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OVERVIEW AND SCOPE

S&P Global Ratings is proposing revisions to its criteria for assessing counterparty risk. Our
assessment of counterparty risk may constrain the rating assigned to a security if the maximum
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also apply to the analysis of financial counterparty risk in project finance transactions. In addition,
they apply in specific circumstances to our analysis of counterparties supporting other corporate

and government issues that possess structured finance characteristics (e.g., catastrophe bonds, S:)r:_rizi?fegl
gas prepay financings, stand-alone tax-exempt single- and multifamily housing bonds, and @spglobal.com
equipment trust certificates). The proposed criteria would not apply to other issues where
counterparty risk is managed by the corporate or government issuer and the rating on the notes is
not higher than that issuer's creditworthiness.
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Matthew S Mitchell, CFA
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- Original publication date: Oct. 9, 2018
- Response deadline: Nov. 9, 2018

- Effective date: Immediately upon publication of final criteria, except in markets that
require prior notification to, and/or registration by, the local regulator. In these markets,
the criteria will become effective when notified by S&P Global Ratings and/or registered
by the regulator.

- Impact on outstanding ratings: See the Impact On Outstanding Ratings section.

- These criteria address counterparty risk, as set out in "Principles Of Credit Ratings,"
published on Feb. 16, 2011.
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The proposed criteria consider exposures to counterparties that either hold assets or make
financial payments that support the rated instrument's creditworthiness. Counterparties that
perform administrative or operational roles are not in scope of the proposed criteria. In particular,
paying agents (which typically do not hold cash overnight) and other providers of similar services
are not in scope of the proposed criteria. Such exposures would typically be analyzed as
administrative parties under "Global Framework For Assessing Operational Risk In Structured
Finance Transactions," published Oct. 9, 2014. To avoid doubt, in transactions where servicers
receive cash collections on the securitized assets, the financial exposure to the servicer is
analyzed according to our counterparty criteria, whereas the operational risk is analyzed
according to our operational risk criteria.

Counterparty risk is an important consideration in assessing the creditworthiness of structured
finance and covered bond securities. Our analysis of counterparty risk focuses on third-party
obligations to either hold assets (including cash) or make financial payments that support the
instrument's creditworthiness. Counterparty risks include exposures to institutions that maintain
key accounts and providers of derivative contracts such as interest rate and currency swaps. Our
analysis considers both the type of dependency and the rating on the counterparty for each
counterparty relationship in a transaction.

The foundation of these proposed criteria is the analysis of exposure to counterparty risk and of
remedies that mitigate this risk, such as a contractual commitment the counterparty makes to act
upon deteriorating creditworthiness. In particular, counterparties typically commit to replace
themselves with a higher-rated counterparty if they are downgraded. For derivative obligations,
counterparties often complement this replacement commitment with the posting of collateral. For
other obligation types, counterparties may also fully fund ("draw-to-cash") their obligation so that
the supported securities are no longer exposed to their credit risk.

These proposed criteria consider how much the combination of available contractual remedies
mitigates the supported securities' exposure to counterparty credit risk before a counterparty
default would disrupt payments on the rated notes. This consideration is broadly consistent with
the approach described in our current criteria.

The key proposed changes relative to our current criteria are summarized below:

- The incorporation in our analysis of resolution counterparty ratings (RCR) as a measure of a
counterparty's credit risk, where relevant;

- The determination of the maximum supported rating on the basis of our assessment of the
collateral-posting framework for derivatives in which a counterparty has failed to replace itself
once downgraded below the minimum eligible counterparty rating or in which there is no
replacement commitment;

- The recalibration of volatility buffers, market-value haircuts, and currency haircuts on
collateral assets to better align collateral-posting assumptions to the resources an issuer may
need to replace a derivative on similar terms following a counterparty default;

- The simplification of our approach to the analysis of derivative volatility risks, which defines
quantitative assumptions for typical derivatives in established structured finance markets. The
current criteria define separate quantitative assumptions based on the currency in which a
derivative is denominated. The proposed criteria capture the risks associated with derivatives
in less-established markets through potential constraints on the maximum supported rating
rather than separately calibrated quantitative assumptions;

- The simplification of our analysis of nonderivative counterparty exposures;

- The simplification of our approach to remedy periods. We propose to consider a single remedy
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period of 90 calendar days after a counterparty is downgraded below the minimum eligible
counterparty rating (other than for the posting of collateral on a derivative, for which we
propose to maintain a 10-business-day remedy period). Our current criteria consider remedy
periods of 30 or 60 calendar days, which may be extended by another 30 calendar days subject
to our analysis of a counterparty's detailed action plan during the remedy period;

- The update to our approach to analyzing counterparty risk in covered bonds to incorporate the
same considerations mentioned above, in particular the analysis of collateral posted by a
derivative counterparty. We also propose to amend our approach to derivatives with
termination payments that are not subordinated to covered bond payments in a counterparty
default scenario.

IMPACT ON OUTSTANDING RATINGS

These proposed criteria would apply to approximately 38,000 ratings across approximately 10,000
transactions. We have analyzed the expected impact on outstanding ratings, based on current
counterparty exposure information for a representative sample of transactions globally. Based on
the proposed changes, we expect the largest impact in European structured finance transactions.
We expect that we may upgrade our ratings on tranches within approximately 10% to 20% of
European structured finance transactions by up to three notches, in situations where current
ratings are constrained by a counterparty's rating (with one- or two-notch upgrades more common
than three-notch upgrades). We also expect that we may downgrade our ratings on tranches
within approximately 5% to 10% of European structured finance transactions by two or three
notches. These potential downgrades may affect tranche ratings in transactions supported by
derivatives that either hedge currency risk, or allow for currency risk on posted collateral, in the
specific circumstances explained in the following paragraph and further detailed in table 15 in
appendix 3. In other regions, we expect that the impact will be limited to transactions that include
cross-currency derivatives, where we may downgrade ratings by two or three notches (or maintain
current ratings, depending on our assessment of the documented downgrade remedies).

Specifically, we summarize below how we currently expect each key proposed change, relative to
current criteria, to affect our outstanding ratings:

- The consideration of RCRs as the applicable counterparty rating, where relevant, will not affect
ratings currently supported by a counterparty's commitment to implement downgrade
remedies. It may positively affect ratings that are currently limited by a counterparty's issuer
credit rating (ICR).

- The proposal to assign uplift above the rating of a derivative counterparty, based on an analysis
of its collateral-posting framework, may lead to upgrades, as our current criteria only consider
collateral in combination with the counterparty's replacement framework. This would affect
ratings that are currently limited by the rating of a derivative counterparty, either because the
counterparty has not committed to replace itself, because the documentation of its
commitment does not reflect the considerations in our criteria, or the counterparty has failed to
replace itself after a downgrade. This could lead to upgrades of up to three notches.

- The changes to the calibration of derivative collateral volatility buffers will not affect ratings on
transactions that rely on derivatives to hedge interest rate risk. This is because the volatility
buffers for such derivatives that we consider to be commensurate with a 'AAA' rating are lower
under the proposal than under our current criteria.

- The changes to the calibration of derivative collateral volatility buffers may negatively affect
certain ratings on transactions that rely on derivatives to hedge foreign exchange risk. The
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proposal increases some of the volatility buffers that we consider to be commensurate with a
'AAA' rating because such derivatives have a fixed-floating or floating-floating interest rate
profile (transactions supported by fixed-fixed derivatives would not be affected because the
proposed volatility buffers are lower than those under our current criteria). This change could
lead to downgrades of one to three notches.

- The changes to the calibration of derivative collateral volatility buffers may also affect the
maximum supported rating, in cases where documented volatility buffers support ratings below
'AAA' under our current criteria. This impact may lead to upgrades or downgrades of generally
up to two notches. We expect this to affect only a marginal number of transactions; typically,
when volatility buffers have been documented in existing transactions, these have been
calibrated to support 'AAA' ratings under our current criteria.

- The changes to the calibration of currency haircuts on derivative collateral may lead to
downgrades of up to two notches, on 'AAA' transactions with interest rate derivatives where the
counterparty may post collateral in a different currency to that of its obligation, if the
counterparty applies a minimum eligible counterparty rating of 'BBB+' to support a '‘AAA' rating
on the securities. This is because the proposed currency haircuts to support a "strong"
collateral assessment are calibrated to cover a 90-day exposure period, whereas the haircuts
under our current criteria are calibrated to cover a five-business-day exposure period. This
proposed change would not affect 'AAA' ratings on transactions with interest rate derivatives
with a minimum eligible counterparty rating above 'BBB+' because we consider that the
proposed change to currency haircuts is offset by the recalibration of volatility buffer amounts,
described above. We also do not expect any rating impact from proposed changes to our
market-value haircut assumptions or collateral asset eligibility criteria--for the same reason.

- For nonderivative counterparty exposure types, the proposed changes relative to our current
criteria are limited. We expect only a marginal impact, where counterparty exposures are
currently classified as "direct (substantial)" obligations under our current criteria. Under the
proposed criteria, these exposures may be classified as "limited" (leading to a potential
upgrade of up to three notches) or "too material to be mitigated through downgrade remedies"
(leading to a potential downgrade of up to two notches). We estimate that this aspect is
relevant to the analysis of fewer than 1% of structured finance transactions.

- The impact of changes to our analysis of counterparty risk in covered bonds are broadly neutral.
We expect that approximately 2% of covered bond programs may be downgraded by one notch.
These programs may be affected by the proposed treatment of derivatives with termination
payments that are not subordinated to covered bond payments in a counterparty default
scenario. Under our current criteria, a material rating adjustment is applied for this risk factor if
the covered bond issuer's reference rating level (RRL) is lowered below 'bbb'. Under the
proposal, the corresponding adjustment applies gradually as the issuer RRL decreases and
begins to apply atissuer RRLs below ‘a'.

- We do not expect the proposed changes to our current criteria to affect any ratings on corporate
or government issues that are in scope of these criteria.

The above information is intended to serve as a broad, directional guide to the possible ratings
impact if the proposed criteria are adopted. Ultimately, actual ratings impact may vary depending
on the specifics and structural features of a particular transaction. In situations where currently
committed downgrade remedies would no longer support the current rating under the proposed
criteria, we note that counterparties may amend their commitment to continue to support the
current rating. In particular, for a derivative counterparty where the applicable replacement option
under current criteria would no longer support the current rating, the counterparty may switch the
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applicable replacement option to continue to support the current rating.

QUESTIONS

S&P Global Ratings is seeking responses to the following questions, in addition to any other
general comments on the proposed criteria:

- What do you think of our proposal to maintain some uplift over the rating of the initial
counterparty, even if it fails to replace itself within the remedy period, to account for the
availability of collateral to the issuer?

- Whatis your opinion about our proposal to introduce the use of RCRs as part of our analysis of
counterparty risk?

- What do you think of the adequacy of the proposed volatility buffers, market-value and
currency haircuts, to mitigate collateral volatility risks over a maximum 90-day exposure period
after a counterparty default?

- What do you think of the proposed eligibility criteria for collateral posted under this framework?
Are there other highly liquid and creditworthy collateral types that you think we should
consider?

- Whatis your view regarding our proposal to consider a single 90-calendar-day remedy period to
implement the downgrade remedy actions a counterparty commits to take if its rating is
lowered below the minimum eligible counterparty rating?

- Do you have any comments about the way we propose to apply this updated framework to
covered bond issuers?

RESPONSE DEADLINE

We encourage interested market participants to submit their written comments on the proposed
criteria by Nov. 9, 2018, to http://www.standardandpoors.com/en_US/web/guest/ratings/rfc
where participants must choose from the list of available Requests for Comment links to launch
the upload process (you may need to log in or register first). We will review and take such
comments into consideration before publishing our definitive criteria once the comment period is
over. S&P Global Ratings, in concurrence with regulatory standards, will receive and post
comments made during the comment period to
www.standardandpoors.com/en_US/web/guest/ratings/ratings-criteria/-/articles/criteria/requests-for-comment/filter/all#rfc.
Comments may also been sent to CriteriaComments@spglobal.com should participants
encounter technical difficulties. All comments must be published but those providing comments
may choose to have their remarks published anonymously or they may identify themselves.
Generally, we publish comments in their entirety, except when the full text, in our view, would be
unsuitable for reasons of tone or substance.

PROPOSED METHODOLOGY

These proposed criteria provide a framework for the analysis of counterparty risk and consider the
following three broad fact patterns, as illustrated in :

- The rating on the supported securities is not constrained by the rating on the counterparty
because counterparty risk is mitigated by legal or structural factors. For example, we may
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consider that commingling risk is fully mitigated if our legal analysis concludes that the issuer
would not be exposed to commingling risk upon a counterparty insolvency or if structural
mechanisms in the transaction protect the issuer from any loss or delay in receiving funds upon
a counterparty insolvency.

- The rating on the supported securities is no higher than the rating on the counterparty because
the counterparty does not commit to take any appropriate remedy actions upon downgrade or
because we have determined that the materiality of the counterparty risk is too great to be
mitigated by typical downgrade remedies. We would generally reach this conclusion if the
counterparty is substantially the sole source of repayment for the supported security, asina
credit substitution. In determining whether a specific exposure matches this description, we
will consider the exposure's nature, size, and duration.

- The rating on the supported securities may be higher than the counterparty's rating because
counterparty risk is mitigated by the counterparty's commitment to take certain remedy
actions if its rating is lowered below a certain level. The remainder of these proposed criteria
focuses primarily on the analysis of such downgrade remedies. If a downgraded counterparty
does not implement a committed remedy action, we would lower the rating on the supported
notes, potentially to the counterparty's rating, unless other mitigating factors support a higher
rating level.
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Chart 1

Overview Of The Proposed Framework For Analyzing Counterparty Risk

Legal analysis supports that a counterparty insolvency
would result in no loss on the supported securities...

Rating on the
supported securities
is not constrained by

. counterparty risk
... or cash flow analysis demonstrates that structural

factors allow the supported securities to withstand a
counterparty default scenario at a level of stress
commensurate with a rating higher than that on the
counterparty

Counterparty risk is not mitigated ...

Rating on the
supported securities
is no higher than the
counterparty’s rating

... Or counterparty is substantially the sole source of
repayment for the supported security

Maximum Supported Rating
i , may exceed the
Count_erparty n_sk is mitigated by counterpartys P counterparty’s rating, based
commitment to implement downgrade remedies
on our assessment of the

downgrade remedies

Copyright © 2018 by Standard & Poor’s Financial Services LLC. All rights reserved.

14. In exceptional cases where atypical risks exist that are not contemplated in these proposed
criteria, we may reduce the maximum supported rating. The magnitude of such a reduction is
based on the available information and our view of the relevance of these factors to the overall
assessment of counterparty risk.

15. The proposed criteria separate the analysis of derivative obligations from the analysis of other
obligations due to the specific considerations applicable to the analysis of derivative agreements
(in particular, collateralization and termination events).

Determining The Applicable Counterparty Rating

16. The first step in our analysis is to determine the applicable counterparty rating. To determine the
maximum supported rating on the securities, our proposed analysis considers the minimum
eligible counterparty rating (i.e., the rating level below which counterparties typically commit to
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implement remedies), alongside the counterparty's current rating.

S&P Global Ratings assigns RCRs to certain financial institutions to address how, in the wake of
the global financial crisis, bail-in resolution regimes (where investors bear some of the burden by
having some of their debt written off) and resolution authorities in certain jurisdictions affect the
default risk for certain senior liabilities (see the RCR criteria in the Related Criteria And Research
section).

The applicable counterparty rating we will use for a specific obligation when applying these
proposed criteria is either the counterparty's ICR or RCR, if relevant, depending on the obligation
type. The local currency rating on the counterparty is relevant for obligations denominated in its
local currency, whereas the foreign currency rating is relevant for obligations denominated in a
different currency than the counterparty's local currency.

The applicable counterparty rating we would use in our counterparty risk analysis would be:

- The counterparty's RCR if we have assigned one and we believe the counterparty's obligation is
an RCR liability according to the RCR criteria;

- The counterparty's ICR if we have assigned an RCR to the counterparty but we believe the
counterparty's obligation is not an RCR liability according to the RCR criteria; or

- The counterparty's ICR if we have not assigned an RCR to the counterparty.

For example, we consider that collateralized derivatives and on-demand bank deposits (which the
issuer can draw from at any time) would typically be RCR liabilities. Most other exposures we see
in structured finance transactions, such as liquidity facilities, would typically not be RCR

liabilities.

These proposed criteria reference long-term ratings on the counterparty when defining the
minimum eligible counterparty ratings. Certain counterparties may only have short-term ratings
or only reference short-term counterparty ratings in their documentation. In such cases, to assess
the documented remedies, we would infer a long-term rating from the documented short-term
rating. This is the lowest long-term rating that maps to the relevant short-term rating according to
our criteria for linking long- and short-term ratings (see the Related Criteria And Research
section).

Where a counterparty is not rated but belongs to a group with a rated parent, we may determine
the counterparty's rating using our group rating methodology (see the Related Criteria And
Research section) to the extent it is applicable to the group the counterparty belongs to.

- Where a counterparty is the branch of a rated bank, the applicable counterparty rating for the

purpose of these proposed criteria is determined under our bank branch creditworthiness criteria
(see the Related Criteria And Research section).

Counterparty ratings limited by the relevant sovereign rating Where a counterparty's rating is
limited by the relevant sovereign rating at 'BB' or below, we propose that the applicable
counterparty rating may refer to the higher of:

- The ICR or RCR (as applicable to the relevant obligation type) and

- The counterparty's standalone credit profile (SACP).

If the counterparty's SACP is the applicable rating (because it is higher than the relevant sovereign
rating), we consider that the counterparty risk analysis addresses the issuer's exposure to a
counterparty's idiosyncratic default risk. However, we also consider that the issuer would remain
exposed to counterparty risk in a sovereign default scenario. This risk may affect our assessment
of the transaction's sensitivity to sovereign default risk, under our criteria for assigning structured
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finance ratings that exceed the relevant sovereign rating. We also propose to cap the maximum
supported rating in such cases at 'BB+.'

Nonderivative Counterparties

Nonderivative obligations for which we would analyze counterparty downgrade remedies include,
for example, transaction bank accounts, servicers collecting cash from securitized assets (which
may create a commingling risk), liquidity or credit facilities, or commitments to fund reserves
covering specific risks in a transaction. These obligations may form all or part of the credit
enhancement provided to a supported security but would not be the sole repayment source for the
supported security, as in a credit substitution.

For such counterparty exposures, typical counterparty downgrade remedies include a clear
commitment by the counterparty, to:

- Replace itself with, or obtain a guarantee from, a higher-rated counterparty at its own cost;
- Prefund its counterparty obligation for the transaction's life; and/or

- Implement structural mechanisms (or other mitigating factors) that remove counterparty risk,
within the remedy period.

We consider that such downgrade remedies effectively mitigate counterparty risk if the remedy
period is no longer than 90 calendar days. For bank accounts specifically, a replacement
commitment may rest with the issuer or its trustee or with the counterparty; for other obligation
types, we believe the counterparty should make the replacement commitment.

For transactions where counterparty replacement is the applicable remedy, we would consider the
documented wording to be sufficiently firm if it states that the counterparty "will replace" itself if

itis downgraded below the minimum eligible counterparty rating. We would also give credit to
replacement commitments that are worded as "will make commercially reasonably efforts to
replace"” in the following situations:

- For bank accounts, if the commitment rests with the issuer or trustee rather than the
counterparty; or

- For other nonderivative obligations, if the commitment is associated with a commitment to
fund or draw to cash the obligation within the remedy period if it is not replaced.

We propose to determine the maximum supported rating on the basis of our classification of the
exposure and the level of the remedy rating trigger, as shown in table 1.

We propose to classify the rated notes' counterparty risk exposures as "limited" or "minimal." We
will classify an exposure as "limited" unless it meets both the conditions below to be classified as
"minimal:"

- Sensitivity to the counterparty's performance on its obligation: We assess that the hypothetical
scenario of the counterparty's insolvency would not, in itself, disrupt payments on the rated
notes. Our assessment will consider any structural features or other mitigating factors that
may prevent a disruption in payments on the rated notes upon a counterparty default.

- Materiality of the exposure: We assess that the materiality of the exposure to the counterparty
is low, reducing the risk of a disordinate rating transition on the supported securities in the
event that the counterparty fails to implement a remedy after its rating is lowered below the
minimum eligible counterparty rating. Our assessment of materiality will consider the exposure
size, which may be a fixed amount, or a function of transaction features, such as the payment
profile of the securitized assets and the frequency of distributions to noteholders.
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We will perform this classification when a new transaction is initiated and generally do not expect
the classification to change over the transaction's life.

Table 1

Minimum Eligible Counterparty Rating And Corresponding Exposure

Maximum supported rating

Minimum eligible counterparty rating Limited exposure Minimal exposure
A and above AAA AAA

A- AA AAA

BBB+ A+ AAA

BBB A AAA

BBB- A- AA-

BB+ BBB- A-

BB BB BBB

BB- and below Counterparty rating Counterparty rating
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Derivative Counterparties

In our analysis, we would consider the combined strength of the contractual remedies to
determine the maximum supported rating on the structured finance notes for a given derivative
counterparty exposure. We would also consider the ranking of termination payments in situations
where the counterparty is the defaulting or sole affected party, as well as other liquidity risks.

- Derivatives typically include the following contractual commitments to implement certain

remedies if the counterparty's credit rating is lowered:

- The counterparty posting collateral to mitigate the issuer's exposure to it;

- The counterparty's commitment to replace itself with an eligible counterparty;

- The issuer's ability to terminate the derivative if the counterparty fails to replace itself; and

- The subordination of termination payments in situations where the derivative terminates and
the counterparty is the defaulting or sole affected party.

If a counterparty fails to replace itself within the remedy period after its rating is lowered below
the minimum eligible counterparty rating, the maximum supported rating may remain above the
counterparty's rating, depending on the strength of the collateral framework and the issuer's
ability to terminate the derivative. This is because these two factors may allow the issuer to
rehedge its exposure with an eligible replacement counterparty. The issuer may terminate the
derivative with the initial counterparty and enter into a derivative on similar terms with a new
counterparty if it receives a bid from an eligible replacement counterparty. If the issuer does not
terminate the derivative and the initial counterparty eventually defaults, the issuer may still use
available collateral to enter into a new derivative with an eligible replacement counterparty.

Chart 2 illustrates a typical derivative in a structured finance transaction from initiation through a
hypothetical deterioration of a counterparty's credit quality and up to its default on the derivative.
The chart highlights the points at which each remedy would be implemented and how this would
affect our proposed analysis of counterparty risk.
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Chart 2

lllustration Of Our Proposed Counterparty Risk Analysis Through The Lifecycle
Of A Typical Structured Finance Derivative

Issuer enters into derivative with Bank A.

!

Bank A commits to post collateral and to replace itself if
downgraded below the minimum eligible rating.

|

Bank A is downgraded below the minimum eligible rating.

'

Scenario 1:
Bank A replaces itself with higher-
rated Bank B.

Maximum supported rating reflects
counterparty risk exposure to Bank
B and available remedies.

v

Scenario 2:
Bank A fails to replace itself.

Bank A continues to post collateral.
Issuer may terminate derivative
through use of additional
termination event.

v

Scenario 3:
Bank A fails to replace itself and
later defaults on derivative.

v

Issuer uses collateral to enter into a
replacement derivative with Bank C.

Copyright © 2018 by Standard & Poor’s Financial Services LLC. All rights reserved.

Maximum supported rating
reflects combined strength of
counterparty’s replacement
commitment and collateral
frameworks.

Maximum supported rating
reflects collateral framework
and issuer’s termination right
following a failure to replace.

Maximum supported rating
reflects counterparty risk
exposure to Bank C and

available remedies.

36. Charts 3 and 4 show the steps of our proposed derivative counterparty risk analysis, illustrating
how we would assess available remedies and determine the maximum supported rating.

37. Table 2 illustrates the maximum rating supported by the combination of replacement commitment
and collateral posting, and table 3 indicates the uplift above the counterparty's rating for ratings
supported by a collateral posting and the issuer's right to terminate the derivative. Both of the
tables assume termination payments are subordinated.
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Chart 3

Steps To Determine The Maximum Supported Rating

Copyright © 2018 by Standard & Poor’s Financial Services LLC. All rights reserved.

www.spglobal.com/ratingsdirect October9,2018 13



Criteria Structured Finance Request for Comment: Request For Comment: Counterparty Risk Framework: Methodology And Assumptions

Chart 4

Step 4: Determine The Maximum Supported Rating Based On The Applicable

Remedies

Does the derivative include a counterparty replacement commitment that meets the minimum standards

Counterparty rating is
at or above the
replacement trigger.

Maximum supported
rating is a function of
the minimum eligible
counterparty rating and
of the collateral

framework assessment.

Table 2

Copyright © 2018 by Standard & Poor’s Financial Services LLC. All rights reserved.
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under step 2 in chart 3?

Counterparty fails to
replace after
downgrade below the
replacement trigger.

Maximum supported
rating may be uplifted
from the counterparty
rating based on the
collateral framework
assessment and the
issuer’s right to
terminate the
derivative.

I
I
l

Table 3

No

Maximum supported
rating may be uplifted
from the counterparty
rating based on the
collateral framework
assessment.

Floor in table 2
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Table 2

Maximum Rating Supported By The Combination Of Replacement Commitment And
Collateral Posting

If termination payments are subordinated

Maximum supported rating

"Adequate” "Moderate"

"Strong" collateral collateral collateral "Weak" collateral
Replacement trigger
AAA AAA AAA AAA AAA
AA+ AAA AAA AAA AAA
AA AAA AAA AAA AAA
AA- AAA AAA AAA AAA
A+ AAA AAA AAA AAA
A AAA AAA AAA AA
A- AAA AAA AA+ AA-
BBB+ AAA AA AA- A
BBB AA A+ A BBB+
BBB- A+ A- BBB+ BBB-

Floor to supported rating Counterparty rating Counterparty rating Counterparty rating  Counterparty rating

+ 3 notches + 2 notches + 1 notch

Maximum supported rating is equal to the floor above in the following cases

Replacement trigger at 'BB+'
or below

Replacement commitment
does not meet minimum
standard

No replacement commitment

Table 3

Uplift For Ratings Supported By Collateral Posting Framework And The Issuer's Right
To Terminate The Derivative After The Counterparty's Failure To Replace

If termination payments are subordinated

Strength of collateral framework Proposed uplift above counterparty rating

"Strong" Five notches
"Adequate” Three notches
"Moderate" Two notches
"Weak" No uplift

Adjusting the maximum supported rating to reflect senior termination payments

A termination payment is owed when the derivative contract is terminated. The payment's size and
direction is determined by the contract's value on the termination date. For derivative contracts in
structured finance transactions, termination payments are typically subordinated if the
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counterparty defaults on the derivative or if the counterparty is the sole affected party following
an additional termination event (ATE).

If we assess that termination payments rank senior, then the maximum supported rating will be
lower than if the termination payments were subordinated. This reflects liquidity risk upon a
counterparty default and the reduced effectiveness of an ATE as an incentive for the counterparty
to replace itself (see Appendix 1). However, we would apply no adjustment for the senior
termination payments if the issuer must post margin to the counterparty and we have assessed
that it would have sufficient resources to do so (see our special-purpose vehicle criteria article
listed in the Related Criteria And Research section).

Replacement commitment

We will give credit in our analysis to a counterparty's contractual commitment to replace itself if
the derivative documentation includes each of the following:

- The counterparty's clear and unambiguous commitment to replace itself (or make
"commercially reasonable efforts" to do so) within a defined remedy period if its rating is
lowered below the minimum eligible counterparty rating;

- A minimum eligible counterparty rating, of at least 'BBB-', below which a counterparty commits
to replace itself (under this proposal, a higher minimum eligible counterparty rating supports a
higher maximum rating on the securities);

- An ATE, which allows the issuer to terminate the derivative if a counterparty fails to replace
itself within the contractual remedy period. If the remedy period is not quantified (see the next
bullet point), we would assess how the issuer's termination right may be enforced in a timely
manner. We consider that the applicability to the counterparty of the "breach of agreement"
event of default supports this timely enforceability;

- A contractual remedy period no longer than 90 calendar days, or, if the remedy period is not
quantified, it is defined as "as soon as reasonably practicable" (or similar language; in this case
we would also consider that a counterparty has failed to replace if it has not done so within 90
calendar days of its downgrade below the minimum eligible counterparty rating);

- Coverage by the counterparty of all costs from the replacement.

Collateral-posting frameworks

We will categorize the counterparty's collateral-posting framework for a given derivative contract
as "weak," "moderate," "adequate," or "strong" based on our assessment of the likelihood that
collateral would allow the issuer to rehedge its exposure upon a counterparty default. The factors
that we propose to consider in this determination are shown in chart 5.

We will generally rank a collateral framework in a given category only if it meets all of that
category's conditions unless we consider a specific variation to be de minimis or otherwise
mitigated.
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