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Italian NPL securitisation Outlook

Negative ratings drift is likely to abate but the overall
outlook remains subdued as servicers’ performance
continues to undershoot expectations.

Scope’s expectations for a global soft landing and for the normalisation of economic and monetary
conditions, including slowing inflation and central bank easing, are likely to cause the negative
ratings drift observed since 2019 to abate. However, we expect servicers’ performance will
continue to fall short of initial expectations while macroeconomic risks remain skewed to the
downside. Notes issued between 2018 and 2020 may be particularly vulnerable', since they
typically have weaker structural protection than more recent transactions.

Figure 1: Italian NPLs ratings drift
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Ratings drifts is the ratio of the difference between aggregate rating upgrades and downgrades to the number of rated instruments
at the beginning of the period. Source: Scope Ratings

1. Mid-term outlook

Our outlook on Italian NPL securitisations remains subdued but we expect the negative ratings
drift to abate as economic and monetary policy conditions gradually normalise. Scope’s baseline
scenario for the global economy is for a soft landing and a turn of the global rate cycle, amidst
ongoing geopolitical risks (see our Sovereign Outlook).

The impact of our economic and real estate projections on our Italian NPL outlook is neutral relative
to 2023. We expect Italy’s economic growth to remain moderate at 0.8% this year, slightly below
its medium run potential of 1.0%. Residential house prices continue to be among the most stable
in Europe, mainly supported by the relatively low leverage of the private sector: household debt

12017 vintage deals are already rated close to the floor of the rating scale.
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Italian NPL securitisation Outlook | Negative ratings drift is likely to abate but the overall
outlook remains subdued as servicers’ performance continues to undershoot expectations.

stands at around 39.5% of GDP compared to the euro area average of 55.2%. We expect that
nominal house prices will continue to increase moderately, in line with inflation expectations.

This year, we will be watching out to see if the trend of increasing discounts on asset sales since
the outbreak of the Covid pandemic stabilises. Moderating inflation expectations and normalising
monetary policy around the globe should have a positive impact on distressed asset sales over
the medium term. We anticipate that most central banks have reached peak rates and that the
ECB's first cuts will start in the second half of 2024 at the latest. This will remove a significant
source of uncertainty and instability, which has been particularly detrimental for the NPL asset
class.

We will also be looking out for note sales discounts to narrow, and a revitalisation in ReoCo (Real
Estate Owned Company?) activity. Over the years, recourse to note sales to support the flow of
collections amid the slow pace of judicial processes has often come at the expense of higher than
average liquidation haircuts, due to weak market liquidity conditions. Better market liquidity could
also be reflected in an improvement of ReoCo performance, which has disappointed so far.

Further downside adjustments to servicers’ business plans would constitute a strong warning
signal. We will be especially vigilant around particularly large revisions in business plan
expectations and could penalise transactions if the servicers’ revisions are not in our view credible.
We do expect that most servicers will continue to adjust down their business plans, though, as
under-performance relative to initial business plan projections is generally only recognised with a
significant lag. For example, eight out of 48 business plans have never been adjusted although
they have generally lagged initial expectations in varying degrees.

Key risks for Italian NPLs remain skewed to the downside, mainly driven by economic uncertainties.
Global growth and inflation remain exposed to geopolitical risks and a further supply-side shocks.
At the country level, effects of monetary tightening could pass through to Italian households and
SMEs with a lag, as the mortgage market is dominated by variable-rate mortgages. By the same
token, a reversal of monetary policies is likely to take time to pass through to the real economy,
especially if central bank policy rates take longer than expected to normalise.

2. Rating history

Since we rated our first Italian NPL securitisation in July 2017, we now rate 48 senior and
18 mezzanine tranches across public transactions as of December 2023. The asset class has
suffered from persistent negative ratings drift since the second quarter of 2019 (Figure 1). Since
the second quarter of 2019, we have downgraded 24 out of 48 senior and upgraded six tranches
(see Appendix for more detail).

Most of the downgrades were driven by significantly higher than expected haircuts on secured
exposures. Some transactions also experienced slower than expected judicial resolution and/or
higher than expected expenses. The upgrades were mainly driven by faster-than-expected
deleveraging of the notes.

Downward ratings pressure has subsided over time, as more recent vintages tend to exhibit a
faster pace of collections relative to older vintages, as well as increased levels of credit
enhancement.

The increasing pace of collections for newer vintages has been supported by a more frequent use
of discounted pay-off agreements (DPOs) and note sales recovery strategies. These tend to be
faster than judicial procedures (Figure 2).

Monetary policy normalisation
should support performance over
the medium term.

Narrowing of note sales discounts
and a pick-up in ReoCo activity.

Most servicers expected to
continue adjusting down their
business plans.

Key risks for Italian NPLs remain
skewed to the downside, mainly
driven by economic uncertainties.

The asset class has suffered from
a persistent negative ratings drift.

Downward ratings pressure has
subsided over time.

2 ReoCos act exclusively in the interests of securitisation noteholders. Their sole purpose is to participate in property auctions and manage and dispose of the properties they buy.

25 January 2024

21N



Italian NPL securitisation Outlook | Negative ratings drift is likely to abate but the overall L

outlook remains subdued as servicers’ performance continues to undershoot expectations. SC. OP‘E
Figure 2: Distribution of recovery strategies, by issuance year*
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The size of senior notes as a percentage of gross book value (GBV) of 2021 and 2022 vintages
has markedly decreased relative to previous vintages (Figures 3 and 4). This reflects more
conservative business-plan assumptions, as asset sales prices relative to initial appraisal values
have suffered a broad-based and continuous deterioration that coincided with the Covid outbreak
(Figure 11 below).
Figure 3: Asset-liability (A-L) structure, by issuance year* Figure 4: Adjusted A-L structure, by issuance year®
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3. Key performance drivers of underlying NPL portfolios
3.1. Economic and real estate market conditions
Real estate market dynamics have generally aligned with our expectations. When we rated our Real estate market dynamics have

generally aligned with our

first Italian NPL securitisation in 2017 (Elrond), we said Italian real estate market fundamentals ]
expectations.

would be moderately supportive over the medium term. The Italian real estate market has
moderately recovered since then. Nominal residential prices have recovered by about 10% since
2017 (Figure 5), supported by an even stronger increase in the number of transactions.

% Transactions also include a certain share of recoveries from cash-in-court positions or ‘add-interim’ collections, as well as a small share of recoveries that have not been
allocated to any specific recovery procedure. We have assumed that such recoveries are evenly distributed between DPO and judicial proceeds.

4 Lease NPL and fully unsecured NPL transactions have been excluded from the sample, due to their lack of comparability.

® Because the composition of portfolios varies in terms of their share of secured vs unsecured loans, the size of the class A relative to GBV could be misleading. The right-hand

chart improves the comparability of such metrics across transactions by removing the contribution of unsecured loans, both in the denominator and the numerator. To adjust the
numerator, we assume an unsecured recovery rate expectation of 10% for all transactions (i.e. Adjusted class A size = original class A size — unsecured GVB * 10%)

25 January 2024 31



Italian NPL securitisation Outlook | Negative ratings drift is likely to abate but the overall
outlook remains subdued as servicers’ performance continues to undershoot expectations.

Figure 5: Residential house price index and number of transactions
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3.2. Asset-class specific factors
Higher-than-expected valuation haircuts

Despite moderately supportive real estate sector dynamics, NPL collateral has been liquidated at
significantly bigger discounts than initially expected. Our assumptions were initially supported by
servicers’ historical data. However, we underestimated asset-class specific risks, resulting in
higher-than-expected impairment values and liquidation discounts. We believe that these have
been mainly driven by the long-lasting effect of the Covid pandemic (see section 3.4 below).

During the 2017-2019 period, we applied an average stress to indexed original appraisal values on
outstanding securitisations (i.e. firesale stresses®) slightly below 30% on 25 transactions. Over time,
we have gradually increased the stresses to about 45% on 48 transactions to reflect the
deterioration in market conditions (Figure 6).

Figure 6: Scope’s average firesale discount (FSD) assumptions
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NPL collateral has been liquidated
at significantly higher discounts
than initially expected.

We have gradually increased our
valuation haircut assumptions.

% The assumptions refer to a level of stress commensurate with a BBB rating. So-called firesale discount assumptions reflect the haircuts applied to indexed original valuations. The

indexation factor reflects the change in a selected residential house price index since the respective original appraisal date.
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Faster-than-expected collections
In general, the pace of collections has exceeded our expectations, mainly because of the very The pace of collections has

significant share of extrajudicial recoveries (Figure 2 above), which we did not initially account for. exceeded our expectations.

Extrajudicial recoveries tend to conclude much more quickly than judicial proceedings. But
extrajudicial recoveries are often executed at bigger than average discounts, particularly in the
case of note sales. In addition, the pace of collections in early periods is biased by cash-in-court
and ad-interim collections, which typically provide a one-off boost shortly after closing. The rate
of collections relative to original GBV falls sharply a few periods after closing (Figure 7).

Figure 7: Average pace of collections
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Expenses

Transaction expenses are evenly distributed between servicing fees and legal costs. Generally, Servicers have kept recovery
expenses below our lifetime

servicers have kept recovery expenses below our lifetime expectations of about 9% relative to >
expectations on average.

initial GBV (Figure 8).

Figure 8: Realised expenses by origination vintage’
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7 Lease NPL and fully unsecured NPL transactions excluded.
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However, we do not believe that expense rates have stabilised. Lifetime expenses tend to be
backloaded so we still consider our assumptions to be reasonable. Various factors can contribute
to backloaded expenses. For instance, on initial interest payment dates, recovery expenses are
typically low as servicers are mainly focused on portfolio on-boarding, which may delay recovery
costs. Additionally, servicers might focus on cash-in-court proceeds that do not typically have
high associated expenses. Also, we believe that extrajudicial recovery procedures, which typically
have lower expenses than judicial routes, tend to be front-loaded as their likelihood of success
diminishes over time.

3.3. Servicer assessments

Relative to the average rating we assigned to senior notes at closing for each servicer compared
to current ratings®, the average adjustment has been -2 notches while the average adjustment by
servicer ranges from -5 to +2 notches (Figure 9).

Figure 9: Senior tranche ratings by special servicer

Average Class

amemenen? | Aratngat | Ateregzeuen
closing

Vanagement Sph 4 B36- 5 s
doValue SpA 10 BBB BB+ -2
Fire SpA 1 BBB BBB 0
Gardant SpA 3 BBB BB+ -2
Hoist Italia Srl 1 BBB+ A +2
Ifis Servicing SpA 1 BBB+ BBB+ 0
Intrum Italy SpA 3 BBB BBB 0
Multiple servicers 8 BBB BB -3
g;eAIios Credit Servicing 15 BBB BB 3
Guber Banca SpA 2 BBB BBB- -1
Total 48 BBB BB+ -2

In our view, there is no conclusive evidence that the range in transaction performance among
servicers relates to servicing capabilities. It is difficult to assess the relative strength of servicers
as the composition of the portfolios they manage is not homogeneous. Portfolios may vary in terms
of their origination vintage, their granularity, the geographical location of the assets, the share of
unsecured exposures, seasoning of the exposures, or stages of the judicial procedures.

For example, three out of the four securitisations serviced by Cerved, were originated between
2017 and 2018 (see Appendix), which were the weakest vintages but mainly driven by structural
transaction factors. The transactions serviced by Hoist and Ifis are outliers in that they relate to
fully unsecured NPL portfolios, while the other transactions contain a mix of unsecured and
secured positions.

Revisions to initial business plans are a key indicator of servicer performance. Almost all the
servicers have revised down their initial business plan projections, while the business plans on
eight out of 48 transactions have not been updated since issuance. Figure 10 shows the average
revision to initial business plan collection estimates, by issuance year, excluding those business
plans that have not yet been reviewed.

& Updated as of 19/12/2023

25 January 2024

Transaction performance by
servicer has been dispersed.

Transaction performance by
servicers does not necessarily
relate to servicing capabilities.

Almost all the servicers have
revised downward initial business
plan projections.
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Figure 10: Average downward adjustment to initial business plan collection estimates, by
issuance year
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Source: Transactions’ reporting, servicers’ business plans, Scope Ratings

Revisions to business plans need to be interpreted with caution. Initial projections are not always
comparable across transactions, since some servicers make more optimistic assumptions than
others. To avoid rating biases, Scope’s rating approach stresses the importance of deriving cash
flow projections that are independent but benchmarked against initial business plan estimates. As
transactions season and the actual performance becomes available we incorporate that type of
real operational experience in our updated cash flow projections and benchmark it with the
updates in the business plans.

3.4. Covid impacts

Real estate data suggests that the impact of Covid was temporary and short-lived. For instance,
residential prices and the volume of transactions dipped in 2019 and 2020, respectively, but have
meaningfully recovered since then (Figure 5). In addition, core economic variables recovered
strongly (Figure 11). Consequently, it is not appropriate to attribute under-performance to broad-
based effects of the pandemic.

Figure 11: Italian economy core variables

rsmse e avo | —an| o
34.9 33.6 31.8 35.7 341

GDP per capita, USD '000s IMF

Nominal GDP, USD bn IMF 2,092.9 2,011.5 1,895.7 2,115.8 2,012.0
Real growth, % IMF 0.9 0.5 -9.0 7.0 3.7
CPlI Inflation, % IMF 1.2 0.6 -0.1 1.9 8.7
Unemployment rate, % WB 10.6 10 9.2 9.5 8.1

That said, we believe Italian NPLs have been disproportionately affected by asset-class-specific
repercussions of Covid.

First, the change in the interest-rate regime triggered by the consequences of the pandemic has
especially impacted non-income-producing distressed assets. While real estate asset prices have
proven to be broadly resilient in an environment of high nominal rates, the key inflation-hedging
attributes of performing real estate do not apply to NPLs i.e. NPLs do not benefit from stable nor
inflation-indexed rental income® nor from access to relatively cheap and stable financing
conditions.

 Or owner-equivalent rents

25 January 2024
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Second, the pandemic did build up a significant court backlog. Longer legal proceedings are
particularly detrimental to secured NPLs as the underlying collateral tends to depreciate fast. In
addition, a distinct feature of Italian NPLs compared to other jurisdictions such as Spain and
Portugal is that they are less liquid as the legal framework does not allow for repossession of the
assets. Properties must be sold through a lengthy auction process. Consequently, lenders and
servicers are not incentivised to maintain assets (incurring operational expenses) or upgrade them
(incurring capital expenditure). This exacerbates their depreciation rate.

Servicers have attempted to mitigate the slow pace of judicial proceedings through a strong focus
on extrajudicial routes such as note sales and DPOs but often at higher-than-average haircuts.
Similarly, some structures have attempted to overcome lenders’ inability to repossess assets
through the implementation of ReoCo structures, but only to a very limited extent and with limited
success so far.

We will continue to monitor the accuracy of business plan appraisal values versus line-by-line
asset sales data provided by servicers. We compare sales values against indexed appraisal
values™. As of December 2023, our database comprises around 300,000 datapoints over the
period 2002-2023 provided by 10 servicers. Aggregated and unfiltered data suggesting a regime-
change roughly coincides with the Covid breakout (Figure 12). Between 2002 and 2018, average
sales haircuts to indexed valuations were relatively stable and below the 20% mark. Since 2019
they have constantly increased, peaking at about 50% in Q4 2023, although the number of
observations we have received for that period is still very low and inconclusive.

Figure 12: Realised sales haircuts relative to indexed appraisal values

[ # Sold assets (left)
eeeee Average sale haircuts trend post-Covid (right)

ceoes Average sale haircuts trend pre-Covid (right)

15.000 -0,8
- -0,7
1L -0,6
10.000
R -0,5
[

.......%'.rﬁTT'ﬂ..”T'..

[}

'
o
—

M LT °
°
I H-E. -0,3
5.000 J— ° '
o ?
ooooooop'u ccc" -0,2

OO0 00O 0O0C0COoO000000000 000 TggQ0QTTogaTgag
DA S SN S U N SN G I
I 0 © = < ~ o ]
0883088503322 230 38w
SO o090 060900 ool oo O 0008 0o o
NAddAdNYNdAdNNQ QN NA A NAAATANYNN AT JZANJZAN

Source: Transactions’ reporting, special servicers and Scope Ratings

Distressed asset sales suffered a

broad-based and continuous

deterioration coinciding with the

Covid outbreak.

'° We increase or decrease the original valuation proportional to the change in market house price indices between the valuation date and the sales date.
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APPENDIX

Figure 13: List of public securitisations rated by Scope

Scope class A

Scope class B
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