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o Credit risk

N o Early amortization
(Originator) Liquidity risk
. Credit risk
| . Prepayment risk
(Investing Bank) A Prepayment

Re-investment risk

(Servicing Bank) Operating risk

CP3 Servicing Bank
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sub-participation

credit derivatives

credit-linked notes
credit default swaps
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( ) Example (1)
Entire notional amount of the reference portfolio is hedged cash flows

$ 1.5 billion cash proceeds $ 1.5billion

Sponsoring Bank SPV cash proceeds
$ 1.5 billion q Holds Portfolio
Credit Portfolio $ 1.5 billion of CLNsissued by Bank of CLNs

Obligorsin the reference portfolio

Credit Linked Note (CLN)

A security with an embedded credit default swap allowing $ 1.5billion
the issuer to transfer a specific credit risk to credit of Notes
investors.

CLNs are created through a Special Purpose Company (SPC),
or trust, which is collateralized with AAA-rated securities.
Investors buy securities from a trust that pays a fixed or
floating coupon during the life of the note. At maturity, the
investors receive par unless the referenced credit defaults
or declares bankruptcy, in which case they receive an
amount equal to the recovery rate. The trust enters into a
default swap with a deal arranger. In case of default, the
trust pays the dealer par minus the recovery rate in
exchange for an annual fee which is passed on to the
investors in the form of a higher yield on the notes.

Under this structure, the coupon or price of the note is
linked to the performance of a reference asset. It offers
borrowers a hedge against credit risk, and gives investors a
higher yield on the note for accepting exposure to a
specified credit event.
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( ) Example (2)

Use a combination of Credit Default Swap and Credit Linked Notes

_ Default Payment and Pledge of
Sponsoring Bank Central Govt Securities Spv/
Holds $ 400 million of

$ 5 billion

>
"~ Pay Annual Fee

Credit Portfolio

Obligorsin thereference
portfolio

$ 400 $400
5 million million
Pay aver age default losses on of CLN of cash

all senior unsecured
obligations of defaulted
borrowers

| | o Senior
Retained fir st-loss

Note  Junior
Notes

(Expected L 0sses)

position
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() Example (3)

Bilateral Transactions cash flow (use CDYS)

First to default payment
(first loss)

Highly Rated
Intermediary
| nstitution (A)

Credit Default Swap Fee

Bank
$ 5 billion Credit

Refer ence Portfolio

Highly Rated Second to default payment
| ntermediary
| nstitution (B) Credit Default Swap Fee
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( ) Example (4)
Use an highly rated intermediary institution

Highly Rated Credit Default Swap Fee > SPV
|ntermediary Default payment & Holds $ 400 million of
| nstitution oledge of Treasuries pledged Treasuries
_ Default payment &
Credit pledge of Treasuries $ 400 $ 400
Default equal to $400 million million
Swap million to cover of CLNs of cash
Fee losses above 1% of
thereference assets

Sponsoring Bank
$ 5 billion Credit

Senior Notes

Junior Notes

Portfolio

Obligorsin thereference portfolio
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() - Amortising vs. Revolving Securitization

Amortising: Revolving:
. ( ) .
. ( ) .

5.48

AVAVAVAVAVAVAY

Seller'sInterest

Princip

Principal Balance of Asset Pool = Fundin

Principal Balance of Securities

Pool balance
AL

' V Amortization /
Revolving Period Accumulation
Period

Mortgagelife
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SPV
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(off-balance sheet) (capital gain feeincome)

disposal of non-core businesses
( asset-liability mismatch )

AN NN N Y SN

(prepayment, default, etc.)
streamline

TOTAL
SOLUTION
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$100 :

5%
10%
$90 $10
A/B / senior/subordinate
$10 first loss  equity tranche Z-
bond
(ABS) 3 4 Senior

mezzanine sub Sub
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Credit Enhancement
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()

/ Senior/Subordinated Cash Flow
Structure

— A class
— B class B class

Bond Insurance
MBS reserve

account over-collateraization
first loss

Corporate Guarantee MBS

L etter of Credit
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() (Credit Enhancement)

(Cash Reserve)

(Excess Spread)

(Over-collateralization)

(Senior / Subordination
Tranche)

(Guaranty)

(L/C)
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() (Credit Enhancement)

Flows of Funds Credit Enhancement

20% RW

L oan P& | Payments Class A
Interest Payments | Principal Payments (REUCIWAVAVAY)

v

|

Fees, expenses Class A Principal
o (Ff;?esj i) ~ 50% RW
Class A Interest Class B Principal Prlorlty of Direction
Allocating of
Monthly Allocating
o Payments ClassC L osses
Class B Interest Class C Principal 0
P (Rated BBB) 100% RW
Class C Interest Class D Principal
(l?r:?ie?j) Deduction
ClassD Interest gmg Residual Cash Flow

» Servicer commitsto advancein order to provide

Class D Holders short-term liquidity by making up the cash flow
shortfall to some extent

» Cash Reserve Account
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(Securitization Exposures)

ABS MBS

(Cash Reserve Account)
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(True Sale) (True Sale)
(Off-
(SPV) balance Sheet)
(Securitization
EXxposur es)

Page 58




()

(Clean-up Call) L] (Clean-up Call)

CP3

10%
Clean-up call

pool balance
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Implicit support

Early Amortisation
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PSA

prepayment

(refinancing)

30

PSA

(Conditional Prepayment Rate ,CPR)

Public Securities Association. 100 PSA
0.2% CPR 6% CPR
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Basel Il

()

Securitization

Standard Approach

IRB Approach

Exposure Originating Bank | Investing Bank
Exp. below K ig:
Deduction s :
AAA 1o AA-: 20% RW _ All positions: RBA
Investment - Exp. above K\rg:
A+ to A-: 50% RW ' -b d :
SlEnE BBB+ to BBB-: 100% RW Droach (RBA) Max. capital
0 o 0 approac _( ) requirement: None
Max. capital
requirement: K gg
Originating Banks: Exp. beloyv Kire : .
Non- All positions — deduction Deduction All positions: RBA
Investment Investing Banks: Exg.Bbeove Kirs * Max. capital
Grade BB+ to BB-: 350% RW . :
B+ and below: deduction |Max. capital requirement: None
' requirement: K gg
Exp. below K x5
Deduction All positions:
Unrated All positions: deduction Exp. above K gg g Deductlo.n
SFA or Deduction |Max. capital
requirement: None

Max. capital

requirement: K zg
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(93.01.01~93.12.31)

1.
2.
3.
IRB
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The End !
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