
transaction, in order to verify, at a minimum, feach of the underlying exposures in relation t
which credit event notice was given:

M thatthe credit eventin the credit event notice occurred in accordance with the tern
the credit protection agreement;

1 thatthe underlying exposure was included in gexuritised portfolio at the time of the
occurrence of the relevant credit event;

9 thatthe underlying exposure met the eligibility criteria at the time of its inclusion in
reference portfolio;

9 that, if an underlying exposure has been added as redulh ceplenishment, such
replenishment complied with the replenishment conditions;

9 that the final loss amount is in line with the losses registered in the profit and
statement by the originator;

1 that, at the time when the final protection paymentnsade, the allocation of losses |
investors in relation to the underlying exposures has been conducted correctly.

The verification agent should be independent of the originator and investor, and the SSPE
it is used within a synthetic securitisatiomaishould have been appointed, and its
appointment accepted, on or before the closing date.

Such verification by the verification agent may be performed on a sample basis, rather the
each individual underlying exposure for which a protection payngesbught, but in all cases,
any investor must have the right that the eligibility of a particular underling exposures is st
to verification including in case if it is not satisfied with the sample verification.

The originator should undertake provide to the verification agentin the securitisation
documentation, all the information necessary to verify the requirements set out in the first
paragraptabove

Rationale for the criterion

The appointment of a verification agent is a widespread market practice that enhances leg
certainty in the transaction for all parties involved, thus decreasing the likelihood of disput
and litigations that could arise in relation to the loss allocatoocess. This contributes to
decreasing the overall riskiness of both retained securitisation positions and securitisation
positions placed with investors amglinstrumental to a wellunctioning transaction.

Criterion33 Early termination events

Comparison with the criterion for

i L N/A
traditional securitisation /
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Content ofthe criterion

Other than as a result of insolvency of the protection provider, a failure toipagspectofany
premium or other amounts payable by the originator to investors under the synthetic
securitisation)or a breach of a material contractual obligation by the protection provider, t
originator should be permitted to terminate a transaction prior to its scheduled maturity ¢
when any of the following occurs:

1 Relevantegulatory events, which should:

0 include relevant changes in any law and/or regulation (or official interpretatio
that law and/or regulation by competent authorities) or the tax or account
treatment of a transactiorihat havea material adverse effémn the amount of
capital that the protection buyer is required to hold in connection with f
securitisation or the underlying exposures, in each case compared with
anticipated at the time of entering into the transactiowhich was reasonabl
unforeseeable at that time.

o include a determination by a competent authority that the protection buyer (or
affiliate of the protection buyer) is not or is no longer permitted to recogr
significant risk transfer in respect of the securitisation, in adaoce with Article45
of the CRR;

0 exclude other factors affecting the economic efficiency of the transaction that
not enshrined in law or regulation, such as credit rating agefiriethodologies anc
a central ban& collateral framework.

1 A time callis exercised, at a point in time when the time period measured from
securitisationf® closing date is equal to or higher than the weighted average life o
initial reference portfolio at closing. The time call should not be structured to a
allocding losses to credit enhancement positions or other positions held by investor:
should not be otherwise structured to provide credit enhancement.

1 Acall as per Artic245(4)(f) of the amended CRR is exercised (elgezall).

If any of these callights are included in a transaction, they should be clearly specified ir
documentation.

Any other originator calls should not be allowed under the terms of the synthetic transacti

Rationale for the criterion

Synthetic STS securitisations should feature complex call clauses for the originator.
Althoughthe merit of time calls is acknowledged from the origin&qverspective, particularly
to ensure that the economic sustainability of a transaction is accounted for, originators shu
not use sythetic securitisation transactions with very shatated time calls with the aim of
temporarily changing the representation of their capital position on an ad hoc basis.

The originatof® bankruptcyas an additional clause of early termination in synth&t@msactions
is reported as widespread market practice of the synthetic securitisation market. It shoul
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seen from two perspectives:

1 Investor (protection provider) perspective: The origind®obankruptcy exposes th
investor to the following risks: (§ubordination visa-vis other creditors of the insolven
originator and (ii) deterioration of the originat@ servicing standards/incentives duril
the bankruptcy phase. The early termination clause allows investors to mitigate
risks as the origintar® bankruptcy occurs and thus maintain an incentive for
protection provider to participate in this market.

1 Originator (protection buyer) perspective: With respect to the origin@bankruptcy, in
the case of termination of the credit protection sement because of the originat@r
bankruptcy, the originatd® insolvency estate may not rely on credit protection on
securitised portfolio and is faced with reduced regulatory capital resources again
portfolio under consideration as a resulf ohe previous achievement of SRT a
consequent capital relief since origination. In this respect, the recovery prospects
originator@ other insolvency creditors are at stake, as the credit protection contrs
terminated upon the event of bankptcy. The originatd® bankruptcy should therefor:
not be permitted agnearly termination event.

Taking into consideration the above, the bankruptcy of the originator should not be allowe
an early termination event for the STS synthetic securitisatio

Itis, however, also to be noted that, with the introduction of the BRRD, as an alternative t
liquidation, originators may be subject to resolution measures. The BRRD foresees that, ¢
originators enter resolution, structured finance transactions attteo specific classes of
arrangements are subject to specific provisions safeguarding the transa@omgerparties,
in the context of partial property transfers and other resolution measures. In these cases,
contractual clauses such as termination upmiginator®® bankruptcy may be dapplied and
the rights and interests of the counterpartiesin the transaction would be dealt with by BRI
specific measures and toolst should be noted that a number of (small) firms are likely to b
excluded from sut BRRD provisions

Criterion34 Synthetic excess spread

Comparison with the criterion for

.. . N/A
traditional securitisation :

Content of the criterion

The originator (protection buyer) can commit to the SES, which is available as credit
enhancement for thenvestors under the following conditions:

1 The amount of the SES that the originator commits to using as credit enhancem
each payment period is predetermined in the contract and expressed as a
percentage of the total outstanding portfolisalance (fixed SES).
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1 The SES may be used to cover credit losses that materialise during each payment
The SES that is not used for that purpose during the payment period is returned-
originator (useit-or-loseit mechanism).

1 The total committel amount every year may never be higher than the -gear
regulatory expected loss on the underlying portfolio (in order to ensure that origine
do not commit amounts of excess spread that are excessive/can hardly be genere
the portfolio).

If anySES is included in a transaction, these conditions should be clearly specified in the
transaction documentation.

Rationale for the criterion

The SES is widely present in synthetic securitisation transacties, litelpful mechanism for
both investors ad originators, and it is also available in traditional STS securitisation
transactions.

Furthermore, the SES essential for some specific retail asset classes (e.g. SME and cons
lending) that benefit from the higher yield for investors and for Wahibe underlying exposures
generate higher losses and excess spread to cover for those losses. Not allowing the incl
of SES among the STS criteria would substantially limit the use of STS khkeicynthetics
for many asset classes.

However jf the amount of SES subordinated to the investor (protection seller) posgitoo
high it is possiblethat under no realistic scenario will the investor (protection seller) in the
securitisation positions be eroded by losses, resulting in no effectivéraasfer.

This could be the result of an inappropriate specification of SES amounts within transactic
that use actual excess spread, or could occur in transactions that contractually commit a
predetermined amount of excess spread that is pobportionate to the level of risk that
characterises the portfolio, e.g. as measured by the port®hxpected and unexpected loss
amount, or cannot be generated by the portfolio (e.g. in the case of-ingbeired portfolios).

The use of SES in balargheet synthetics can pose material concerns in relation to SRT; gi
this, it is important to specify strict criteria, to mitigate supervisory concerns and further
standardise this structural feature, and to ensure full disclosure on the use of exceass

For the avoidance of doubt, the SES criterion for balastest synthetics does not impede or
prevent any consideration of competent authorities when assessing if SRT and commens
risk transfer has been achieved by an originator. The finalrEB#t on SRT, which is expecte
to be published before January 2021, will provide considerations on SES for the purpose

and commensurate risk transfer.

Eligible credit protection agreement, counterparti

Criterion35
and collateral

Comparisorwith the criterion for

traditional securitisation e
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Content ofthe criterion

Only the following credit protection arrangements establishing the synthetic securitisi
should be allowed:

A. aguarantee meeting the requirements set outGhapter4 of Part Three, Titld, of the
CRR, by which the credit risk is transferred to any of the entities listed under &21i¢l
(2)(a}(d) of the CRR, provided that the exposures to the protection provider qualif
a 0% risk weight under Chapt2of PartThree, Titld|, of the CRR;

B. a guarantee meeting the requirements set outGhapter4 of Part Three, Titld, of the
CRR, which benefits from a countguarantee of any of the entities referred to in poi

(A);

C. other credit protection in the form of guantees, credit derivatives or credit link note
not referred to under the previous two points, that is meeting the requirements set
in SubSection2 of SectiorB, Chapter, of Part Three, Titld, of the CRR, as amended
Article249 of the CRR, gvided that the obligations of the protection seller are subje
to the following collateral requirements.

When the collateral is provided in accordance with point (C), both the originator and the
protection seller need to have recourse to highality colateral, in either of the following

forms:

1 llateral in the form of 0% riskeighted debt securities that have a short remaini
maturity of maximumthree months, matching the payment dates, which are redeen
into cash in an amount equal to the outstangibalance of the protected tranche atr
which are held by a custodian independent of the protection buyer and the prote«
seller.

1 llateral in the form of cash held with a thighrty credit institution or in the form of
cash on deposit with the protéion buyer, subject to a minimum credit quality standi
requirement, meaning that, if the thirgarty credit institution or the protection buye
ceases to satisfy that minimum credit quality standing, it is required either to transfe
collateral to athird-party bank that does have the minimum credit quality standingoo
invest the cash collateralin higiuality securities held by a custodian or the protecti
buyer. The requirements set out in this paragraph would be deemed to be satisfied
case of the investments of the collateral coming from credit linked notes issued b
originator, in accordance with Artic18 of the CRR.

In addition, the following requirements should apply to the collateral:

1 The right of the protection buyer to uséhé¢ collateral to meet protection paymer
obligations of the protection seller should éeforceable. Security arrangements shot
be provided to ensure this right of the protection buyer.

75



(| o
BANKING
J] AUTHORITY

({({

EBA REPORT ON THE BRAMEWORIOR SYNTHETIC SEGBRTION 7
= EUROPEAN
)

T

1 Therightof the investors,when the synthetic ecuritisationisunwound or as the tranche
amortise, to return any collateral that has not been used to meet protection paym
should beenforceable.

1 if collateralis invested in securities, the securitisation documentation should set ot
eligibility criteria and custdy arrangement for suckecurities.

Ifthe investorgemainexposedo the creditriskofthe originator, this must be clearly disclosed
the securitisation documentation.

The originator should obtain an opinion from a qualified legal counsel confirtinéng
enforceability of the credit protection in all relevant jurisdictions.

Rationale for the criterion

Unlike in the case of traditional (true sale) securitisation, the actual extent of credit risk tre
in synthetic securitisation transactions atdepends on:

1 the risk of default of the protection provider, in the case of unfunded credit
mitigation arrangements;

1 therisk that the protection buyer may not have accessto the collateral in a timely fa
and/or without incurring losses on the wed of that collateral, in the case of funde
protection.

In the case of unfunded credit risk protection arrangements, this is ensured by restricting
scope of eligible protection providers to those entities that are eligible providers in accord:
with the CRR and that the CRR recognises as counterparties to be risk weighted at 0% in
accordance with thetandardisedapproach for credit risk.

If the counterparty is not recognised by the CRR as being eligible for a 0% risk weight, the
resulting counterpatry credit risk can be mitigated by requiring the counterparty to fund the
credit protection by providing highuality collateral (which in the case of synthetic
securitisation may include the issuance of credit linked notes when making use of an SSF
order to mitigate the counterparty credit risk for both the originator and the protection selle
such highguality collateral in the form of 0% riskeighted debt securities should be held witt
a third party (such as EU government securitiesemuritiesof supranational entities held in a
trust or a similar entity), and, when it is in the form of cash, it should be held either with a
third-party credit institution or on deposit with the protection buyer, subject in both cases t
minimum credit qualitystanding.

In addition, a legal opinion should be provided to the originator to confirm that the credit
protection is enforceable in all relevant jurisdictions. This requirement already exists unde
CRR (Aitle 245(4)(g)), and to ensure regulatory aligent it should be applicable to all eligibl
originators under the STS synthetic framework.
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3.5 Framework for a differentiated regulatory treatment of STS
synthetic securitisation

3.5.1 The rationale underlying the approach to regulatory treatment

109.The analysisithe previous sections suggests that the developments in the last few years have
provided a foundation for the future growth of the synthetic sector (and thereby the ability for
banks to provide further lending to the real economy) and confirms the teelhfeasibility of
the creation of a prudentially sound STS synthetic securitisation product, comparable to the
STS traditional securitisation product. It also endorses a solid rationale for the development of
such a product, accompanied by a limited arndacy defined differentiated regulatory
treatment, under the twestage approach, as applied to traditional securitisation.

110.0n the one hand, the introduction of a limited and clearly defined differentiated regulatory
treatment would therefore match the hisrical performance of synthetic securitisation, which
outperforms traditional securitisation, and would also be in line with the synthetic market
specific characteristics and developments that have materialised since the financial crisis. It
would also esure more regulatory alignment with the STS traditional securitisation framework
(currently eligible for differentiated regulatory treatment) and would help overcothe
constraints of current limited STS Hsleight treatment for SME synthetics under Ai&270
of the amended CRR.

111. On the other hand, one of the main deficiencies is that the preferential regulatory
treatment is not envisaged in the Basel standards, and there is very limited experience with the
STS traditional framework so far. In addititimitations of the performance data on which the
analysis in this report is based should be taken into account. Furthermore, the introduction of a
differentiated capital treatment for STS synthetic securitisations could potentially lead to an
overuse of sythetic securitisation and provide an incentive for banks to implement a potential
largescale substitution of regulatory capital through risk mitigation strategies (i.e. RWA
reductions), which could result in barfkacreased leverage if not properly meémied and
supervised.

112The analysis suggests that the structure of synthetic securitisation allows the structure of
traditional securitisation to be replicated, including thaft STS traditional securitisation, in
terms of mitigating the main drivers of risk, such as agency and model risks that are not linked
to underlying exposures. As a result, it allows the performance of synthetic securitisation to be
aligned with the perfomance of traditional securitisation of the same asset class.

113.There appears to be a good rationale for the development of the STS synthetic securitisation
product. There seem to be no convincisgong arguments against the development of the
STS product. There ame material negative consequencdsjt there are a number of positive
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benefits for banks, the financial market and financial stability in general from the introduction
of such a product

114 The analysis included in this report contains a number of arguments that support the rationale
and increases the relevance of the introduction of the STS synthetic securitisation:

a.Size of the market: The taconfirm the volume and number of trades of balarsteet
synthetics and that they have been steadily increasing since the financial crisis.

b.Bilateral/private types of transactions: As private/bilateral types of transactions nowadays form
the substantialmajority of the synthetic market, the market is now more divergent and less
standardised, including with respect to core structural featutégn inthe pre-crisis period
whendeals were relatively standardised under the requirements of the credit gedipencies.
This increases the importance of the standardisation of the market, including the importance of
the structural features, both for the market investors and for competent authorities (and
potentially for the thirdparty certifiers), to help asssghe quality of the product.

c.Changing structure: Following the crisis, originators have changed their involvement in the
synthetic securitisation market to only placing, as far as possible, mezzanineffirst loss tranches
with investors. This reflects thdnange in motivation to engage in synthetics: regulatory capital
management is no longer the sole motivation, and synthetic securitisation is also issued for credit
risk (i.e. concentration risk) and balarslkeeet management purposes (i.e. economic capital)
under the current macre&conomic and regulatory circumstances, allowing banks to hedge the
tail risk and free up credit lines for further lending.

d.Investor base: Based on qualitative evidence gathered from the market, the introductaom of
STS synthetiporoduct and its further standardisation would be extremely welcamévestors.
On a separate account, given the limited activity of banks as investors, the regulatory capital
treatment of synthetic securitisations by banks as thpatty securitisationrivestors does not
seem to be a key determinant of the demand for synthetic securitisation in the current market
environment.

e.Originators: The introduction of an STS product and its standardisation would enable the
originator base to be enlarged and the rkat to be opened to smaller players. The analysed
trends indicate that there is sound potential for the growth of the synthetic market on the
originator side. The relevance of synthetic securitisation as a credit risk and balaeee
management tool haalso been rising, especially as a result of recent regulatory developments,
which enhance the need for bar®sapital, balancesheet and accounting management.

f. Asset types: Balanesheet synthetic securitisation has been crucial to the transferooporate
credit risk from banks to markets and for strengthening the extension of credit, especially to SMEs

and large firms. The introduction of an STS product could further extend the asset base, including
to credit to retail customers.
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g.Geographical disbution of exposures: The majority of synthetic transactions contain exposures
from different jurisdictions. Owing to a specific nature of synthetic securitisation, it is easier to
execute on multjurisdictional portfolios, and this represents an impant advantage vig-vis
traditional securitisation. Given that synthetic securitisation is executed on different types of
portfolio, the STS synthetic label would therefore ndannibalis€®the STS traditional
securitisation.

115The available performance data do not evidence worse performance of the synthetic
securitisation instrument than of the traditional securitisation instrument. The available data
confirm that the balancesheet synthetic transactions perm better than arbitrage deals,
tend to outperform traditional securitisation andperform broadly consisterly with
comparable underlying exposures. From a consistency perspective, if the differentiated risk
weight treatment is already assigned to certaynthetic securitisations of SME exposures
under Article270 of the amended CRRseixtersionto other asset classeuld be considered.

116.The available data confirm the following:
a.The arbitrage synthetics have performed materially worse than the balaheet transactions.

b.The balancesheet synthetics have performed better than traditional securitisations, for all asset
classes (SME CLOs, RMBS, CMBS and other CLOSs).

c.The same applies for all the rating grades. The default performance of beshaeé syntletics
is better than that of the traditional securitisation, for all selected asset classes (all as of the end
of 2018).

d.In terms of rating transition (i.e. using the average number of notches of rating transition over
the life of the tranche as a measucé average credit quality change incurred by the tranche),
balancesheet synthetic tranches perform better than true sale tranches, with the exception of
the asset class dBther CLOQ

e.Default and loss rates on senior trand@e zerdn the case o sgnificant majority of reported
transactions and asset classégexceptionare SMEsfor whichthe average annual default rate
on 21 reported transactions is 0.11% and the annual loss rate is 0.02%.

f. The default and loss rates are slightly higher whensim@ring the whole portfolio (i.e. all
tranches and not senior tranches only), but they are still very low (with respect to annual default
rates, the value is in every case below 1%). The default and loss rates are highest for SMEs,
followed by specialisedending. The average annual default rate for SMEs is 0.59%, while the
maximum reported amount is 1.77%.

g.Both the default rate and the loss rate are lower than those of comparable portfolios (comparable
portfolios are defined in the sample as portfolios from the same business division or using the
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same rating model as the securitised pool). This indicatesttiea originators systematically
choose core exposures for the synthetic securitisation, with better default and loss performance
than comparable exposures held on the balance sheet, and d&hetry pickexposures with

bad performance.

117The introduction of a differentiated regulatory treatment of STS synthetic securitisation would
ensure more regulatory alignment with similar treatment of the STS traditional securitisation.
Similarly as in the case of traditional securitisation, regulatory recognition in the form of more
sensitive regulatory treatment should be a natural implication of the development of an STS
product, as it is simpler, more standardised and more transparent thagraypes of synthetic
securitisation, as well as a natural implication of the good historical performance of the
synthetic securitisation, which outpaces the performance of the traditional securitisation. The
relevance of the regulatory recognition is wxtined, in particular, in the context of the existing
regulatory framework, which increases the capital charges for securitisation positions
compared with the previously existing framework.

118Article270 of the Securitisation Regulation already assigns preferential capital treatment to
some synthetic securitisations (senior tranches of SME securitisations held by originators). In
addition, the practicability of the provigis on STS treatment of synthetic securitisation of SME
portfolios in Article270 of the CRR has proved to be limited. These provisions have been
specifically designed based on the criteria defined for traditional securitisation, and are difficult
to apply to synthetic products without further interpretation or clarification of the STS
traditional criteria in a similar manner, as introduced in this report.

119. The regulatory reognition of the STS product, and the consequent expected increase in
demand and issuance, is expected to further enhance the positive impacts of the synthetic
securitisation in general and STS synthetic securitisation in particular. TheQbianisg
capadty may be increased, more capital may be able to be freed up indirectly for further lending
to the economy and more risk may thus be transferred to be spread from banks across the
financial system.

120. Onthe one hand, itrould be noted that one of the main deficiencies of the STS framework
for synthetics is that it is not included in the Basel standards. The existing Basel STC framework
covers only traditional securitisation and is not extended to synthetic securitisdties.also
unlikely that this framework in particular the more riskensitive regulatory treatmert will
be developed in the future, taking into account the fact that no consensus has been reached
between Basel members. On the other hand, deviatiomsnfrthe Basel standards are not
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without precedence (for example, the EU extends nfak@urabletreatment to covered bonds
than the Basel standards).

121 Althoughthe data used in the report cover a significant part of the synthetic market, their
limitations should be duly taken into account (explained in more detail in Section 5.2), in
particular the fact that they may not be fully representative of the full marter example,
they cover only rated deals in the S&P sample and cover 70 transactions in the IACPM sample),
and may not necessarily cover the full cycle of the transactions (given a number of transactions
covered in the data have been issued in recerargg

1221t should also be considered that there is currently a lack of practical experience with the STS
traditional securitisation framework, which entered into force in January 2019 and has not yet
been fully implemented. It may be angd that some experience should be gathered with the
functioning of the STS traditional framework, before establishing any preferential regulatory
treatment for a possible STS framework for synthetics, which may be considered too early at
this stage.

123. In adlition, onbalancesheet synthetic securitisation will free up regulatory capital if SRT
is acknowledged by a bank and not objected to by the competent authority. This capital relief
will be higher inthe event thata preferential capital treatment, whichurrently applies to
traditional nonSTS securitisatiots is introduced for synthetics. Essentially, the transfer of risk
via synthetic securitisations implies an increase in leverage of the originating bank and might
provide disincentives for banks togteucture their business model (e.g. via mergers, more use
of digitalisation). The introduction of a differentiated capital treatment for STS synthetic
securitisations could lead to a potential overuse of synthetic securitisation and provide an
incentive br banks to implement a potential laregeale substitution of regulatory capital
through risk mitigation strategies (i.e. RWA reductions), which could result in iacksased
leverage if not properly monitored and supervised. It is therefore importéiat tbanks use
synthetics as a complementary tool in their capital management and risk management and
implement a proper governance structure to ensure that synthetic securitisation is not
overused.

15 For traditional securitisationthat fulfil the STS criteria, the minimum capital requirement of senior tranchesis 10%,

which is 41% higher than that applied under the B4BERR seuritisation frameworkwhich had a floor of 7%. The

.Fast /2YYAGGSS KFa YSYyiGA2ySR WAyadzFFAOASY G OFLWGFE F2NJ O
securitisation framework antastherefore increasd the capital requirementdncludingincreasinghe floor to 10% for

STC antb 15% for norSTC securitisations.
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3.5.2 Scope of regulatory differentiation

124 The evidence and theechnical analysis carried out in this report suggest that an STS balance
sheet synthetic securitisation framework can be created, thereby increasing the alignment of
interest between the originator and investor and the transparency of the product and
underlying exposures. Taking into account recommendatiaand recommendatiof, the
agency risk andhodellingrisk of an STS balansbeet synthetic securitisation will be reduced
compared with norSTS balanegheet synthetics. Therefore, thisuldjustify, from a technical
point of view, a differentiated regulatory treatment compared with RBMS balance sheet
synthetic, inthe event thatthe securitisation is backed by any of the asset classes under
Article243(2) of the amended CRR.

125 .Such differentiated rgulatory treatment could consist of an adjustment of the prudential floor
for the senior tranche retained by the credit institutions to a level applicable under the STS
traditional framework and corresponding adjustments of the risk weights for the senior
tranche as applicable under the STS traditional framework (i.e. recalibration under formulae
based approaches to include a 50% haircut of the superviggéparameter and recalibration
of the approach based on external ratings to achieve a lowering kfweghts that is
consistent with the recalibration of the former approaches).

126.This limited differentiated regulatory treatment, rather than a fully fledged preferential
regulatory framework, could represent a balanced approach that considers all the anggim
analysed in the previous section and should also be subject to the following conditions and
constraints:

9 The securitisation meets all the requirements on simplicity, standardisation and
transparency and criteria specific to synthetic securitisatiasgecified in Section 5.4.

9 The securitisation meets the criteria set by Art243(2) of the amended CRR.
1 The securitisation is a balansheet synthetic securitisation.

1 The position is held (retained) by the originating credit institution.

9 The positionqualifies as the senior securitisation position.

1 The differentiated regulatory treatment should not be extended beyond the capital
treatment (i.e. to liquidity treatment, etc.).

127 However, the evidence and the technical analysis carried out in this repmedaeveral
concerns related to the introduction of a differentiated regulatory treatment of the STS
synthetic securitisation at the current stage. These include the following:

1 Although the data provide a positive picture of the synthetic market with ziefault for
the senior tranche, there are limitations with the data and transactions analysed concerning
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the scope, representativeness and limited time horizon of the data, which do not cover the
full economic cycle.

1 There is limited experience with STranfiework in general, as it entered into force in
January 2019. Hence, from a prudential point of view, the introduction of a differentiated
capital treatment for the STS framework for synthetic securitisation might not be fully
justified at this stage.

1 TheBasel Committee stated in February 2016 that synthetic securitisations shoufdlinot
under the scope of the STC framework for regulatory capital purposes, and any potential
adoption of this framework in future remains highly unlikely.

9 Theintroduction da differentiated capital treatment for STS synthetic securitisations could
lead to a potential overuse of synthetic securitisation and provide an incentive for banks to
implement a potential largecale substitution of regulatory capital through risk igettion
strategies (i.e. RWA reductions), which could result in Haimkseased leverage if not
properly monitored and supervised.

128 Considering the abovethe introduction of any potential legislative solution enabling
differentiated regulatory treatmentsould be accompanied by a mandate to the EBA to
monitor the functioning of the STS synthetic market, the use of such differentiated capital
treatment and whetheror not its application might exhibit the risk of excessive leveraging of
bank€balance sheets and potential substitution of the issuance of capital instruments.
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3.6 EBA recommendations

RECOMMENDATIAN

The EBA recommends establishing a esestoral framework for simple, transparent and
standardised synthetisecuritisation that is limited to balanesheet securitisation.

RECOMMENDATIGN

The EBA recommends that, for any synthetic securitisation to be eligible for the staBIESf
it shall comply with the criteria on simplicity, standardisation and transpay, including the
criteria specific to synthetic securitisation, as specifie&éction3.4.

RECOMMENDATIGN

Taking into account recommendatidnand recommendatio, from a technical point of view,
the agency risk and modelling risk of an STS balaimeet synthetic securitisation will reduce,
compared with norSTS balanesheet synthetics. Thereforéhe evidence and the technical
analysis carried out in this repacbuld justifya potentially differentiated regulatory treatment
compared with the on-STS balanesheet synthetic securitisation, iime event thatthe STS
balancesheet synthetic securitisation meets the criteria under Art&48(2) of the amended
CRR.

The EBA recommends that, if introduced, such differentiated regulatory treatmeuntctshe
limited and targeted in scope and should not be extendedto a fully fledged-secssral
preferential regulatory treatment for synthetic securitisations (i.e. applicable to all tranche:
and both originating and investing institutions).

Such diffeentiated regulatory treatment should consist of an adjustment of the prudential
floor for the senior tranche retained by the credit institutions to a level applicable under th
STS traditional framework and corresponding adjustments of the risk weightsefeenior
tranche as applicable under the STS traditional framework (i.e. recalibration fordeulae
based approaches to include a 50% haircut of the supervig@parameter and recalibration
of the approach based on external ratings to achieve aftowg of risk weights that is
consistent with the recalibration of the former approaches).

The differentiated regulatory treatment should be subject to the following conditions:

() The securitisation meets the requirements on simplicity, standardisation and
transparency and the criteria specific to synthetic securitisation, as specified in Section 3.

() The securitisation meets the criteria under Arti23(2) of the amended CRR.

(%) The securitisation is a balansbeet synthetic securitisation.
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() The posiion is held (retained) by the originating credit institution.

() The position qualifies as the senior securitisation position.

However, the evidence and the technical analysis carried out in this report raised several
concerns related to the introduction @f differentiated regulatory treatment of the STS

synthetic securitisation at the current stage. These include the following:

9 Although the data provide a positive picture of the synthetic market with zero defau
the senior trance, there are limitatien with the data and transactions analys
concerning the scope, representativeness and limited time horizon of the data, whi
not cover the full economic cycle.

1 The experience with the STS framework, which entered into force in January 2(
limited. Hence, from a prudential point of view, the introduction of a differentia
capital treatment for the STS framework for synthetic securitisation might not be
justified at this stage. The Basel Committee stated, in February 2016, that syn
seauritisations should nofall under the scope of the STC framework for regulatory ca|
purposes. The introduction of a differentiated capital treatment for STS syntl
securitisations could lead to a potential overuse of synthetic securitisation amdder
an incentive for banks to implement a potential largeale substitution of regulator
capital through risk mitigation strategies (i.e. RWA reductions), which could res
bank<increased leverage if not properly monitored and supervised.

The EBA recommends that the introduction of any potential legislative solution eng
differentiated regulatory treatment should be accompanied by a mandate to the EBA to m¢
the functioning of the STS synthetic market, the use of such differentetpitial treatment and
whether or not its application might exhibit the risk of excessive leveraging of l§2bzdtance
sheets and potential substitution of the issuance of capital instruments.

The Commission should take into account all the above mentionasiderations when decidin
whether or not the introduction of a differentiated capital treatment for STS balasineet
synthetic securitisation is justified at this stage.
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