EMF ECBC

EUROPEAN MORTGAGE FEDERATION
EUROPEAN COVERED BOND COUNCIL

European Secured Notes (ESN)

Stefano Patruno, ECBC Chairman

vdp Central European CB Conference,
Budapest,
10 October 2024




ECBC

EUROPEAN COVERED BOND
COUNCIL

4 N

* Background
e The new economic environment
e Importance for the market

e Conclusions

), /

2024 EMF | ECBC



() E C B C Background

Since 2015 and in the context of actions to build a Capital Markets Union (CMU), there
have been efforts at the EU level, also supported by the EMF-ECBC, to promote the
development of the European Secured Note (ESN) as a dual-recourse, long-term
funding instrument to allow for the financing of asset classes beyond the traditional
covered bond collateral types, such as SME loans.

This instrument is intended to combine existing covered bond techniques and market
best practices to establish a funding solution for lenders and a new product for
institutional investors, which would also be accessible in a stress scenario, thereby
acting as an anticyclical funding tool and, crucially, providing support for the real
economy.

While the last years did not see any issuance of these products, the appetite from the
banking sector is growing due to a mix of factors that make today’s environment the
most appealing for establishing regulated ESNs.
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\/ The different environment

The current macroeconomic context shows opportunities in terms of the appeal of such
an instrument, such as:

* High interest rates challenging SMEs’ financing capabilities, coupled with the new
prudential treatment of SME loans in banks’ balance sheets,

* Winding down of the TLTRO by the ECB (which allowed affordable SME financing),

* Need to foster the EU Single Market and the SMEs’ competitiveness at the global
level through a complete and operational CMU.

The main issue refraining banks from the issuance can be seen in the absence of a
dedicated regulatory framework setting out some key preferential treatments for such
assets, to some respect at a different degree compared to the traditional CB, and
possibly comprising:

* the exclusion from bail-in,
e the eligibility under ECB rules for use as repo collateral, and

* high standard of eligibility under the rules for HQLA (for purposes of LCR ratios) for
bank treasury purposes.
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Importance for the market

In the aforementioned context, ESNs would be seen as:

* Recovery tool in times of stress for the EU economy
enhancing EU financial stability,

* Response to the competitive challenges faced by
SMEs in the global market,

* Interesting for investors in light of its structural
soundness and pricing (most likely in between
traditional covered bonds and SME securitisation),

* Leverage to channel ESG investments for SMEs,
facilitating access to long-term finance for energy
efficiency projects (see graph)
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Source: EBA report on green loans and mortgages
https://www.eba.europa.eu/sites/default/files/2023-12/e7bcc22e-7fc2-4ca9-b50d-
b6e922f99513/EBA%20report%200n%20green%20loans%20and%20mortgages 0.pdf

Regarding the last point, it is worth mentioning that capital market ESG due diligence, such as that provided for by
the Covered Bond Label, is helping issuers and investors to apply long-term ESG strategies. This came so far with a
focus on lending to households, which is underpinning the green transition with more than EUR 140 bn of

sustainable covered bonds outstanding.

A similar impact could be achieved in the SME sector by developing ESG disclosure best practices for European
Secured Notes (ESN) backed by SME loans, a sector which so far lags in terms of sustainable lending compared to

housing finance.
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() E C B C Conclusions

* The introduction of ESN would enhance CMU and the tool box for the financing of the SME sector
crucial for the EU economy

* It is a low hanging fruit, needing a targeted legislative initiative, where there is clear market
interest, from both issuers and investors and for which all main rating agencies have already put
in place rating criteria

* ESN as a regulated instrument complementary to securitisation, which can be issued also with
the support of specialised EU institutions such as the EIB or the EIF

* regulating the ESN would also prove useful to protect the covered bond brand at global level

* The ECBC stands ready to support EU institutions in the design of a specific EU legislative
initiative, starting from the needs and inputs of the various stakeholders participating to the ESN
Task Force, introducing a regulated instrument that can work throughout the EU
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