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sued a set of FAQ about a seemingly esoteric financial instru-

ment called a synthetic risk transfer (SRT).! The FAQ spurred
rapid growth in the U.S. market for SRTs, which allow banks to
transfer some of the risk of their loans to outside investors. In
this article, we describe these financial instruments, explain how
banks can benefit from them, provide
an overview of the market's size and See A Synthetic Risk
growth, and highlight potential risks as Transfer by Any Other
the use of SRTs increases. Name

In 2023, the Federal Reserve's Board of Governors (FRB) is-

Defining a Synthetic Risk Transfer

An SRT is a combination of a portfolio of loans and another
financial instrument that together mimics a securitized financial
product.? To create an SRT, a bank pays a third party for credit
protection against a portfolio of loans on its balance sheet. The
bank's goal is to transfer a portion of the credit risk of its loans to
an outside investor, who will then cover the bank's losses if some
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Key Takeaways:

e Banks issue synthetic risk transfers (SRTs) to
hedge credit risk and optimize regulatory capital.

e U.S. capital rules allow banks to use SRTSs to re-
duce the capital they are required to hold against
possible losses, increase their returns relative
to their capital, and create an opportunity to
increase lending to their customers.

. In the U.S., the total amount of outstanding SRTs
as of the fourth quarter of 2024 was $170 billion.

¢ The market experienced substantial growth
following the Federal Reserve's publication of its
frequently asked questions (FAQ) related to SRTs
in 2023.

. If not well structured, SRTs could increase risk to
banks and the broader financial system.

of the bank's borrowers default on their loans. Unlike
an actual securitized product, in which the bank sells
loans to a third party, the underlying loans of an SRT
remain on the issuing bank's balance sheet.

The fact that SRTs mimic securitizations is import-
ant because, according to U.S. capital rules, SRTs are
treated similarly to securitized products. By using
an SRT, a bank can reduce its risk-weighted assets
(RWA)? and thus the amount of capital it is required
to hold—just as it would if it had created a securitized
product to sell to an outside investor, but without
having to sell some of its loans. Thus, an SRT allows a
bank to keep loans on its balance sheet while reduc-
ing credit risk and reducing the capital it is required
to hold.

Types of Synthetic Risk Transfers

There are three main types of transactions that keep
the underlying loans on the bank's balance sheet
while shifting credit risk outside the bank. A credit
default swap (CDS) is a derivative where the bank
buys credit protection, paying a regular premium to
the protection seller. A credit-linked note (CLN) is

a debt security that references a portfolio of loans
on the bank's balance sheet. Whoever buys a CLN
receives interest payments from the bank but loses
principal if some of the underlying loans default. In
the third main type of transaction, a third party pro-
vides the bank a guarantee such as a letter of credit
that covers future loan losses. There are strict guide-
lines in the U.S. capital rule on what type of firm may
provide the guarantee.

How SRTs Help Banks

There are three key benefits for a bank that issues an
SRT: credit hedging, a reduction in its RWA, and a
higher return relative to capital.
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FIGURE 1

Synthetic Securitization Volumes Have Grown in Recent Years
Underlying pool size of synthetic securitization at inception by issuer region, billions of U.S. dollars
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Data Source: International Association of Credit Portfolio Managers (2024)
Note: Authors converted euros to dollars.

Banks use SRTs to hedge credit risk by buying credit protection for loans
on their balance sheets, usually for the first 12-15 percent of losses. This
protects them against future losses. If structured in a certain way, these
transactions can even be fully cash funded. The investors who provide
credit protection can pay the bank the full amount of potential loan losses
up front, and the bank holds onto those funds. If there are no losses on the
loan portfolio, the bank returns the cash to the investors.

Banks like SRTs because they relieve their capital requirements. Under
U.S. capital rules, if a bank uses an SRT, its RWA ;
is reduced by a commensurate amount, thus beeHewaHypothetical
decreasing the amount of capital it must hold.s LA R

The SRT Market

One challenge for understanding the market for SRTs is the lack of data.
There is no single regulatory reporting requirement for SRTs, and generally
only large or internationally active banks are required to report information
on synthetic securitizations.

The Global Market

The International Monetary Fund (IMF) recently provided some valuable
insight into the global market for SRTs.¢ Recently updated data about SRTs
through 2024 show that over $1.4 trillion in underlying assets have been syn-
thetically securitized since 2016 (Figure 1). Although these data are useful for
analyzing the global SRT market, they can only obliquely tell us about the
U.S. market.

The U.S. Market
In the United States, the Federal Reserve has nonpublic data obtained
through bank supervisory activities. We used these data and certain vendor
data sets to estimate U.S. market activity.” Because there is not a require-
ment for all U.S. banks to disclose information about SRTs, we do not have
data on all of the banks, so our findings may underestimate the total U.S.
market for SRTs.

As of the fourth quarter of 2024, the total value of outstanding SRTs in
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FIGURE 2

Roughly Two-Thirds of Outstanding SRTs in the Unit-
ed States Are Bilateral CDS

This high share may be a result of the wording of the U.S. regula-
tory definition of synthetic securitizations.

U.S. synthetic securitization by deal type, current collateral balance as of 12/31/24,

billions of U.S. dollars

Bilateral CDS Bank-Issued Guarantee

CLN
Data Source: FRB Philadelphia RADAR US SRT Database

FIGURE 3

The Volume of SRTs Issued in the United States Has
Grown Substantially

Most of this surge occurred after the FRB issued its SRT FAQ in
September 2023.

U.S. synthetic securitization issuance balance as of 12/31/24, billions of U.S.
dollars

2019

2020 2021 2022 2023 2024

Data Source: FRB Philadelphia RADAR US SRT Database

the United States was $170 billion. The data suggest that rough-
ly two-thirds of this balance is in the form of bilateral CDS
(Figure 2). This high share may be a result of the U.S. regulatory
definition of "synthetic securitizations."

In the United States, SRT activity is not limited to large
banks. As of the fourth quarter of 2024, at least seven banks
with assets below $100 billion had issued SRTSs.

The volume of SRTs issued in the United States grew sub-
stantially in 2023 and 2024 (Figure 3). Not coincidentally, in
September 2023 the FRB published its SRT FAQ, and a large
portion of that year's issuance occurred after that date. Al-
though neither the IMF data set nor the FRB data set gives us
a complete picture of this market's growth in the United States,
the two together strongly suggest that this market is growing
rapidly in size and importance.
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The Key Risks of SRTs

Although these transactions can provide valuable credit hedging
for banks, they may also create risks. As with most complex
financial instruments, the way an SRT is structured determines
the risk it creates and who bears that risk. The IMF,° the CFA In-
stitute's Systemic Risk Council,” U.S. Senator Jack Reed (D-RI),"
and former Federal Deposit Insurance Corporation Chair Sheila
Bair® have all flagged potential concerns. Below we highlight two
fundamental risks in the SRT market.

Unfunded SRTs

SRTs allow banks to hedge potential loan losses by transfer-

ring the risk of loss to third parties. In most transactions, the
protection provided to banks is fully cash funded up front. For
bank-issued CLNs, for example, investors must pay the purchase
price of the notes at issuance. However, U.S. capital rules allow
unfunded SRTs under some conditions, so not all SRTs are fully
funded. In those cases, the bank that issues the SRT becomes ex-
posed to counterparty risk, which is the risk that the protection
provider will not be able to pay for loan losses as required by the
SRT. The counterparty risk is most concerning in an economic
downturn when both the bank and the investor could experi-
ence financial stress.

Banking System Interconnectedness

In addition to the benefits for individual banks, SRTs can make
the financial system more resilient. SRTs can transfer credit risk
from banks—which are exposed to the threat of runs by their
depositors—to investors outside the banking system. Because
those investors typically do not rely on deposits for their fund-
ing as banks do, the risk of a run is lower for them. This means
they are better positioned to absorb losses without jeopardizing
financial stability.

However, there are some types of SRT transactions that
increase bank interconnectedness and as a result, could increase
risk to the banking system. For example, SRTs in which one
bank provides credit protection to another bank may jeopardize
financial stability. In this case, the bank providing credit protec-
tion is exposed to the credit risk of the other bank's loan portfo-
lio. Although there is a transfer of risk, the potential loan losses
stay within the banking system rather than being dispersed
among external investors.

Financing is another channel by which SRTs may increase
bank interconnectedness and thus, increase systemic risk. For
example, if an external investor buys a junior tranche® of CLNs
from a bank, those notes can be pledged as collateral for a loan
from another bank. In that transaction, some of the credit risk
that was originally transferred to the external investor returns to
the banking system.
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TABLE 1

A Hypothetical SRT Scenario

Because the SRT increases the bank's RoRAC from 6
percent to 24 percent, the return on its required capital
has quadrupled.

Prime Auto Loans

with SRT
Prime Auto Loans  Bank retains 87.5
No SRT percent

Loans Pool Size $100 $100
Retained Exposure $100 $87.5
Interest Rate on Loan 6% 6%
Income on Loans $6 $6
Interest Paid to Investors 0% 14%
Cost of Hedge - $1.75
Income on Loans (Net of

et $6 $4.25
Applicable Risk Weight 100% 20%
Risk-Weighted Assets $100 $17.5
Return on Risk-Weighted 6% 24%

Capital

Note: All dollar amounts in millions.

FIGURE 4

A Hypothetical Bank Creates an SRT
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How a Hypothetical Bank Can Use an SRT

Bank A holds $100 million of prime auto loans on its balance sheet,
earning 6 percent interest on its portfolio. Under the capital rule,
auto loans receive a 100 percent risk weighting, so the bank's
risk-weighted assets (RWA) for these loans is $100 million. The bank
earns $6 million in interest and its RWA is $100 million, so on a
return on risk-adjusted capital (RORAC) basis, the bank earns $6
million, or 6 percent.

Bank A then enters into a credit default swap (CDS) agreement in
which the investor who provides the credit protection agrees to cov-
er the first $12.5 million in loan losses on the portfolio (Figure 4).

As compensation for covering potential losses up to $12.5 million,
Bank A pays the investor 14 percent interest on the $12.5 million, or
$1.75 million. The bank keeps all the loans on its balance sheet, so it
still earns $6 million in interest on its portfolio, but it must now pay
the investor $1.75 million. Thus, the bank's net income is $6 million
minus $1.75 million, or $4.25 million.

The combination of the loan portfolio and the CDS creates the SRT.
Based on the U.S. capital rule, the bank will have to hold only 20 per-
cent capital for the $87.5 million in credit exposure remaining after
accounting for the CDS. (The assumption is that a loss in excess of
the insured $12.5 million is highly unlikely.) The bank's RWA is $87.5
million x 0.20 = $17.5 million, which means that the bank's RoRAC is
$4.25 million / $17.5 million = 24 percent.

Because the SRT increases Bank A's RoRAC from 6 percent to 24
percent, the return on Bank A's required capital has quadrupled
(Table 1). The decrease in required capital from the SRT gives Bank A
the option of increasing lending without raising new capital.

This hypothetical example shows how the reduction in their required
capital can incentivize banks to issue SRTs. As Francisco Covas and
Benjamin Gross explain in their 2024 blog post, SRTs "are particu-
larly appealing when regulatory capital requirements significantly
exceed the actual risk of the loans."

Bank Remaining Exposure

867,500,000

CDS Investor's Exposure

812,500,000
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Conclusion

If structured well, SRTs offer many benefits. They can help
banks hedge their credit risk, reduce their required capital,
and expand lending to their customers. In addition to the
benefits for banks, SRTs can provide an attractive risk-return
tradeoff for external investors* and reduce systemic risk in
the financial system. However, as with any complex financial
instrument, these transactions are not risk-free. Banks, in-
vestors, and banking supervisors should pay close attention
to the specific structure of each SRT transaction to ensure
that SRTs provide those benefits without creating unintend-
ed risks. H

A Synthetic Risk Transfer by Any Other
Name

Although "synthetic risk transfer" (SRT) is widely used by
financial market participants in the United States, not everyone
uses that term. Under EU and UK capital rules, SRT refers to
"significant risk transfer"; U.S. capital rules use "synthetic secu-
ritizations" for similar transactions.

To complicate matters further, some market participants use the
acronym CRT, which for them means either "capital relief trade"
or "credit risk transfer." Although "CRT" does not appear in the
capital rules, the term generally has the same meaning as SRT
or synthetic securitization.

The nomenclature is confusing, but the bottom line is that these
are different names for similar types of transactions that trans-
fer credit risk to third parties.

Federal Reserve Bank of Philadelphia
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Notes
1 Board of Governors (2023).

2 Securitization refers to the process by which a bank packages loans
together to create financial instruments that can be bought and sold.

3 Risk-weighted assets (RWA) reflect the varying levels of risk associ-
ated with different types of assets held by a bank. By assigning higher
weights to riskier assets, regulators require the bank to hold more capital
for the riskier assets, which gives the bank greater capacity to absorb
losses. Under current regulations, for example, U.S. treasuries receive a
0 percent risk-weighting, which implies the debt is riskless, so the bank
is not required to hold any capital against potential losses. Auto loans, on
the other hand, generally receive a 100 percent risk-weighting, so the
bank would have to hold capital against the full amount of those loans.

4 This amount of protection minimizes the risk-weighted assets on

the senior tranche retained by the bank. In the United States, SRTs that
reference different loan types tend to protect 12.5 percent of the loan
amount, which produces the lowest possible risk weighting (20 percent)
for the senior tranche.

5 For more details on how SRTs work, see Simmons et al. (2024) and
Horn et al. (2024).

6 International Monetary Fund (2024).

7 In some cases, non-U.S. banks issue loans in U.S. dollars to U.S. com-
panies but only take the RWA relief at the non-U.S. parent level. We do
not include those transactions in our analysis. In other cases, U.S. banks
issue loans denominated in euros to European borrowers but take the
RWA benefit at the U.S. consolidated parent company. These transac-
tions we do include.

8 One of the definitional requirements of "synthetic securitization"
within the U.S. capital rule is the use of a credit derivative or a guarantee;
the FAQ provided an avenue for CLNs, which are issued as securities but
require Federal Reserve Board review and approval.

9 International Monetary Fund (2024).

10 CFA Institute (2024).

11 Reed (2023).

12 Bair (2023).

13 Ajunior tranche of a security is one with lower repayment priority
than other tranches. If the referenced loans default, the owners of the

junior tranche will take the first losses.

14 See Khanna et al. (2024) for a discussion of potential benefits for SRT
investors.
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