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Synthetic securitisation market participants at the TSI Congress in
Berlin this week urged policymakers to offer some prudential relief
as they said new capital rules are making risk transfer structuring
impractical. STS synthetics were the main regulatory theme of the
conference after the European Banking Authority (EBA) launched its
consultation paper before jumping on the plane to Berlin, as reported

“This is the first time that a public body is demystifying that
synthetics are arbitrage vehicles,” said Christian Moor, principal
policy officer at the EBA, in his keynote, saying that the consultation
is in line with broader regulatory changes to banks’ capital ratios in
Basel IV. The EBA expects to finalise the guidelines in 2Q20 and then
it will be up to the Commission to propose legislation, said Moor.

The long awaited consultation was warmly welcomed by the other
panelists and dubbed a "golden standard for the rules of the game” by
the European Investment Fund’s Georgi Stoev, who hoped it would
help speed up the transaction process and “compartmentalise” the
sector in the same way true sale securitisation has established
pricing benchmarks for specific asset classes.

“I don’t agree with everything, but it is a good step and a really good
start,” said Santander’s Steve Gandy on the same panel. Both issuers
and investors at the conference said that standardisation would help
national supervisors to understand the complex synthetic market,
with Gandy hoping it would remove “cheating” players and “grey
areas” in the structures.

While largely aligned with the criteria for true sale STS, with some
SRT specifics, the absence of preferential capital treatment for the
originator was the biggest letdown for delegates. In its consultation,
the EBA laid out several reasons that preferential treatment for
synthetics might be justified, but also argued that “it may be
considered too early” to extend it from true sale deals.

Higher capital charges under Basel IV are impending in January 2020
for legacy deals and already in place for new transactions. Without
preferential treatment for STS, issuers are struggling to make the
economics of capital relief trades work and expect “lively”
discussions with the regulator, according to participants that
Debtwire spoke to.

“We are not trying to sell trash, we are asking for risk sharing,” said
Gandy. “It would be incongruous to not have the capital treatment
and it is particularly important, because of the impact of the higher
risk weights.”

If Santander had to recreate an unspecified transaction from 2018
again it would cost the bank 160bps more, way ahead of the cost of
capital, according to Gandy.

The EBA, while noting that balance sheet synthetics have
outperformed true sale securitisations, is still hesitant to allow
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preferential treatment given the relative lack of data in the largely
private market, in particular the absence of a stressed environment
since the market remerged a couple years ago. The EBA also does not
want to diverge from the Basel rules which do not provide for STS
synthetics, said Moor on the panel.

“That was a strong argument in 2013, before the STS rules went
against Basel the first time,” Ian Bell, head of the PCS secretariat, told
Debtwire, pointing to the fact that the rulesetters had not been
pushing for true sale STS either and introduced its global Simple,
Transparent and Comparable definition as a response to STS going
ahead as a solely European initiative.

The use of excess spread is another criterion that originators will try
to swing to their side. “It is somewhat difficult fully to follow the
EBA’s rationale on excess spread,” said Bell, arguing that the market
disputes how excess spread relates to prudential fundamentals —
risk weights and capital treatment. In contrast with the EBA, market
participants canvassed at the conference said excess spread should
be allowed as a potential mitigating factor to balance the economics
of risk transfer against the constraint of higher risk weights.

The market remains limited in size compared to other debt markets
as issuance re-emerged from the credit crisis only a few years ago.
According to the IACPM, issuance reached 49 trades in 2018, with
EUR 57.4bn referencing large corporates, EUR 19.6bn SMEs, EUR
6.6bn trade finance, and EUR 20.9bn other asset classes.

The criteria for counterparty credit risk — allowing private sector
protection providers so long as they are fully collateralised — were
positively received and Moor believes it will broaden the investor
base. Pointing to the true sale market, where US investors are
already asking for STS labels from European issuers, he saw proof
that “STS adds value, not yet in pricing and liquidity, but that will
come one day”.

More technical issues of the proposal that delegates expected to be
raised in feedback are insurance recharacterisation risks, the need to
hold collateral with a third party, the treatment of FX risk, the
prohibition on active management, and the exclusion of bankruptcy
of the protection buyer as a termination event.
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