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Key Rating Drivers

Four-Notch Downgrade Buffer: The ‘AAA’ covered bond rating is based on Commonwealth
Bank of Australia’s (CBA) Long-Term IDR of ‘AA-", an IDR uplift of zero notches, a payment
continuity uplift (PCU) of six notches, a recovery uplift of one notch and an asset percentage
(AP) of 90.5% used in the programme’s asset coverage test, on which Fitch Ratings relies for
its analysis. The AP provides more protection than Fitch’s ‘AAA’ breakeven AP of 92%.

The Outlook on the covered bonds’ rating is Stable, as the ‘AAA’ rating could be sustained
even if CBA’s IDR were downgraded to ‘BBB+'.

Zero IDR Uplift: The IDR uplift remains at zero notches. Australia does not have a specific
advanced resolution regime, but the regulator can resolve a bank under its regulatory powers
pursuant to the Banking Act. Even so, covered bonds are not explicitly exempt from bail-in
should a bank be resolved, giving rise to the risk of enforcement of the cover pool. Therefore,
CBA’s Long-Term IDR remains the floor for its covered bond rating

High PCU Uplift: Fitch’'s PCU of six notches reflects the strength of liquidity protection in place
in the form of a 12-month pre-maturity test on the hard-bullet bonds, which has a cure period of
six months, and the 12-month extension period on the soft-bullet bonds. While the issued hard-
bullet bonds have less liquidity protection due to the six-month cure period, the likelihood of
cross default caused by them is not considered likely by Fitch. It also reflects three-month
interest protection in the form of a reserve, funded once CBA’s Short-Term IDR rating is ‘F1’.

Foreign-Exchange Caps Recovery Uplift: The recovery uplift is capped at one notch, as
foreign-exchange risk could affect recoveries given a default of the covered bonds. This is
because the assets are in Australian dollars, while 79% of the covered bonds outstanding are
denominated in other currencies. Swaps are in place on the liabilities, though we expect the
swaps to terminate upon a bond default. This means the longer-dated Australian dollar asset
cash flows will provide recoveries in a different currency than most of the covered bonds.

Mismatches Drives AP: The ‘AAA’ breakeven AP of 92% equates to a breakeven over-
collateralisation (OC) of 8.7%. The breakeven OC is driven by the asset-disposal loss
component (10.4%) due to significant maturity mismatches in the programme, with the
weighted-average (WA) residual life of the assets at 14.7 years and liabilities at 4.8 years. The
cover pool's credit loss component is 3.1% and excess spread modelled in the programme
enables a 4.8% reduction of OC, which is reflected in the cash flow valuation component.

Programme Highlights

Cover Pool Credit Stable: The cover pool is 100% prime Australian residential mortgages,
totalling AUD28.9bn, with WA seasoning of 56 months at end-October 2016. The WA current
loan/value ratio (LVR) was 56.4% and the Fitch-calculated WA indexed current LVR was 51.5%.
Investment loans formed 25.8% of the cover pool, while 22.3% of the pool was classified as
interest-only loans. Approximately 15.3% of the loans in the cover pool benefit from lenders
mortgage insurance coverage.

The agency calculated that in a ‘AAA’ scenario, there would be a cumulative WA frequency of
foreclosure of 8.2% (WAFF), and a WA recovery rate including credit to lenders mortgage
insurance of 56.5% for the cover pool (see Fitch Default Model Output).
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