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DISCLAIMER

This publication has been prepared for information purposes only. It does not constitute an offer, advice
or a solicitation to buy covered bonds or any other security and does not purport to be all-inclusive or
to present all the information an investor may require. The contributions contained herein have been
obtained from sources believed to be reliable but have not been verified by an internal or independent
supervisor and no guarantee, representation of warranty, explicit or implied, are made by the European
Mortgage Federation / European Covered Bond Council as to their accuracy, completeness or correctness.
Readers are advised to satisfy themselves before making any investment and are highly recommended
to complete their information by examining the local regulation applying to each covered bonds issuer
and the terms of each prospectus or legal documentation provided by the issuer relating to the issue
of covered bonds.

Neither the European Mortgage Federation / European Covered Bond Council nor its members accept any
liability whatsoever for any direct or consequential loss arising from any use of this publication or its con-
tents. This document is for the use of intended recipients only and the contents may not be reproduced,
redistributed, or copied in whole or in part for any purpose without European Mortgage Federation’s /
European Covered Bond Council’s explicit prior written consent. By receiving this document the reader
agrees to the conditions stipulated in this disclaimer.

© Copyright 2012 European Mortgage Federation/European Covered Bond Council. All rights reserved.
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FOREWORD

For two and a half centuries, through many crises, Covered Bonds have played an increasing role in the
financing of real estate, public sector and ship assets. The crisis that began in 2007 introduced many
significant changes. The G20 post crisis reform agenda, launched some years ago, continues to reshape
the regulatory landscape for banks. Central banks play a highly proactive role in providing liquidity and
are now a major stakeholder in the development of the Covered bond asset class. Investors are asking
for more and more information, a demand which is being met by a major initiative to deliver greater
transparency by issuers. We are seeing new issuers come to market and new covered bond frameworks
being established in many countries.

The covered bond industry’s capacity to respond to the challenges of the current crises and its ability to
share market best practice creates a dynamic which results in a continuous fine-tuning and updating of
national covered bond legislation. This has maintained a high level of quality and transparency of the asset
class throughout the present market turmoil, and importantly, has maintained the confidence of investors.

Throughout the past year, the European Covered Bond Council (ECBC) enhanced its role as the industry’s
leading information platform and discussion forum. Through the activities of its working groups and its
Steering Committee, the ECBC enables the covered bond community to share market best practises,
analysis of market dynamics and legal issues, and to respond to the current regulatory and market
challenges. Moreover, the ECBC provides market participants with increased levels of information via
the ECBC Fact Book and the ECBC Covered Bond Comparative Framework Database (www.ecbc.eu).

With over EUR 2.67 trillion outstanding at the end of 2011, covered bonds are playing an important
role in the European capital markets, contributing to the efficient allocation of capital and, ultimately,
economic development and recovery. The EUR 695 billion issuance and arrival of 30 new issuers dur-
ing 2011 evidence the ability of the asset class to provide essential access to long-term capital market
funding. This is achieved even during volatile market conditions, notably thanks to a stable investor
base. Their consistently strong performance and quality features attract the attention of regulators and
market participants worldwide, which, in turn, leads to an increasing recognition of the macro-prudential
value of the asset class.

Although the origin of the covered bond is linked to the financial traditions of Europe, the strategic
importance of covered bonds as a long-term funding tool is recognised at a global level. Several major
jurisdictions such as Australia, Brazil, Canada, India, Japan, Mexico, Morocco, New Zealand, Peru, Sin-
gapore, South Korea and the United States, are in the process of adopting covered bond legislation or
investigating the potential introduction of this funding tool. A key driver of this development is the fact
that as a private sector, long-term funding tool, the asset class facilitates lending to the real economy.

The challenge today for the covered bond industry is to assimilate the lessons learnt from the financial crisis
whilst reinforcing the essential features and qualities that have made the asset class such a success story.

From an issuer’s perspective, covered bonds provide a significant contribution to the enhancement of
a banks’ funding profile and the management of liquidity. Benefits provided by covered bonds include:

1) adding duration to liabilities, allowing banks to properly match their long-term asset portfolios;

2) providing stability to the funding mix, allowing ALM teams to increase predictability in the maturity
profiles;
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3) enabling issuers to increase diversification in the investor base, both in terms of geography and
investor type; and

4) serving the Industry as one of the most reliable funding tools, even in times of turmoil.

From an investor’s perspective, the major strengths and regulatory advantages of the covered bond can
be summarised as follows:

1) double recourse to issuer and cover pool;

2) higher rating than unsecured debt;

3) lower-risk weighting for EU/EEA Covered Bonds bought by EU/EEA banks;
4) favourable treatment under Solvency II;

5) generally better liquidity through larger issue size;

6) favourable repo treatment at ECB and other central banks;

7) eligible as liquid assets under upcoming Basel III rules; and

8) no risk of bailing-in.

After several years of turmoil in the financial markets, we need to take the opportunity to increase the
resilience of our funding models to protect against future funding crises. As global demand for covered
bonds grows, there is a need for vigilance against measures that reduce the quality of the asset class
through relaxing asset eligibility criteria or through overextending the dependence of the system on
covered bond funding.

Regulation in many European jurisdictions addresses this by establishing clear limits and safeguards
for covered bond issuance such as license requirements, imposition of strict collateral asset eligibility
criteria and insistence on risk mitigants. These regulatory and/or legal provisions safeguard the interests
of depositors and senior debt holders.

In jurisdictions where covered bond legislation is in the process of being adopted, such as Australia,
Canada and the United States, regulators and supervisors are drawing from best practices in established
covered bond jurisdictions.

The anticipated increase in long-term secured funding needs over the coming years - not only from
balance sheet growth but also from regulatory liquidity regimes - will place additional pressure on the
funding plans of financial institutions. Such pressures could tempt some market participants to innovate
using covered bonds as an all-purpose tool for collateralised funding. We believe that Covered Bonds
should be preserved as a quality funding tool for core asset classes.

The covered bond community is developing a quality label for covered bonds. The ECBC Covered Bond
Label initiative provides for a greater level of transparency and facilitates access to relevant and compre-
hensive information for investors, regulators and other market participants. This initiative demonstrates
the commitment of the covered bond community to maintaining the quality of the collateral assets, to
improving transparency, and ultimately, to the strengthening of secondary market activity.

The Label Initiative, which is based on a national transparency approach, aims to improve access to
issuer and bond level information, thereby allowing investors to do their due diligence and reduce their
reliance on ratings. Improved market liquidity and higher levels of post-trade transparency will increase
the attractiveness of the asset class for investors.



We recognise that it is necessary to respond to the needs of new classes of investors, by achieving higher
levels of transparency to help them make their investment decisions. In this respect, we are collating
and distributing relevant macro-level information:

> The ECBC website is the primary site for aggregate covered bond market data and comparative
framework analysis; and

> The ECBC Fact Book, now in its seventh edition, remains the most widely read source of covered
bond market intelligence.

The European Covered Bond Council, which represents over 95% of the covered bond industry, believes
that the quality of the asset class should continue to be the basis of our strength in the future. The key
to covered bonds’ success lies in their simplicity: a classic, plain vanilla instrument, mostly backed by
mortgages and/or public sector assets. Strong supervision and the underlying regulatory and legisla-
tive framework, designed to assign collateral in case of resolution, are also important features. More
work needs to be done, but we believe that the initiatives underway will strengthen the asset class.
The increased recognition by policymakers and regulators of the central role that the asset class has
for the banking system and also for financial stability reinforces the need for an appropriate regulatory
framework for covered bonds at European and international levels.

FACT BOOK

This Seventh Edition of the ECBC European Covered Bond Fact Book builds on the success of previ-
ous editions, as the benchmark and the most comprehensive source of information on the asset class.
Chapter I presents an analysis of eleven key themes of the year, offering an overview of the industry
views on these themes.

Chapter II provides a detailed explanation of covered bond fundamentals, including reviews of some of
the current European regulatory changes that are bound to have a direct, significant impact on covered
bonds, mainly the Commission’s CRD IV Proposal, Solvency II and MiFIR. This chapter also includes
articles investigating the relationship between covered bonds and other asset classes such as senior
unsecured and government bonds.

Chapter III presents an overview of the legislation and markets in 33 countries. Chapter IV sets out the
rating agencies covered bond methodologies and, finally, Chapter V provides a description of trends in
the covered bond market as well as a complete set of covered bond statistics.

We welcome the broad range of views expressed in this Fact Book and extend a special thank you to
Mr Wolfgang Kélberer, Chairman of the ECBC Fact Book Working Group, for guiding the Fact Book so
expertly towards completion, as well as to the members of the “Fact Book” and “Statistics & Data”
Working Groups, whose enthusiasm and dedication resulted in this 2012 edition of the ECBC European
Covered Bond Fact Book.

Paul O’Connor Annik Lambert
ECBC Chairman EMF Secretary General
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ABOUT THE ECBC

By Luca Bertalot, ECBC

The European Covered Bond Council (ECBC) is the platform that brings together covered bond market
participants including covered bond issuers, analysts, investment bankers, rating agencies and a wide
range of interested stakeholders. The ECBC was created by the European Mortgage Federation (EMF) in
2004. As of August 2012, the Council has over 100 members across 25 covered bonds jurisdictions and
many different market segments. ECBC members represent over 95% of covered bonds outstanding.

The purpose of the ECBC is to represent and promote the interests of covered bond market participants
at the international level. The ECBC’s main objective is to be the point of reference for matters regarding
the covered bond industry and operate as a think-tank, as well as a lobbying and networking platform
for covered bond market participants.

ECBC STRUCTURE

The Plenary Meeting is a bi-annual discussion forum where all ECBC members gather around the table
to discuss issues and to establish strong network links.

The Steering Committee, headed by the ECBC Chairman, and composed of representatives from the
major covered bond issuing jurisdictions and industry experts, is responsible for the day-to-day activities
of the ECBC. It comes together once every quarter and addresses strategy related questions. Further-
more, it coordinates the agenda of the various working groups.

ECBC WORKING GROUPS

> The EU Legislation Working Group, chaired by Mr Frank Will, has over the past five years been
closely following the debate on the Capital Requirements Directive (CRD) and has been successfully
lobbying at EU level to obtain treatment that recognises the low risk profile of the instrument. In
this respect, the group has drafted and passed comments to the European Institutions.

>  The Technical Issues Working Group, chaired by Mr Ralf Grossmann, represents the technical
think thank of the covered bond community, drawing on experts from across the industry to tackle
key issues for the industry. Recent work includes covered bond analysts and country experts work-
ing together to describe the key features of each covered bond jurisdiction, presented in an easy
to use, comparable format on line. The database is available from www.ecbc.eu.

> The Market Related Issues Working Group, chaired by Mr Richard Kemmish, discusses topics
such as conventions on trading standards and the market-making process. The Working Group is
currently leading the discussions on improving liquidity in secondary markets.

> The Working Group on Statistics and Data, chaired by Mr Florian Eichert, is responsible for
collecting and publishing complete and up-to-date information on issuing activities and volumes
outstanding of covered bonds in all market segments. With over 20 different covered bond jurisdic-
tions and numerous issuers, the collection of data is of utmost importance, particularly given that
the ECBC data is increasingly viewed as the key source of covered bond statistics.

> The Fact Book Working Group, chaired by Mr Wolfgang Kalberer, is responsible for the publica-
tion of the annual European Covered Bond Fact Book. This publication covers key themes in the
industry, market developments, provides a detailed overview of legislative frameworks in different
countries as well as statistics.
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> The Rating Agency Approaches Working Group, chaired by Mr Boudewijn Dierick, examines
the rating approaches applied by rating agencies and has been active over the past year monitor-
ing, analysing and reacting to the changes underway in covered bond rating methodologies.

The ECBC's objective now is to press ahead in its work with a view to further strengthening its role in
facilitating the communication among the different covered bonds stakeholders, in working as a catalyst
in defining the common features that characterise the asset class and in facilitating improvements in
market practices, transparency and liquidity.

More information is available from http://ecbc.hypo.org/

Luca Bertalot,
Head of the European Covered Bond Council
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1.1 INTRODUCTION

By Alexandra Hauser and Uwe Burkert, LBBW

We are now in the sixth year of the financial crisis. The focus in this regard is particularly on those assets
that make up the primary collateral for covered bonds: real estate and public credits. At present, the fi-
nancial markets - including the covered bond market - are undergoing profound restructuring processes.
The covered bonds asset class is still the main pillar for real estate financing in Europe, and covered bonds
are also a critical source of refinancing for public financing in some countries. Given the experience gained
over the last five years, the regulatory undertakings, especially CRD IV with the LCR (see 1.5 Empiri-
cal evidence for the use of covered bonds under EU liquidity coverage rules) and profound adjustment
processes in the finance sector of European countries, there are major questions - for many investors as
well - which the ECBC Factbook hopes to provide some answers to. The great volatility, combined with
the great uncertainty, means that some of these answers may only be temporarily correct. Therefore, the
following factbook is a current “screenshot” of the status of the discussions of each topic today.

The performance of the mortgage asset class

The consolidation on the housing market continued in 2011. This had the greatest impact on the markets
that reported steep price increases during the boom. Laden with overcapacities, construction activity in
some of these markets is developing very weakly. Alone Germany, Belgium and France have reported
rising real estate prices. In this environment, Europe has also faced some influencing factors that al-
lowed the housing mortgage market to expand only by a moderate 1.8% in 2011. This was not all due
to the EUR debt crisis, but mainly to the shrinking demand for real estate, the stricter lending criteria
in some countries, and the more difficult bank funding situation. Nonetheless, the differences between
individual markets is quite drastic in some cases. For example, most of the growth came from the UK,
Germany and France (see 1.2 EU Mortgage and housing markets in 2011: an overview).

The reaction of issuers to the EUR sovereign debt crisis

Issuers react in a very defensive way to the EUR sovereign debt crisis. New issues this year were pri-
marily slowed by the ECB’s LTRO. The flood of liquidity also overshadowed the ECB’s second purchase
program (CBPP 2) (see 1.4 Focus on peripheral economies: input factors for covered bond spreads and
ECB purchase programme).

Issuers were unable to distance themselves from the ratings of their sovereigns. Or were they? At the
start, there are very close ties between the sovereign and its banking system. Following the EUR sov-
ereign debt crisis, however, some covered bonds managed to show narrower spreads than their own
sovereigns (see 1.3 Covered Bonds in a Sovereign Debt Crisis). The search for (physical) security and
stable values in times of crisis surely played the main role in this. The advantage of collateralizing with
physical assets is “suddenly” gaining a value of its own. But this is only the case if the asset has a sus-
tainable value. Consequently, investors’ interest is shifting more and more to meaningful information
about the content of cover pools. This, in turn, prompts issuers to go full speed ahead in optimizing the
information they provide for the qualified analysis of the cover pools (see 1.6 Transparency in trading
and investor information). This is putting the focus on a topic that was rightly only of niche interest
before: the topic of asset encumbrance (see 1.7 Asset Encumbrance).

Because of the current (market) uncertainties, both issuers and investors have become more cautious,
but also more flexible. Otherwise, it would hardly have been thinkable for the boundaries between sub-
jumbos and jumbos to get increasingly blurrier (see 1.8 Sub-jumbo sector).
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However, there are also issuers that are unaffected by the EUR sovereign debt crisis and that increasingly
use the attractive covered bonds asset class. These markets outside Europe are consequently reporting
significant growth. The main winners are Canadian issuers and the newcomers from Australia, who are
very active, especially on the USD market (see 1.9 The US Dollar market).

The role of the rating agencies

Rating agencies continue to be (quite) important. Books could easily be written about the interaction
between ratings, market reactions, bank reactions, political reactions, and the reactions of individual
investors. Rating agencies are part of the entire system, which is constantly undergoing realignment
in the present environment, as reflected in the great number of updated or new rating methodologies.

Rating agencies attempt to represent the most comprehensive view of risk when conducting their
analyses. This is why all eyes very quickly turn toward any critical situations. For covered bonds, this
means the failure of issuers and the consequences of this. The focus of rating agencies is directly on
the construction of each particular covered bond. The main question becomes how well the assets in
the cover pool are suited to the timely repayment of the covered bond when it matures. In doing so,
rating agencies study a multitude of criteria focused on determining the extent to which the cover pool
can provide sufficient liquidity in a stress case (see 1.11 Timely payment and the role of soft-bullet
structures). Given that there has been no precedent for such a default situation as yet, all studies are
based on theoretical considerations — and the attempt to remain as far as possible on the safe side....

The future role of derivatives

Another topic gaining importance are derivatives in the cover pools, including their counterparties,
most of whom have the same claim to the covered bond as the investors in the event of insolvency.
The increase in the complexity of cover pools is being separately analyzed and evaluated by all rating
agencies. The rating agencies do not always agree with each other. On top of this, regulators institute
requirements that create new challenges for covered bond issues with derivatives in the cover pool,
making the use of each one becomes a question of tallying up the advantages and disadvantages (see
1.10 Derivatives in cover pools).

The investors’ view

Investors have stated their needs relatively clearly and rightly so. The declared objective of the Covered
Bond Investor Council (CBIC) is to support the high quality, the clarity and the transparency of covered
bonds. For this purpose, the CBIC demands that each issuer place special emphasis on the high quality
of the assets in the cover pool. Transparency is also of special importance to the CBIC, tied with easier
access to information, particularly to the cover pool (see Annex: the Covered Bond Investor Council).
Investors view the ECBC labeling, to begin in early 2013, as an important step in the right direction,
and the ECB and EBA agree.

A major issue for investors is the analysis of information so that they can derive a concrete recommen-
dation for action. However, the extremely important individual pieces of information on the composition
of the cover pool have to be embedded in the overall context. The covered bond, in connection with the
cover pool, is part of a system that can only function as a whole. That is what the investors are looking
at - in the future even more closely than to date. And the investors’ perspective and their conclusions
are critical in the end for the success of the covered bonds asset class. They affect the purchase decision
and determine the future (see 1.12 The investor’s perspective).



1.2 EU MORTGAGE AND HOUSING MARKETS IN 2011: AN OVERVIEW

By Alessandro Sciamarelli, Head of Statistics, EMF

INTRODUCTION

Further to moderate recovery observed in 2010, during 2011 mortgage and housing markets across the
EU recorded mixed performances. Several adverse factors impacted quite severely upon mortgage and
housing demand: subdued macroeconomic environment; depressed housing demand; tightened lend-
ing criteria; ongoing sovereign debt crisis in some euro area countries; and drought in funding markets
and inter-bank lending. These formed the background for mortgage lending activity throughout 2011.

The macroeconomic context proved rather unsupportive of mortgage demand in 2011, resulting in fee-
ble GDP growth and rising unemployment rates, partly offset by a very low interest rate environment.
Real GDP growth in the EU27 in 2011 was 1.5%, lower than in 2010 (2%), ending the year with slow-
ing growth in Q3 2011 (0.3%), which then turned negative in Q4 2011 (-0.3%); the annual average
unemployment rate in the EU27 was 9.7%, i.e. the same level as in 2010, showing significant country
heterogeneity (ranging from 22.9% at year-end in Spain to 4.9% in the Netherlands). As a response
to their sovereign debt crises, over the course of 2011 some euro area economies also adopted severe
austerity packages in order to adjust their budget deficits. These tight fiscal measures further depressed
domestic demand and economic growth in these countries, contributing to a gloomy economic outlook
for 2012. According to the latest European Commission forecast, in 2012 real GDP will stagnate in the
EU27 and plunge by 0.3% in the euro area.

MORTGAGE LENDING MARKETS

In a nutshell, in the EU27 the aggregate volume of residential mortgage lending outstanding* recorded
a lower annual growth rate in 2011 than in 2010 (1.8% after 4.9% in 2010 - revised, formerly 5.1%)
and went from EUR 6.4 trillion in 2010 to EUR 6.5 trillion in 2011 (equating to 51.7% of the EU27 GDP).

Once this positive performance is put in a historical context (Figure 1), it can be clearly seen that it was
much lower compared to the growth rates recorded in the previous years, particularly during the 2002-
2007 boom cycle when mortgage lending increased by 7.8% on a compound annual average, with a
peak of 11.6% in 2006. In 2007, the annual growth rate slowed to 8%, and the year 2008 marked a real
turnaround: mortgage lending in the EU27 recorded its first year-on-year recession on record (by 1.2%),
as a result of negative developments in Q3 and Q4 and the start of the financial crisis. In 2009, moderate
recovery in most markets resulted in an increase of 0.9% in outstanding mortgage lending compared to
2008, and suggested that the worst effects of the housing and mortgage recession in the EU were already
over. In 2010, further to the recovery experienced in 2009, year-on-year growth in aggregate EU27 mort-
gage lending gained momentum and reached 4.8%, before the arrival of the slowdown observed in 2011.

The positive performance of the aggregate EU27 mortgage market in 2011 was mainly due to develop-
ments in the three largest markets, i.e. the UK (with an annual increase of 0.5%), Germany (1.2%) and
France (6.6%). However, the general trend in mortgage markets in 2011 on a year-on-year basis saw
most markets record lower increases in outstanding lending values in 2011 compared to 2010. Only five
economies out of 27 (the Czech Republic, Germany, Luxembourg, Poland and the UK) experienced higher
year-on-year growth rates in outstanding mortgage loan volumes in 2011 than in 2010, at marginally

1 Please note that this data is based on information available as of June 1%, 2012, and may be revised, albeit marginally.
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higher rates. The countries which experienced recession in outstanding mortgage lending were the three
Baltic Republics (Estonia, Latvia and Lithuania), Greece, Ireland, Spain and Portugal. Amongst these
countries, the three Baltic Republics and Ireland experienced mortgage market recession for their third
consecutive year. The outstanding mortgage market fell on a yearly basis for the second consecutive
year in Greece (by 2.6%) and for the first time on record in Spain and Portugal, albeit at low rates (of
1.9% and 0.5% respectively) ( Figure 2).

During 2011, gross mortgage lending (i.e. new mortgage lending) in the EU continued to decline in line
with the general subdued trend which had started in Q4 2010, further to vigorous developments from Q1
to Q3 2010. Generally, gross lending markets recorded poor performances, which in most cases resulted
in sharp year-on-year falls in volume, with, levels in new mortgage lending far below those observed
prior to the crisis in every individual market. Continued tightening in lending criteria, persistent funding
difficulties due to the drought in the inter-bank lending market (on the supply side), macroeconomic
uncertainty stemming from the sovereign debt crisis and declining consumer confidence (on the demand
side) have all paved the way for subdued performances in new mortgage lending markets in 2011. As
a result, all EU countries experienced falls in new lending, albeit with great country heterogeneity (i.e.
more pronounced in Portugal, Ireland and Spain; more moderate in Germany, Sweden and Hungary),
with the only exceptions being Belgium and the UK (Figure 3).

> FiGuRe 1: OuUTSTANDING RESIDENTIAL LENDING, EU27, 1998-2011
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As far as quarterly data is concerned, it is worth noting that mortgage market conditions have continued
to deteriorate since Q1 2011 but some clear signs of a levelling off in activity were recorded in many
markets in Q3 and Q4 2010, anticipating the subdued developments observed in 2011. Q3 and Q4 2011
in particular marked the toughest periods for mortgage markets since the onset of the financial and
economic crisis in Q3 20082.

2 For further details, see EMF Quarterly Reviews, 2010 and 2011, available at www.hypo.org.



> FIGURE 2: OUTSTANDING RESIDENTIAL LENDING, ANNUAL YEAR-ON-YEAR GROWTH RATES,%, 2011 anp 2010
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Please note that annual growth rates are calculated on values expressed in national currencies. Please also note that the BGN/EUR, the DKK/EUR,
the LTL/EUR and the LVL/EUR exchange rates are pegged.

> FIGURE 3: GRoSS RESIDENTIAL LENDING, ANNUAL YEAR-ON-YEAR GROWTH RATES,%, 2011 ano 2010
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HOUSING MARKETS

The sharp correction process in housing supply from the peaks observed prior to the crisis, both in terms
of housing starts and building permits, continued during 2011. This downward trend in residential con-
struction activity had resulted in severe falls in 2008 and 2009, being more pronounced in the markets
which had experienced very strong house price increases during the boom cycle from 2002 to 2007,
and then eased in 2010. However, building permits and housing starts also fell in several EU markets in
2011. Despite falling residential construction activity, there is still excess supply in some national hous-
ing markets, which makes such correction likely to continue. In some countries, residential construction
activity did not even respond to increases in house prices, which generally anticipate increases in housing
supply (reflecting expectations of higher housing demand) and remained very weak.

House prices increased in nominal terms on 2010 only in Germany, Belgium and France, and at lower
rates than in the previous year (Figure 4). At a glance, housing demand remained depressed throughout
2011, with few exceptions, resulting in different developments in house prices across markets. National
trends in house prices continued to diverge across the EU throughout 2011, signalling a slowdown of the
recovery in some markets and falls in others. Among the former group, Belgium, France, Germany and
Sweden continued to outperform the rest of the EU countries from Q1 to Q3 2011, but experienced a
clear slowdown in Q4 2011, which resulted in negative growth in house prices in Q4 in Sweden (Figure 4).
Some country-specific factors can also be pointed out: depressed (or insufficient) housing supply and
interest rates at record lows contributed to keep housing demand up (in Sweden), as did positive demo-
graphic developments and the good macroeconomic conditions (in France).

> FIGURE 4: House PRICES, NOMINAL ANNUAL GROWTH RATES,%, 2011 ano 2010
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In the latter group, house prices continued to fall both on a quarterly and yearly basis, mirroring an
ongoing correction from the peaks in prices reached before the crisis. House prices continued to fall on
a yearly basis in Greece (by 2.8%, for the third consecutive year), in Ireland (by 16.7%, for the fourth),
in the Netherlands (by 3.8%), and in Spain (by 6.8%). In Denmark (by 8%), Hungary (by 2.1%), Poland
(by 1.7%) and Portugal (by 0.8%), house prices decreased for the first time on record. In Spain, the
cumulative peak-to-trough correction in house prices (i.e. from Q1 2008 to Q4 2011) was 19% and in
Ireland it reached 47% (from Q3 2007 to Q4 2011).

In Q4 2011, house prices were higher than Q4 2005, i.e. before the onset of the crisis, in Germany,
France, Sweden and the UK, while in all other markets prices have not recovered from the falls experi-
enced since the crisis yet (Figure 5).
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MONETARY POLICIES AND MORTGAGE INTEREST RATES

Mortgage interest rates across the EU went up slightly during the first half of 2011 as a result of mon-
etary policy tightening - due to accelerating inflation from late 2010 onwards - but remained low in
historical terms. Over the last quarter of 2011, however, mortgage interest rates were falling again as
a result of the Central Banks’ actions.

In fact, the ongoing tensions on sovereign debt and funding markets, as well as the weak macroeconomic
conditions across the EU, prompted a sharp reversal in Central Banks’ monetary policies in H2 2011,
and policy rate cuts were made by the ECB and other Central Banks: after two consecutive increases in
April and July 2011, during Q4 2011 the ECB cut its main refinancing rate twice, from 1.50% back to
its record low of 1.00%, and soon other Central Banks followed?3. In addition, in order to alleviate the

3 The Swedish Central Bank cut its repo rate in December 2011 by 25 basis points to 1.75%, and then lowered the repo rate further in February
2012 down to 1.50%. The Danish Central Bank also cut twice by a total of 50 bps leading the official rate from 1.25% to 0.75%. Contrary to
this trend, the Hungarian Central Bank raised its policy rate by 100 bps during Q4 2011 from 6.00% to 7.00%.
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ongoing unavailability of funding due to drought in the inter-bank lending market, the ECB launched
two Long-Term Refinancing Operations (LTROs) on 22 December 2011 and 29 February 2012, granting
three-year loans to European banks at the rate of 1.00% for amounts of EUR 489 billion and EUR 529
billion respectively.

The above policy rate cuts were passed on to mortgage interest rates, which then decreased in Q4 2011
both on a quarterly and a yearly basis in many markets following on from the moderate rises observed in
previous quarters. Once put in a historical context, in Q4 2011 mortgage rates were at significantly lower
levels than before Q3 2008 (i.e. the onset of the crisis) in most markets, such as in Spain (by 245 bps),
the UK (234 bps) and Ireland (227 bps) (Figure 6).

> FIGURE 6: REPRESENTATIVE MORTGAGE INTEREST RATES, Q1 2006-Q4 2011, %
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1.3 COVERED BONDS IN A SOVEREIGN DEBT CRISIS

By Leef Dierks and Jason Somerville, Morgan Stanley

INTRODUCTION

Covered bonds provide a valuable source of portfolio diversification for rates investors, particularly in
times of sovereign debt crises. Under such circumstances, covered bonds benefit from being backed by
physical assets - as opposed to sovereign debt which is backed by a promise to fully and timely repay
debt holders. By gaining an exposure to physical assets (typically mortgages), in the event of banking
and sovereign defaults, recovery values should be significantly higher for holders of covered bonds than
for those of sovereign paper. Many of these assertions have been theoretical in nature until recently.
However, the development and escalation of the Euro zone debt crisis has provided the preliminary data
necessary to explore this relationship in more detail.

SOVEREIGN DEBT CRISES VERSUS FINANCIAL CRISES

At the outset, it is crucial to distinguish between sovereign debt and financial crises. Covered bonds have
traditionally traded at a discount of approximately 60bps to the sovereign in a well-behaved market.
This spread widened by up to 300bps during the 2008 financial crisis. Even German pfandbriefe, often
perceived as one of the most secure forms of collateralised debt, traded at discounts of up to 100bps
to the underlying sovereign debt, in this case bunds. This behaviour is typical of financial crises as the
problem originates with the banks and not the sovereign. It is therefore unsurprising to see covered
bonds (bank debt) underperform the sovereign. In contrast, during a sovereign debt crisis the bank debt
of stronger first tier names, in particular that backed by a strong pool of assets can trade inside that of
the sovereign, as is currently the case for some European banks.

Of course, banking and sovereign debt crises rarely happen in isolation. As we have seen in the case of
Ireland, and more recently Spain, bank assets often end up on the sovereigns’ balance sheet and vice
versa. Moreover, as part of the Basel III proposals, banks will need to hold a greater amount of sovereign
debt in order to maintain liquid asset buffers. Under certain circumstances, this will serve to reinforce
the link between sovereigns and banks in times of crises.

THE RELATIONSHIP BETWEEN COVERED BONDS AND SOVEREIGN DEBT

The link between the credit spread of a covered bond and sovereign debt is perhaps most obvious in the
case of public covered bonds. Such instruments are backed by loans granted to central, regional and
municipal governments. In the event of a default by sovereign or sub-sovereign entities, the value of
collateral pool decreases, thus lowering the expected recovery value. At present, public covered bonds
account for approximately 25% of the market, with mortgage-backed covered bonds accounting for the
vast majority of the remainder?.

The link between sovereign debt and mortgage-backed covered bonds is less direct; covered bonds are
correlated with the senior unsecured claims of other investors, which in turn are correlated with sovereign
debt. In the event that the value of mortgages in the collateral pool is insufficient to cover full redemp-
tion, investors’ remaining claims rank pari passu with those of senior unsecured debt.

1 Source: ECBC, June 21, 2012
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This relationship is most evident in the rating agencies’ methodology for assigning ratings to covered
bond issuers. For example Moody’s Timely Payment Indicator (TPI) leeway measures the number of
notches an issuer can be downgraded before the rating of a covered bond is downgraded?. If this is zero
(as in the case of issuers domiciled in peripheral European economies) a downgrade of the issuer will
result in a one-for-one downgrade of its covered bond programs. In addition, banks’ typically cannot be
rated more than one notch above that of the sovereign “due to multiple channels of shared exposure
and contagion for issuers in the same sovereign environment.3”

This link is most severe when a housing bubble bursts. The economy and therefore the sovereigns’
finances go into decline. The value of assets underlying the collateral pools, typically mortgages, de-
clines. As in the case of Ireland and Spain, in a period of prolonged house price declines, issuers need
to compile with a legally determined minimum over-collateralisation. However, issuers often struggle
to ‘top-up’ these pools in an environment of declining prices, contract lending and falling LTV ratios.
Therefore overall quality of the collateral pool can come under threat.

Given these dynamics, sovereign and covered bond debt share a mutual macroeconomic risk factor,
which cannot be mitigated. However, the magnitude of that correlation is another question entirely.

THE CORRELATION BETWEEN SOVEREIGN DEBT AND COVERED BONDS IN A CRISIS

As we have argued above, the correlation between covered bonds and sovereign debt can be, at times,
tenuous. However, in times of crisis it should be greatest, with systemic macroeconomic risk driving
credit spreads for both wider. Figure 1 presents the correlation between sovereign debt and covered
bonds pre (Jan 2007 to Dec 2010), and during (since Jan 11) the Euro zone sovereign debt crisis. As
expected, in all markets with the exception of France, the correlation between sovereign debt and cov-
ered bonds has been higher during the sovereign debt crisis. In the peripheral economies, the absolute
level of this correlation is strikingly high, over 90% on average. Admittedly, in the case of Spain, Italy
and Portugal the correlation between sovereign was high during the period prior to crisis (Jan 2007 to
Dec 2010), however the same cannot be said for Ireland; from a correlation of zero prior to sovereign
debt crisis, it has risen to 0.83.

It is also worth noting the development of this correlation in safe haven assets such as gilts and bunds.
While the correlation is higher than before the crisis, it remains negligibly low. The rationale being that
bunds and gilts have been driven primarily by ‘safe haven’ flows as investors have been driven out
of peripheral debt due to excessive volatility and increasing probabilities of default. Moreover, rating
downgrades have led to some forced selling on behalf of traditional rates investors who have ratings
restrictions on their portfolios. While pfandbriefe and UK covered bonds have benefited to some extent
due to this development, the allure of ‘safe haven’ sovereigns such as Germany and the UK during the
recent crisis has been unprecedented, at one stage pushing nominal 2-year German yields negative.
Therefore, while the peripheral covered bonds and sovereign debt may remain highly correlated during
a sovereign debt crisis, a different dynamic plays out in core, ‘safe haven’ markets.

2 Source: Moodys, March 4, 2010
3 Source: Moodys, February 13, 2012.
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> FIGURE 1: CORRELATIONS HIGHER DURING SOVEREIGN DEBT CRISIS ACROSS ALMOST ALL MARKETS”
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There has been a similar trend in the Nordic markets where ‘safe-haven’ flows have dominated the
price movements. However owing to the significantly smaller size of these markets, both covered and
sovereign debt developments have been more highly correlated. France is the anomaly in this analysis,
which is to be expected given the changing perception of this market throughout the crisis. Prior to the
downgrade of France by the rating agency Standard and Poors in January 2012, it had been regarded
as core AAA credit, trading in line with German bunds. However, since then, price developments in the
French market have been more correlated with peripheral spreads.

COVERED BONDS VERSUS SOVEREIGN DEBT IN TIMES OF CRISIS

There have been two distinct trends in the performance of covered bonds relative to the respective sov-
ereign over the course of the Euro zone debt crisis, namely that between the core and periphery. The
European peripheral economies of Italy, Spain, Greece, Ireland and Portugal have all seen 10-year sov-
ereign borrowing costs temporarily exceed 7.00% over the past 18 months. At a spread of over 500bps
to German borrowing costs, many market participants deem such a level unsustainable, especially in a
monetary union. As Figure 2 demonstrates, in these markets, covered bonds have outperformed sov-
ereign debt in times of stress and underperformed during periods of relief (generally induced by central
bank action).

For example, between October and November 2011, when the sovereign debt crisis was arguably at
its most intense, investing in Spanish government debt would have returned a negative 7.6% over the
period. Both single and pooled cédulas were considerably less vulnerable to this price decline, falling
2.00% and 3.40% respectively. Similarly an investment in Spanish sovereign debt since January 2012 to
present would have yielded a negative return of 7.20%, while single and pooled cédulas gained 0.52%
and 4.10%, respectively. Given investors’ preference for gaining an exposure to physical assets in times
of elevated uncertainty, it is not surprising that we observed this trend in the Spanish market.
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> FIGURE 2: SPREAD MARGIN BETWEEN COVERED BONDS AND SOVEREIGN DEBT
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The outperformance of covered bonds during such times is due to a significantly lower volatility relative
to that of the sovereign. While prices follow the same directional trend, the magnitude of this move is
lower for covered bonds owing to the dual nature of the claim afforded to investors. Moreover, in re-
sponse the bank funding stress, the European Central Bank (ECB) has initiated two Covered Bond Pur-
chase Programmes - CBPP1 and CBPP2. Under CBPP1, the ECB purchased €60bn of euro-denominated
covered bonds issued by Euro zone banks. This has contributed to the lower volatility observed in the
covered bond market over the past 3 years. At present, CBPP2, which began in November 2011, has
bought €13bn of Euro zone covered bonds, and has targeted a total of up to €40bn of purchases by the
end of October 2012.
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To get a sense of the value of lower volatility, we have computed the Sharpe ratios (that is, the risk-
adjusted return) for Spanish sovereign debt, single cédulas and pooled cédulas from January 2009 to
present (Figure 3). The risk-adjusted return from owning Spanish covered bonds was significantly higher
than for sovereign debt. It is the lower volatility of covered bonds in times of crisis that provides the
greatest benefit to investors. This trend has been more strongly reflected in the Italian market, where
owing to a relatively more resilient banking sector and stable property market, Italian covered bonds
have traded up to 100bps rich to the sovereign.

> FIGURE 3: TOTAL RETURN ON SPANISH COVERED BONDS AND SOVEREIGN DEBT AND EQUIVALENT SHARPE RATIOS
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Idiosyncratic factors can create persistent deviations in the regional performance of covered bonds ver-
sus sovereign debt. Take for example the diverging performance of Portuguese and Irish covered bonds
relative to their respective sovereigns. As Figure 4 illustrates, Irish covered bonds have traded at heavy
discount to sovereign debt for over 18 months, while the opposite is true for Portuguese covered bonds.

This can be attributed to fundamental differences in the housing markets of these countries. As the
lower chart in Figure 4 demonstrates, Irish house prices grew at an elevated pace for almost 15 years.
This fuelled a housing bubble, which upon bursting, forced the government to nationalise 5 out of the 6
Irish banks (and take a significant stake in the sixth). In contrast, the Portuguese market experienced
only modest growth in the two decades leading up to the financial and sovereign debt crises. Any down-
turn was therefore shallow and short-lived. These developments have inevitably left their market on
the collateral pools of Irish and Portuguese covered bonds. Moreover, the uncertainty surrounding the
Irish property market adds to the risk of investing in Irish ACS. It is there unsurprising to see a marked
deviation in the performance of both relative to the sovereign.

> F1GURE 4: COVERED BOND SPREADS TO SOVEREIGN AND HOUSE PRICE MOVEMENTS
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> FIGURE 5: COVERED BOND SPREADS TO SOVEREIGN AND HOUSE PRICE MOVEMENTS
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FOCUSING ON THE CORE

So far we have focused on the performance of covered bonds relative to sovereign debt in the stressed
peripheral markets; however the development of this relationship in core markets provides further
trading opportunities. As we noted previously, the core, UK and Scandinavian markets have received
considerable inflows to sovereign debt from investors looking for security in volatile and uncertain market
conditions. Covered bonds, owing to the less liquid nature of the asset class, received far less ‘safe-
haven’ buying during these periods. As a result, covered bonds tend to underperform sovereign debt in
core markets that receive such flows.
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Therefore, while covered bonds and sovereign debt are highly correlated in times of crisis, when sover-
eign debt sells off, covered bonds will outperform and conversely, when sovereign debt rallies, covered
bonds will underperform. In other words, the spread between covered bonds and sovereign debt is highly
directional with the level of domestic sovereign rates. This relationship holds for all major European
markets and is summarised in Figure 5.

CONCLUSION

The Euro zone sovereign debt crisis is still in progress, but the lessons thus far are clear; covered bonds
will become more highly correlated with the sovereign in times of stress. Despite the increase in correla-
tion, covered bonds tend to outperform sovereign debt in such an environment. By gaining exposure to
physical assets and reducing the overall volatility of a portfolio, investors can diversify out of traditional safe
haven assets (such as sovereign debt), while maintaining a low risk profile. Of course, this implies that in a
“risk-on” scenario in which sovereign debt becomes better bid, covered bonds are likely to underperform.

Regardless of the market in question, the spread between covered bonds and sovereign debt remains
highly directional with the level of sovereign rates. This implies that different strategies should be fol-
lowed when navigating a sovereign debt crisis, depending on the market in question.



1.4 FOCUS ON PERIPHERAL ECONOMIES: INPUT FACTORS FOR COVERED BOND SPREADS AND
ECB PURCHASE PROGRAMME

By José Sarafana, Aurel BGC

SECONDARY SPREADS

As already indicated in the previous article on covered bonds in a sovereign debt crisis, covered bonds
are not immune to outside turmoil. They have been severely affected so far in 2012, much like in 2008
and 2010. However, while in 2008 this was due to bank risk, in 2010 it was all about sovereign risk. In
2012 we have had a mix of factors. First, there is sovereign risk again which is the major input factor
for pricing covered bonds. Second, there is less supply than originally expected owing to LTRO (Long
Term Refinancing Operation). Finally, there is the credit quality of the issuing bank and the cover pool.
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Covered bond spreads versus their respective sovereigns vary greatly between jurisdictions (Figure 2).
The highest spread is currently seen in Ireland, after the strong performance of the sovereign. The rich-
est of all asset classes versus the sovereign are Portuguese covered bonds. There is no general rule on
how big the spread between government bonds and covered bonds should be. What can be observed,
however, is that covered bonds trade more cheaply than their respective government bonds unless the
sovereign bonds are stressed. Then the order is reversed. This is often in peripheral markets the case.

EUROPEAN CENTRAL BANK (ECB)

The ECB’s EUR 40 bn 2" purchasing programme has quickly lost its importance for the ECB. Officials of
the European Central Bank stated in May 2012 that they were willing to adapt the purchase programme
to market conditions. This included the possibility of either buying less than the originally announced
EUR 40 bn or to extend the time frame of the programme to more than 12 months.

The ECB initially wanted to repeat the success of the first purchasing programme in which covered bond
spreads compressed and the primary market was immediately opened again. However, conditions end

47



of 2011 and during 2012 have been different. The sovereign crisis deteriorated further and consequently
impacted covered bonds with wider spreads in the periphery. Also, LTRO was introduced at the end of
2011 which led to a strong spread compression at the beginning of 2012. As a result, the second ECB
purchase programme did not have the same importance for the covered bond jurisdictions than the first
programme and this explains the very flexible approach of the European Central Bank. And we do not
see a major impact on spreads if the entire programme is not executed.

PERIPHERAL MARKETS

> FIGURE 2: PORTUGUESE SPREADS, Z-SPREAD BP
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The Portuguese jurisdiction is ideal to illustrate spreads in a stressed environment.

Tenders of Portuguese covered bonds have prompted outperformance. Investor interest in Portuguese
covered bonds is currently split.

> On the one hand, there are some forced sellers due to rating downgrades (with sub-investment
grade ratings now beckoning).

> On the other, many funds see value due to the strong legal framework of Portuguese covered bonds.
Liquidity however remains poor in this asset class.

In a stressed market, it is typical for covered bonds to trade richer than the sovereign.
> Firstly, covered bonds are less liquid, so tend to widen more slowly than the sovereign.

> Secondly, it is not possible to impose a haircut on covered bond holders. Greece is the most re-
cent example. While the sovereign bond holders had to realise losses, Greek covered bonds were
tendered back.

> Finally, the recent cheapening of sovereign debt versus covered bonds was not limited to Portugal.
We observed a similar move in Italy, Spain, Greece and, in the beginning of 2011, in Ireland.

The case for Spain is somewhat similar Portugal. Cédulas from Santander, BBVA and CaixaBank trade
richer than the Spanish sovereign. This is particularly true at the longer end of the curve. This is due
to the lack of supply since the beginning of the year. AYT and Bankia Cédulas trade well richer than the
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Spanish sovereign due to a lower credit perception by investors. In the current environment, with risk

focussing on the Spanish sovereign, many covered bonds are likely to remain richer than the sovereign.
Spanish autonomous regions are much cheaper than both asset classes

> FIGURE 3: SPANISH COVERED BOND VS SOVEREIGN BONDS, Z-SPREAD BP
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Spain’s situation differs slightly from Italy. Domestic investors behaved much the same in both countries,
as Spanish investors use SPGBs as a benchmark; however, unlike Italy, we have seen Cédulas issuance
since the beginning of the year (almost EUR 8bn from January to May 2012).

This means that if covered bonds trade too rich versus their sovereign, covered bonds are sold versus
the sovereign. When covered bonds are cheap versus the sovereign, the opposite is true. As a result
covered bond performance and sovereign bond performance are highly correlated.

> FIGURE 4: ITALIAN SPREADS, Z-SPREAD BP
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Spreads remain very compressed in peripheral markets. Sovereign spreads drive covered bond and senior
spreads wider, which is clearly illustrated by Santander’s credit curve. CDS, Senior and covered trade
at similar levels. Santander covered bonds trade richer than even the Spanish sovereign. The patterns
of BBVA and CaixaBank are similar to those of Santander.

> FIGURE 5: SANTANDER CREDIT CURVES, BP
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This picture is less pronounced in Italy where covered bonds trade rich vs the sovereign due to the complete
absence of supply. Figure 6 illustrates Intesa San Paolo. Senior unsecured bonds here still offer a reason-
able pick up over covered bonds. This indicates a less compressed environment in Italy than in Spain.

> FIGURE 6: INTESA SAN PAOLO CREDIT CURVES, BP
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> FIGURE 7: SENIOR UNSECURED VS COVERED BONDS SPREAD 5-YEAR AVERAGE, Z-SPREAD BP
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Figure 7 also shows that spreads between covered bonds and senior unsecured bonds vary widely among
jurisdictions. This spread currently is the widest in Ireland. Investors might be worried about Irish bank
quality and prefer covered bonds given their dual recourse nature and the additional safety due to the
covered assets.

Apart from Ireland, the spread between covered and senior in Portugal is also very wide. The recent
tender programmes of Portuguese banks for their covered bonds have led to a strong outperformance of
Portuguese covered bonds versus Portuguese sovereign and senior unsecured. Further tenders are pos-
sible. That risk therefore will keep Portuguese covered bonds rich vs. senior and sovereign bonds alike.

CORE MARKETS DIFFER FROM PERIPHERAL MARKETS AS THE PICK UP VERSUS THE SOVEREIGN
IS HIGH

Within the core segment, Austria, the Netherlands and Germany offer the highest pick-up over their
respective sovereign.

Let us take the case of France for example. As a result the perceived credit quality of the issue is the
key element in determining the price. The spread to the sovereign is relatively unimportant for pricing
the covered bond given spreads are large. Covered bonds trade with a decent pick up over sovereign
bonds. This is the normal unstressed picture observed in all jurisdictions before the financial and sov-
ereign crisis started.

51



> FIGURE 8: FRENCH SPREADS, Z-SPREAD BP
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BNP is interesting in that it differs from other French issuers. Here again, covered bonds and senior
bonds trade very tightly. And the explanation resides in BNP’s high credit quality. The higher the quality
of a bank, the tighter the senior covered bonds spread and vice versa. Spreads could however widen in
the future, if risk aversion rises in France.

> FIGURE 9: BNP CREDIT CURVES BP

350 T oo

300

250

200

150

100

& Covered 4@ Senior Unsecured e CDS

Source: Bloomberg



1.5 EMPIRICAL EVIDENCE FOR THE USE OF COVERED BONDS UNDER EU LIQUIDITY
COVERAGE RULES

By Florian Eichert, Crédit Agricole CIB,
Fritz Engelhard, Barclays Capital, and Jan King, RBS

1. INTRODUCTION

Lehman Brothers’ liquidity driven default in 2008 has certainly been one of the defining moments in the
course of the financial crisis. As a response, European politicians and regulators have been trying to
address the issue in the CRD IV by introducing two ratios aimed at limiting the risk of bank’s liquidity or
funding profiles driving them into default. The net stable funding ratio (NSFR) is targeted at the funding
risk while the liquidity coverage requirement (LCR) focuses on the short term liquidity risk.

The rules for the use of securities as liquidity buffer investments are stipulated in the proposed regula-
tion mainly in Part six (Liquidity) in articles 403, 404, 405, 406) and in Part ten (Transitional provisions,
reports and reviews) in article 481. The overall liquidity buffer portfolio is divided into a (level 1) bucket
of assets, which qualify for an “extremely high liquidity and credit quality”, and a (level 2) bucket of as-
sets with “high liquidity and credit quality”. Level 2 can make up a maximum of 40% of the total liquidity
buffer and it is subject to a 15% haircut.

According to article 481(2), the European Banking Authority (EBA), the European Securities and Mar-
kets Authority (ESMA) and the European Central Bank (ECB) have the mandate to develop “appropriate
uniform” definitions of level 1 and level 2 assets by mid 2013. In this process, it shall test the adequacy
of the following criteria and the appropriate levels for such definitions. When it comes to liquidity the
following criteria shall apply: (1) minimum trade volume, (2) minimum outstanding volume, (3) transpar-
ent pricing and post-trade information, (4) proven record of price stability, (5) average volume traded
and average trade size, (6) maximum bid/ask spread, (7) remaining time to maturity and (8) minimum
turnover ratio. With regards to quality, the following criteria where stipulated: (1) credit quality steps
(2) additional quality criteria on top of those set by central banks (3) support financing of the European
economy. At the latest within one year EBA and the European Systemic Risk Board (ESRB) shall evaluate
the market impact and the effectiveness in contributing to financial stability.

Quantitative criteria Qualitative criteria
Minimum trade volume Credit quality steps
Minimum outstanding volume Additional quality criteria on top of those set by central banks
Transparent pricing and post-trade information Support financing of the European economy

Proven record of price stability

Average volume traded and average trade size
Maximum bid/ask spread

Remaining time to maturity

Minimum turnover ratio

In this article we will provide as much information on the metrics mentioned in Article 481 (2) as pos-
sible. Itis our understanding that the LCR was primarily designed for situations where individual banks
run into trouble and have to liquidate assets to cover their cash outflows. In the case of systemic bank-
ing crisis, lenders of last resort are central banks and there are good reasons to believe that no set of
eligible assets under the LCR will ever fully protect banks in these cases.

53




54

We therefore welcome that the CRD IV text voted by the European Parliament’s Economic and Monetary
Affairs Committee also includes - in addition to turnover figures — qualitative criteria as determinants
of LCR eligibility which were not addressed by the Commission’s proposal. We will therefore also add
further qualitative evidence to support the claim that covered bonds are safe and stable assets with a
wide, diverse and growing investor base.

2. QUANTITATIVE CRITERIA MENTIONED IN ART 481 CRR

2.1 Size of the covered bond market

Covered bonds are one of the largest private sector debt markets in the world. At the end of 2011, the
overall volume stood at EUR 2.7 trillion. Overall covered bond issuance in 2011 reached EUR695bn up
from EUR613bn in 2010.

> FIGURE 1: OUTSTANDING COVERED BONDS AS WELL AS COVERED BOND ISSUANCE (EURBN)
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Looking only at the benchmark fixed coupon market, the volume comes in at EUR 880bn as at mid 2012.
This compares to EUR 573bn of non-financial corporate benchmark bonds, EUR 1,134bn of government-
related bonds (incl. supranational, sub-sovereign, agency and government guaranteed bank debt) and
EUR 4,123bn of government bonds.

> FIGURE 2: OUTSTANDING VOLUME OF SELECTED EUR FIXED COUPON BENCHMARK SECTORS WITH AN INVESTMENT GRADE RATING
(June 2012)
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> FIGURE 3: MARKET SHARE OF SELECTED EUR FIXED COUPON BENCHMARK SECTORS WITH AN INVESTMENT GRADE RATING
(June 2012: EUR 6.771rN)

Non-financial
corp. Bonds
9%

Covered
bonds
13%

Govt. Govt.
related bonds
bonds 61%

17%

Source: Barclays

2.2 Remaining time to maturity / redemptions

Covered bonds are supposed to provide long term funding to bank treasuries. And when looking at the
evolution of the average term of EUR benchmark covered bonds it becomes evident that they live up to
their role. In 2012 the average term to maturity of EUR benchmark covered bonds was 6.9 years. At the
same time, when looking at the term distribution of new issuance, it becomes apparent that issuance
does not concentrate only on one particular part of the curve and thus investor base but is spread along
the curve. Shorter dated bank treasury demand is serviced as is longer dated insurance sector demand.

> FIGURE 4: AVERAGE TERM TO MATURITY NEW EUR BENCHMARK COVERED BOND ISSUANCE
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FiGURe 5: TERM spLIT EUR BENCHMARK COVERED BOND ISSUANCE
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Liquidity in a particular investment does not necessarily have to come from secondary market flows. It
can just as well come from redemptions. Looking at covered bond redemptions between 2013 and 2016,
the number fluctuates between around EUR140bn in 2015 and EUR160bn in 2013. In our experience bank
treasuries usually invest in covered bonds with maturities up to 3 years. As a result, they can bank on regu-
lar cash inflows from these redemptions irrespective of the level of secondary market activity at the time.

Ficure 6: RepempTIONs EUR BENCHMARK COVERED BONDS (EUR BN)
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2.3 Bid/ask spreads

Bid-ask spreads are one additional criterion that the European authorities are mandated to review when
assessing which assets can be assigned into the “extremely high liquidity” and “high liquidity” categories.
Figure 6 below shows the historical development of 5y generic covered bonds from various jurisdictions
over the past three years.

When looking at the numbers, it becomes apparent that bid ask spreads were subject to some varia-
tions throughout the financial market crisis and they have also varied substantially across jurisdictions.
Particularly those markets, were the volatility in underlying government bonds was pronounced, bid ask
spreads of covered bonds were also subject to stronger variations.



> FIGURE 7: DEVELOPMENT OF BID-ASK SPREADS OF 5Y GENERIC EUR BENCHMARK BONDS IN SELECTED COVERED BOND
JURISDICTIONS*
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2.4 Spread volatility

We have analysed the swap spread development in major euro area fixed income market segments with
an investment grade rating over the past ten years by using weekly data from Barclays Euro Aggregate
indices. The relevant market sectors include government bonds, public-sector agency bonds, non-financial
corporate bonds and covered bonds. As spread measures we focus on the maximum swap spread change
over a rolling 5 week period. Given the rather distressed market environment over the past five years and
given that the value of liquidity buffer investments should be comparatively stable in distressed market
situations, we believe that particularly the second volatility measure more then well captures these aspects.

The aggregate measures across the major instruments and across major maturity buckets indicate that
maximum swap spread volatility was the lowest in agency and covered bonds, somewhat more elevated in
the segment of government bonds and by far the most pronounced in non-financial corporate bonds, where
the maximum swap spread change has been about three times as high as for agency and covered bonds.

> FIGURE 8: MAXIMUM FIVE WEEK SWAP SPREAD CHANGE OF MAJOR MARKET SEGMENTS OVER A ROLLING 5 WEEK PERIOD BETWEEN
January 2002 anp Jury 2012
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Over the past three years, spread volatility has been strongly influenced by the evolution of the Euro-
pean sovereign debt crisis and consequently volatility measures varied a lot between different countries.
What is interesting though is that in extreme situations with major market swings, swap spread volatil-
ity of covered bonds has been consistently below the swap spread volatility of underlying government
bonds. Figures 9 to 11 show that over the past ten years the maximum five week swap spread change
of covered bonds has been below the same measure for government bonds in Germany, France and
Spain across various maturity buckets.

> FIGURE 9: MAXIMUM FIVE WEEK SWAP SPREAD CHANGE OF GERMAN COVERED AND GOVERNMENT BONDS OVER A ROLLING 5 WEEK
PERIOD BETWEEN JANUARY 2002 anp Jury 2012
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> FI1GURE 10: MAXIMUM FIVE WEEK SWAP SPREAD CHANGE OF FRENCH COVERED AND GOVERNMENT BONDS OVER A ROLLING 5 WEEK
PERIOD BETWEEN JANUARY 2002 AnD Jury 2012
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> FIGURE 11: MAXIMUM FIVE WEEK SWAP SPREAD CHANGE OF SPAIN COVERED AND GOVERNMENT BONDS OVER A ROLLING 5 WEEK
PERIOD BETWEEN JANUARY 2002 AnD Jury 2012
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2.5 Market liquidity score

Markit is one of the most widely used index providers in fixed income markets. In addition to providing
index data and pricing information for its iBoxx indices, the company also calculates a liquidity score
for bonds in various market sectors ranging from covered bonds to agencies, government bonds and
corporate credit. The index is not based on actual turnover volumes but analyses the availability and
quality of dealer quotes. The score doesn’t say anything about the volumes that could be traded but it
tries to measure the likelihood that an investor is able to trade in a given bond at all.

We have analysed Markit Liquidity Scores for EUR benchmark bonds from Markit’s iBoxx EUR Covered,
iBoxx EUR Government Bond, iBoxx EUR Agencies, iBoxx EUR Other Sub-Sovereigns Guaranteed Fi-
nancials and iBoxx EUR Bank Senior indices. The data covers the period between September 2011 and
May 2012. This time can certainly be characterised by very extreme market conditions. Fall 2011 was
characterised by very negative markets, low new issue volumes and little trading across asset classes
while very euphoric markets dominated after the LTROs in December and February.

Throughout that time levels of liquidity have fluctuated wildly in a humber of sectors. However for a
sector to be ideal in the context of the LCR its actual level of liquidity should exhibit low volatility as
well. We have therefore looked at the variations of the iBoxx liquidity score. Even though not without
fluctuations, covered bonds were significantly more stable than senior unsecured debt of banks or gov-
ernment guaranteed bank bonds as well as on par with government bonds.
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> FIGURE 12: STANDARD DEVIATION PER PRODUCT TYPE - MARKIT LIQUIDITY SCORE
(PEr1OD BETWEEN SEPTEMBER 2011 AnD May 2012)
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3. QUALITATIVE CRITERIA

Although subject to the conclusions of the Trialogue process between the European institutions, the CRD
IV text voted by the European Parliament’s Economic and Monetary Affairs Committee has introduced
a separate category of qualitative criteria. The rating criterion was moved there but two further points
were introduced that didn’t appear in the common position of Member States:

> Credit quality steps
> Additional quality criteria on top of those set by central banks
> Support financing of the European economy

3.1 Credit quality

a) Credit quality steps covered bonds + uplift over the issuer / sovereign ratings

Covered bonds are dual recourse instruments that are offer a preferential claim on a cover pool as well as
a claim on the bank issuing the bonds. This fact is also recognised by rating agencies who grant the prod-
uct several notches rating uplift over the issuer as well as in some cases even above the sovereign rating.

Despite the recent covered bond downgrades, the majority of the EUR benchmark covered bond market
is still rated AAA. In addition to this, the downgrades that did take place were mostly triggered by down-
grades of the respective sovereigns and didn’t have their root in the covered bond product. Essentially,
covered bond ratings in countries such as Portugal, Spain or Italy were far more stable than those of
their respective sovereigns.
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> FIGURE 13: RATING DisTRIBUTION 1Boxx EUR Coverep > FIGURE 14: RATING MIGRATION COVERED VS SOVEREIGN (S&P)
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> FIGURE 15: AVERAGE RATING UPLIFT FOR COVERED BONDS OVER THE ISSUER RATING AND AVERAGE TPI LEEwAY Moopy’s

TAS AU CA DE' FI 'FR GE IE ' IT NE NO NZ PO' SP ' SW' SZ
® Moodys ICR - COV = FITCH ICR - COV = S&P ICR - COV - Total average

Source: Bloomberg, CA CIB

> FIGURE 16: AVERAGE RATING UPLIFT FOR COVERED BONDS OVER THE ISSUER RATING AND AVERAGE TPI LEEwAY Moopy’s
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In March 2012, Moody’s published a study on the impact of the recent issuer and sovereign downgrades
on the rating migration of covered bonds. Moody’s analysis is based on data for the 4-year period from
January 2008 to February 2012. During that time, many sovereigns have been downgraded, most nota-
bly in Europe. Moody’s study is split in two parts: one part analyses the covered bond rating migration
in countries with stable sovereign ratings and the other part examines the rating behaviour of covered
bonds in countries where the sovereigns were downgraded.

In countries, which have experienced stable sovereign ratings since the beginning of 2008, the covered
bond issuers have been on average downgraded by more than two notches. On the other hand, the
average covered bond downgrades have been limited to less than half a rating notch. The graph below
shows that more than 70% of covered bonds have managed to retain their Moody’s rating and only
~5% were downgraded by 3 notches or more. In comparison, 80% of the issuers were downgraded,
and almost 30% of the issuers were downgraded by 3 notches or more. Hence, covered bond ratings
have proved significantly more stable than the issuer ratings. However, Moody’s data also shows that
they were not completely immune to issuer downgrades.
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In countries where the sovereign has been downgraded, the picture looks considerably less rosy. In
Moody's study, out of the downgraded countries, 83% of the sovereigns were cut by four notches or
more with the remainder being subject to 3-notch downgrades. The average covered bond downgrade in
these countries was about 4 notches. At the same time, issuers have been downgraded by an average of
5.5 notches. The chart below shows that 65% of the covered bonds have been downgraded when their
respective sovereigns have been downgraded, with the bulk (52%) being in the four-notch area. Over
the same period, 97% of issuers have been downgraded with 61% facing downgrades of four notches
or more. Interestingly, despite the sovereign downgrades, 32% of the covered bond ratings remain
unchanged whilst 3% were even upgraded by one notch. This shows that covered bonds can withstand
issuer and even sovereign downgrades up to a certain extent.
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b) Credit quality of covered bonds

One of the objectives of regulators as well as investors these days is to reduce the reliance on ratings.
So focussing away from the pure ratings, some of the rating agencies provide the market with additional
information that goes beyond the mere ratings assigned.

Moody’s Collateral Score is a metric that measures the underlying credit quality of cover pools. Essentially
the number stands for the over-collateralisation required to cover any stressed pool losses stemming
form credit risk. When looking at the evolution of this ratio, one can see that it has remained virtually flat,
even slightly improved since December 2009, a time that can certainly be characterised by worsening
loan profiles in many countries across Europe. Moving even further away from agency metrics and into
actual pool NPL numbers, it becomes evident that we are looking at very low numbers in a European
context. Average NPLs have only increased from 0.9% to 1.2%.

> FIGURE 17: AVERAGE COLLATERAL SCORE AND COVER POOL NPLS OF MORTGAGE BACKED COVERED BONDS (%)
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Issuers manage cover pool NPLs actively, which is one of the main strengths of covered bonds compared
to RMBS. The exception to this is Spain where the overall mortgage book is automatically considered
to be part of the cover pool.

In addition to offering investors a priviledged claim on a specified pool of assets, the vast majority of
covered bonds (96% of the iBoxx EUR covered as of August 2012) are backed by dedicated covered
bond legal frameworks. These don’t only regulate aspects such as cover asset eligibility, asset liability
management or cover pool transparency but also form the basis for the special public supervision that
covered bonds are subject to. This special public supervision is an essential prerequisite for covered
bonds’ UCITS as well as CRD compliance and is one of the main qualitative criteria that differentiate the
product from other market segments such as senior unsecured or agency debt.

> FI1GURE 18: LEGAL BASED VS. STRUCTURED COVERED BONDS IN THE 1Boxx EUR coverep INDEX (%)
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Last but certainly not least, covered bonds are explicitly excluded from bail ins. Investors can be cer-
tain that their claim will not be written down and that it will remain at par even in a bank failure with
subsequent bail in.

3.2 Support financing of the European economy

’

Covered bonds have become an integral part of most European countries’ financial markets and banks
funding strategies. In fact, the last major European country that did not have covered bonds - Belgium
- has just passed its covered bond primary legislation.

The main asset class that covered bonds fund these days are mortgages. Their share in outstanding
covered bonds has increased from 40% in 2003 to around 75% in 2011. When comparing covered bond
volumes to the underlying mortgage markets one can see just how important the product is. Mortgage
backed covered bonds in France, Germany, Ireland, Italy, Netherlands, Portugal, Spain and the UK rep-
resent on average around 24% of their respective mortgage markets and 69% and 100% respectively
in Sweden and Denmark.! This number has been on the way up in recent years as well, and especially
countries that have been lagging behind initially such as Italy have been picking up fast.

1 See the article on the "Overview of Covered Bonds” in the Generic Section for further information.



> FIGURE 19: SHARE MORTGAGE BACKED COVERED BONDS IN TOTAL COVERED BOND ISSUANCE + COVERED BONDS IN % OF
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* In Spain and Germany percentages are distorted as Pfandbriefe as well as Cedulas cover pools also contain commercial mortgages and the
mortgage figures from the EMF only contain residential mortgages. For the other countries the percentages are representative though.

For banks refinancing mortgages, covered bonds are the cheapest wholesale funding instrument avail-
able offering banks across countries significant cost savings compared to senior unsecured issuance.

> FIGURE 20: AVERAGE COVERED BOND SPREADS IN % OF SENIOR UNSECURED LEVELS (BP) PER COUNTRY
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Consequently covered bonds play an important role in lowering the cost of mortgages across Europe
and help support in financing the European economy.
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3.3 Depth of the investor base

The covered bond market is characterised by a large, growing and above all very heterogeneous investor
base. While there are many dedicated covered bond investors in especially the traditional countries such
as Germany and France that have stuck with the product throughout the crisis, for large parts of the
investor base, CBs are not the benchmark reference of their investment decisions per se. Instead, they
consider the government market, the credit market or the securitisation market as their home turf. As
a consequence, the investor base for CBs is quite heterogenic including central banks, bank treasuries,
asset managers, insurance companies, pension funds and occasionally corporates, allowing issuers to
diversify their investor base away from those accounts usually purchasing their unsecured debt or ABS/
RMBS transactions. German Pfandbriefe for instance are classified as “eligible for trust investment” ac-
cording to German law and are thus even sold to retail investors.

Many of these investors mentioned have different portfolio rules, benchmarks and follow different strat-
egies. While some investors would focus on the spread of covered bonds to government bonds, others
focus on the spread to senior unsecured, while others could follow a distressed debt approach and focus
on pool recoveries.

> This diversity adds stability to the funding of issuers and reduces their reliance upon a limited
number of markets. This can become crucial as the recent crisis has highlighted.

> Furthermore the more different strategies are used in any given market the more likely it will be for
a bank treasurer to find an investor that is willing to buy a covered bond from his liquidity portfolio.

a) Who are the investors?

In the following analysis, we have used primary market data available for EUR benchmark CB transac-
tions launched between January 2007 and May 2012.

Five core investor groups encompass about 96% of the total investor base. These are banks or bank treas-
ury accounts and central banks as well as investment funds, pension funds and insurance companies - ie,
the so-called real money investors. Corporates and hedge funds are rarely present, while retail investors
are usually part of the banks’ share. The latter usually act as agents for retail investors. The banks are
purchasing the bonds in the primary market and distribute them to the retail investors afterwards.

> FiGure 21: EUR BENCHMARK INVESTOR DiSTRIBUTION BY TYPE
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> FIGURE 22: CHANGES IN ORDER Books

2006 - 2008 2009 2010 2011 2012
Average deal size (€bn) 1.45 1.19 1.01 1.05 1.09
Average # of orders per deal 57 105 88 85 115
Average volume of orders (€mn) 44 25 18 21 20

Source: Publicly available deal allocation statistics, RBS

As indicated in the preceding chart, banks account for the largest individual investor group, covering a
share of around 40% of demand for all deals since 2007, followed by investment funds (30%) and central
banks (12%). The combined share of pension funds and insurance companies stands, at 14%. Year-to-
date the participation of real money investors has increased to the highest value in more than five years,
reflecting increased demand from insurance companies. Together with the increased demand from real
money investors, the average number of orders per benchmark transaction has increased considerably in
2012, reflecting the high granularity of the order books in covered bond transactions (see table below).

The following charts show the different maturity preferences of the four large investor groups. Due to
the nature of the source and purpose of their funds, central banks tend to prefer short- and medium-
term maturities rather than longer-term maturities. While bank accounts (including bank treasuries)
also tend to prefer short maturities for their liquidity portfolios, insurance companies and pension funds
show particular interest in longer dated tenors to match the term structure of their liabilities.

> FIGURE 24: AVERAGE PARTICIPATION OF CENTRAL BANK
INVESTORS IN DIFFERENT MATURITIES

> FIGURE 23: AVERAGE PARTICIPATION OF BANK INVESTORS
IN DIFFERENT MATURITIES
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> FIGURE 25: AVERAGE PARTICIPATION OF PENSION/INSURANCE > FIGURE 26: AVERAGE PARTICIPATION OF FUND MANAGER
INVESTORS IN DIFFERENT MATURITIES IN DIFFERENT MATURITIES
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b) Where are the investors based?

With an increasing number of new markets and issuers being established, the investor base is expanding
continuously. As seen in the next chart, the vast majority of CB investors denominated in euros are based
in Europe. CB investors outside Europe comprise so far only a minor share, and, if they are present, it
is predominantly central banks or sovereign entities or wealth funds out of Asia or the Middle East. The
demand structure for CBs denominated in non-euro currencies varies. Due to the importance of the
respective local markets, there is a strong domestic investor base for CBs denominated in DKr and SKr.
The same is true for Switzerland. The recent rise of USD issuance by Canadian, Australian as well as a
number of European issuers has increased demand from US investors. The same can be observed for
covered bonds denominated in Sterling where record issuance volumes reflect growing demand from
the UK investor base.

> FiGuRe 27: EUR BENCHMARK INVESTOR DisTRIBUTION BY COUNTRY
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c) The importance of the domestic investor base

Since the beginning of the crisis there has been increasing focus on the domestic investor base for the
respective products. Quite often foreign investors consider this an important point of their investment
decision, particularly in times of great uncertainty. A large domestic investor base is viewed as a good
indication of the degree of a potential backstop, should a product group begin to underperform. It is as-
sumed that domestic investors are more prepared to bid for their domestic paper in a widening spread
environment than foreign investors would.

> FIGURE 28: DEMAND FROM DOMESTIC INVESTORS
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As can be seen in the preceding chart, in each country representing larger supply in recent years the
share of domestic investors involved in new domestic transactions exceeds that for foreign transactions.
When examining Nordic investors, their share in the placement of euro-denominated Nordic benchmark
CBs reached 23% prior to the crisis. At the same time, their share for euro-denominated foreign bench-
mark CBs was only 15%. In 2008, their share in Scandinavian CBs even increased to 28%, while that
for foreign Jumbo CB dropped to only 8%.

The relevance of the domestic backstop becomes most obvious when examining the spread performance
of the individual markets. Countries that had the largest share of domestic investors also saw the least
spread widening.

3.4 Covered bonds vs. government bonds - spread evolution and correlation

We have mentioned above that covered bonds spreads have been more stable than many other asset
classes including government bonds. In some countries covered bonds are actually the tightest product
trading tighter than the respective sovereign bonds. Even though the mainstream opinion is still that
covered bonds should be wider than their sovereign bonds and no issuer has yet managed to price a new
deal at levels through the sovereign spread curve, there have been an increasing number of secondary
market tickets that actually took place at these negative spread levels.
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> FIGURE 29: ASW SPREAD EVOLUTION OF 5Y ITALIAN COVERED BONDS VS. 5Y GOVERNMENT BONDS
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The worse the situation on the sovereign side has become the more investors have started to focus on the
collateralised nature of covered bonds that they have more faith in than the “unsecured claim” against a
sovereign. More and more investors actually place covered bonds at the top of the quality ladder above
sovereign exposure in some countries. However in the context of the CRD 1V, they are still treated inferior.

We have also analysed correlations of covered bond spreads to for example government bonds. Even
if investors don’t follow the same logic as mentioned above and still perceive the sovereign to be the
best risk available from a given country can covered bonds improve the overall quality and robustness
of their liquidity portfolios.

We have paired EUR benchmark covered bonds with their respective government bonds and analysed
how these “pairs” have behaved over time. While exhibiting a very high correlation in 2010 (0.89), this
number has come down the more volatile and stressful the situation in markets has become. The cor-
relation in 2011 had already come down to 0.75 and using 2012 numbers has further fallen to 0.65.

Bank treasuries can therefore benefit from diversifying out of a pure government bond portfolio to one
including covered bonds as well.



> FIGURE 30: CoRRELATION OF EUR BENCHMARK COVERED BONDS TO THEIR RESPECTIVE GOVERNMENT BONDS PER YEAR BASED

ON DAILY ASW SPREAD FIGURES
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3.5 Repo eligibility of covered bonds

Generating liquidity out of an asset in one’s possession can happen in a number of ways and an outright
sale is just one of them. In many cases, using assets as collateral in repo markets with either private
counterparties or central banks is the cheaper and more efficient way to raise liquidity. The credit quality
of an asset is a decisive factor when using it as collateral. We have already discussed the credit quality
of covered bonds above. Below we show the haircuts currently used by the Eurosystem. Covered bonds
receive haircuts well below those of corporate debt or securitisations while being on par with those of

agencies, supras and close to even government bonds.

> Fi1GURE 31: HAIRCUTS APPLIED BY THE EUROSYSTEM (%)

Liquidity categories

:f:ti:::; Fixed Zero Fixed Zero Fixed Zero Fixed Zero Fixed / Zero
) coupon coupon coupon coupon coupon coupon coupon coupon coupon
0-1 0.5 0.5 1.0 1.0 1.5 1.5 6.5 6.5 16.0
1-3 1.5 1.5 2.5 2.5 3.0 3.0 8.5 9.0 16.0
3-5 2.5 3.0 3.5 4.0 5.0 5.5 11.0 11.5 16.0
5-7 3.0 3.5 4.5 5.0 6.5 7.5 12.5 13.5 16.0
7-10 4.0 4.5 5.5 6.5 8.5 9.5 14.0 15.5 16.0
>10 5.5 8.5 7.5 12.0 11.0 16.5 17.0 22.5 16.0
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Liquidity categories

BBB+ to
BBB-

::‘sti:::: Fixed Zero Fixed Zero Fixed Zero Fixed Zero Fixed / Zero
- coupon | coupon | coupon | coupon | coupon | coupon | coupon | coupon coupon
0-1 5.5 5.5 6.0 6.0 8.0 8.0 15.0 15.0 26.0
1-3 6.5 6.5 10.5 11.5 18.0 19.5 27.5 29.5 26.0
3-5 7.5 8.0 15.5 17.0 25.5 28.0 36.5 39.5 26.0
5-7 8.0 8.5 18.0 20.5 28.0 31.5 38.5 43.0 26.0
7-10 9.0 9.5 19.5 22.5 29.0 33.5 39.0 44.5 26.0
>10 10.5 13.5 20.0 29.0 29.5 38.0 39.5 46.0 26.0

Sources: Eurosystem, CA CIB

While the CRD 1V text still requires bank treasuries to apply a 15% haircut on level 2 assets irrespec-
tive of their maturity, central banks do make a difference. While short dated 1-3Y jumbo covered bonds
receive a haircut of 2.5% as long as they are rated above BBB+, this haircut goes up to 7.5% for bonds
with maturities beyond 10Y. We would strongly encourage that this approach of a differentiated haircut
is replicated in the CRD IV.

> F1GURE 32: HAIRCUTS APPLIED TO A- AND BETTER RATED JUMBO COVERED BONDS IN LIQUIDITY CATEGORY II COMPARED TO
PROPOSED HAIRCUTS IN CRD IV
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While it is difficult to find exhaustive data on covered bonds’ use in private sector repo markets, the
Eurosystem publishes annual data on the collateral pledged by banks that take part in its monetary
operations. The popularity and use of covered bonds as collateral has increased between 2008 and
2011. While in 2008 only 11% of the collateral posted with the Eurosystem, the number has increased
to 16% at end 2011.

72



> FIGURE 33: POSTED COLLATERAL IN THE EUROSYSTEM FOR MONETARY POLICY OPERATIONS (%)
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Even the CRD 1V text does not require assets from the liquidity portfolio to only generate liquidity via
outright sales. The text refers to repo markets as being one acceptable source of liquidity. According to
Article 404 (3), which deals with reporting for the LCR, banks have to show to the regulators that the
assets they hold:

> “..are tradable on active outright sale or via simple repurchase agreement...”

Outright selling and buying back positions would be a fairly expensive way of proving an asset’s worth
in the context of the LCR. Being able to show that assets can be used as collateral in repo operations
is sufficient.

4. CASE STUDY DENMARK - WHAT HAPPENS IF THERE ARE NOT ENOUGH LEVEL 1 ASSETS...?

The definition of high quality liquid assets raises a question of particular relevance to financial institu-
tions based in small open economies with a currency of their own; how will financial institutions meet
the liquidity buffer requirements if public debt is in short supply?

Shortages in the supply of public debt is by no means a global problem. The majority of countries runs
a public sector deficit and have done so for many years. Public debt to GDP has therefore reached a
staggering approximately 70% by end 2010 in the OECD area with no turnaround in sight.

A few countries have maintained public sector budgetary discipline and have run a public sector surplus (at
least until the financial crisis unfolded). In these countries public debt to GDP is substantially lower than the
OECD average and the supply of public debt may well prove insufficient to cover the demand from finan-
cial institutions necessary for them to meet the liquidity buffer requirements. Although the Basel liquidity
framework allows possible waivers for countries with a low supply of level 1 assets, it would be a paradox
if these countries were to go further than other countries in adapting to the liquidity framework envisaged.

Denmark is an example of a small open economy short of public debt. Public debt to GDP stands at ap-
proximately 40% by end 2010. Credit provisioning by financial institutions to the real economy to GDP
stands at approximately 200%, hence, Denmark presents a combination of a below average public debt
to GDP ratio and an above average size of financial sector to GDP ratio. This combination implies that
for Danish financial institutions to comply with the Basel III liquidity framework the institutions would
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need to import foreign currency assets to an extent more than likely to be a source of financial instabil-
ity — or not within the objectives of the framework.

For Denmark the best solution would be to include Danish covered bonds as level 1 instruments in the
liquidity buffer. Danish financial institutions have long employed Danish covered bonds for liquidity man-
agement purposes, and as studies made by Danmarks Nationalbank (the Danish central bank) concludes,
throughout the financial crisis, covered bonds have performed at par with public debt in terms of liquid-
ityt. The outstanding volume of DKK-denominated Danish covered bonds was EUR 310bn equivalent
by end 2011 making up approximately 75% of the DKK-denominated fixed income securities market.

The five largest financial institutions in Denmark takes part in the Quantitative Impact Studies (QIS) on
the Basel III proposal. The combined QIS results for those institutions alone have never been conveyed
to the public, however, in 2010 Danmarks Nationalbank and the Danish Financial Supervisory Authority
estimated the shortage of level 1 assets for the five Danish financial institutions taking part in the QIS
to fully comply with the LCR to be EUR 28bn equivalent?. If the five financial institutions are assumed
to be representative of the whole Danish financial industry the shortage can be estimated at EUR 48bn
equivalent. If further assuming a 10% buffer is necessary (110% LCR compliance) for prudential reasons
the shortage can be estimated at EUR 60bn equivalent.

This compares to an outstanding volume of DKK-denominated public debt of EUR 88bn equivalent by
end 2011. Of these, EUR 9.3bn are held by government funds and another EUR 31bn are held by foreign
investors. The gross volume of DKK-denominated public debt accessible to Danish financial institutions
is thus EUR 47.7bn.

The largest domestic investor group in DKK-denominated public debt is life and pension funds with
combined holdings of EUR 35bn equivalent. Life and pension fund are not likely to reduce holdings of
DKK-denominated public debt in consequence of the implementation of the Solvency II regime tightening
asset liability regulations imposed on life and pension funds. DKK-denominated public debt holdings by
life and pension funds will therefore only be accessible to financial institutions at high costs.

> FiGURE 34: DKK-DENOMINATED DANISH PUBLIC DEBT SPLIT BY TERM AND INVESTORS
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In conclusion, the estimated need for additional DKK-denominated level 1 assets for Danish financial
institutions up to EUR 60bn equivalent by far exceeds the outstanding volume of DKK-denominated
public debt accessible in volume of EUR 30bn to 50bn equivalent - i.e. compliance with the LCR based
on DKK-denominated public debt is simply impossible.
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The shortage of public debt in Denmark is compensated for by a great supply of high quality liquid
covered bonds which have proven resilient to past crises. The inclusion of these assets into the liquidity
buffer at no constraints would not run counter to the overall objectives of the Basel III liquidity frame-
work and financial stability would be maintained.

5. CONCLUSIONS

The LCR was primarily designed for situations where individual banks run into trouble and have to lig-
uidate assets to cover their cash outflows. Over the longer term, the aim of this ratio is to also address
systemic banking crisis where the whole market faces significant levels of stress and liquidity in many
markets including sovereign debt is reduced significantly. At present, lenders of last resort in the latter
cases are central banks and no set of eligible assets under the LCR will ever fully protect banks in these
cases. The recent history has shown this very clearly.

Consequently we want to stress that putting a lot of focus on current turnover figures that are very hard
to obtain in the first place is in our view not fully reflecting the purpose of the LCR. In this respect, we
welcome that the CRD IV text as voted by the European Parliament’s Economic and Monetary Affairs
Committee also includes qualitative criteria as determinants of LCR eligibility and takes into account an
asset’s impact on economic growth in Europe.

We still feel that only having government and government related debt in category one is not justi-
fied. We also don’t think that applying a flat haircut of 15% independently of maturities for level two
assets makes any sense. We would argue that the risk on shorter dated assets is lower than for longer
dated ones. Consequently we would rather expect that haircuts are lower for shorter dated assets and
increase the longer maturities. The collateral framework of the Eurosystem has been reflecting this fact
for many years.

In this article we have tried to present evidence for both quantitative as well as qualitative benefits of
covered bonds. We have shown that:

> Covered bonds are one of the biggest private sector bond markets in the world with an outstanding
volume of EUR2.7trn at the end of 2011.

> Covered bonds are predominantly used to refinance mortgages these days. They have grown to
become a very relevant mortgage funding tool for a wide range of countries within Europe. Since
covered bonds offer banks significantly cheaper funding than via senior unsecured issuance, they
lower funding cost of banks’ mortgage business and enable them to lend to the real economy at
lower interest rates. As such they support European mortgage markets and economic growth in
Europe.

> We have also shown that covered bonds have been less volatile than many government bonds
throughout the crisis.

> Covered bonds continue to exhibit strong credit quality. They are rated well above issuer ratings
and in some countries even well above sovereign rating levels. Credit quality in cover pools has
also remained fairly stable in the past quarters as issuers manage pools actively.

> We have also shown that despite having on average long initial tenors at issuance, redemptions in
the covered bond market provide investors with an ongoing source of liquidity beyond secondary
market trading activity.
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> Covered bonds are bought by a very diverse and growing investor base, which follows a wide variety
of investment strategies making it easier to find a buyer in a number of different scenarios.

> In addition to this, covered bonds are widely accepted as collateral in repo transactions both with
private parties as well as with central banks. The CRD IV text mentions that repoing bonds is an
alternative which is equally acceptable in the context of the LCR than outright selling. This option
is however not captured by turnover volumes in secondary market trading.

Last but not least we want to highlight the fact that one of the goals of the CRD 1V is to create a regula-
tory framework that makes banks safer but also avoids any unintended consequences. When determining
LCR eligibility regulators will therefore have to ask themselves what would happen:

> If particular instruments are excluded,

> If banks are pushed into holding a too narrowly concentrated portfolio of eligible assets that all
react in a similar way in times of stress

In this context we have shown what consequences a narrow definition can have for smaller countries
such as Denmark that don’t even have a sufficiently large stock of government bonds to fulfil CRD IV
requirements. We have also shown that covered bonds and government bonds have been far from being
perfectly correlated and that covered bonds would thus add to the stability of banks’ liquidity portfolios.

On a final note, the IMF recently highlighted the positive aspects of covered bonds and said:

> The production of safe assets by the private sector is an important source of supply and should not
be unnecessarily impeded.

> Well-conceived and regulated covered bond structures of mortgages (with overcollateralization and
the ability to replace impaired loans) are one good example of this.

The European debt crisis highlights that private sources of funding are needed to reduce the funding
burden of governments and support economic activity. Covered bonds can make a strong contribution.
A regulatory environment reflecting properly the high quality and the importance of the covered bond
product in Europe could help to make a further step to overcome the currently very challenging situation.



1.6 TRANSPARENCY IN TRADING AND IN INVESTOR INFORMATION
By Florian Hillenbrand, Unicredit, and Michael Schulz, NordLB

The transparency requirements of the various market participants have risen again in the past few
months and it is not just investors who are increasingly calling for a greater flow of information. The
interested stakeholders include the European Banking Authority (EBA) as well as national regulators and
the European Central Bank (ECB), which for sometimes differing reasons also have a keen interest in a
high level of transparency in the covered bond market.

Home to over 300 issuers from more than 25 different countries, the global covered bond market is
a heterogeneous landscape of institutions with different legal and structural conditions. It is therefore
understandable that the question of “what is a covered bond?” is currently being examined by several
stakeholder groups. In 2007, the covered bond community agreed on the lowest common denominator
of four defined criteria. However, these remained largely superficial at the time. A uniform understanding
of a common product is very important for all market participants. In addition, the number of countries
and issues continues to rise, making differentiation essential. Transparency therefore starts with the
conceptual demarcation of the term compared to other products.

The question of pricing is also at the very top of the agenda. It is not primarily the issuers of covered
bonds that desire transparency; they work closely with their partner banks and therefore have a good
feeling for the fair price of their bonds. Investors, however, are sometimes floundering in the dark and
this situation became even worse with the start of the financial crisis in the aftermath of the Lehmann
bankruptcy. Since then, in line with the respective market conditions, transactions have been taking
place at much more illiquid levels. In times of major market dislocations, this has meant that many
covered bonds have also been more difficult to trade. Efforts here to boost liquidity in the covered bond
market, with the aid of central trading platforms, have not produced any notable results. For this reason,
the EU Commission simultaneously launched several initiatives to make the bond market, and hence
trading in covered bonds as well, more transparent in terms of price. These initiatives relate to rules for
pre and post-trade transparency for bonds. These are included in the EU Commission’s proposal for the
MiFID II Directive dated 20 October 2011 and are currently at the draft stage. As the approval from the
Committee on Economic and Monetary Affairs (ECON) is still outstanding, this article only encompasses
the commission proposals that are presently scheduled to be adopted in the second half of 2012. The
regulation (MiFIR) is scheduled to be valid for two years after the directive comes into force and only
then will the pre and post-trade transparency obligations have to be implemented. The rules not only
target transactions that are executed on a trading system but also affect transactions conducted by
phone (over the counter — OTC).

MIFIR REGULATION

The scope of application of the pre and post-trade transparency regulations for bonds extends to bonds
for which a prospectus has been published or which have a stock exchange listing as well as to all other
bonds traded on stock exchanges, multilateral trading facilities (MTF), organised trading facilities (OTF)
and those traded OTC. The information to be published relates to the price and volume of the transaction
and the time at which it was concluded. While stock exchanges, MTFs and OTFs are to publish informa-
tion in real time, for OTC transactions the plans are to disclose the information via approved publication
arrangements (APA). Although deferred publication for large ticket sizes is permitted, this has to be
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approved by the respective competent national authorities. Waivers can be specified in this regard that
take account of liquidity aspects as well as the type and size of the transaction or bond. Consideration
is being given to firming up the provisions for individual financial instruments, and this is also aimed at
structuring these in line with market requirements.

With regard to the pre-trade transparency rules for OTC transactions, the decisive factor is whether the
institution in question qualifies as a Systematic Internaliser (SI). These include credit institutions or
investment firms, which, on an organised, frequent and systematic basis, deal in bonds on their own
account by executing client orders. Trading by phone and dealing using proprietary trading systems
are accordingly to be viewed as classic transactions. What is important here is that these transactions
are executed outside an organised market (stock exchange, MTF, OTF). In accordance with the MiFIR,
for OTC transactions, only Sls are subject to the rules on pre-trade transparency and when quoting a
price to clients have to make this quote accessible to all other clients. If the volume of the transaction
exceeds the size for a specific financial instrument, the price quoted is binding for all other clients and
there is a publication obligation. However, in this case the EU Commission has proposed that the number
of price quotes from the SI can be restricted. If the volume of the transaction falls short of the size for
a specific financial instrument, the price quote is not binding for other clients and there is therefore no
publication obligation either. Markus Ferber, the Rapporteur for ECON and a member of the European
parliament, has already made a statement regarding the MiFIR and submitted several content-related
proposals. Some of these are to be seen as a tightening up of the previous wording. For instance, in
future, institutions that are not classified as SIs may no longer conduct any OTC bond transactions.
Moreover, all transactions are to be conducted via bilateral systems which would mean the abolition of
traditional trading by phone.

The initiatives on pre and post-trade transparency are to be seen as regulatory attempts to increase
the transparency of prices in the bond market. The focus here is very clearly on the interests of inves-
tors, while the repercussions for banks and investment firms are ignored. Only small concessions have
been made, such as limiting the number of price quotes an SI is obliged to provide. Although the rules
outlined above are aimed at increasing transparency, which directly and indirectly presupposes a liquid
market because of the required obligation to make the same offer to other clients, they run the risk of
having the opposite effect. Dealers who go to the market with a sizeable order are taking an incalculable
risk when they make price quotes widely available. The result would be that only a few large tickets
will be traded, which will reduce liquidity and therefore also transparency in the covered bond market.
The obligation to make price quotes available to several clients will tend to reduce the volume of offers
and cause price variation based on volume differences to disappear. Consequently, the fact that a major
portion of today’s dealing is conducted by phone should not be viewed as a problem. In the midst of
the financial crisis, this meant that transactions could be executed without allowing the market to dry
up completely. The covered bond segment in particular benefited from continued marketability, while
central trading systems failed to improve or revive it. Moreover, restricting OTC trading by phone to SIs
and introducing an obligation to use bilateral systems is not expedient. What use is it to an investor if
he has to use different systems to obtain quotes for a bond? It may be that he is not even authorized
on the system he needs to use.

The price transparency initiative of the Verband deutscher Pfandbriefbanken (Association of German
Pfandbrief banks — vdp) is to be seen as a step in the right direction for post-trade price transparency.
Every trading day, spreads based on mid-asset swap versus six-month Euribor are published for Pfand-



briefe on the website. The bonds have a minimum term of two years. However, this information is only
intended as a guide for investors. It does not have to be based on the spreads traded every trading day,
which means that it is not necessarily possible to trade at this level. It would be desirable if spread levels
were available as a point of reference for all covered bonds with an outstanding volume of EUR 500mn
or more. However, these disclosures should be voluntary and not lead to any binding price offers. Unlike
the post-trade transparency proposed by the EU Commission, an approach that safeguards the interests
of the market and investors should be based on average secondary market spreads and include a time
delay that protects the market. Implementing the transparency rules under MiFIR in full runs the risk
that these rules will achieve the exact opposite of the desired intention. Liquidity will continue to shrink
and price transparency in the covered bond market will then also decline.

COVER POOL TRANSPARENCY

While transparency with regard to pricing and volumes traded is still at a very early stage, in the context
of cover pool disclosure, transparency has shown quite an improvement in the past few years. If we
take a look back in history, it was along with the amendment of the Pfandbrief legislation in July 2005,
when for the first time a legal minimum was stipulated as to what should be published with regards to
collateral composition. However, other countries have shown that a legal stipulation is not necessarily
required to achieve high-quality cover pool transparency.

As an integral part of the ECBC Label Initiative (the official initiative of the ECBC to set a definition of the
term “Covered Bond”) issuers shall be committed to providing regular information enabling investors to
analyze the cover pool. In line with the initiative, it was agreed, that guidelines are to be developed on
a national level in view of the different characteristics of each market. However, the national templates
are based on common guidelines. In this regard, the aim is to have National Transparency Templates
finalized before September 2012 in order to allow issuers to apply for the ECBC Covered Bond Label.

In the following we provide a short walkthrough of the current state of all relevant covered bond coun-
tries with particular interest in the degree of detail as well as frequency, harmonization and method of
disclosure vis-a-vis the investing public (explicitly not vis-a-vis the supervisory authority). In addition,
we will - where applicable - provide a brief state of play of the ECBC lead transparency initiative. After-
wards, we shed some light on how rating agencies play a role in enhancing transparency as well as on
the “big aim” of a common transparency platform as currently planned by the Covered Bond Investors
Council (CBIC).

Austria

Checking and comparing collateral data in Austria has become a very easy task in the last few years.
While some years ago collateral data was sometimes a well kept secret, the development is quite im-
pressive. A key role in this respect was played by the Pfandbrief & Covered Bond Forum Austria. Since
December 2010, Austrian issuers have provided homogenous information on common templates on the
webpage of the Pfandbriefforum. Investors are informed - so far only annually — about loan size, cur-
rency and regional distribution. In addition, information is provided about the type of debtor, the loan
seasoning, the remaining life both on a collateral basis and in direct comparison to the covered bonds
and last but not least about the interest payment type and matching.

Frequency and publication language (German) are certainly still fields for improvement. As already
stated, the publication archive only allows investors to acquire annual information whereas quarterly
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information is considered the minimum market standard. Nevertheless, we understand that in particular
the frequency is something that is currently being worked on in line with the ECBC Label Initiative. The
national template is already ready and available in the Pfandbrief Covered Bond Forum website. It is
based on the CBIC template which is covered in a separated paragraph later on.

Denmark

In comparison with the large domestic DKK-denominated market, the EUR market which is in our primary
focus, plays a marginal despite ever growing role. With only one player active in the EUR benchmark
covered bond market, harmonization is not the question. Danske provides investors with easily acces-
sible, useful and practical (Excel) disclosure documents. Historical developments can easily be produced
with an archive of old reports being available. The degree of detail is slightly below the European average
of disclosures, with the document being concentrated on the breakdown of indexed LTVs, loan sizes,
regions and property types.

In a broader context, the disclosure template which then is applicable for all Danish issuer is finalized,
subject to the final approval of the different boards.

Finland

As in most of the countries in Europe, Finnish banks also do not have the obligation to publish cover pool
reports. Nevertheless, issuers publish quarterly information on their web pages. However, in a European
comparison, the degree of homogeneity and detail is slightly less pronounced. Despite the fact that in
EUR benchmark terms only four issuers are active, the disclosure documents lack a common format and
content. Some names use pdf formats and some go for web-based publishing; some choose a graphical
method of informing investors, while others use relatively detailed templates that resemble the formats
provided in France or the UK. In any case, the disclosure data ranges from issuers providing only very
rough average loan size and LTV figures in addition to a vague information about loan size and regional
distributions to other issuers that inform investors about detailed breakdowns including seasoning, LTV,
interest rates and property types all in tabular form.

France

French law does not stipulate any details on when and how issuers have to present information about the
cover pool. In practice, however, the frequency, detail and homogeneity of publication is exemplary - in
particular this applies to the more recent covered bond programs. The template, which is broadly used
by 90% of all market participants, contains a full presentation of the Asset Coverage Test as well as a
breakdown of the cover pool, not only with regards to quite usual data like LTV, seasoning and arrears
breakdown, but also information covering loan purposes, occupancy and borrower type. In addition, most
issuers of Obligations a I'Habitat provide an overview of trigger levels, where they are and whether or
not they have already been broken and what were the consequences of such a breach.

French issuers have set up a working group and agreed on the ECBC relevant template. The final version
will need to receive a final approval although it is planned that issuers publish it on their websites over
the summer 2012. The template is said to be based on the CBIC version (see separate paragraph below).

Germany

As stated above, cover pool information regarding Pfandbriefe found its way into primary legislation
quite some time ago. As also laid out in the country chapter of this book, §28 PfandBG requires issuers



to publish detailed data on the composition of cover pools. These include the total volume of Pfandbriefe
outstanding as well as the related cover pools in terms of hominal, net present and stressed net present
value; the share of derivative financial instruments in the cover assets; the share of further cover assets;
the maturity structure of the Pfandbriefe and cover assets; information on the granularity of the cover
assets; information on the mortgages by property type, type of use and region; and state information
on the claims against the public sector by state and type of issuer as well as on ship mortgages/aircraft
registered liens by register country, and on non-performing cover assets.

A particular qualitative improvement has been achieved at an association level. Within the scope of
the vdp transparency initiative, the transparency reports of vdp member institutions are published in a
uniform format both in pdf and Excel form.

The §28 PfandBG is also a highly developed basis for the ECBC targeted template. However, issuers
have been speaking to the national regulators in order to expand §28 in order to include some of the
extra information required by the ECBC Label Initiative and the CBIC template (see paragraph below).
An implementation of an expansion of §28 looks reasonable to come together with the transposition of
CRD 1V into German law.

Ireland

Despite the fact that issuance was not possible in the past few years, Irish issuers kept a high standard
of the cover pool disclosure. Although, the setup of the documents are not harmonized, the degree of
detailis strong. The documents are published quarterly and are available in pdf format and provide a
good overview of the general characteristics of the cover pool (weighted average figures) as well as
breakdowns of LTV levels (current as well as indexed), loan sizes, seasoning figures, remaining life, pay-
ment repayment type, interest rate type, arrears figures, region and market segment (loan purposes).

Irish issuers are currently discussing which information in the CBIC Template is available and will be
shortly collecting data and finalizing the ECBC National Transparency Template. They will keep the same
structure as the CBIC template although their final template will be in Excel format.

Italy

At the inception of the OBG regime, there was a strong aim to stick relatively closely to the UK system,
also in terms of disclosure formats. More specifically, this means detailed, regular and high frequency
reporting but no legal obligation to do so: a mostly monthly but at least quarterly schedule of publica-
tions, full Asset Cover Test calculations and trigger reports are standard in Italy. The banks also provide
information on standard aspects like loan size, LTV ratios, interest types, seasoning, payment delays
etc. not only in the form of weighted averages but also broken down into several brackets. The degree
of homogeneity of the reports and therefore the comparability across the entire market is quite good,
with minor exceptions. Investors are also able to track changes over time since issuers provide the full
history of reports in pdf format.

Even before a regulatory framework for OBGs had been put in place in Italy, the securitization business
was very well developed. Some readers might remember that the OBG law was actually developed as
an add-on to the securitization law. This also explains, why the reporting of a few issuers - in addition
to the above mentioned features — also provide some securitization-typical data such as series-specific
collection and cash-flow data.
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Regarding the ECBC Label Initiative, Italian issuers are working on the details of the template and should
be able to meet the September deadline.

Netherlands

Regarding frequency and detail, everything said about Switzerland (see below) also holds true for the
Netherlands. However, despite only a small number of issuers being active in the regulated EUR covered
bond market, the templates are not identical. However, they have a common content and quite a similar
setup. Investors are provided with a full Asset Coverage test calculation in addition to a full breakdown
of the cover pool with regards to mortgage loan type, interest type and rate, loan vintage, loan matu-
rity and seasoning, region, LTV, loan amount and property type. In addition, issuers inform investors
about the occupation status of the debtor, the mortgage payment frequency and the debt-to-income
ratio as well as whether or not there are additional guarantees in place and for how long a debtor has
been delinquent. Again the only element missing in this respect is information about matching in order
to understand refinancing or reinvestment risks.

Regarding the ECBC Label Initiative, as a starting point, Dutch issuers have used for the development
of their covered bond National Transparency Template the RMBS Template they agreed on for disclosing
RMBS information, which does not require loan by loan data. They have removed the sections which are
not relevant for covered bonds and added new sections which are important for covered bond investors.
Dutch issuers have agreed on the content of the Template and now are just trying to select the best way
to implement it. They expect to be operational in Q4 2012.

Norway

Despite the lack of a legal obligation to provide cover pool data, the information base in Norway is
quite detailed albeit a little heterogeneous, in particular regarding content. All issuers provide tabular
data reports on a monthly basis, however some are in Excel and some in pdf form or both. As regards
content, investors can gather information about LTV distribution, seasoning, repayment schedule of the
loans, interest rate types and arrears distribution. In particular, the property type distribution (whether
in private or shared ownership as a condominium vs. detached etc.) is quite informative. Facts about
the employment status of the mortgage debtors are not provided by all issuers. Investors would benefit
from a common platform or format which currently — despite the limited number of issuers, in particular
in the EUR market - is not in place.

However, one issuer in Norway even provides sample loan date (random selection of 200 loans) which
actually goes in the direction of what many former securitization-driven investors wish to have.

Norwegian issuers have already agreed and finalized the National Transparency Template which can be
accessed on the internet page of Finance Norway. The template so far only deals with residential mort-
gages, which is the only business of the largest issuers (which issue in the international markets) and
also of the large majority of smaller issuers.

Portugal

Portugal is probably the country with the highest degree of heterogeneity of disclosure documents.
Investors are able to find issuers providing quarterly reports which compare to the most detailed docu-
ments in the market while others only provide rough figures, sometimes only in graphical form, hardly
allowing investors or analysts to work with the data. One issuer — most likely due to technical problems
- was not able to provide any data.



In an ECBC labeling and transparency context, the six major Portuguese issuer banks are currently work-
ing on developing a transparency template, based on the CBIC template, but applying its own structure.

Spain

Despite the fact that the Spanish covered bond market is one of the largest in terms of outstanding vol-
umes and has for quite some time been the largest as measured by new issuance - investor information
has never managed to match this development. In fact, individual information on the homepages of the
issuers is quite rare, heterogeneous and irregular at best. BBVA and Santander unsurprisingly appear
more positive than the average issuer since they do provide information in tabular report form (BBVA)
or presentation form (Santander).

Spanish issuers have developed a transparency template based on the ECBC requirements. So far, the
data the Asociacién Hipotecaria Espafiola has received from its members indicates that the information
requested is easily retrievable, although the main problem their members have faced is the compila-
tion of public sector asset information. They are unsure as to when the final template will be published.

Sweden

Although there is no legal obligation regarding cover pool disclosure, the Association of Swedish Cov-
ered Bond issuers (ASCB) is strongly fostering harmonization and transparency in cover pool disclosure
practice. Both aspects have always been a key focus for the ASCB. Furthermore, the ASCB recommends
to its members to have common cover pool information set up largely in line with the proposal of the
Covered Bond Investors Council which will be presented later on in this article.

At the time of writing, Swedish issuers provide quarterly information about their cover pools. While the
detail in most cases is sufficient, the degree of standardization of both information and format, how-
ever, is not too high. There is no common template or common set of information provided: in addition
to the standard features like LTV distribution or distribution of loan types (Swedish covered bonds are
backed by a common pool of public and mortgage debt) and geography, some issuers report distribution
of payment frequency, arrears ranking of the loans and loan parts or even report all figures separately
for each type of property used as collateral for the mortgage loans in the pool. Other issuers even go
beyond this and provide investors with information, e.g. about the distribution of interest rates (in 50bp
brackets) as well as information about the term to the next interest adjustment.

As regards format, in addition to pdf and Excel, there are also issuers that still use web-based formats.
The disadvantage of the latter format to investors is that handling the data is more difficult and an ar-
chive of older data is not available.

In this respect, the ASCB’s aim in the direction of harmonization is fully justified and will surely be
welcomed by investors. This will certainly be fuelled by the ECBC initiative. Swedish issuers have been
working on the basis of the ECBC transparency requirements and not on the CBIC template. The goal
is to already publish information based on the Q3 reports.

Switzerland

Being one of the few truly structured markets among EUR denominated covered bonds, it goes without
saying that there is no legal basis for investor information. However, as one would expect from the Swiss
but also as one would expect from a market with only two issuers in the EUR market, investors benefit
from an identical template which more or less matches the information provided by French Obligations
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a I’'Habitat issuers and UK names, meaning a full Asset Coverage Test calculation, a full list of bonds and
breakdowns of remaining terms of the assets, current loan values, total property balances, interest rate
types, region, property types, and arrears. In addition to the monthly publication frequency and the ex-
tremely short time lag of publication in relation to cut-off date of just a few days, investors can be quite
happy with the situation in Switzerland. One item on the wish list might be more information about asset
and liability durations in order to get a more precise idea about possible refinancing or reinvestment risks.

United Kingdom

Even without the legal obligation to publish data, UK issuers were among the first to set standards
regarding cover pool disclosure. Elements like a full presentation of the Asset Coverage Test were
published first in UK Covered Bond investor reports. While a common template is not yet in place, the
monthly frequency and the flexibility of many issuers in providing Excel and pdf reports is quite investor
friendly. Regarding content, all issuers provide roughly the same range of information. At some issuers,
the cover pool disclosure documents even show classical features of securitization reports in that cash
flow figures are also provided. In particular, the former ABS investor base in the UK likes to see this
type of reporting since it tackles one of the key elements ABS investors have when examining covered
bond investor reports: the ability to track loan performance and to draw conclusions on future financial
wellbeing. Irrespective of whether from a normative perspective such an analysis does not really apply
to covered bond collateral - due to the dynamic nature and, consequently, due to the low correlation
between pre and post-insolvency cash flow performance, providing these figures helps to promote UK
covered bonds to new investors.

The FSA has set up a national template, which will be fully operational in January 2013. The current
draft version resembles a slightly more detailed version of what UK issuers are providing today but on
a harmonized form which also means harmonized brackets for the breakdown of certain features (such
as LTV bands). The national template of the FSA will also be applicable for the ECBC Label Initiative.

CBIC INITIATIVE - AIM FOR THE IMPOSSIBLE TO ACHIEVE WHAT 1S POSSIBLE

Although the overall reporting situation has developed positively in the past few years - mostly driven by
peer pressure and new entrants into the covered bond market - the initiative has been solely on the side
of the issuers. Investors were sidelined for quite some time but since the CBIC (Covered Bond Investors
Council) was founded, the broad mass of investors have been able to speak with a single voice; and
one of the first challenges the CBIC tackled was the heterogeneous cover pool reporting situation. Back
in October 2011, the CBIC presented its ideas about the features that cover pool reports should have.

> The information should be made freely available to all investors.

> It must be presented in an Excel sheet format

> Data should be reported on a half-yearly basis and shortly after issuers’ results are published.
> The CBIC through the ICMA owns the template. The ICMA is to draft appropriate disclaimers.

> The issuers will post a link to the CBIC European transparency standards webpage - and can add
or remove the link, should they want to.

> This link must give access to the CBIC template with information provided by the issuer. Issuers
are responsible for the information posted. Additionally, issuers may wish to consider giving access
to additional information to investors through the link.



The template was amended most recently in May 2012 in order to capture numerous remarks and com-
ments of other market participants. The full detail of the template is currently met by hardly any issuer.
However, already at a very early stage of the template development process, the CBIC made clear that it
never expected all issuers to fill in all the fields since not all information is relevant for each single issuer.
However, discussions of the blank fields on a bilateral basis with issuers should hopefully help individual
issuers and/or national organizations identify where to enhance transparency levels incrementally.

The current version of the template is four-fold and captures the fields of:
> General issuer data
> Cover pool data
> Key concept explanations
> Additional information

The cover pool data is more or less a collection of current state of disclosure and ranges from general
information about nominal and net-present value coverage calculations and the reason for overcollat-
eralization (legal, contractual, random) to the inclusion of substitute assets and ABS. The breakdowns
that are required are more-or-less in line with what parts of the industry are already providing today.
The great achievement of the CBIC template in this respect is to provide a homogenous definition of the
brackets and bands for the breakdowns. Last but not least the CBIC template requires the presentation
of the figures to be split up in any respect by the type of collateral residential mortgage, commercial
mortgage and public sector debt. In particular the split between commercial and residential is an ele-
ment that currently is not performed very often in current disclosure documents.

A quantum leap in the CBIC concept, however, lies in the fact that the quantitative presentation of cover
pool data is amended by a qualitative chapter. This lifts the entire exercise of cover pool disclosure to a
whole new level. A short example might illustrate the necessity for such a qualitative exercise when try-
ing to harmonize reporting on a European level: at first glance the LTV ratio might appear to be a trivial
figure - loan amount over property value. However, the first degree of complexity sets in, when taking a
look at the different property valuation practices in Europe: market value vs. mortgage lending value vs.
foreclosure value. All three are based on various methods of calculation such as the income approach,
the cost approach, the comparison approach or a combination thereof. In some countries we find legally
stipulated methods of calculating the property value, whereas in other countries there are informal in-
dustry standards and in some others banks are even free to chose whether to go for a mortgage lending
or a market value. In some countries an indexation of the property value is current practice — in others it
is not. In other words, simply examining the denominator of the LTV figure leads to the conclusion that
merely looking at the LTV figures of certain issuers is like comparing apples with pears. In addition, this
is completely aside from differences in the treatment of the loan amount: the classic example of this is
Sweden where it is long-standing practice for mortgage debtors to raise various tranches of mortgage
loans with different banks constituting various ranks of mortgage loans. While, thanks to the excellent
mortgage register in Sweden, keeping track of the various ranks is an easy job, the correct calculation
of the individual LTV of a subordinated ranking mortgage loan tranche is almost impossible. This is why
the Swedish ASCB has set an industry standard of how the LTV ratio is to be calculated.

As we already indicated in the subtitle of this paragraph, and also as the CBIC has stated from begin-
ning, the template will not be able to be fully completed by all issuers — and this is not only the case
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because of the inapplicability of some features to the programs. Some data simply might not have been
captured so far. In this respect, relatively new players in the market have a competitive advantage over
issuers with a long-standing history, since the former ones are still more flexible and can more easily
adapt to new requirements.

RATING AGENCIES - ENLIGHTENING THE BLIND SPOT
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One of the most crucial problems regarding cover pool transparency is actually that one has to clearly
differentiate between transparency and quality assessment of a specific cover pool. All transparency ef-
forts made so far and laid out in the above paragraphs lack information that would allow for a qualitative
absolute or relative assessment. The data provided so far — with only negligible exceptions - come in
the form of distributions with regards to specific characteristics, e.g. the distribution with regards to LTV,
loan sizes etc. Only very few issuers provide investors with stressed values of certain characteristics such
as the presentation of the extent of the impact a 15% fall in prices would have on the LTV distribution
and therefore on the amount of assets that would still be eligible as collateral.

From a technical point of view, the missing link to absolute or relative quality assessment however is
the lack of information regarding how the distributions are connected with one another, for example
are high LTVs associated with low loan sizes or with high ones. In other words, are potential problems
culminating or are they mitigating one another. The link could be bridged either by loan-level data or
a full variance-covariance matrix of the respective distributions published in the disclosure documents.
Without this data, investors and analysts might be able to track the overall development of cover pools,
which is in itself a valuable task, as well as being able to compare whether certain developments in the
cover pool reflect overall developments of the issuing bank; however, producing a clear order of issuers
regarding cover pool quality is technically impossible.

A possible compromise might be something like one can observe at Sparebank 1 Boligkreditt, where
data of a random sample of 200 loans is provided on the webpage. However, one has to be precise
and acknowledge the difference between a true random sample or a representative sample. 200 out of
100,000 loans might be a sample size where a true random sample might have the same characteristics
as the overall pool, nevertheless, there is also the risk that certain variances or covariances deviate
from the true value. In any case, this practice provides investors the ability to at least perform rough
quality assessments.

Hence, in the absence of 1. a technically clean possibility to perform quality assessments and 2. a broad
mass of issuers publishing at least random sample data, the only chance investors and analysts have
is to use ready-made assessments by rating agencies. Disadvantage: black box. Advantage: based on
true portfolio data and available for a broad mass of issuers.

In particular in the past few years, rating agencies have significantly improved their service with re-
gard to publishing “by-products” or “intermediate results” of the full covered bond rating process. With
regards to the quality assessment, the Moody’s collateral score in combination with collateral risk and
market risk and S&P’s assessment of weighted average foreclosure frequency and weighted average
loss severance are quite helpful tools to provide investors with a clear answer to the question of which
of a group of cover pools has the highest overall quality.



CONCLUSION

The development over the past 5-7 years as regards both data requirements as well as data availability
has been quite impressive. Nevertheless, the more important a non-domestic investor base becomes,
the higher the data requirement will become, simply because the degree of familiarity decreases; and a
lesser degree of familiarity — in a positive interpretation — paves the way for more questions being asked
and aspects that have been taken for granted being challenged. In addition, the fact that, particularly in
the past few months and years, the “zero default risk” assumption of various asset classes has diluted.
This will also lead to investors wishing to know more and to run more sophisticated analyses themselves.
Hence, pressure on issuers to work on the detail as well as on homogeneity will remain high and the
current CBIC data requirement is just the beginning.
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1.7 ASSET ENCUMBRANCE

1.7.1 THE IMPACT OF COVERED BOND LEGISLATION ON ASSET ENCUMBRANCE

By Ralf Berninger, Dexia Crédit Local

KEY ASPECTS OF COVERED BOND LEGISLATION

Asset encumbrance was often not a prime concern when covered bond legislation was put in place, with
the focus being on the creation of a legal basis for a secure and transparent financial instrument. How-
ever, many aspects of covered bond legislation can have a strong impact on encumbrance. The three
most important questions in this respect are:

> Does national covered bond legislation impose a special banking principle?
> Do regulations impose a limit on covered bond issuance?

> What is the required level of overcollateralization?

SPECIAL BANKING PRINCIPLE

The business scope of specialized lenders in the covered bond market is generally limited to a few
business areas, with mortgage lending and/or public sector lending as principal activities. In particular,
specialized lenders will generally not be taking client deposits. By nature, a very large part of the bal-
ance sheet will be used as cover assets for covered bond issuance, and the proportion of unencumbered
assets will be relatively small.

A number of countries have moved away from a special banking principle in recent years, in order to
create a level playing field between commercial banks and specialized mortgage lenders. Providing ac-
cess to covered bond funding to commercial banks without the need to transfer assets to a specialized
mortgage lender was one of the key objectives. Examples are Germany with the Pfandbrief Act (Pfand-
briefgesetz), introduced in 2005, and Denmark with the Saerligt Daekkede Obligationer, which can be
issued directly by commercial banks since 2007.

Country Special Banking Principle

Austria Yes, under the Mortgage Bank Act (Hypothekenbankgesetz) with exceptions, but not under the Secured
Bank Bond Legislation (Gesetz betreffend fundierte Bankschuldverschreibungen) and not under the
Pfandbrief Act (Pfandbriefgesetz)

Australia No

Canada No

Denmark Yes, for Realkreditobligationer and Saerligt Daekkede Realkreditobligationer but not for Szerligt Daekk-

ede Obligationer

Finland No

France Yes, under the Obligations Foncieres, Obligations a I'Habitat and CRH framework
Germany No

Greece No

Italy No

Ireland Yes

Luxembourg Yes

New Zealand No

Norway Yes
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Country Special Banking Principle

Portugal No

Spain No

Sweden No

Switzerland Yes, for Pfandbriefbank Schweizerischer Hypothekarinstitute AG and for Pfandbriefzentrale der Sch-
weizerischen Kantonalbanken AG but not for the general-law-based programs

UK No

LEGAL LIMITS ON COVERED BOND ISSUANCE

The discussion about covered bond issuance limits is relatively new as covered bonds were mainly is-
sued by specialized mortgage and public sector lenders in the past. The use of covered bonds backed
by residential mortgages as funding tool by commercial banks is a relatively recent development. In
this respect, Spain is an exception with a well established Cedulas Hipotecarias market without special
banking principle. A look at past issuance provides a good illustration with 78% of all Euro benchmark
transactions issued by specialized mortgage and public sector lenders in 2001. For the year 2011 this
percentage has declined to 45%.

> EUR Coverep Bonp BENCHMARK IsSUANCE - PERCENTAGE IsSUED BY SPECIALIZED MORTGAGE LENDERS
AND ISSUANCE VEHICULES
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Source: Dealogic Bondware, all EUR Covered Bond Transactions above EUR 500mm, two or more bookrunners, years to maturity greater or equal
1.5 years

A number of countries have moved to impose limits on covered bond issuance in order to better protect
the interests of depositors and/or senior bondholders. These limits can explicitly be part of the covered
bond legal framework, as for example in New Zealand, with the same issuance limit applied to all is-
suers. Alternatively, issuance limits may be agreed on a case-by-case basis between the regulator and
the issuer. In this case, the regulator may initially take a hands-off approach, only setting limits when
covered bond issuance reaches a certain level. Maximum issuance levels are set on a case-by-case basis
in the Netherlands and in the UK.
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Country Required coverage ratio

Austria Minimum coverage ratio of 102%

Australia The value of the cover pool must not exceed 8% of the issuers assets in Australia for authorized
deposit taking institutions

Canada All issuers are required to comply with the maximum issuance limit of currently 4% of total assets
set by the OFSI

Denmark None

Finland None

France None

Germany None

Greece Additional capital may be required in case cover assets exceed 20% of available assets (assets not

used for securitization transactions, reverse repo transactions or otherwise encumbered in favour
of third parties)

Italy There are no limitations for banks with a Tier 1 capital ratio equal to or above 7% and a total capi-
tal ratio equal to or above 11%, up to 60% of total eligible assets can be used as cover assets for
banks with a Tier 1 capital ratio equal to or above 6.5% and a total capital ratio of at least 10%; up
to 25% of eligible assets can be used as cover assets by banks with a total capital ratio of at least
9% and a Tier 1 capital ratio above 6%

Ireland None

Luxembourg None

The Netherlands Agreed on a case-by-case basis between the issuer and the Dutch Central Bank

New Zealand Banks are prohibited from encumbering more than 10% of their total assets to support the issuance
of covered bonds

Norway None

Portugal None

Spain None

Sweden None

Switzerland None

UK Agreed on a case-by-case basis between the issuer and the FSA

LEGALLY REQUIRED LEVELS OF OVERCOLLATERALISATION

Overcollateralisation levels will have direct influence on asset encumbrance. However, the practical im-
pact of covered bond legislation is currently limited, as actual overcollateralisation levels are often much
higher than the legal minimum. Different rules on overcollateralisation and more fundamental differences
from one framework to another will also influence the level of asset encumbrance. One example is the
Cedulas Hipotecarias market, where the whole eligible mortgage book of an issuer will be part of the
cover pool, independently of the outstanding volume of Cedulas Hipotecarias.
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Country Regulatory limit on covered bond issuance

Austria None

Australia Minimum coverage ratio of 103%

Canada By contractual obligation (all four existing programs have stipulated a maximum Asset Percentage
of 97%, which ensures a minimum overcollateralization of at least 3%)

Denmark Coverage ratio of at least 108% for mortgage banks but not for commercial banks

Finland Minimum coverage ratio of 102%

France Minimum legal coverage ratio of 102% for Obligations Fonciéres and Obligations a I’'Habitat and
125% for Caisse de Refinancement de I’'Habitat

Germany Minimum coverage ratio of 102%

Greece Minimum coverage ratio of 105.26% (nominal value of covered bonds must not exceed 95% of
nominal value of cover assets)

Italy Minimum coverage ratio of 100%

Ireland Minimum coverage ratio of 103% but 110% for Commercial Mortgage ACS

Luxembourg Minimum coverage ratio of 102%

The Netherlands

By contractual obligation

New Zealand

By contractual obligation

Norway Minimum coverage ratio of 100%

Portugal 100% for Obrigagdes Sobre o Sector Publico but 105.26% for ObrigagGes Hipotecarias

Spain Issuance is limited to 80% of eligible assets for Cedulas Hipotecarias leading to a minimum cover-
age ratio of 125%. For Cedulas Territoriales issuance is limited to 70% of eligible assets leading to
a minimum coverage ratio of 143%

Sweden Minimum coverage ratio of 102%

Switzerland 108% for Pfandbriefbank Schweizerischer Hypothekarinstitute AG and for Pfandbriefzentrale der
Schweizerischen Kantonalbanken AG and 111% on a contractual basis for UBS Covered Bonds and
for CS Covered Bonds

UK By contractual obligation
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1.7.2 ASSET ENCUMBRANCE

By Sabine Winkler, Credit Suisse Securities (Europe) Limited

RESOLUTION - SUBORDINATION - IMPLICATIONS

Because of the shortcomings in the tools available to the authorities to deal with failing or likely-to-fail
financial institutions, governments around the world have had no choice other than to bail out financial
institutions facing difficulties. Between October 2008 and October 2011, the European Commission (EC)
approved EUR 4,500bn?! of state aid measures to financial institutions. Although this is likely to have
been necessary to prevent widespread disruption to financial markets, supporting failing or likely-to-
fail financial institutions with squeezed public finances is becoming increasingly unsustainable. There is
international interest in establishing frameworks for the recovery and resolution of financial institutions.
For example, work is currently being undertaken by the Financial Stability Board (FSB), the EC, and the
national policymakers.

In November 2012, the FSB is expected to release its final views on the key elements of recovery and
resolution plans for global systemically important financial institutions (SIFIs). In June 2012, the EC
released a Proposal for a Directive establishing a framework for the recovery and resolution of credit
institutions and investment firms?, and thus completed the roadmap for financial sector reforms launched
in 2009. The EC said that a more integrated banking union, including a single supervisory authority, a
common resolution authority and fund, a uniform single rule book for the prudential supervision of EU
financial institutions, and a single EU Deposit Guarantee Scheme (DGS) would be additional steps. In
the US, the Dodd Frank Wall Street Reform and Consumer Protection Act introduced financial regulatory
reforms and a resolution framework for financial institutions.

Resolution measures impair the rights of shareholders and creditors. Thus, in addition to the traditional
risk assessment factors, investors need to consider new aspects associated with resolution regimes -
for example, covered bond investors have to understand how the bonds will be affected if resolution
powers are enforced in relation to an issuer, its holding company or third parties playing a role in the
covered bond structure — and the related re-pricing of securities. In our view, investors in a security
of an institution have to understand whether this institution would be subject to an ordinary wind-up,
orderly wind-up, or a restructuring with bail-in. The choice of the resolution tool is likely to affect the
price of the securities of the respective institution pre and post (potential) resolution.

> Effective resolution regimes would contribute to lower moral hazard. A removal of public sector sup-
port may help restore market discipline by aligning risk premiums with exposure to losses. Bail-in
should affect the financial institutions’ funding costs and credit ratings.

> Going forward, investors in bail-in-able instruments are likely to experience losses in an orderly
wind-up, ordinary wind-up, or a restructuring with bail-in. Thus, they may demand a higher risk
premium, i.e. bail-in-able debt issuance may become more expensive.

1 European Commission, New Crisis Management Measures To Avoid Future Bank Bail-Outs, June 2012.
2 http://ec.europa.eu/internal_market/bank/crisis_management/index_en.htm.



> A financial institution’s funding mix appears to be determined by the trade-off between the mar-
ginal costs and the marginal benefits of leverage. Higher funding costs of bail-in-able instruments
may result in changes in an institution’s funding structure.

> As resolution increases the marginal costs of debt, its portion of total liabilities could fall. Financial
institutions may either increase capitalisation to alleviate the negative impact of resolution on bail-
in-able debt, or shift towards non-bail-in-able instruments.

> The price differential between an institution’s senior unsecured debt and covered bonds is well
established in favour of covered bonds. The price differential is likely to increase further if covered
bonds are regarded as non-bail-in-able instruments.

> An accelerated introduction of bail-in may create uncertainty causing additional volatility (in par-
ticular in bail-in-able securities), which, in turn, may speed up financial institutions’ de-leveraging
efforts and cause reduced credit availability and further economic drag.

> Differences in national rules lead to an uneven playing field. The introduction of different resolu-
tion regimes may result in further tiering of financial institutions and bank funding products, and
additional fragmentation of the covered bond market.

> The resolution authorities retain discretion regarding the choice of resolution measures. The ap-
plication of different tools to different financial institutions may lead to further tiering of financial
institutions and fragmentation of the covered bond market.

> The application of different resolution tools to different financial institutions may perpetuate the
capital market funding advantages of going-concern (too-big-to-fail or too-complex-to-fail) over
other (allowed-to-fail) financial institutions.

Whilst covered bonds present risks to the claims of the other creditors of a financial institution, in par-
ticular when they are a key source of funding, other asset-backed instruments such as securitisations,
derivatives, and repurchase transactions also pose risks to the other creditors. Covered bonds present
benefits and risks. The product’s inclusion in a financial institution’s funding mix makes for further di-
versification and helps institutions to extend the term profile of their liabilities, but the implied structural
subordination is prejudicial to the interests of the other creditors. The balance of benefits and risks of
asset-backed instruments depends on a financial institution’s business model and credit profile, and
needs to be assessed on an institution-by-institution basis.

> The importance of asset-backed instruments in an institution’s funding structure varies across
institutions, and is often higher for specialised lenders. For universal banks, it depends on their
access to unsecured funds. For some, the reliance on covered bonds may not be healthy going
forward in terms of funding mix.

> The business model of (stand-alone) specialised lenders may not be viable in an environment
where profitability is under pressure because of rising capital market funding costs and asset quality
deterioration, and where institutions have to meet stricter regulatory requirements.

> Depending on an institution’s business model and the asset encumbrance level, the total funding
cost differentiation by financial institution and funding instrument is likely to play an even larger
role going forward.
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The use of asset-backed (funding) instruments does not necessarily have an impact on a financial insti-
tution’s capitalisation, i.e. their use does not directly affect an institution’s risk of failure. It may even
reduce the funding pressure experienced by a financial institution unable to raise unsecured debt, thereby
lowering the probability of this institution failing. However, a growing use of asset-backed instruments
and the related encumbrance of assets for the benefit of selected creditors mean that those assets
would not be available to the other stakeholders of the institution in an (ordinary) wind-up, i.e. the other
stakeholders would experience a higher loss. There is a trade-off between structural subordination and
reduced funding pressure for institutions due to the use of asset-backed instruments.

> The use of asset-backed instruments leads to a smaller pool of unencumbered assets on a fi-
nancial institution’s balance sheet. Given that there are collateral eligibility criteria, a rising use of
asset-backed instruments lowers the quality of the pool of unencumbered assets as concentration
of higher-risk, lower-grade unencumbered assets rises.

> As the level of encumbered assets on a financial institution’s balance sheet increases, the recov-
ery rate on unsecured securities in an (ordinary) wind-up falls. In other words, as the level of
unencumbered assets decreases, unsecured stakeholders’ losses in an (ordinary) wind-up grow.

> As the level of encumbered assets on an institution’s balance sheet rises, the decline in the recovery
rate on unsecured debt falls more quickly, i.e. the decline in the recovery rate on unsecured debt
is not linear. The recovery rate would be affected by a potential subversion of the principle of pari
passu treatment of creditors within the same class.

> As the level and quality of the unencumbered assets on an institution’s balance sheet falls, the
economic value of the recourse of the covered bond holders to the issuer (full recourse structure)
declines, and the more difficult it may be for an issuer to maintain the required quality and size
of the cover pool.

> As the level of encumbered assets on an institution’s balance sheet rises and the quality of the
unencumbered assets deteriorates, the credit quality of the institution is likely to be undermined
and its (senior) unsecured credit ratings may need to be reviewed taking into account structural
subordination.

> As the use of asset-backed instruments and the related structural subordination rises, downgrade
risk is growing on both the financial institution’s unsecured debt ratings and covered bond ratings
because of the covered bond ratings’ sensitivity and link to senior unsecured debt ratings.

> As the level of unencumbered assets on an institution’s balance sheet falls, unsecured debt in-
vestors may demand a higher risk premium, i.e. unsecured debt issuance would become more
expensive. Increasing funding costs and limited access to capital market funding could further test
the resilience of financial institutions.

> As the use of asset-backed instruments and the related structural subordination rises, and down-
grade risk on both unsecured debt and covered bonds grows, investors may demand a higher risk
premium, i.e. unsecured debt and covered bond issuance would become more expensive.

> As the stock and quality of the unencumbered assets on a financial institution’s balance sheet
decrease and asset encumbrance for the benefit of its covered bond investors increases, a wider
price differential between the institution’s (senior) unsecured debt and covered bonds is justified
on a credit fundamental basis.



> As the level of unencumbered assets on an institution’s balance sheet falls, and as unsecured debt
issuance would become more expensive due to a fall in the stock and quality of the unencumbered
assets, the institution’s reliance on asset-backed funding instruments may rise further, i.e. there
would be a negative loop.

> If an institution has to raise its capitalisation as soon as the amount of asset-backed instruments
exceeds a pre-set level, or if there is a limit on the use of those instruments relative to an insti-
tution’s capitalisation, the adverse impact with regards to structural subordination of unsecured
creditors could be alleviated.

The extent to which covered bonds have been used and their track record and systemic importance in
a particular market differs across jurisdictions. As we have stated, we think investors need to take into
account new aspects associated with resolution regimes and the related re-pricing of securities of finan-
cial institutions. Investors should continue to analyse, understand and eventually fully price the effects
of the use of asset-backed (funding) instruments by financial institutions on both (senior) unsecured
debt and covered bonds. The mechanics of the impact are relatively clear, but the methods to assess
the price differential between a financial institution’s (senior) unsecured debt and covered bonds are
yet to be developed.

RESOLUTION - SUBORDINATION - IMPAIRMENT

Bill payer: public funds or private funds, or both

Government support for financial institutions has so far meant that the security mechanism inherent in
covered bonds has remained untested. In most cases, where a financial institution was failing, or was
likely to fail, measures such as nationalisation, orderly wind-up, and the merger with another institution
prevented the opening of insolvency proceedings in respect of its assets and covered bond investors from
having to rely on the performance of the dedicated collateral for coupon and redemption payments. With
resolution regimes being introduced, government support for financial institutions is about to change,
and questions arise, for example, with regards to the treatment of the different funding instruments of
financial institutions, including covered bonds, in an ordinary wind-up, orderly wind-up, or restructuring
with bail-in.

There needs to be triggers prompting the implementation of a recovery plan or resolution plan. The
EC proposed common parameters for triggering the application of recovery and resolution measures.
Early intervention would currently occur if a financial institution is not sound on a micro prudential basis.
Resolution measures would only be implemented if the financial institution is failing, or is likely to fail,
and there is no other solution that would restore the financial institution within an appropriate timeframe.
In addition, the intervention by means of resolution measures has to be justified by reasons of public
interest, as has the interference with stakeholders’ rights. Early intervention and resolution triggers need
to be objective and unambiguous. Unclear triggers, i.e. those leaving room for interpretation or scope
for discretion, cause uncertainty.
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> FIGURE 1: PREVENTION, EARLY INTERVENTION, AND RESOLUTION
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Resolution: gone-concern or going-concern institution

A resolution authority needs to be able to quickly form an opinion on a financial institution facing dif-
ficulties due to micro and/or macro prudential stress. Recovery and resolution plans would help the
resolution authorities to better understand group structures and intra-group dependencies, and
to identify critical and non-critical economic functions. They may provide information required by the
resolution authorities for swift implementation of early intervention or resolution measures. In addition,
they may contribute to ease the risk that a financial institution facing difficulties is either too-big-to-fail
or too-complex-to-fail. They may further help financial institutions to streamline operations and foster
more integrated approaches to risk management.

> Recovery plans: The objective of a recovery plan is to enable an institution that is not sound on
a micro prudential basis to avoid failure.

> Resolution plans: The objective of a resolution plan is to provide a roadmap to resolve a failing
or likely-to-fail financial institution.

The objective in an ordinary wind-up is to maximise the recovery value to the stakeholders of the gone-
concern institution. The objective of an orderly wind-up or a restructuring with bail-in is to allow for
continuation of a financial institution’s critical economic functions and financial stability, while exposing
selected stakeholders of this financial institution to losses and avoiding their protection through the
provision of public funds. Non-critical economic functions of a financial institution subject to an orderly
wind-up or a restructuring with bail-in are likely to be wound up in an orderly fashion. In theory, a fi-
nancial institution subject to a restructuring with bail-in would continue operating as going-concern.
Bail-in is likely to be accompanied by significant restructuring.

Resolution: asset-backed versus unsecured position

Since 2008, there have been shifts in the way financial institutions fund themselves. In practice, they have
a diverse funding mix, but the following key components can be distinguished: equity, retail and wholesale
debt. In the past few years, several institutions have replaced shorter-term wholesale debt, with more
“stable” funding sources, such as retail or longer-term wholesale funds. In comparison with “stronger”
financial institutions, “weaker” ones (i.e. those with undiversified business models, inferior credit strength,
and higher exposure to problematic assets) face challenges to raise unsecured funds in the capital markets
on affordable terms. New regulations, heightened unsecured funding costs, and some financial institutions’
challenges to launch unsecured debt led to a rise in the use of asset-backed instruments.

An increasing use of asset-backed instruments and higher collateralisation requirements mean asset
encumbrance is on the rise. Asset encumbrance for the benefit of selected creditors is prejudicial to
the interests of the other creditors, be it directly via structural subordination and lower recovery rates in
an (ordinary) wind-up of the financial institution, or indirectly via pressure on the institution’s credit rat-
ings and funding costs. Increased use of asset-backed instruments may also affect an institution’s future
funding mix, and the availability of different parts of the capital markets for future issuance. Although
the risks posed by asset encumbrance for the benefit of selected stakeholders are widely accepted as a
threat to the interests of the other stakeholders of a financial institution, the regulators address these
risks in different ways, if at all.

The introduction of and debate about resolution regimes are putting more emphasis on the order of
priority of allocating losses to the stakeholders of an institution in resolution, and the treatment of bail-
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in-able and non-bail-in-able instruments, and the treatment of holders of asset-backed instruments. They
also result in an increased focus on the amount and quality of unencumbered assets on a financial
institutions’ balance sheet available to unsecured debt holders in an (ordinary) wind-up, the preferential
claim of selected creditors against dedicated collateral, the trigger mechanisms within structures and
contractual agreements, and the strength of (covered bond) legislation and contractual arrangements.
Despite the popularity of asset-backed (funding) instruments, a growing number of market participants
starts to question the limits to their use.

According to the European Commission, bail-in would apply to a financial institution’s unsecured liabili-
ties, but not, for example, to deposits protected by a DGS, and short-term liabilities, i.e. liabilities with a
residual maturity of less than one month. Although deposits protected by a DGS would be excluded from
bail-in, it is considered that, in order to underpin the effectiveness of bail-in, it would be useful that DGSs
are treated pari passu to other creditors that could be subject to a write-down and conversion. According
to the EC, EU member states may exclude UCITS 52(4) compliant covered bonds from bail-in. EU member
states could also exclude other instruments on a case-by-case basis if needed to ensure the continuation
of any critical economic functions of the institution subject to a resolution.

On 6 June 2012, the European Commission published a provisional version of its proposal for a
Directive establishing a framework for the recovery and resolution of credit institutions and in-
vestment firms. In this provisional version, the Article 38 defining the scope of the bail-in tool is
worded as follows:

Article 38: Scope of bail-in tool

1. Member States shall ensure that the bail-in tool may be applied to all liabilities of an institution
that are not excluded from the scope of that tool pursuant to paragraph 2.

2. Resolution authorities shall not exercise the write down and conversion powers in relation to
the following liabilities:

(a) deposits that are guaranteed in accordance with Directive 94/19/EC;
(b) secured liabilities,

(c) any liability that arises by virtue of the holding by the institution of client assets or client
money, or a fiduciary relationship between the institution (as fiduciary) and another person
(as beneficiary);

(d) liabilities with an original maturity of less than one month;
(e) a liability to any one of the following:

(i) an employee, in relation to accrued salary, pension benefits or other fixed remuneration,
except for variable remuneration of any form;

(ii) a commercial or trade creditor arising from the provision to the institution of goods or
services that are essential to the daily functioning of its operations, including IT services,
utilities and the rental, servicing and upkeep of premises;

(iii) tax and social security authorities, provided that those liabilities are preferred under the
applicable insolvency law.




Points (a) and (b) of paragraph 2 shall not prevent resolution authorities, where appropriate, from
exercising those powers in relation to any part of a secured liability or a liability for which collateral
has been pledged that exceeds the value of the assets, pledge, lien or collateral against which it is
secured. Member States may exempt from this provision covered bonds as defined in Article 22(4)
of Council Directive 86/611/EEC38.

Point (c) of paragraph 2 shall not prevent resolution authorities, where appropriate, from exercising
those powers in relation to any amount of a deposit that exceeds the coverage under that Directive.

[..]

Please refer to the European Commission website (here?) for an updated version of this Proposal.

In an ordinary wind-up, all stakeholders of the gone-concern institution would be exposed to losses. In
an orderly wind-up or a restructuring with bail-in, selected stakeholders would be exposed to losses.
Accordingly, holders of non-bail-in-able instruments, in particular those related to critical economic
functions, may be better off in a restructuring with bail-in than in an ordinary wind-up. Non-bail-in-able
instrument holders may be better off in an orderly wind-up, than in an ordinary wind-up, in particular if
the restructuring plan for the financial institution subject to an orderly wind-up would arrange for their
transfer to a third party with superior credit strength. The resolution authorities retain discretion re-
garding the choice of resolution measures. Resolution measures interfere with the stakeholders’ rights,
but their negative impact differs across measures and type of instrument.

Bail-in-able debt minimum or non-bail-in-able debt limit

In the context of the debate about bail-in, it is being discussed that in order for bail-in to be a credible
resolution tool, there must be a sufficient amount of bail-in-able securities. The EC said that a mini-
mum amount of bail-in-able securities may be defined as a proportion and for each institution based
on the institution’s credit risk and funding mix. The national policymakers would retain the discretion
of defining the minimum amount of bail-in-able securities. In order to address lingering concerns about
insufficient bail-in-able securities, consideration may also be given to constrain the use of non-bail-in-
able securities or the level of asset encumbrance. Such an approach would likely need to be effected as
part of a more holistic way to managing asset-backed funding instruments rather than by singling out
covered bonds for disparate treatment.

Although an issuance limit may be aimed at protecting unsecured creditors’ interests, it is also in the
interest of covered bond investors as the risk of a dilution of the collateral by rising covered bond issu-
ance is lower, the issuer’s ability to meet its obligations under the debt programme is higher, and the
economic value of a full recourse of the covered bond investors may not lose substance. The extent to
which covered bonds have been used in a particular market differs across countries. Policymakers in
several European countries may be unable to impose a minimum amount of bail-in-able securities, a
maximum amount of non-bail-in-able securities, or an asset encumbrance limit given the role asset-
backed instruments play in their markets. Imposing these thresholds may put some covered bond
markets and issuers, in particular specialised lenders, under pressure.

3 http://ec.europa.eu/internal_market/bank/crisis_management/index_en.htm
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COVERED BOND USE: STABLE, BUT DIFFERENT

To compare issuers, we are using the total cover pool-to-total assets ratio because asset encumbrance for
the benefit of covered bond investors can be tracked, while that related to the other asset-backed instru-
ments used by financial institutions cannot be quantified as necessary data are unavailable. We recognise
that covered bonds are only one of a variety of instruments encumbering assets, and that other meas-
ures, including an unencumbered assets-to-unsecured debt ratio, would better reflect the risk posed to
the unsecured creditors by the use of asset-backed instruments by financial institutions and related asset
encumbrance. In addition, both the unencumbered assets-to-unsecured debt ratio and the total cover
pool-to-total assets ratio, would not show the quality and the risk profile of the unencumbered assets.

In countries, such as Hungary, Ireland, Luxembourg, and Norway, only specialised lenders can use cov-
ered bonds. The special banking principle in some countries was abolished as the respective covered
bond market developed. Specialised lenders are often restricted to relatively low margin business mostly
funded through covered bonds. The special banking principle typically precludes lenders from taking
deposits and therefore avoids structural subordination of depositors, but not of other creditors. The
use of covered bonds in a lender’s funding mix depends on its business model, and is often higher for
specialised lenders. For universal banks, the importance of covered bonds in the funding mix depends
on their access to unsecured funds. Institutions with a low loans-to-deposits ratio and a high deposits-
to-liabilities ratio are less reliant on capital market funding.

A specialised lender may be part of a banking group and act as the covered bond issuing entity for the
holding company and the group, and the other group entities are engaged in deposit-taking activities.
As a group entity, a specialised lender is likely to have modest or no asset-origination capacities, and
may not be consolidated for resolution purposes in respect of the holding company and other group
entities. The investors in covered bonds of a specialised lender often have recourse to the issuer (full
recourse structures), but no further recourse to the holding company and to the other group entities.
In countries with a special banking principle, the total cover pool-to-total assets ratio may be relatively
high. In comparison with universal banks, in a wind-up of a specialised lender, the recovery rate on
unsecured securities, and the economic value of a full recourse is likely to be lower.

We distinguish between nine total cover pool-to-total assets ratio ranges, from 0%-10% to 80%-100%.
For seven (in Q4 2011) and twelve (in Q2 2011) of the 119 issuers in our analysis, we could not de-
termine the total cover pool to total assets ratio range as data of those issuers were unavailable. In
Q4 2011, 34% of issuers fell into the 0%-10% total cover pool-to-total assets ratio range, and 19%
of issuers were part of the 80%-100% total cover pool-to-total assets ratio range. We are concerned
about the “substitution effect” whereby issuers substitute unsecured with asset-backed funding and its
consequences. However, with regards to covered bonds, from Q2 2011 to Q4 2011, most issuers (89)
in our analysis remained in the same total cover pool-to-total assets ratio range. In comparison with Q2
2011, in Q4 2011, 8% of issuers were in a higher total cover pool-to-total assets ratio range, and 8%
of issuers were in a lower total cover pool-to-total assets ratio range.
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> FIGURE 2: TOTAL COVER POOL TO TOTAL ASSETS RATIO RANGES (NUMBER OF ISSUERS)
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The average and median total cover pool-to-total assets ratios of the issuers with sufficient data disclo-
sure remained at a similar level in Q4 2011 as in Q2 2011 at around 40% and 20%, respectively. In Q4
2011, the maximum and minimum total cover pool-to-total assets ratios of these issuers were 156%
and close to zero, respectively. 36 of the 38 issuers in the 50%-60% or in a higher total cover pool-to-
total assets ratio range are specialised lenders. Most of these lenders are part of a banking group. The
average and median total cover pool-to-total assets ratios remain higher at specialised lenders than
at universal banks. In Q4 2011, the average and median total cover pool-to-total assets ratios of the
specialised lenders were 88% and 90%, respectively, while the average and median total cover pool-
to-total assets ratios of the universal banks were 15% and 10%, respectively.

> FIGURE 3: TOTAL COVER POOL TO TOTAL ASSETS RATIO ACROSS ISSUERS (BY COUNTRY)
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From Q2 2011 to Q4 2011, one Canadian, Italian, and UK issuer moved to the 10%-20% from the
0%-10% total cover pool-to-total assets ratio range, one Swedish moved to the 20%-30% from the
10%-20% total cover pool-to-total assets ratio range, two Spanish moved to the 30%-40% from the
20%-30% total cover pool-to-total assets ratio range, one German and Spanish moved to the 50%-60%
from the 40%-50% total cover pool-to-total assets ratio range, and one Irish moved to the 80%-100%
from the 50%-60% total cover pool-to-total assets ratio range. Specialised lenders from jurisdictions,
such as Finland, France, Germany, Ireland, Luxembourg, Norway, and Sweden have relatively high total
cover pool-to-total assets ratios, i.e., asset encumbrance for covered bond investors and the implied
structural subordination of unsecured creditors is relatively high.

In France, most banking groups have more than one covered bond issuing entity. The total cover pool-
to-total assets ratio of the issuers from countries with relatively new covered bond markets, such as
Australia and New Zealand, is relatively low. In Q4 2011, Australian and New Zealand issuers fell into
the 0%-10% total cover pool-to-total assets ratio range. In comparison with the universal banks from
other countries, most universal banks from Spain have high total cover pool-to-total assets ratios as
Spanish covered bond investors have a special privilege in a relatively large pool of assets on an issuer’s
balance sheet, i.e., in comparison with other jurisdictions, asset encumbrance for the benefit of Spanish
covered bond investors and the implied structural subordination of unsecured creditors is relatively high.
In Q4 2011, the total cover pool-to-total assets ratios of the UK issuers were between 1% and 24%.
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1.8 SUB-JUMBO SECTOR

By Anne Caris, Bank of America Merrill Lynch

SUB-JUMBOS VS. JUMBOS: STILL RELEVANT?

The covered bond market has historically been divided into “jumbos” and “sub-jumbos” or so called
“Jumbolifios”. The main difference between the two is size. A jumbo has a required minimum of EUR 1 bn
(atissuance or over time through taps), compared with a typical EUR 0.5-1 bn for sub-jumbos. Issuance
used to be primarily under the jumbo format, but this is no longer the case. The share of sub-jumbos has
been rising over the past few years, a trend which has been confirmed in recent months as market volatil-
ity has persisted. This development is visible across markets and not restricted to the EUR-denominated
market (see Figure 1). Issuance is also spread across countries and issuers independent of their size.
Sub-jumbo issues are no longer confined to the smaller banks only and have similar characteristics to
their counterparts, e.g. maturity (see Appendix listing sub-jumbo new issues at end-July 2012).

> FIGURE 1: NEW ISSUANCE AND SHARE OF SUB-JUMBOS ACROSS COVERED BOND MARKETS

€-denominated (local currency bn) 17.5 14.2
% total benchmark issues 10% 18%
US$-denominated (local currency bn) 0 2.6
% total benchmark issues 0% 9%
£-denominated (local currency bn) 2.9 2.6
% total benchmark issues 33% 55%

* As of 25 July 2012. Data is based on fixed rated and publicly placed benchmark issues only.

Source: BofA Merrill Lynch Global Research

MAJOR STRUCTURAL CHANGES

The larger issuance of sub-jumbos is not random but rather the result of a number of important structural
changes. It has also been a way of adapting to the current operating environment. Factors that favour
sub-jumbos over jumbos include:

> New market practices: Until 2008, a jumbo size was a requirement for liquidity purposes due to
committed quoting/trading agreements by market-markers. However, this is no longer the case, as
low liquidity, high volatility and banks’ balance sheet de-risking have rendered such commitments
challenging and hardly applicable. Therefore, jumbo covered bonds no longer guarantee better
liquidity, although they might still be preferred by some traditional investors.

> Widened index eligibility: The eligibility criteria in covered bond indices used to be based on the
jumbo definition, unlike for ABS or senior unsecured bonds, for which the cut-off point has been
EUR 500 m. However, on 31 December 2011, Markit iBoxx (an important index for the covered
bond market) lowered its eligibility threshold to EUR 500 m. Such a size is now the norm for indi-
ces, with EUR 500 m and above considered the “benchmark” covered bond. Sub-jumbos have also
been eligible for the two covered bond programmes by the European Central Bank (ECB) and, as
such, have not been singled out as not making the grade.
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> Persistent market volatility: The crisis has disrupted not only the secondary but also the primary
market. Execution risks have increased significantly and vary in response to news headlines, which
can change rapidly within a few hours. As a result, the frequency of taps has increased, enabling
issuers to get a feel for investor appetite and adapt to demand depending on market circumstances.
Taps have amounted to 10-15% of new issuance over the past 18 months. The issuance of sub-
jumbos is another more widely used avenue today, being easier to place in terms of size, while in
some cases stimulating demand. The announcement of small deals can trigger a better response,
especially given the current lack of supply versus demand. Volatility is a feature of today’s markets
and looks here to stay.

> Lesser funding needs post-LTROs: The 3-year LTROs launched by the European Central Bank in
December 2011 and February 2012 have significantly reduced banks’ funding needs. Some names
are actually fully funded for the rest of the year. That said, a number of issuers are still keen to
access the markets, notably for reputation purposes, and have done so with sub-jumbo covered
bonds, which better meet their needs.

> ALM / diversification: Issuing less and more frequently has helped to manage asset and liability
mismatches between cover assets and covered bonds - increasingly important given the focus on
refinancing risks, one of the rating agencies’ main current concerns. It is also positive for banks’
debt maturity profiles by avoiding major hikes, which can be challenging in the current markets.
Spreading maturities is crucial for risk management. Furthermore, some banks have preferred to
tap different markets in smaller amounts to play diversification (investor base, currency, etc).

> New legislation: The amount of covered bond legislation is increasing globally. Belgium is the
latest country to have passed its law and new issuance can be expected by year-end or early next
year. Such expansion growth can be expected to lead to further sub-jumbo new issuance, which
naturally remains the niche of the smaller banks.

SUB-JUMBOS MARKET PERFORMANCE AS GOOD AS JUMBOS

Sub-jumbos have performed well in the primary market. New issuance in 2012 was successfully allocated
and over-subscribed by more than two times - thus showing no difference vs. jumbos. Furthermore,
both sizes enjoy a similar investor base (see Figure 2 and Figure 3). The higher participation of German
investors in sub-jumbos is due to a domestic bias and reflects the fact that German banks have been
the main issuers of such bonds this year. That said, both jumbos and sub-jumbos have attracted a wide
range of investors across Europe.



> FIGURE 2: ALLOCATION OF EUR-DENOMINATED BENCHMARKS BY COUNTRY
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> FIGURE 3: ALLOCATION OoF EUR-DENOMINATED BENCHMARKS BY INVESTOR TYPE
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Similarly, there is no clear difference in ASW spread developments between the two sizes in the second-
ary market. This is well illustrated in Figure 4 and Figure 5 which compares the spread levels for jumbo
(J) and sub-jumbo (SJ) covered bonds of similar maturities for two specific issuers (Lloyds in the UK
and Banesto in Spain). The data shows little difference between the two bond sizes, thereby demon-
strating that size is not a spread driver. Pricing in the covered bond market is still mainly a function of
the strength of the legal framework, viability of the issuer, quality of the cover pools, and sovereign/
macroeconomic risks underpinning the spread differential, as highlighted in Figure 5. Liquidity is another
key driver, especially for smaller and less frequent issuers.
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> FIGURE 4: ASW sPrReADS FOR EUR-DENOMINATED BENCHMARKS (BP)

500
450
400 ﬁgs@
350
300
250
200 — N ~
e M
100
50
0 T T T T T
24/01/12 24/02/12 24/03/12 24/04/12 24/05/12 24/06/12
—— Lloyds 03/25 (J) —— Lloyds 12/24 (SJ) —=— Banesto 01/16 (J) —— Banesto 06/16 (SJ)

Source: Bloomberg

> FIGURE 5: 3-5YrR EUR coverep BonD ASW SPREADS BY COUNTRY (BP)
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Therefore, the distinction between sub-jumbos and jumbos has diminished in recent years and one might
therefore wonder about its relevance. The appellation “*benchmark” is now typically used by the market
to refer to covered bonds with a minimum size of EUR 500 m which are eligible for indices. While few
market practices adhere to the old jumbo definition, it still matters in at least one context: the eligibility
criteria for the ECB repo operations, which distinguish between jumbos and non-jumbos to determine
“Category II” and “Category III". The two categories have different haircuts, especially for covered bonds
rated BBB+ to BBB- (see Figure 6).
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> FIGURE 6: VALUATION HAIRCUTS APPLIED TO ELIGIBLE MARKETABLE ASSETS (%)

Residual Category I Category II Category III Category IV Category V
maturity (central gvt/ (Jumbo (other covered/ (senior (ABS)
LEDLLY) covered/SSAs) corporate) unsec.)**
Step 1 &2 years fixed zero fixed zero fixed zero fixed zero Fixed or
(AAA to A-)* coupon | coupon | coupon | coupon | coupon | coupon | coupon | coupon zero coupon
0-1 0.5 0.5 1.0 1.0 1.5 1.5 6.5 6.5
1=3 1.5 1.5 2.5 2.5 3.0 3.0 8.5 9.0
3-5 2.5 3.0 3.5 4.0 5.0 5.5 11.0 11.5 oo
5-7 3.0 3.5 4.5 5.0 6.5 7.0 12.5 13.0 :
7-10 4.0 4.5 5.5 6.5 8.5 9.0 14.0 15.5
>10 585 8.5 7.5 12.0 11.0 16.5 17.0 22.5
Step 3 (BBB+ years fixed zero fixed zero fixed zero fixed zero Fixed or
to BBB-) coupon | coupon | coupon | coupon | coupon | coupon | coupon | coupon zero coupon
0-1 5.5 5.5 6.0 6.0 8.0 8.0 15.0 15.0
=3 6.5 6.5 10.5 11.5 18.0 19.5 27.5 29.5
3-5 7.5 8.0 15.5 17.0 25.5 28.0 36.5 39.5
Not eligible
5-7 8.0 8.5 18.0 20.5 28.0 31.5 38.5 43.0
7-10 9.0 9.5 19.5 22.5 29.0 33.5 39.0 44.5
>10 10.0 13.5 20.0 29.0 29.5 38.0 39.5 46.0
Source: ECB

* Assets in this liquidity category that are given a theoretical value (in accordance with Section 6.5 of the “General Documentation”) will be subject
to an additional valuation markdown of 5%.

** Unlike covered bonds, self-issued unsecured senior debt is not eligible for ECB repo operations.
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APPENDIX: LIST OF SUB-JUMBOS ISSUED IN 2012

> FIGURE 7: SUB-JUMBO NEW ISSUANCE ACROSS MARKETS (As OF END-Jury 2012)

Bloomberg Name Country Maturity date Maturity Coupon Size (local Spread at
ticker at launch currency bn) issuance
(years)

€-denominated market

AARB Aareal Bank Germany 01-Feb-16 4 2.00 0.5 ASW+58

HYPORE Depfa Deutsche Germany 18-Jan-16 4 2.25 0.5 ASW+75
Pfandbriefbank

TERBOL Terra Boligkreditt Nordic 25-Jan-17 5 2.25 0.5 ASW+73

BNZ Bank of New Zealand New Zealand 07-May-15 3 2.38 0.5 ASW+113

BANEST Banesto Spain 17-Jun-16 4 3.75 0.5 ASW+235

BKIASM Bankia Spain 28-Feb-14 2 4.00 0.5 ASW+290

DB Deutsche Bank Germany 01-Mar-19 7 2.13 0.5 ASW+22

INGDIB ING-Diba Germany 13-Mar-19 7 2.00 0.5 ASW+17

WLBANK WL Bank Germany 29-Mar-22 10 2.50 0.5 ASW+26

HSHN HSH Nordbank Germany 05-Apr-17 5 1.88 0.5 ASW+33

BACA Unicredit Bank Austria |Austria 25-Apr-19 7 2.63 0.5 ASW+88

NDOLB Hypo Noe Gruppe Bank |Austria 09-May-22 10 3.00 0.5 ASW+88

NYKRE Nykredit Realkredit Nordic 01-Jun-17 5 3.25 0.5 ASW+200

LBBW Landesbank Germany 01-Jun-18 6 1.38 0.5 ASW+7
Baden-Wuerttemberg

PBBGR Deutsche Germany 03-Jun-19 7 2.13 0.5 ASW+60
Pfandbriefbank

HSHN HSH Nordbank Germany 06-Jun-16 4 1.13 0.5 ASW+18

DB Deutsche Bank Germany 08-Jun-22 10 1.75 0.5 ASW+12

AARB Aareal Bank Germany 19-Jun-17 5 1.38 0.5 ASW+20

DHY Deutsche Hypotheken- |Germany 20-Jun-17 5 1.25 0.5 ASW+9
bank

ASBBNK ASB Finance New Zealand 10-Jul-17 5 1.88 0.5 ASW+68

PBBGR Deutsche Germany 04-Jul-17 5 1.63 0.5 ASW+38
Pfandbriefbank

BYLAN Bayerische Landesbank |Germany 11-Jul-22 10 2.00 0.5 ASW+17

NDB Norddeutsche Germany 17-Jul-17 5 1.63 0.5 ASW+55
Landesbank

NDB Norddeutsche Germany 05-Dec-19 7 1.50 0.5 ASW+9
Landesbank

POPSM Banco Popular Spain 30-Mar-17 5 4.13 0.6 ASW+255

TERBOL Terra Boligkreditt Nordic 19-Jun-19 7 2.00 0.65 ASW+55
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Bloomberg Name

Country Maturity date Maturity Coupon
ticker at launch
(years)

Size (local Spread at
currency bn) issuance

US$-denominated market

NACN National Bank of Canada 19/10/16 5 2.20 0.6 ASW+67
Canada

MUNHYP Muenchener Germany 13/07/15 3 1.13 0.5 ASW+63
Hypothekenbank

WSTP Westpac Banking Corp |Australia 17/05/15 3 0.00 0.5 3m$L+80

£-denominated market

BARC Barclays UK 20-Jan-15 3 0.000 0.75 3mL+150

NWIDE Nationwide UK 23-Jan-15 3 0.000 0.65 3mL+160

NAB National Australia Bank [Australia 27-Jan-15 3 0.000 0.50 3mL+145

COVBS Coventry Building UK 10-Feb-15 3 0.000 0.50 3mL+165
Society

ABBEY Santander UK UK 16-Feb-29 17 5.250 0.75 G+245

ABBEY Santander UK UK 16-Feb-15 3 0.000 0.75 3mL+160

BARC Barcalys UK 20-Jan-15 3 0.000 0.70 3mL+135

LEED Leeds Building Society (UK 20-Mar-15 3 0.000 0.25 3mL+50

CLYDES Clydesdale Bank UK 08-Jun-26 14 4.625 0.70 G+270

CLYDES Clydesdale Bank UK 08-Jun-26 14 0.000 0.40 3mL+170

Source: BofA Merrill Lynch Global Research, Bond rRadar LTD
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1.9 THE US DOLLAR MARKET

By Anne Caris and Rondeep Barua, Bank of America Merrill Lynch

A GROWING MARKET

The US$ covered bond market has experienced material expansion in recent years: it has grown tenfold
since 2005, reaching c.US$100bn at end-May 2012, which represents c.10% of the €-denominated
outstanding benchmark market and ¢.3.5% of the total covered bond market. Issuance by Canadian
banks has been a key growth driver since 2010: banks in Canada currently account for 50% of the
outstanding US$ covered bond market (see Figures 1 and 2). The entrance of the Australian banks fol-
lowing the implementation of their covered bond legislation in 4Q11 further boosted market volumes.
New covered bond benchmark issues in US$ accounted for 18% of the total at end-May 2012, compared
with 13% at YE2011 and 9% at YE2010.

> FiGURE 1: US$-DENOMINATED BENCHMARK ISSUANCE > FIGURE 2: OUTSTANDING US$-DENOMINATED
BY COUNTRY END-MAY 12 (US$BN)I! BENCHMARK BY COUNTRY (%)
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Source: BofA Merrill Lynch Global Research; [1] Excluding FRNs Source: BofA Merrill Lynch Global Research

FEW SIGNS OF THE EURO DEBT CRISIS

Unlike its € counterpart, the US$ covered bond market saw no breakdown in the pattern of activity during
2011 due to the Eurozone crisis. Issuance was consistent throughout the year (see Figure 3). However,
the composition of issuers changed during 2H11 with the dominance of non-European names. The start
of 2012 was buoyant, with US$25bn of benchmark issues at end-May 2012 (equivalent to 70% of 2011).

> Who are the US$ issuers? Initially, the US$ covered bond market was a funding alternative to the
largest European covered bond issuers for diversification purposes (FX, investor base, etc). Since

1 Data is based on outstanding fixed rate benchmark issues with a minimum size of US$500 million.



summer 2011, when the Eurozone sovereign crisis escalated, it has been open to the core/strong-
est European banks only. This is unlikely to change until market concerns regarding the Eurozone
subside. Other issuers are the largest banks in Canada and Australia. Covered bonds have typically
given them access to a new investor base and a competitive funding source. That said, in both
countries covered bond issuance is limited by law to avoid overreliance on the product?.

> What are the key characteristics of US$ covered bonds? They are typically 3- or 5-year fixed rate
bonds of a “jumbo” size, although the term remains limited to the €-denominated market. There-
fore, the terminology “benchmark” is used instead to highlight similar criteria e.g., regarding size
and/or liquidity. US$ covered bonds can be issued under a specific US$ programme but are backed
by the same cover assets as covered bonds in € or other foreign currency (typically residential
mortgages). They must also meet the same legal requirements. The average maturity slightly
lengthened in 2012, with 4.6 years on average at end-May compared with 4.2 years in 2011. It
nonetheless remains lower than in the €-market, with 6.7 years on average in 2012 at end-May.
The average size also increased to US$1.8bn versus US$1.5bn in 2011. This compares with an
average of €1.1bn in the €-market.

> What are the future growth drivers? The US$ covered bond market seems to be set up for expan-
sion. Key growth drivers include:

a) The implementation of new covered bond legislation in more countries should help broaden the
US$ market. New Zealand and Belgium are expected to implement their covered bond legal
frameworks by YE2012. It is a work in progress in other countries (eg, Japan, Chile, Brazil,
Singapore). For new legislation in non-European countries, the US$ market might be a more
natural home than the €-market. Covered bond legislation is also being contemplated in the US
and would naturally have the most impact on that market.

b) The SEC registration for covered bonds by Royal Bank of Canada opens the door to a wider
investor base and thus can be expected to facilitate further increase in issuance. Prior to this
new step, US$ covered bonds were offered under Rule 144A, meaning they could be sold to
Qualified Institutional Buyers only under specific restrictions. This new avenue is quite important
and can be expected to be followed by other issuers, as some of the 144A investors were close
to reaching their allocation limit for the product.

c) Covered bonds typically trade at a spread discount to senior unsecured debt so that they are a
natural competitive funding source for banks — even more so for strong issuers in a healthy mac-
roeconomic environment. Management can be expected to alternate between the two products,
which supplement each other unless new regulations, e.g., regarding bail-in, change the end-
game for investors. However, as we highlighted in our report The Cost of Asset Encumbrance,
when comparing pricing, it is important to take into account all-in funding costs.

Our model simulations show that when calculating the all-in cost of different bank funding op-
tions by factoring in the cost of their execution and management in addition to their headline
spreads, e.g., swap costs or required over-collateralisation in the case of covered bonds, the

2 Outstanding covered bonds cannot exceed 4% and 8% of banks’ total assets in Canada and Australia, respectively.
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latter are not always the most competitive funding source in some countries. Furthermore,
higher covered bond usage can lead to wider unsecured bank spreads and to a negative feed-
back loop (higher risk premium for senior unsecured debt due to asset encumbrance leads to
more covered bond issuance and more asset encumbrance).

> FIGURE 3: US$-DENOMINATED BENCHMARK ISSUANCE GROSS VS. NET END-May 2012 [

16
14

m Total Issued (US$ bn)

Total Redeemed (US$ bn) m Net supply (US$ bn)

Source: BofA Merrill Lynch Global Research; [1] Including taps; excluding FRNs

SHIFT IN INVESTOR BASE BUT REMAINS US-BIASED

Regarding the allocation of new issuance, the majority of active investors in the US$ covered bond mar-
ket have understandably been domestic (see Figure 4). However, the share of US investors fell to 62%
at end-May 2012, from 80% in 2011 on average. This can partly be explained by the lack of supply in
the European market after the ECB 3-year LTROs, which has forced investors to become active across
international markets. In addition, the US$ market can offer yield pick-up for investors, versus its €
counterpart, partly due to a sustained European stigma since the summer 2011, including for core issu-
ers. Like in the €-market, Asian investors have been present but to a limited extent and on a selective
basis, focusing on specific names.

New issuance allocation by investor type tends to differ in the US$ market from the €-denominated
market (see Figure 5). Asset managers are particularly dominant in the US, accounting for more than
50% (c.60% in 2011 on average), versus one-third typically in the €-market. That said, there has been a
shift in 2012, with banks accounting for 40% of new issuance i.e., at similar shares to what we typically
see in the €-denominated covered bond market. Nonetheless, the take-up by life insurance companies
remains low overall (below 10%), unlike in Europe where it represents ¢c.15-20%. New SEC registration
can be expected to widen the investor base going forward, putting US$ covered bond issuers on an equal
footing with UCITS issuers in Europe. It is also worth noting that US$ covered bonds are eligible at the
discount window with the US Fed subject to a minimum rating of BBB.
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> FIGURE 4: BReAkDOWN oF US$ COVERED BOND > FIGURE 5: BREAkDOWN OF US$ COVERED BOND
INVESTORS BY COUNTRY INVESTORS BY TYPE
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A TIERED MARKET, LIKE IN EUROPE

The US$ covered bond market is characterised by non-negligible differences in ASW spread levels across
countries and issuers. Such differentiation has been even more pronounced since summer 2011 when
concerns regarding the Eurozone started to escalate (see Figure 6). Like its €-peer, the US$ secondary
market can be split into two tiers: core versus non-core issuers. The former category has benefited
from stable and tight spread levels overall, while the latter has shown more volatile and wider spread
levels. Countries/issuers belonging to these two tiers differ, nonetheless, across the two markets. In
Europe, core issuers consist mainly of the following countries: the Nordics, Germany, the Netherlands,
the UK and Switzerland. Non-core issuers have been from peripheral countries (Spain, Italy, Portugal,
Greece, Ireland). Countries like France have been fluctuating between the core and non-core groups. In
the US$ market, core issuers comprise Canadian banks, whereas all Europeans seem to belong to the
second group. Australian banks are in between, although on their way to the core category based on
their fundamentals. This segregation of the market can be expected to last, depending on the resolution
of the current banking and sovereign issues in Europe.
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> FIGURE 6: 3-5 YEAR US$ coverep BOND ASW SPREAD AVERAGES BY COUNTRY (BP)
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SPREAD DRIVERS REMAIN MOSTLY MACRO...

The development of covered bond ASW spreads has mainly been a function of headlines/events at a
macro level. News at the issuer level are also priced but has carried less weight generally in recent
months. Figures 14 to 28 in the Appendix show how spreads have moved for covered bonds, bank senior
unsecured bonds and sovereign bonds across the term structure. Darker lines represent more recent
data, with the darkest orange lines representing the latest data as of May 2012. We note the following:

> Canada has benefited from flight-to-quality with spreads tightening across debt instruments be-
tween January and May 2012. The targeted exclusion of insured mortgages as eligible assets un-
der the new covered bond legislation has also led to increased investor demand. Once the law is
implemented, new issuance backed by these assets will no longer be possible, so the asset class
will become scarcer. It is also worth noting that the issuance limit (covered bonds cannot exceed
4% of banks’ total assets) also puts a cap on the total amount of Canadian covered bonds.

> Similar to Canada, Australia has been viewed as a defensive investment alternative, being a non-
European country. Furthermore, its banks have limited direct exposures to Europe. However, spreads
(sovereign in the first instance) have been sensitive to news regarding economic softening in China.
The premium paid on covered bonds when Australian banks launched their first issues is no longer
warranted. Investors have a better understanding of product, while technical factors (namely a
significant lack of supply versus demand) have also been favourable to Australian issuers.

> European issuers have typically faced higher spread volatility although the degree varies across
countries according to the risks at sovereign and/or bank level, which ultimately impact covered
bonds given the linkage.

a) In France, spreads widened due to the elections in May and the new political direction taken by
the freshly elected Socialist government in a challenging macroeconomic environment. French
banks, which have been on their way to rehabilitation, also need to show further progress re-
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garding their deleveraging and ability to manage risks in peripheral countries — causing covered
bond spreads to widen as well.

b) In the UK, government bonds have benefited from flight to quality as investors have favoured
the sterling versus the euro. That said, banks have faced a double-dip recession while still being
actively restructured, underpinning spread volatility in both bank and covered bonds in response
to headlines.

c) The Nordics have been somewhat in a different league. Although not immune from current de-
velopments in Europe (notably given their open economy), they are not part of the Eurozone
(except for Finland) and their exposure to the European peripheral countries is limited. As such,
spreads across debt instruments have shown some stability, reinforced by technical factors such
as a strong investor base.

... BUT PREMIUM ACROSS DEBT INSTRUMENTS ARE NOT UNIFORM

In the US$ covered bond market, all issuing countries show a consistent spread ranking, with senior
unsecured bank bonds trading wider than covered bonds and covered bonds wider than sovereign bonds.
This is not always the case in the €-market where in Portugal, for example, covered bonds have traded
inside sovereign bonds. Covered bonds can be seen as offering better protection due to their preferential
rights on specific cover assets but also their immunity from bail-in or PSI risks3. Nonetheless, the spread
differential between bank and covered bonds can vary significantly. The premium for issuing senior un-
secured bank bonds is more important for European issuers than non-European, averaging 100bp in the
Nordics, 150bp in the UK and 200bp in France (see Figure 7 to Figure 11). In contrast, such premiums
average 50bp in both Canada and Australia.

Such differences can be explained by the active discussions taking place in Europe regarding bail-in as
governments aim to share the burden of bank failures with investors, rather than taxpayers alone. The
spread differential between bank and covered bonds can be expected to vary in the future. Key drivers
include: the implementation of bail-in, the creditworthiness of each issuer and, increasingly for covered
bonds, the quality of cover assets and the transparency of the reporting. This pricing difference could offer
some yield pick-up versus covered bonds since the risks of bail-in only matter in an insolvency scenario.

From an issuer perspective, covered bonds tend to be a competitive source of funding due to their
lower spread levels, but it is important to take into account also secondary costs (swaps, required
over-collateralisation, etc.) to understand their full cost, which can vary from one country or issuer to
another, as previously mentioned.

3 With respect to bail-in, the current EU directive proposal mentions that covered bond holders would be affected in a second stance only ie, in
case of insufficiency of the cover pools when ranking pari passu with senior unsecured debt holders.
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> FIGURE 7: ASW spPreaDs IN CANADA (BP)
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> FIGURE 8: ASW SPREADS IN AUSTRALIA (BP)
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> FiGure 9: ASW spreaDs IN Norpics (BP)
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> FiGure 10: ASW spreaDs IN FRANCE (BP)
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> FIGURE 11: ASW sprreaps IN UK (BP)
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MAIJOR RATING DIFFERENCES BETWEEN THE US$ AND € MARKETS

Rating downgrades have made headline news in the last 18 months in Europe, impacting sovereigns, banks
and covered bonds given their linkage. As a result, the €-denominated covered bond market is no longer
an AAA rated market unlike its US$ counterpart (see Figure 12 and Figure 13). All European markets have
been affected although peripheral countries (Portugal, Ireland, Greece, Spain and Italy) were naturally
the most harmed. Unlike in the past, we have seen multiple downgrades in a short period of time and/
or downgrades of multiple notches, which has been historically rare. Drivers in most cases consisted of:

> A rating downgrade at the sovereign level, the latter representing a rating ceiling or cap to non-
sovereign obligors, except in a few circumstances (e.g., the existence of a formal guarantee from
an entity domiciled in a higher-rated country).

> Areduced level of systemic support factored into the issuer rating based on expected lower willing-
ness (e.g., in the case of bail-in regimes) or ability (e.g., weakening economies or EC conditions)
to offer such support.

> In few cases (although increasingly) lesser support of the cover pools as the issuer is no longer willing
and/or able to provide extra over-collateralisation to mitigate higher refinancing risks for example.

> Changes in the methodologies of rating agencies in terms of sovereign caps, bank ratings or covered
bond ratings. These have been multiple and occurred at different times across agencies.

The US$ market has been more or less immune so far due to the sustained sound fundamentals of its key
participants. Few US$ covered bonds are not rated AAA. However, rating pressures cannot be excluded in
the future as a range of European issuers currently show limited leeway between the bank and covered
bond ratings. Non-European banks have also faced rating pressures although current issuers remain highly
rated and in most cases are able to support their cover pool by adding extra over-collateralisation for
example. Regarding covered bond ratings, it is important to keep in mind the linkage between sovereign,
bank and covered bond ratings translating into higher rating volatility versus other asset class e.g., RMBS.
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> FIGURE 12: €-DENOMINATED BENCHMARK RATING DISTRIBUTION END-MAY 2012 (€sn) [t
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> FiGUrRe 13: US$-DENOMINATED BENCHMARK RATING DISTRIBUTION END-MAY 2012 (€en) [H
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APPENDIX: US$ ASW SPREADS BY DEBT INSTRUMENT (COVERED BOND, BANK UNSECURED,
SOVEREIGN) ACROSS MATURITIES AND COUNTRIES

> Ficure 14: CaNADA covereb BOND ASW sPrReADs (BP)
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> F1GURE 16: CANADA SOVEREIGN ASW spReADS (BP)
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> FIGURE 17: AUSTRALIA COVERED BOND ASW SsPREADS (BP)
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> FIGURE 18: AusTrRALIA BANK ASW spreaDs (BP)
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> F1GURE 19: AusTrALIA sOVEREIGN ASW sPREADS (BP)
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> FiGURe 20: FRANCE coverep BOND ASW spPreaDs (BP)
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> FIGURE 22: FRANCE soVEREIGN ASW sPREADS (BP)
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> FiGure 23: Norbics coverep BOND ASW spPrReADS (BP)
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> FIGURE 24: Norbpics BANK ASW spREADS (BP)
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> FiGURE 26: UK coverep BoND ASW spreaDs (BP)
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1.10 DERIVATIVES IN COVER POOLS

By Michael Schulz, NordLB

Derivatives help financial institutions in managing their cash flow; they help to absorb risks resulting
from changes in the market and consequently prevent additional fluctuations in valuations. In addition
to simple derivatives such as interest and currency swaps, complex derivative structures also play a
major role in banks’ day-to-day operations nowadays. However, these complex derivative products are
of no relevance in managing cover pool risks and, in most cases, are even prohibited by law, while plain
vanilla derivatives are permitted in most countries. The primary aim is to ensure that cash flows, which
affect asset liability management among other things, can be managed. The assumptions of rating
agencies, which impose different requirements in some cases on the use of derivatives in cover funds,
play an important role here.

Attention is increasingly focused on the risk of not servicing payment obligations on time. This is par-
ticularly true of the period after an issuer of covered bonds has announced that it is insolvent and that
consequently the cash flows can only be financed from the cover pool. Many of the rating agencies’ rules
focus precisely on this point, meaning that when using derivatives, contractually agreed payments by
counterparties are very important. As a rule, the methodologies stipulate that if there is a relevant use
of derivatives in the cover pool, the rating of the covered bond will be heavily dependent on the rating
of the counterparty/counterparties. Possible consequences in the rating process may therefore include
downgrades in the covered bond rating or capping the rating at the level of the counterparty rating.
For a long time, investors have viewed the requirements, which are very detailed in some cases, and
information for derivatives in cover pools as merely peripheral. However, it is primarily the smouldering
crisis of confidence among financial market players that is causing a sea change. Today, it is no longer
only the issuers of covered bonds and rating agencies that follow the international rules governing de-
rivatives attentively. Investors are also keenly interested in recognising and analysing possible risks.

At present, the volume of outstanding covered bonds encompasses more than EUR 2.6 trillion. The
volume of benchmark issues (EUR >500m) considered by most participants increased further this year
and recently exceeded the EUR 1.0 trillion threshold. Without going into the conceptual differentiation
of covered bonds at this point, regulatory changes mean that a further increase in total volume must be
expected. However, in relation to the cover assets behind these bonds, the market values of the swaps
contained therein are low. The netted market value of all derivatives in relation to the cover assets is
in low single digit percentages, for instance. Account must also be taken of the fact that while swaps
are arguably used to hedge interest and currency risks at all financial institutions, derivatives are not
included in cover pools across the board. The reasons behind this differ considerably in some cases in
relation to the issuers involved and with regard to the different countries. While only very few issuers in
Germany have derivatives in cover, for example, this is virtually standard practice at all covered bond
issuers in France and Luxembourg.

NEWS FROM REGULATORS

Above all the financial crisis, triggered by the bankruptcy of the US bank Lehman Brothers, called the
supervisory authorities’ attention to improving the provisions governing the derivatives market. Primarily
over the counter (OTC) trading in derivatives was affected by this. The initial ideas for regulation were
formulated as early as September 2009. In Pittsburgh, the heads of state and heads of government in
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the G20 agreed that trade in standardised OTC derivatives could only take place at stock exchanges
or via electronic trading platforms in future. These transactions were also to be processed solely via a
central counterparty by the end of 2012 at the latest. The establishment of a transaction register for
OTC derivatives contracts was also envisaged to increase market transparency. In this connection, the
increase in the capital requirements for derivatives that do not comply with the requirements should act
as an “incentive” for implementing the proposals.

The requirements have been made more specific since the first moves in Pittsburgh. At the end of March
this year, the EU Parliament adopted the European Market Infrastructure Regulation (EMIR) following
trialogue discussions between the European Commission, the EU Parliament and the Council. At the time
this article was being prepared, the EU supervisory authorities, the European Banking Authority (EBA),
the European Securities and Markets Authority (ESMA) and the European Insurance and Occupational
Pensions Authority (EIOPA) were involved in consultations on a range of issues including risk reduction
techniques as well as capital requirements for Central Clearing Counterparties (CCPs). The aim is for the
European supervisory authorities to conclude their consultations in the third quarter of 2012 meaning
that a provisional framework can be presented to the European Commission by 30 September 2012.
Enactment of the ordinance is scheduled for the end of 2012.

Essentially, EMIR encompasses more stringent regulation of OTC derivatives contracts. The aim here is
primarily to increase market transparency and, at the same time, to reduce the risk of defaults. Initially,
it envisages identifying classes of derivatives that will be subject to a clearing obligation in future and
must therefore be transacted via a central counterparty. The expectation is that in the first step this
will affect plain vanilla derivatives such as interest and currency swaps, which among other things play
a major role in hedging transactions in covered bond cover assets. However, the European Securities
and Markets Authority (ESMA) and the European Commission have not yet specified which classes of
derivatives must be transacted via a CCP. According to recital 12 of EMIR “In determining the subjection
to the clearing obligation of classes of derivatives, ESMA shall take into account the specific nature of
OTC derivatives which are concluded with covered bond issuers or with cover pools for covered bonds.”

The current drafts envisage bilaterally cleared derivatives requiring bilateral collateralisation, which would
constitute a major hurdle for covered bond issuers in particular. In the case of CCP cleared derivatives,
the margins set by the central clearer would have to be deposited, which would be a problem for many
cover pools or is even forbidden by law. Today, swap agreements for cover pool assets are designed in
such a way that the issuing bank does not have to provide direct collateral. This is justified most notably
by the fact that a counterparty to a derivative transaction has a claim to realisation equal to all other
creditors from the cover pool.

The different ordinances will, among other things, envisage a process which identifies the classes of
derivatives for which a clearing obligation is to apply in future. Anybody that is subject to this clear-
ing obligation must transact these classes of derivatives via a central counterparty. The question of
whether a class of derivatives must necessarily be transacted via a CCP will play an important role in the
decision-making process. Even if the European securities supervisory authority ESMA and the European
Commission still have to bring about a decision, it can be said today that it is not appropriate to include
derivatives for covered bonds.

Since the publication of the European Commission’s Proposal, the ECBC undertook and coordinated a
lobbying campaign to include amendments requesting that (i) derivatives in a covered bond cover pool
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be permitted to continue to be cleared bilaterally rather than through a central clearing counterparty
and (ii) unilateral collateral posting used for covered bonds be recognised as an appropriate exchange
of collateral. The amendments were approved by the European Parliament (EP) in 2011 and were then
discussed with the European Council during the trialogue discussions at the end of January 2012. As they
were supported by most Member States, the amendment was finally approved. In recitals 16! and 242,
European regulators have considered that two covered bond specificities should be taken into account
by the European supervisory authorities when establishing the draft technical implementation meas-
ures. At the time of drafting, the ECBC had already published responses to three consultation papers, in
March, April and July 2012, on the draft technical implementation measures proposed by the European
supervisory authorities (http://ecbc.hypo.org/).

A VIEW FROM A RATING AGENCY PERSPECTIVE

The rating agencies Moody'’s, Fitch and Standard & Poor’s attach individual and, to some extent, different
conditions to derivatives in cover pools. At the same time, attention is focused consistently on hedging
disruptions to payments resulting from interest and currency risks, should the issuer become insolvent.
For this purpose, the contractually involved counterparties to the derivative transactions need to be able
to make the payments they have promised even after the issuer becomes insolvent. Underlying this is
not only the existence of the counterparty but also a consistently required minimum rating, which can
cause difficulties in periods when banks’ ratings are deteriorating. At the same time, whether the use
of derivatives is advantageous for issuers and how significant these advantages ultimately are can be
very different. In some cases, a swap included in the cover pool may have no impact on the rating or
even have a negative impact. While Moody'’s last adjusted its rating approach for covered bonds in March
2008, both S&P and Fitch have made changes to their counterparty criteria in the recent past. S&P
announced its new criteria on 31 May this year following controversial discussions about the upcoming
changes last year. In March this year, Fitch started a consultation period for the changes it wishes to
make to its counterparty criteria. The consultation period ended in April 2012. Publication of the final
criteria is expected shortly

Moody’s gives varying degrees of credit for the protection provided by swaps. The assessed level of pro-
tection is swap specific and varies from a very limited to a good level of protection depending on (i) the
credit strengths of the issuer, (ii) the swap counterparty and (iii) the form of the swap documentation.
To date there is no swap agreement analysed by Moody'’s that achieves complete protection against risk.
In addition to the individual valuation of the derivative agreement to establish the expected loss, the
results of the analysis may also be considered for the timely payment indicator (TPI) assessment. In valu-
ing derivatives, attention is focused on the probability of the swaps surviving when the issuer defaults,
payment is disrupted in the case of the covered bonds or a swap counterparty becomes insolvent. The
options available to the cover pool administrator following the issuer’s default are also assessed. Ac-
cording to Moody'’s, the derivatives must satisfy various requirements to ensure that a derivative retains

1 “In determining which classes of OTC derivative contracts are to be subject to the clearing obligation, ESMA should take into account the specific
nature of OTC derivative contracts which are concluded with covered bond issuers or with cover pools for covered bonds.” Recital 16 (http://
eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:2012:201:0001:0059:EN:PDF)

2 “When developing draft regulatory technical standards to specify the arrangements required for the accurate and appropriate exchange of collateral
to manage risks associated with uncleared trades, ESMA should take due account of impediments faced by covered bond issuers or cover pools in
providing collateral in a number of Union jurisdictions. ESMA should also take into account the fact that preferential claims given to covered bond
issuers counterparties on the covered bond issuer’s assets provides equivalent protection against counterparty credit risk.” Recital 24 (http://eur-lex.
europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:2012:201:0001:0059:EN:PDF)

127




its full value and the desired target rating and/or a reduction in the overcollateralization requirements
are/is achieved. Among others, these include the preclusion of the derivatives’ premature maturity or
a unilateral cancellation of the contract by the derivative counterparties. These must be excluded both
in the event of the issuer’s insolvency and in the event of delays in payment or limited with the help of
delaying regulations (e.g. grace periods). This also applies in the case of a temporary or final insolvency
arising from the cover pool. Consequently, all swap contracts must remain extant following a second-
ary insolvency via the cover pool. As a rule, an administrator assumes responsibility for servicing the
payment obligations to covered bond creditors following the issuer’s insolvency. However, according to
Moody’s, this may not have any negative consequences for the derivatives contracts included in the
cover pool. The assessment of the swap counterparty constitutes a key component of the swap valua-
tion. Among other things, the question behind this is whether the swap will survive the insolvency of the
derivative counterparty? Therefore, in the event of the counterparty rating being downgraded below a
specific threshold, the posting of collateral and regulations governing the replacement of the counter-
party are required. These rating triggers, as they are known, relate not only to the long-term rating but
also to the short-term rating. Since none of the swap agreements analysed by Moody'’s so far covers all
risks, the degree of protection ultimately decides on the amount of overcollateralization required for a
desired target rating. The higher the risk cover, the more positive the impact of the swap on the over-
collateralization requirement. If an issuer uses swaps, which were concluded within the banking group
(internal swaps), Moody’s assumes that there is a greater probability of the swap being cancelled if the
issuer is insolvent than for external swap counterparties.

The particular criteria for the analysis of counterparty risks in covered bonds applied by the rating agency
Fitch are based on the general criteria for structured finance products, but also take account of the dual
recourse nature of covered bonds and consequently also the rating of the issuer. A revised version of
Fitch" s covered bond counterparty is expected in due course. At the moment 74 of the covered bond
programmes rated by Fitch contained derivatives in the cover pool.

At Fitch, attention is focused on the risk of the counterparty defaulting when valuing swaps in covered
bond cover pools. The agency makes an exception if the issuer has a long-term rating of at least AA-
and a short-term rating of F1+. In this case it waives stress-testing the interest and currency positions
and focuses solely on the creditworthiness of the issuer in the mitigation of open interest and currency
positions. Various criteria must be satisfied for a derivative to be viewed as protective for the covered
bondholders. These include, for example, replacement rules should the rating of the derivative coun-
terparty fall below a specific level. According to Fitch, this regulation is important in ensuring that in
the case of any deterioration in the counterparty’s rating, any hedging of existing risks resulting from
interest and currency effects remains covered. For the covered bond to be awarded a rating of AA- or
higher, the derivative counterparty must have at least a long-term rating of A and a short-term rating of
F1 or, if the rating is lower (up to BBB-/F3), provide collateral to mitigate the counterparty default risk.

Derivative agreements, which are concluded with internal counterparties and consequently with banks
that are related to the issuer, undergo a particular valuation. Here, Fitch sees no additional protection
for investors from the recourse to both, the issuer and the counterparty as the insolvency of the issuer
and the insolvency of the partner to the derivative constitute the same event. There is a closer link
between the issuer rating and the covered bond rating with both ambiguous replacement rules and with
internal swaps. This is effected primarily by means of the discontinuity factor used to date (this will
probably be replaced by discontinuity caps, “D-caps”), which allows an uplift vis-a-vis the issuer rating.
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If a derivative fails to satisfy the criteria put forward by Fitch or only satisfies them in part, the valua-
tion will depend on the programme’s structure, on the assessment of how easily the counterparty can
be replaced in the case of any deterioration in its rating and how heavily dependent the programme is
on one counterparty. If the results of the analysis are positive, the covered bond can be given a rating
above the issuer and counterparty rating. However, should there be a considerable degree of depend-
ence and should the replacement of the counterparty be questionable, the rating of the covered bond
may be set at the level of the lowest counterparty rating or it may be analysed without the derivatives.

S&P has struggled to complete the changes to the counterparty criteria put up for discussion in March
2011 in the “Request for Comment (RfC): Covered Bonds Counterparty and Supporting Obligations Meth-
odology and Assumptions” and to publish new rules. It took more than a year until the paper entitled
“Counterparty Risk Framework Methodology and Assumptions” was finally published on 31 May 2012.
In a report from mid-2011, S&P referred to the fact that 50 of the covered bond programmes rated by
it contained derivatives in the cover pool. While the average number of derivative counterparties was
four, there was at least one programme that included 35 counterparties. The counterparties’ average
rating was A.

The fact that both the number of the derivatives counterparties engaged and the average rating of these
counterparties is important to S&P in assessing derivative risks with counterparties that are not related
to the issuer (external swaps, as they are known) became clear not least at the presentation of the RfC.
The criteria now published are geared to a three-stage process. Firstly, the counterparty concentration
is determined before the counterparties’ weighted rating and the reduction in the maximum rating uplift
(in accordance with ALMM criteria) are established. However, the adjustment to the maximum uplift is
waived if the derivative obligations do not exceed 5% of the outstanding covered bonds. Stage 1 of the
rating process contains two groups. A distinction is made here if there is a counterparty concentration
of more than 25%. The reason for this is that at least four different derivative counterparties must be
involved in the event of an equally weighted allocation. In last year’s RfC, the limit was at least 10 coun-
terparties and a concentration of 30%. The rating of the counterparty, the value of the derivatives and
the residual term of the derivatives are included in the calculation of the weighted counterparty ratings
in stage 2. Compared with the RfC from 2011, the rating ranges (AAA to A- and BBB+ to BBB-) have
been changed here meaning that even a weighted counterparty rating of A- allows a more accurate as-
sessment now. In the third stage, issuer ratings are classified into two rating ranges. These are based
on the distinction in stage 2, whereby the maximum achievable covered rating is no longer adjusted
rather the classification relates to the maximum rating uplift in accordance with the ALMM classification.
The ability to replace the derivative counterparty should the counterparty’s rating fall below a specific
rating is a matter of importance for S&P. If this is guaranteed and backed-up by the use of different
counterparties that are unrelated to the issuer, covered bonds can continue to receive first class ratings.
The same is true of the assessment of derivative risks involving counterparties that are related to the
issuer. However, the Structured Finance Counterparty Risk Framework, which was also published on 31
May and is largely based on the Replacement Framework, applies here. In the Covered Bond Counter-
party Criteria, S&P stressed that 50% of the covered bond programmes it rates are threatened by a
downgrade. However, it remains to be seen whether there will actually be a wave of downgrades of this
order of magnitude. Issuers may make adjustments that must be finally implemented by January 2013.
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HIGH HURDLES HAVE TO BE OVERCOME

In a world of constantly changing requirements for financial market players and their financial instruments,
derivatives are also in the spotlight at present. With the European supervisory authorities’ plan to bring
about more stringent regulation of the derivatives market with the help of EMIR, covered bond issuers,
in particular, are threatened with disproportionate punishment. The requirements for the use of a central
counterparty (CCP) and bilateral collateralisation of cover pool derivatives, presents major challenges for
all issuers when including these financial instruments in the cover pool. The master agreements currently
concluded by issuers generally include unilateral collateralisation for derivatives in the cover pool. This
approach is based on the fact that a covered bond cover pool cannot provide any collateral. However, that
is precisely what the regulatory authorities are demanding, which is why unilateral collateralisation could
lead to a greater RWA burden. At present, only a few issuers are adopting the course of indirect bilateral
collateralisation with the help of separately negotiated collateral. On the other hand, the counterparty to
a derivative has the same ranking in comparison with covered bond creditors in the event of the assets
being realised, which makes bilateral collateralisation unnecessary. The Basel I1I regulations are also caus-
ing problems. The capital requirements contained therein also target derivatives, which will not only fuel
costs for market players. Individual counterparties have already selectively withdrawn from the market.

Rating agencies and their methodologies play an increasingly important role for derivatives in cover pools
and, in the process, are becoming central to the management decisions that have to be taken. The rat-
ing criteria envisage a strong focus on the rating of the counterparty/counterparties. This is based on the
principle that the possibility of timely payments depends on the rating of the counterparty if the issuer is
insolvent. However, a vicious circle rapidly emerges in a period of deteriorating bank ratings, which will
have negative consequences for covered bond issuers as a result of falling counterparty ratings. If a coun-
terparty’s rating falls below a specific threshold set by the rating agencies, the counterparty must either
be replaced or collateral must be provided to achieve the desired covered bond rating. In this manner
funding costs may increase in two respects. Both the counterparty risk and the collateral to be provided
tie up a great deal of capital. Among other factors, the substantial capital commitment is a reason for the
current market situation. Not only has the number of counterparties fallen perceptibly recently, issuers’
costs have also increased further. The sustained rating migration in the banking sector and the risk as-
sociated therewith that counterparties could slide below a specific rating threshold is also playing a part.

The rating agencies’ requirements concerning the documentation of swap agreements constitute an ad-
ditional challenge. Even if, according to Moody'’s, the derivatives included in the programmes considered
by the agency cover a majority of the existing risks, there is no swap agreement at present that achieves
complete protection against risk. Among other things, the reason for this is significant requirements
regarding the replacement of counterparties. Derivative counterparties are also less and less willing to
implement the content demanded by the rating agencies in their documentation.

All things considered, it should be noted that the need for derivatives in cover pools is affirmed by both
issuers and by investors. On the other hand, rating agencies have exacting requirements for derivatives
in cover pools, which have opposite consequences in some cases across the agencies. For instance, S&P
demands a considerable degree of diversification among counterparties to derivatives, whereas Fitch
punishes too much complexity with higher D-factors. On the other hand, regulatory requirements are
ensuring that banks are less and less willing to enter into a swap agreement as a counterparty. As a
result, we have found ourselves in a vicious circle.
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1.11 TIMELY PAYMENT AND THE ROLE OF SOFT-BULLET STRUCTURES

By Franz Rudolf, Unicredit, Florian Hillenbrand, Unicredit
and Heiko Langer, BNP Paribas

In the years before the crisis, timely payment of covered bonds was something that was taken for
granted. However, with the crisis evolving, investors and rating agencies alike have placed the issue
of timely payment center stage. This was driven by the question of what will happen when the issuer
defaults and how can the remaining part of the issuer cope with the needed liquidity to continuously pay
interest and repay the covered bond on the maturity date. Thoughts on topics such as what is the legal
nature of the remaining bank, what sources of funding are available, how long will it take to liquidate
assets and what haircuts on the assets for sale have to be applied, have become increasingly important.
This has impacted the modeling by rating agencies for probability of default and expected losses, with
consequences for overcollateralization levels and/or ratings. It has also led to legal framework adjust-
ments (e.g. in the German Pfandbrief Act, the French, Swedish and Finnish legal frameworks) and has
evoked reaction from issuers introducing new structures such as pass-through-structures for covered
bonds. We will discuss these aspects as well as the consequences for the covered bond market.

DISCOVERING LIQUIDITY RISK

Increasing focus on liquidity risk

Although liquidity risk has always been inherent in covered bonds, it has only received greater attention
from market participants and rating agencies in recent years as the global financial crisis intensified.
The fact that liquidity risk exists in covered bonds stems from there usually being a mismatch of cash
flows between cover pool and covered bonds. As long as the issuer is able to refinance maturing covered
bonds and manage mismatches through its treasury operations, liquidity risk does not affect covered
bondholders. The fact that liquidity risk (such as credit risk) is borne by the issuing bank can be seen
as one reason why markets have increasingly focused on it as the financial crisis intensified. Decreasing
financial strength of banks in connection with reduced probability of government support means that
covered bondholders are more likely to be exposed to liquidity risk in the future.

Growing impact of liquidity risk on covered bond ratings

Rating agencies have played a crucial part in increasing market focus on liquidity risk. Through ongoing
changes and adjustments of rating methodologies, the impact of cash flow mismatches on covered bond
ratings has increased noticeably in recent years. At the same time, assumptions about market liquidity in
a post-bankruptcy scenario and prices achievable through liquidation of cover assets have both changed
significantly. Severe market distortions in a systemic crisis and the collapse of the securitization market,
which had been regarded as a viable source of liquidity for cover pools before the crisis, have caused
rating agencies to apply bigger haircuts in their liquidation scenarios. As a result, covered bond ratings
have become increasingly affected by liquidity risk. This also means that issuers have to provide addi-
tional overcollateralization to compensate for liquidity risk. One example of the increase in the relative
importance of liquidity risk compared to credit risk within covered bonds is the increase in market risk
reported by Moody'’s in its quarterly “Monitoring Overview”. Although various types of risk are included
within market risk, liquidity risk (or “re-financing risk”) is the main component. As the chart below
shows, market risk has increased noticeably in recent years, while collateral risk remained largely stable.
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Ways to mitigate liquidity risk

Increased market focus and higher overcollateralization requirements from rating agencies have led is-
suers and regulators to focus more on mitigating factors for liquidity risk. Liquidity risk can be addressed
internally, either via the asset side (cover pool) or the liability side (covered bonds). In addition, liquidity
risk can also be addressed externally through central bank liquidity or liquidity lines.

ASSET SIDE

Inclusion of liquid cover assets

Including liquid assets, such as high-quality government bonds or central bank deposits, in the cover
pool can create a liquidity buffer that can be used in a post-bankruptcy scenario. Should a maturity
mismatch occur, the administrator of the pool could liquidate the liquid assets first to repay maturing
covered bonds and thus avoid potential haircuts that could arise from the sale of mortgage assets. Most
covered bond frameworks allow for the inclusion of so-called “replacement assets”, which are usually
more liquid than ordinary assets. However, most frameworks and the CRD limit the use of replacement
assets to a certain percentage (10-20%) of outstanding covered bonds.

For issuers, the inclusion of liquid assets in the cover pool can be relatively costly, as the achievable
yield may be significantly lower than the yield on ordinary cover assets and even implies the topic of
negative carry. For covered bondholders, liquid assets provide a certain protection against liquidity risk.
The fact that their use is limited in many cases, suggests that the liquidity buffer is insufficient to cover
the full liquidity risk of the pool. In addition, the early use of liquid assets to repay maturing covered
bonds after an issuer’s insolvency could lead to subordination of holders of covered bonds with longer
maturities, who may no longer benefit from the liquidity buffer. On the other hand, liquidity in the pool
should improve over time as more and more assets amortize.
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Pre-Maturity Test

A Pre-Maturity Test in conjunction with a hard-bullet covered bond ensures that enough liquidity is avail-
able to repay covered bonds maturing within a certain rolling time frame (usually six or twelve months).
If the rating of the issuer falls below a certain level, the issuer has to provide cash equivalent to the
amount of covered bonds maturing within the next six or twelve months. The cash is held in a special
segregated account.

For issuers, the Pre-Maturity Test means that they can achieve a higher rating uplift for their covered
bonds over their senior unsecured rating. A downgrade below the specified rating limit results in ad-
ditional costs for the issuer since he has to pre-fund upcoming maturities on a six or a twelve-month
horizon. For covered bondholders, the pre-maturity test means that no cover assets have to be liquidated
within the first months after the issuer’s insolvency, which reduces the risk of a fire sale of cover assets
and therefore decreases the likelihood of over-indebtedness due to asset sales below par.

LIABILITY SIDE

Staggering of covered bond maturities

Liquidity risk can be reduced by avoiding concentration of large volume maturities on the covered bond
side. This means that the issuing entity uses a relatively wide range of maturities with relatively small
bond sizes in its funding strategy. In case of an issuer’s insolvency, refinancing requirements of the pool
will be more evenly distributed across a time line. This increases the probability that at least part of the
upcoming covered bond maturities can be covered by cash accumulating in the pool through regular
payments from the asset side. The need to liquidate smaller parts of the portfolio at a given time may
increase prices achievable on asset sales.

There has been a trend towards smaller sized benchmark issuance (see chart below), which helped
issuers to distribute maturities more evenly. However, especially new issuers that have just joined the
covered bond market will find it difficult to evenly distribute covered bond maturities. The typical market
practice of using larger-sized benchmark transactions to raise the profile of the issuer in the market
and to reach larger institutional investors conflicts with the idea of using smaller-sized bonds to avoid
concentration of maturities. For certain issuers it may also be difficult, or unattractive financially, to
issue covered bonds with longer-dated maturities. In general, the choice of maturity and issuance size
is often driven by investor demand, which limits an issuer’s flexibility with respect to building its curve.

Soft-bullet covered bonds

Soft-bullet covered bonds are designed to change the repayment structure in a post-bankruptcy sce-
nario. The main difference is that soft-bullet covered bonds provide for a mere extension of the bullet
repayment by a pre-arranged time period. The extension depends on certain conditions and only occurs
at the time when covered bonds reach their “scheduled” maturity (please see below for details). The
extension period provides additional time to liquidate parts of the cover pool or to generate additional
cash through asset amortization.

Issuers of soft-bullet covered bonds can benefit from lower overcollateralization requirements for their
covered bond programs - comparable to hard-bullet covered bonds. Investors face a certain extension
risk, however they might benefit from higher recovery expectations as fire sales of assets may be avoided
in certain cases through maturity extension. Soft-bullet covered bonds are widely used and can show
significant differences regarding documentation (see below for details).
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Transformation into pass-through securities upon the issuer’s insolvency

Cash-flow mismatches between cover pool and outstanding covered bonds can be eliminated by chang-
ing the repayment schedule of covered bonds from a bullet repayment to an amortizing repayment that
matches the cash flows generated by the cover pool. The change in repayment structure would occur
only upon default of the issuer, i.e. the issuer would still be responsible for managing and funding any
cash-flow mismatches as long as he is solvent. For the covered bondholder, liquidity risk would largely
be replaced with extension risk. Extension risk would be higher for holders of covered bonds with shorter
maturities. In addition, covered bondholders that have engaged in an asset swap when purchasing the
bond, may face costs for re-hedging or closing out the existing asset swap. For issuers, the main advan-
tage would lie in significantly lower overcollateralization requirements for their covered bond programs
as well as increased flexibility regarding the maturity profile of their covered bond curves.

So far, covered bonds that turn into pass-through securities have been issued only for repo activities with
central banks. Investor appetite and potential pricing of such structures thus remains untested. Investors
with a structured finance background may find such structures more acceptable than traditional covered
bond investors who are used to bullet repayment. However, structured finance investors may also demand
a noticeably higher yield for pass-through covered bonds than for bullet repayment covered bonds.

EXTERNAL LIQUIDITY

Access to central bank liquidity

Access to central bank liquidity in a post-bankruptcy scenario can be achieved via repo transactions with
the central bank, either by using cover pool assets as collateral or using own issued covered bonds as
collateral. Using central bank liquidity could help to avoid selling cover assets at significant discounts to
repay maturing covered bonds.
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Access to central bank liquidity can be difficult if the segregated entity holding the cover assets no longer
meets the criteria to engage in repo transactions with the central bank. A bank which is in winding-up
proceedings or reorganization will automatically be exempt from the ECB’s minimum reserve requirements
and thus is no longer able to engage in repo transactions with the ECB. If the entity is an SPV, i.e. not a
regulated bank, access to central bank liquidity may not be possible in a post-bankruptcy scenario nor
will it be possible for the SPV to issue new covered bonds. As a result, central bank liquidity may only be
accessible if the issuer is a specialized subsidiary with a banking license, and is not affected by the insol-
vency of the parent institution (e.g. in case of French Obligations Foncieres or Obligations de Financement
de I'Habitat); or in cases where the segregated pool itself can have a banking license (e.g. for German
Pfandbriefe). Further constraints could occur if the cover assets or the self-issued covered bonds do not
meet the eligibility criteria (e.g. minimum rating) that the central bank requires for repo collateral, or they
do not qualify directly as collateral due to their asset nature, e.g. residential mortgage loans.

Third-party liquidity lines

Access to pre-arranged third-party liquidity lines can be used to make payments to covered bondhold-
ers in a post-bankruptcy scenario. So far, liquidity lines have only been used to cover interest payments
on covered bonds for a certain period. Recoveries from a potential liquidation of the cover pool or from
asset amortization are first used to repay any drawdowns of the liquidity line. Mismatches that would
affect the repayment of the covered bonds are not covered by the liquidity line.

In the current market environment, liquidity lines that would cover not only interest payments but also
notional payments of covered bonds, would be rather uneconomical for issuers due to the high costs
involved. Liquidity lines that cover certain interest payments would be a plus for investors but they do
not address the much larger risk of maturity mismatches, which is also reflected in the fact that Spanish
multi-issuer Cédulas also provide a three-year maturity extension (soft-bullet), despite the existence
of an external liquidity line.

PASSING ON RISK

Why is liquidity in a cover pool so important? Taking the investors’ view on the topic, an investor prices
- at the time of the covered bond purchase - the maturity of the bond, and he may also enter into
related swap contracts. Hence, his assessment — among other criteria - is strongly based on the reli-
ability to receive coupon payments and the principal exactly on the promised date. In order to assure
this timely payment, issuers have chosen the one or the other instrument to increase the probability
of timely payment (as discussed above). One common feature in this respect is the use of soft-bullet
structures. Soft-bullet structures allow for the (automatic) extension of the final maturity of the unpaid
amount by a pre-defined period of time (usually 12 months). However, the preconditions for this exten-
sion vary across countries and programs. In the following, we shed some light on the specifics of different
“extension languages” as well as on the question whether soft-bullet structures are priced differently
compared to hard-bullet structure.

Why soft-bullet structures?

Timely payment on bullet bonds becomes key following an issuer event of default. Besides a certain
amount of liquidity held in cover pools, e.g. highly liquid substitution collateral, and access to central
bank facilities, the key challenge is to raise liquidity against the ordinary collateral in the cover pool in
a timely manner. This can be achieved by the administrator of the pool either by selling (parts of) the
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cover pool or borrowing against the cover pool. Especially the sale of (parts of) the collateral depends
on: 1. the time it takes to find a buyer and 2. the amount of money he receives in relation to the nomi-
nal (haircut). Generally speaking, the less time the administrator has to sell collateral, the higher the
haircuts. Thus, giving the administrator sufficient time to execute a collateral sale in an orderly manner
is crucial to the recovery values of covered bonds. This can be achieved through 1. minimum liquidity
provisions, e.g. 180-day liquidity provisions as is the case in Germany or France or pre-maturity tests
in hard-bullet structures; or 2. the extension of the maturity date (soft-bullet structures). In the first
case, the administrator can concentrate on raising the liquidity necessary in month seven and beyond
as, for example, sufficient liquidity for the first six months is given (if stipulated by law or contractual
agreements). In the case of soft-bullet structures, the administrator can extend the maturity of the
covered bonds by the predefined time period, e.g. 12 months, thus preventing a fire sale. This increases
the probability of timely payment (on the extended maturity date) and limits the extent of haircuts.
By using soft-bullet structures, other mechanisms to increase the probability of timely payment can be
avoided or minimized, i.e. the level of overcollateralization (which is costly), and the rating can be lifted,
as rating agencies give credit to features like soft-bullet structures. While both aim at the timeliness of
payments, in the first case (hard-bullet payments) sole responsibility to ensure sufficient liquidity at time
of interest or principal payment lies with the issuer. In the latter case (soft-bullet structures), timeliness
of payment is achieved by involving the investor and extending the maturity of his investment.

Soft-bullet provisions allow for the postponement of bond redemption for a certain period of time. It
ranges from 12 months, which is also the most common soft-bullet extension period for single-issuer
soft-bullet structures, to 24 months or 36 months in the case of Spanish structures, and extends to ten
years or even beyond in the case of covered bonds issued for the purpose of delivery to repurchase pro-
grams. During the extension period, the bonds usually pay the reoffer spread over a pre-defined Euribor
rate plus the original reoffer spread. The key issue is who is empowered to make use of the extension:
the issuer or the cover pool administrator? Linked to this condition is the question whether the failure to
pay from the side of the issuer alone is sufficient for the extension or whether it is the combination of
an issuer failure to pay plus a failure to pay from the side of the cover pool. Regarding the former, when
the issuer failure to pay is sufficient, one might argue that this might facilitate opportunistic behavior to
abuse the extension as an option. The issuer might then - in order to prevent a default and a segrega-
tion event - extend the bonds without direct consequences for the default situation of the issuer. In the
latter case, a segregation event (i.e. the default of the issuer) has to be triggered in order to qualify
for the extension, which in itself excludes opportunistic abuse. Issuers using soft-bullet structures are
commonly found in Canada, Denmark, Finland, Greece, Italy, Norway, and in the US. Some issuers in
the UK, Ireland, the Netherlands, and Portugal also use soft bullets.

General soft-bullet language reads as follows: If an Extended Final Maturity Date is specified as ap-
plicable in the Final Terms for a Series of Ordinary Notes and the Issuer has failed to pay the Final
Redemption Amount on the Maturity Date specified in the Final Terms, then payment of the unpaid
amount by the Issuer shall be deferred until the Extended Final Maturity Date, provided that any
amount representing the Final Redemption Amount due and remaining unpaid on the Maturity Date
may be paid by the Issuer on any Interest Payment Date occurring thereafter up to (and including) the
relevant Extended Final Maturity Date. This leaves the decision about whether or not to pay largely in
the hands of the issuer. This general soft-bullet language can be found in Norway, Finland, Denmark,
Ireland and Portugal.
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The more specific soft-bullet language, which can be found in Italy, the UK, Greece and the Netherlands,
reads as follows: If the Issuer fails to pay the Final Redemption Amount of the relevant Series of
Covered Bonds on the relevant Maturity Date (subject to applicable grace periods) and if the Guaran-
teed Amounts equal to the Final Redemption Amount of the relevant Series of Covered Bonds
are not paid in full by the Guarantor on or before the Extension Determination Date (for example,
because following the service of an Issuer Default Notice on the Issuer and the Guarantor, the Guaran-
tor has or will have insufficient moneys available in accordance with the Guarantee Priority of Payments
to pay in full the Guaranteed Amounts corresponding to the Final Redemption Amount of the relevant
Series of Covered Bonds), then payment of the unpaid amount pursuant to the Covered Bond
Guarantee shall be automatically deferred and shall become due and payable one year later, on
the Extended Maturity Date (subject to any applicable grace period). This empowers the administrator
to extend the maturity of the covered bond.

So the question remains: are investors pricing hard-bullet structures and soft-bullet structures differ-
ently? Moreover, might there even be a differentiation between the different soft-bullet wordings?

With respect to the latter, the answer is relatively simple: No, there is no verifiable price difference be-
tween the two soft-bullet wordings. One reason is that for a single issuer, usually only one of the above
wordings applies and a comparison between different names or even countries contains many other
factors that make it impossible to extract the possible single effect of wording (and there is no example
of which we are aware within a single name). However, investors do pay attention to details and ask for
additional information regarding the specific structure and the specific wording. The topic becomes less
relevant for Finnish or Irish covered bonds, as some issuers either use hard-bullet structures anyway, or
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in the case of soft-bullet structures, the issuer is a specialized financial institution. Therefore the issue
of who is in charge of extending the maturity at a particular stage, becomes comparable to the situation
with a specific language and the segregation of the cover pool following issuer default (funding besides
covered bonds is managed by a subordinated loan from the parent company).

With respect to the question of whether there is a differentiation between hard-bullet and soft-bullet
structures, the answer is more complex. First of all, only the final terms of a covered bond can reveal
whether it is a soft or a hard-bullet structure (especially as the use of hard/soft-bullet structures is not
consistent among issuers in countries where soft-bullet is generally allowed). And even for the same
issuer, there can be the use of soft-bullet as well as hard-bullet structures (e.g. Barclays). The first ex-
ample examines issuers within the same jurisdiction, where some issuers use hard-bullet structures, and
one is using a soft-bullet structure: Australia. The first four issuers of Australian covered bonds (ANZ,
CBA, NAB, Westpac) use all hard-bullet structures so far. The fifth issuer, however, uses a soft-bullet
structure (Suncorp-Metway). The chart below shows that there is a spread differential of around 10bp
between the SUNAU 4.75% 12/16 and the WSTP 5.75% 2/17. At first glance, this might appear to be
attributable to the different bullet structure. However, it is instead a matter of issuer rating (single-A
vs. double-A rating, although the covered bonds are all rated AAA) and issuer specifics, such as bal-
ance sheet size (SUNAU total assets AUD 96bn vs. WSTP AUD 670bn), for example. Hence, the bullet
structure is not the driver of the price difference. The soft-bullet structure was chosen to achieve a AAA
rating for its covered bonds despite having a lower issuer rating. So Suncorp-Metway basically had two
options to achieve a AAA rating for the covered bonds: 1. provide higher overcollateralization (which is
costly), or 2. choose the more “rating beneficial” soft-bullet structure. Hence, the bullet structure is not
the price determining factor, but rather a reflection of rating methodology and asset-liability matching
considerations, among other things.

> FIGURE 4: HARD vs. SOFT-BULLET STRUCTURES — THE EXAMPLE OF AUSTRALIA
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The second example used to pinpoint price differences more accurately is Barclays, which previously
issued hard-bullet covered bonds and then changed to soft-bullet structures in 2011. Barclays perfectly
illustrates that there is no noticeable price differentiation for the two different bullet structures. All
covered bonds in the chart below are issued by the same entity, Barclays, and all have mortgages as
underlying collateral, all have a AAA rating, and the only difference is a 12-month extension period in
case of issuer default (soft-bullet) or no extension period at all (hard-bullet). The two curves are per-
fectly matching. In fact, this paradox could be explained in two ways: either investors are not aware of
the soft-bullet feature or simply do not care, or they do care and do price in a possible extension. The
latter explanation, however, implies that the likelihood that investors assign to a segregation event, in
combination with an extension (please note that a default of the issuer does not necessarily lead to an
extension of the covered bond), is too little to be statistically significant. In other words, from today’s
point of view, a clear answer to the question of whether or not it is priced in cannot be given. The only
theoretical way to do this would be to see an issuer that simultaneously has hard and soft-bullets out-
standing showing a massive deterioration in unsecured credit quality, such that an investor recognizing
the extension risk starts to increase the likelihood thereof.

> FIGURE 5: HARD vs. SoFT-BuULLET STRUCTURES — THE EXAMPLE OF BARCLAYS
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1.12 THE INVESTOR'S PERSPECTIVE

By Ralf Burmeister, DB Advisors

Market participants can surely complain about a lot of things in recent months when it comes to capi-
tal markets in general. But lack of excitement will probably not be found amongst the complaints.
With regard to covered bonds, it is fair to say that they were part of the general volatility as well as
a market being blessed with individual issues.

As it is difficult to put a certain weighting or ranking to the importance of various events since the
publication of the last ECBC Fact Book, it appears appropriate to comment on undisputedly relevant

topics in order to line out future developments, without being in a position to define which of them
are the most important ones:

RATING CHANGES

In a certain way, rating changes have been boring as for the vast majority, investors had to cope with
downgrades. A very few notable exceptions (to our knowledge) have been mergers, in which the weaker
and smaller player might have been given an upgrade due to the inclusion into a larger and stronger
banking group. But in general, it was just a question of how many notches the ratings were lowered.

What was almost impossible to prepare for was the degree of randomness in rating decisions, as the
market had to cope with a bunch of changes in the rating methodologies. While the legitimate desire
of all rating agencies to adopt their individual approaches to new realities has to be acknowledged,
the number and frequency of changes in the corresponding rating methodology was not really helpful
as it has become increasingly difficult to compare ratings over a longer time horizon.

Nevertheless, it is also important to state that rating agencies in general have made a decent step
ahead in providing more information and more transparency in intermediate steps on their way to
their final ratings for covered bonds. What is also quite encouraging for investors in covered bonds is
the fact that only a fraction of the downgrades observed (approx. 10-15% of all rating actions) were
due to deteriorating credit quality of the underlying collateral. The vast majority of downgrades for
covered bonds were triggered through sovereign rating downgrades as well as downgrades on the
level of the bank i.e. the issuer.

The reason behind a particular negative rating action is irrelevant e.g. for the average portfolio rating
which in turn might be part of individual investment guidelines. But it is fair to say that the rating ac-
tions do not necessarily point towards an intrinsic problem in the covered bond space. As this market
is surely connected to a high degree obviously to the banking market as well as to the sovereign credit
quality, it simply cannot decouple itself from spillover effects from these sources.

It is rarely the policy of investors to determine the underlying quality of their investments purely by
external ratings. But it is important to mention that external ratings do have a major effect when it
comes to e.g. index membership of certain bonds and therefore, on the determination of the invest-
ment universe. The Basel Committee states as of early June 2012 that investment decisions shouldn’t
rely to such a large extend on ratings. In turn, there are a lot of non-bank institutional investors that
have to rely on external rating due to their supervisory standards.
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So even in situations where investors are willing to relax their investment guidelines in order to cope
with current rating migration, this process is rather slow and time consuming. The argument also holds
true for mutual fund vehicles, where a change in the investment guidelines can be observed from time
to time, but surely not on a quarterly basis. Accordingly, there is a real danger that negative rating
actions exclude at least temporarily parts of the investor community from certain market segments,
notwithstanding very attractive risk adjusted yields of the bonds concerned in the meantime. Not to
mention that in such an environment of rising spreads and lower ratings it becomes increasingly as
well as understandably difficult to argue for a reopening of risk limits which were closed down due to
rating considerations.

TRANSPARENCY

A lot in the market has been discussed about the topic of transparency. While there are two main
initiatives under way in the field of covered bonds in order to increase transparency, namely the ECBC
Label Initiative as well as the template provided by the Covered Bond Investor Council (CBIC), it is
important to highlight that there are limits to transparency and that more information especially on
the composition of cover assets is surely a good thing to have, but that there are more reasons than
just deteriorating credit quality of underlying cover assets that might turn a specific covered bond into
a burdensome investment.

The law of diminishing returns also applies to the publication of ever more data on the cover pool so
it is fair to ask whether the vast majority of the covered bond investor community has the resources
and capacities to handle e.g. loan-by-loan data and to extract some value added from this kind of
information. Accordingly, as covered bonds are secured bank bonds it is more important to look closer
at the issuer and the corresponding business model.

While arguably the level of transparency provided by issuers differs significantly and surely improve-
ments can be made here, the investor base is also looking forward to receiving more information on
the bank and on the holdings of derivatives in particular in order to properly access counterparty risk,
cash flows in a stressed scenario for the issuers and possibly additional collateral requirements for
the issuer (not necessarily the derivatives concerning the cover pool!) in case of e.g. downgrades.

TRADABILITY

It is not only a phenomenon to be observed in the covered bond market that trading and positioning
a portfolio has become increasingly difficult in the last 12 months. This can also be observed in other
asset classes, even in the European sovereign bond space. What is quite encouraging though is the fact
that the primary market for covered bond has worked and continues to do so and that at least those
investors being active in private placements and non-benchmark issues still are able to acquire paper:
The very active market in USD in early 2012 is also in our view a vote of confidence for that product.

But again, covered bonds cannot decouple themselves from other markets and besides many other
effects, one effect of the Long Term Refinancing Operation (LTRO) surely has been an increased dif-
ficulty to execute trades on both sides of the market, i.e. markets have become more choppy and
pro-cyclical. What was also quite a new market feature is the emergence of tender offers for covered
bonds, which also had consequences for future tradability of the bonds concerned. Hence, it is fair
to say that the secondary market is still the more critical part of the game and that the possibility to
exit a particular investment even in times of stress has become a major ex ante investment decision.
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It is again understandable that banks as major provider for secondary market liquidity are hit by
various regulatory initiatives, forcing them to shrink balance sheets as well as trading book positions.
Nevertheless, it cannot be overemphasized that a decent share of the investor base in the market will
not accept current trading environment indefinitely and might therefore shift out of covered bonds
in their strategic asset allocation. If therefore CDS on covered bonds become an instrument which at
least encourages brokers to take on more positions in the covered bond market, then the introduction
of these instruments is to be welcomed.

RISK PERCEPTION AND REGULATION

Besides the risks already mentioned like rating migration and tradability risks, it is obvious that the state
of domicile of the covered bond issuer is probably the most prominent risk these days. As the current
market surely does not trade exclusively on fundamentals, investors clearly have to analyze the sys-
temic risk as well as the interconnectedness of the financial sector before making investment decisions.

Besides looking at cover pool data, special covered bond legislation and business models of issuers,
all aspects of support, may it be for individual issuers as well as for individual states, have to be ana-
lyzed as well. Therefore, it is unavoidable to incorporate a bit more political analysis in the ongoing
investment decisions - which has not been that necessary just a few years ago.

Another expression for political risk may well be regulatory risk as regulation is the reaction of the
public sector to certain outcomes on financial markets. As we have seen one of the sharpest crises
for decades, it is obvious as well as understandable that there is a broad range of initiatives and legal
steps in order to close loopholes and avoid future shortcomings - which is absolutely legitimate.

The question being asked by investors simply is, whether the answer to the crisis from the public au-
thorities is really holistic - i.e. that all second and third round effects of upcoming regulation are being
considered. While fully agreeing to the goals set out by regulatory bodies to create a more stable and
less risky financial sector it is fair to ask the question of how to make sensible investment decisions
over a long-term horizon of sometimes several years when the rules under which the investment has
to be treated are in constant flux.

One very prominent as well as crucial initiative in the field of regulation in our view is the introduction
of a resolution regime. At a first glance, it is good to see, that covered bonds are excluded from any
kind of upcoming resolution regime on EU level. But the financial world is very interconnected so the
question arises, how issuers will continue to fund the overcollateralization of covered bonds under a
resolution regime - can they access e.g. deposits or could they be possibly forced to lower overcol-
lateralization levels? Will this lead in turn to problems for covered bond issuers and will restrict their
funding possibilities in the unsecured as well as in the secured funding space?

This is just one example of how good, prudent and holistic re-regulation of the financial sector should
be implemented - think about second and third round effects which in total might be larger than the
first round effect and would therefore not contribute to the overall aim of more stable financial markets.
Obviously this is neither an easy task, nor a task that can be achieved quickly as it is surely time-
consuming to develop such cross-checking procedures for regulation. But for the sake of the common
goal of safer financial markets it should be given a try as the current status of drafting various pieces
of regulation individually and accessing their possible market impact well after the implementation
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and not necessarily beforehand in a truly holistic way (at least, this is the current perception amongst
investors) leaves room for improvement.

In the meantime, investors will continue to monitor more closely individual issuers and scrutinize their
complete funding structure as well as weighing all kind of support mechanisms possibly backing either
underlying cover assets, the covered bonds themselves or the issuers. The regulatory preference of
the covered bond compared to other asset classes is surely an incentive to stay in that market. On
the other hand, it cannot be an excuse to escape to complacency and to stop searching for risks and
downside potential in an overall sound asset class.

143




144

ANNEX: THE COVERED BOND INVESTOR COUNCIL

By Nathalie Aubry-Stacey, International Capital Market Association

The ICMA Covered Bond Investor Council (CBIC) has been focusing during the last two years on strength-
ening the covered bond product, through better transparency. In fact, one point of the CBIC’s mission
statement makes a reference to its intent to promote “the high quality, simplicity and transparency of
the product”. The CBIC represents long-standing investors — who believe that only the most secure as-
sets should be used in cover pools, and keeping covered bonds a simple and strong product. With this
statement in mind, enhancing transparency and facilitating better comparison between covered bond
programs has been a natural priority work stream for the CBIC. The Council anticipates that the ongo-
ing and increasing financial market uncertainty will continue to make it necessary for all covered bond
issuers to prioritise the ongoing work of improving transparency to the highest possible standards.

The CBIC European transparency standard that has been open to consultation in the past year is part of
a process to achieve high transparency standards throughout Europe in the long run but not an “all or
nothing” list in the short-term. The template comprises qualitative and quantitative information requests
to fulfil investors’ transparency and information needs. The information required has been agreed by
investors independently from the data requested by rating agencies, and used in their own analytical
models. The CBIC believes that enhanced transparency of the cover pool would help transparency in
the pricing process of covered bonds vis-a-vis senior debt. Moreover the "key concepts” section of the
template provides valuable information behind the figures presented by issuers - and we welcome na-
tional associations’ efforts to agree on national definitions.

Another aim of the project is easier access to information for all investors, big and small. By standardising
information requests from investors through the CBIC template, the transparency template harmonises
their requirements thereby providing issuers with clarity when designing their IT and systems specifi-
cations. Therefore only issuers using the CBIC template will be allowed to post on the dedicated CBIC
webpage - to ensure standardisation and comparability of the data received.

Finally, the CBIC expects that increased transparency will also broaden the covered bond investor base.
Increased transparency will be a minimum requirement to meet new investors’ demands for informa-
tion, notably those coming with a credit analytical tradition, but also provide smaller investors with
better information that they may not be able to access otherwise. Investors should feel free to refer to
the template in bilateral meetings with issuers and use the information provided - or not - as a basis
for deeper discussions.

Since the launch of the project the CBIC has received generally positive feedback from a wide range of
actors, as well as support from a number of important investors in the covered bond market (available on
CBIC webpage www.icmagroup.org/CBIC). The ECB explained that the CBIC transparency initiative was
of “utmost importance” and believed that the CBIC’s work should help inform industry efforts to establish
a covered bond label. Several of the responses highlighted a need for greater clarity and standardisation
of definitions and concepts included in the CBIC’s template. A second round of consultation addressed
these requests — from both issuers and investors - each question has been considered by CBIC mem-
bers and is available on the CBIC European transparency standard webpage. One national association,
the Norwegian FNO, has already published its national template designed on the CBIC template. We
understand that others are also working on their own template.



The CBIC noted the ECBC’s own labelling initiative that includes a transparency list. In its feedback
statement the CBIC highlighted that the assessment of the quality of labelled covered bond programmes
will in fact rest upon the data requirements included in the different national templates, and also the
ability of national associations to agree upon common definitions of key concepts. The ECBC minimum
transparency requirements are seen as a positive starting point and as part of a progression towards the
CBIC transparency template. The CBIC would also encourage ECBC members to focus specifically on the
standardisation of the reporting at European level — along the lines indicated in the CBIC template - to
help investors to easily compare information.
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CHAPTER 2 - GENERIC SECTION
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2.1 OVERVIEW OF COVERED BONDS

By Ralf Grossmann, Société Générale CIB
and Otmar Stocker, Association of German Pfandbrief Banks

2.1.1 INTRODUCTION

Over the past decade, the covered bond market has developed into the most important segment of pri-
vately issued bonds on Europe’s capital markets, with volume outstanding at the end of 2011 amounting
to EUR 2.68 trilliont. Covered bonds were one of the first non state-guaranteed funding instruments of
credit institutions to resume issuance activity after the Lehman default. It is generally accepted that the
covered bond market should play a pivotal role in bank wholesale funding as it provides lenders with a
cost-efficient instrument to raise long-term funding for mortgage or public-sector loans and offer inves-
tors the (non state-guaranteed) top-quality credit exposure on credit institutions. The high importance
of covered bonds for the financial system is also demonstrated by the privileges these instruments enjoy
in various areas of EU financial market regulation.

Today, there are active covered bond markets in over 25 different European jurisdictions and there is a
strong expectation that the covered bond market will continue to grow, especially as national legisla-
tors across Europe have adopted modern covered bond regulations and numerous countries inside and
outside Europe are either in the process of adopting a covered bond legislation or have already done so,
such as Australia, Belgium, Canada, Japan, New Zealand, Romania, South Korea, or US.

> F1Gure 1: CoOVERED BOND LEGISLATION IN EuroPE (As oF AugusTt 2012)
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As well as the introduction of new covered bond legislations, there has been a continuous evolution of
existing legislation, underlining the commitment of issuers, investors and regulators to further reinforce
the quality of the asset class and take on board best practice.

In this Fact Book, you will find more information on all covered bond markets in Europe, including recent
regulatory changes in the different covered bond systems.

2.1.2 HISTORY

The covered bond is a pan-European product par excellence. Its roots lay in ancient Greek mortgages and
Italian and Dutch bonds. Decisive milestones in its development were laid in Prussia (1770), Denmark
(1797), Poland (1825) and France (1852). The issuers ranged from public law “Landschaften” to private
mortgage banks. The aim was first to finance agriculture and later concentrated more on housing and
commercial real estate.

The creation and the expansion of covered bond systems in their different structures and features are a
perfect example of a fruitful and effective exchange of ideas across all European borders. It is very im-
pressive to see how the huge benefit of experience and exchange of international know how contributed
to create the covered bonds in Europe during more than 240 years. In the 19% century, nearly every
European country had a covered bond system. Their success influenced each other. Covered bonds also
played an important role in stabilising financial systems at the end of the 19th century, a time of high
bankruptcies of companies and banks.

Since the mid 20t century, the inter-bank market developed and, with it, a growing retail deposit base
provided funding for mortgage loans. As a result, covered bonds in many European countries lost their
outstanding importance. Some countries did not use their covered bond systems any more or even abol-
ished them. This was the case in Western Europe and especially in Central and Eastern Europe, where
private banking and capital market instruments did not comply with communist theories.

The situation changed when the first German Pfandbrief in benchmark format (Jumbo) was issued in
1995. The bond was issued in order to meet liquidity needs of investors and to provide increased funding
for public sector loans. Since then, the Jumbo market has expanded strongly. The introduction of the
Euro meant that investors could no longer diversify regarding currencies, but intensified their search
for liquid products. Banks needed to look for new funding sources via high credit-quality liquid bonds to
attract international capital investors. Therefore, banks in Western countries revitalised their covered
bond systems to create a competitive capital market instrument.

At the end of the 20% century Central and Eastern European countries reintroduced real estate finance
techniques. Covered bonds were an important element of this process to fund the growing number of
mortgage loans, due to the booming housing markets. The financial crisis further strengthened the im-
portance of covered bonds as the most resilient wholesale term-funding instrument for credit institutions.
As a consequence, we find covered bond systems in nearly all European countries and in the funding
toolbox of an increasing number of credit institutions.

2.1.3 THE PURPOSE OF COVERED BONDS

From the issuer’s perspective the purpose of covered bonds is basically to use a pool of high quality as-
sets, being separated from other assets of the issuer in order to achieve the following benefits:
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Cheap funding in absolute and relative terms and longer term funding

One of the key motivations for the introduction of a high quality funding tool such as covered bonds is
the fact that it has always been difficult to measure the creditworthiness of a bank. Therefore, it is obvi-
ous to use a well-defined funding channel for specific assets through a system, whose credit quality is
delinked as much as possible from the issuing entity. It has to be said that the rating of covered bonds is
not completely de-linked from the issuer rating. Nevertheless, covered bonds generally do offer a good
degree of protection against rating downgrades of the long term rating of the issuing bank.

Investors tend to invest larger volumes into covered bonds

Investors take particular comfort in covered bonds due to their being backed by legally sound mechanism,
offering higher recoveries and more transparency than a senior unsecured bank bond. The regulation
around covered bonds (e.g. UCITS and / or Solvency II) reflects exactly this safety of covered bonds
and, in turn, encourages institutional investors to engage themselves on a larger scale in this highly
regulated market.

Market accessibility

Thanks to the high protection offered to its bond holders, covered bonds are one of the most resilient
funding instruments during financial crisis, often offering issuers better wholesale capital market access
than other bank debt instruments. However, one has to keep in mind that the performance of covered
bonds remains connected to the performance of government bonds of the corresponding state of domi-
cile, in particular, where the latter gets under stress.

2.1.4 THE MACRO-ECONOMIC BENEFITS OF COVERED BONDS

Evidently, funding conditions of the banking sector have important macro-economic repercussions
through credit supply and allocation. Conditions of mortgage credit supply impact the property market
and, therefore, have important long-term effects on consumption and investment behaviour. In that
context, covered bonds as an instrument bringing safety, reliable credit supply and continuously low
credit spreads for borrowers to the mortgage markets are to be welcomed per se. Likewise, public sec-
tor covered bonds have undoubtedly reduced the funding costs of public sector borrowers. Moreover,
homogenous funding instruments for banks lead to higher information efficiency increasing transparency
as regards the pricing of loans (e.g. refer to the Danish mortgage bond system).

Covered bonds have also an important role to play in the context of financial stability. The moral hazard
problems surrounding MBS products, one of the key factors for the 2008 financial crisis, is mitigated by
using covered bonds, as the issuer still retains the credit risk of the underlying loans. This advantage of
covered bonds was also highlighted by the ECB in its Financial Integration Report (April 2010). Moreo-
ver, covered bonds make banks less susceptible to market turmoil decreasing the reliance on senior
unsecured funding and interbank markets.

The ECB has acknowledged the prominent role of covered bonds and stated in January 2011:”A smoothly
functioning covered bond market is highly important in the context of financial stability.”? It is a declared
goal of upcoming new banking regulation that certain banks should adapt their business models and,

2 See: The impact of the Eurosystem’s covered bond purchase Programme on the primary and secondary Markets; Occasional Paper series, No
122 /January 2011, page 9.
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accordingly, their funding mix. Therefore, it can be expected that covered bonds will increasingly be used
worldwide by bank treasuries for their funding optimisation processes, as also other regulatory bodies
expressed their positive view on this way of secured funding.

However, it should be taken into account that the issue of asset encumbrance has been raised by many
market participants and politicians meanwhile. The amount of assets of a bank, which are reserved for
special creditors and therefore would not be part of an insolvency estate of this bank, is analysed more
and more. This is not an issue of covered bonds only, but also of collateral for central bank funding, repo
transactions and for derivative partners. Special concerns are on the side of those investors, who are
investing into senior unsecured bank bonds and who are facing risks of bail-in regulation from EC level.
There is no perfect solution, which could satisfy all conflicting needs. Therefore, it is of fundamental
importance that there is an European-wide understanding that covered bonds - regarding their cover
assets - need priority including exemption from bail-in regulation.

The positive effects of covered bonds outlined in this section are clearly dependent on the extent of use
of covered bonds within a particular country compared to the size of the domestic mortgage market
and the alternative funding tools for banks (and their price) besides just covered bonds. The following
chart provides data on the size of the covered bond market in most jurisdictions relative to the volume
of residential loans outstanding. Most of the countries have experienced continuous growth of covered
bonds as part of banks’ real estate funding over the last few years with the steepest increase between
2007 and 2008 (for a more detailed breakdown of the underlying data, see the tables below)

> FIGURE 2: MORTGAGE BACKED COVERED BONDS AS % OF RESIDENTIAL MORTGAGE LOANS
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2.1.5 MORTGAGE - PUBLIC SECTOR - SHIP

The major categories of cover assets are mortgage loans, public sector loans and ship loans. The range of
eligible cover assets is defined by a country’s covered bond system. Covered bonds backed by mortgage
loans exist in all countries with covered bond systems. Covered bonds to fund public sector lending (to
national, regional and local authorities) are relevant in a limited number of European countries (Austria,
France, Germany, Ireland, Italy, Luxembourg, Poland, Portugal, Spain and UK). Covered bonds backed
by ship loans are rarer but can be found in Denmark and Germany.

> FIGURE 3:TOTAL OUTSTANDING COVERED BONDS BY UNDERLYING ASSETS, 2003 10 2011
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Source: EMF/ECBC - Covered bonds outstanding at the end of 2011.

2.1.6 COMPARATIVE COVERED BOND FRAMEWORK DATABASE

The ECBC Technical Issues Working Group conducted a comparative analysis, based on a questionnaire,
with the responses to 36 frameworks presented in an on-line database at www.ecbc.eu. The question-
naire and the comparative overview are divided into 9 sections covering the essential features of covered
bond systems. In addition, links are provided to the covered bond section of all issuers’ websites, as
well as covered bond legislation in English. Here, we highlight some of the results of that comparative
overview.

Structure of the issuer

In all of the countries that participated in our comparative analysis, the covered bond issuers are regu-
lated institutions. A classification of covered bond systems by type of issuer results in the following four
categories:

> Universal credit institutions
> Universal credit institutions with a special license
> Specialised credit institutions

> Special purpose entities
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Framework

In most European countries, the issuance of covered bonds is regulated by specific covered bond legisla-
tion. In some countries contractual arrangements are applied. Both types of framework set the rules for
important features such as eligible assets, specific asset valuation rules, assets-liability-management
guidelines and transparency requirements.

Identification of the legal framework for bankruptcy of the issuer of covered bonds is of particular impor-
tance. The legal basis in case of bankruptcy of the covered bond issuer is provided either by the general
insolvency law or by a specific legal framework superseding the general insolvency law.

Cover assets

The eligible cover assets in existing European covered bond systems range from exposures to public
sector entities, mortgage and housing loans, exposures to credit institutions, senior MBS issued by se-
curitisation entities to ship and aircraft loans. Some covered bond systems distinguish between regular
cover assets (usually mortgage, housing, public sector, ship loans and senior MBS) and substitution
assets, where the latter is often subject to quantitative restrictions.

The geographical scope for cover assets ranges from the domestic area only, over EEA countries up
to OECD countries. A feature that gained importance is the existence of regular covered bond specific
disclosure requirements to the public. Existing covered bond systems offer a broad range of different
solutions. One can find disclosure requirements regulated by law, by contract, on a voluntary basis, or
no regulation at all.

Valuation of mortgage cover pool & LTV criteria

Most countries have legal provisions or at least generally accepted principles for property valuation. In
most cases the property valuation is based on a mortgage lending or prudent market value. LTV limits
for single assets are similar as well, e.g. ranging for residential mortgage loans from 60% to 80%. In
some countries, there are additional LTV limits on a portfolio basis.

Asset-liability guidelines

Asset-liability guidelines exist in most of the covered bond systems, but large differences in technical
details and the degree of explicit regulation (e.g. by law, by supervisor, issuer’s by-laws, contractual
provisions or business policy) make a detailed comparison rather difficult. One often applied rule is the
‘cover-principle’, which requires that the outstanding covered bonds must at all times be secured by cover
assets of at least equal nominal amount and yielding at least equal interest. Some covered bond systems
have implicitly or even explicitly introduced additional net-present value asset/liability matching rules.

Similar, mandatory over-collateralisation (on a nominal or net-present value basis) plays an important
role as a risk mitigation tool in some covered bond systems. Derivatives constitute an increasingly im-
portant class of risk mitigating instruments in covered bond asset-liability management. In numerous
covered bond systems, derivatives are explicitly allowed in the cover pool for hedging purposes.

Cover pool monitor & banking supervision

Compliance with Article 52(4) UCITS Directive has already led to some standardisation in cover pool
monitoring and banking supervision. Most covered bond systems have established an external, independ-
ent cover pool monitor who must have appropriate qualifications. Moreover, in most countries national



banking supervisors (and in some cases, financial market regulators) exercise special supervision of
covered bonds in order to fulfil Article 52(4) UCITS.

Segregation of assets & bankruptcy remoteness

European covered bond systems use different techniques to protect covered bondholders against claims
from other creditors in case of insolvency of the issuer. Most systems establish by law or by contract
the segregation of covered bonds and cover pools from the general insolvency estate. In other covered
bond systems, the protection of covered bondholders is achieved through a preferential claim within
the general insolvency estate.

One important widespread common characteristic is that covered bonds in Europe do not automatically
accelerate if the issuer becomes insolvent. Numerous covered bond systems have provisions that al-
low derivatives to become part of the cover pool with the purpose to hedge interest rate or currency
mismatches. Derivative counterparties can rank pari passu or subordinated to covered bondholders.
In covered bond systems, covered bondholders have recourse to the issuer’s insolvency estate upon a
cover pool default (pari passu with unsecured creditors or even superior to them).

Risk weighting & compliance with European legislation

From our sample, most fulfil the criteria of Article 52(4) UCITS. In many countries, the covered bond
legislation completely falls within the criteria of Annex VI, Part 1, Para. 68 (a) to (f) of the CRD (2006/48/
EC). There are proposals to amend the legislation on the way in several countries. In the other countries,
the CRD criteria are not fulfilled or not applicable. Moreover, in most of the participating countries in
our survey, covered bonds are eligible in repo transactions with the national central bank and special
investment regulations for covered bonds are in place.

2.1.7 SUCCESS OF THE INSTRUMENT

The covered bond is one of the key components of European capital markets. The amount of outstanding
mortgage covered bonds is equivalent to around 20% of outstanding residential mortgage loans in the
EU. The volume outstanding at the end of 2011 amounted to 2.68 trillion EUR (covered bonds covered by
mortgage loans, public-sector loans and ship loans), which represents an increase of 5% year on year. The
five largest issuing countries in 2011 were Denmark, France, Spain, Germany and Sweden respectively.

Covered bonds play an important role in the financial system and thereby contribute to the efficient al-
location of capital and ultimately economic development and prosperity.

155




> FIGURE 4: VoLUME ouTsSTANDING CB 1N Europe END oF 2011 1N EUR miLLION

Public Sector Mortgage Ships Mixed Assets Total
Australia 0 2,142 0 0 2,142
Austria 27,223 12,547 0 0 39,770
Canada 0 38,610 0 0 38,610
Cyprus 0 5,200 0 0 5,200
Czech Republic 0 8,546 0 0 8,546
Denmark 0 345,529 5,999 0 351,528
Finland 0 18,758 0 0 18,758
France 77,835 198,395 0 89,768 365,998
Germany 355,673 223,676 6,641 0 585,990
Greece 0 19,750 0 0 19,750
Hungary 0 5,175 0 0 5,175
Ireland 31,760 30,007 0 0 61,767
Italy 12,999 50,768 0 0 63,767
Latvia 0 37 0 0 37
Luxembourg 26,700 0 0 0 26,700
Netherlands 0 54,243 0 0 54,243
New Zealand 0 3,656 0 0 3,656
Norway 3,759 91,852 0 0 95,611
Poland 112 527 0 0 639
Portugal 1,400 32,283 0 0 33,683
Slovakia 0 3,768 0 0 3,768
Spain 32,657 369,208 0 0 401,865
Sweden 0 208,894 0 0 208,894
Switzerland 0 71,881 0 0 71,881
United Kingdom 3,656 194,783 0 0 198,439
United States 0 9,546 0 0 9,546
EU-27 570,015 1,782,093 12,640 89,768 2,454,516
Total 573,774 1,999,780 12,640 89,768 2,675,962

Source: EMF/ECBC

Notes:

In Denmark, numbers have been revised in the 2010 edition of the ECBC Fact Book. The main revision is due to the refinancing activity of inter-
est reset loans based on bullet bonds at the end of the year, both the new bonds issued for refinancing and the bonds they are replacing have
up until the 2009 edition been included in ultimo figures. As of the 2010 this double count has been excluded in the data to give an appropriate
figure for the total outstanding.

In France, the column “mixed assets” refers to the covered bonds of Compagnie de Financement Foncier, where the mortgage and public sector
assets are put in the same pool and as such, no specific asset is linked to a specific bond issue.

In Spain, the data on the table only includes the volume of issuances/outstanding listed in the national market through AIAF. Covered bonds listed
outside AIAF (e.g. US, London, Luxemburg, etc.) are not included in the Statistics.
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2.1.8 BENCHMARK COVERED BONDS

The Benchmark covered bond market constitutes the most liquid segment of the covered bond market.
A Benchmark-format covered bond is a Euro-denominated, bullet maturity, fixed annual coupon bond
with a defined minimum outstanding volume (nowadays min EUR 500m). In order to enhance second-
ary market liquidity, investment banks involved in bringing benchmark covered bonds to the market
are committed to quote two-way prices to investors. Due to persisting high market volatility in fixed-
income markets, bid-offer spreads in covered bonds may fluctuate significantly with negative impact on
secondary market trading activity and unsatisfactory post-trade price transparency. The ECBC is actively
contributing to an industry-driven solution to improve post-trade transparency with the ultimate goal to
enhance secondary market liquidity.

Benchmark covered bonds are primarily issued with maturities between 5 and 10 years, but shorter
maturities of minimum 2 years and long maturities of 15, 20 years and longer play a role as well. In
2012 year-to-date, Benchmark covered bonds with maturities of 10Y account for 27% (22% in 2011) and
maturities over 10Y represent 7% of total supply (7% in 2011). The current total outstanding volume
of the benchmark covered bond market is approximately EUR 1000 bn (approx. 12% of liquid euro-
denominated bonds). Thus, the benchmark covered bond market is the second largest bond market in
Europe after Government bond markets.

> FIGURE 5: BENCHMARK COVERED BOND SUPPLY
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2.1.9 WHO INVESTS IN COVERED BONDS?

Covered bonds are attractive financial investments because they offer excellent credit quality, secondary
market liquidity, international diversification and a large choice of maturities. Moreover, covered bonds
enjoy privileged treatment in different areas of EU financial market regulation.

From a credit risks perspective, covered bonds are placed between government bond markets and
unsecured financial resp. corporate bond markets. Due to the strong bondholder protection and the
nature of the cover assets, covered bonds are not completely correlated with government bonds or with
financial/corporate bonds. As a result, they offer interesting diversification opportunities to investors.

The investors of covered bonds range from small private investors to large institutional investors, the
latter dominating the covered bond market. The main groups of institutional covered bond investors are
credit institutions, investment funds, pension funds, insurance companies and central banks. In terms of
geographical distribution, demand for Benchmark covered bonds becomes increasingly international with
Germany, Scandinavia, France, Spain, Ireland, the Netherlands and UK being the major investor areas.

> FIGURE 6: BENCHMARK COVERED BOND PRIMARY MARKET PLACEMENT BY COUNTRY / GEOGRAPHICAL AREA (AVERAGES 2012)
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> FIGURE 7: BENCHMARK

COVERED BOND PRIMARY MARKET PLACEMENT BY TYPE OF INVESTOR (AVERAGES 2012)
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2.2 REGULATORY ISSUES

2.2.1 MIFID: THE PERILS OF UNINTENDED CONSEQUENCES

By Richard Kemmish, ECBC Market Related Issues Working Group Chairman

With all of the other regulatory changes crossing your desk, at once complex, evolving and above all
significant, you could easily be excused for overlooking one of the less glamorous and less discussed
regulations: MiIFID, the Markets in Financial Instruments Directive. But that would be a mistake.

MiIFID, or more accurately MiFIR (see below), has laudable enough objectives: increasing competition
and investor protection in the market for financial services. But the covered bond community has raised
several very real concerns about the way that European Commission intends to achieve these objec-
tives. Truly, the devil is in the detail. And within the complex, impenetrable detail that is MiFIR there
are several rules likely to have unintended - and adverse - consequences on the way in which we trade
covered bonds.

Other parts of the fixed income markets have raised similar concerns to ours but there is a feeling on
covered bond trading desks that we will be one of the areas hardest hit by the directive’s shortfalls. We
know the vital importance of secondary market liquidity to the unique value proposition that is covered
bonds, and our aspiration to a high level of liquidity (arguably an artificially high level). And we trade
them by phone, which causes even more problems.

MIFID, MIFID-2 AND MIFIR

MiFID-1, came into force in 2004 with full implementation 3 years later. Its main focus was the equity
markets where it was seen to introduce some helpful transparency and fairness rules. And therein is
the seed of the current problem. The equity and bond markets are very different and an inappropriate
application of rules that were appropriate for equities could be counterproductive, particularly in the
bond market.

But, in October 2011, the European Commission published the next development; MiFID-2 and MiFIR,
which would apply much more broadly, including to the vast majority of the covered bond market. The D
in MiFID stands of course for “Directive” but, in fact, most of the new proposals are contained in MIFIR;
R is for “Regulation”. The distinction is important, a Directive under EU law must be implemented by
Member States and can be adapted for local specificities. A Regulation, in contrast, applies to everyone
in the EU immediately, with limited room for local interpretation.

So, what's the problem?

MiIFID contains many provisions, only a few of which are potential problems for the way we trade covered
bonds. The key problems raised by members of the ECBC’s Market Related Issues Working Group in a
consultation process were the following:

> Inability of some counterparties to participate

There are several forums allowed by MIiFID on which bonds can be traded, for example regulated
markets or Multi-lateral Trading Facilities (MTF). Whereas the rules for MTFs would have been
relevant in the past, for our current purposes the relevant rules are those which govern so called
Systematic Internalisers (SI), essentially market makers.
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But to be a market maker is not the same as being an SI. It's much more onerous than that and
only the largest trading houses in the market have achieved this status so far. As the covered bond
market, more than its peers, relies for its liquidity on small and medium or regionally focussed
traders and end investors - none of whom are likely to qualify as SIs — we have the most to lose.
Worst case, these smaller operators will be forced to route their orders via the large Sls, which
hardly helps MIFID increase competition for financial services.

Pre-trade price transparency

Article 17 of MIFID requires that if an SI makes a price available to one customer they have to make
it available to all. And when the trade is below a certain size they have to make that information
public “in a manner which is easily accessible to other market participants.”

Sounds fair enough - in theory we shouldn’t have a situation where some investors get better
prices than others. But in covered bond land investors have high expectations, they expect to be
able to trade large, "market moving” positions often on old bonds at only small discounts to the
mid market price. Maybe these expectations are unrealistic but the only way that they can ever
be achieved is if the market maker providing the price has confidence that the entire market isn’t
aware of the trade and its level. Full “pre-trade price transparency” is hardly conducive to that.

Post-trade price transparency

Reporting the prices at which bonds can be traded is one thing, reporting the price at which they
have been traded is another. But it raises similar problems, market makers being unwilling to
transact uber-tickets if the whole market is aware of the trade. Covered bond market makers have
often argued that informational asymmetry is the quid pro quo for them being prepared to trade
in ticket sizes that are not justified by the ‘natural’ liquidity of the product.

With this however, there is room for a compromise. For example trades above a ‘significant size’
threshold could be subject to a reporting delay. Clearly there are practical problems, a significant
size in one bond is different from a significant size in another, and what is the appropriate delay?

Trading format

In the past, covered bonds were traded on multi-lateral trade facilities, maybe they will be again,
and certainly several of the operators of these facilities are working on “MiFID-friendly” upgrades.
But until the day that market makers are comfortable with the new wave MTFs, the overwhelming
majority of trades will continue to be bilateral, usually over the phone.

In addition to the commercial problems of pre-trade price transparency there is a very real and
very practical problem of how a market maker is going to notify all of their customers of every price
that they show when those customers aren’t in the habit of looking at screens for their covered
bond prices.

Disruption to existing (functioning) reporting regimes

In addition to these general concerns, one small but important issue raised by a member of the
Working Group is that even though post-trade price transparency might not work in the euro mar-
ket it does work in Denmark. It is, of course, impossible to generalise from Denmark to the rest
of Europe but the transition to a “one-size fits all” reporting regime would undoubtedly disrupt the
existing highly transparent market there.
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What next?

In theory MIFID should go live by 2014 with full implementation by 2017, but timelines are there to be
broken. Until it is implemented there are three main areas where we can expect developments.

The ECBC through its Market Issues Working Group has, in common with many other industry bodies,
submitted comments on the proposals. Whether these will be taken on board is unclear. But we are not
alone - other industry bodies have raised very similar concerns.

The European Securities & Markets Authority (ESMA) will be working on the draft technical standards to
support the Directive/Regulation. These will provide a calibration of those areas where there is a scope
for compromise, such as the delayed reporting for larger trades. Again, the ECBC will look to engage
with ESMA to ensure that these technical standards are appropriate.

And the trading patterns of covered bonds will continue to evolve. The providers of trading platforms are
upgrading their products both to conform to the new MiIFID regime and to meet the needs of covered
bond market makers in these volatile times.
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2.2.2 SOLVENCY II UPDATE — BIG WINNER OF MOST RECENT PROPOSAL IS THE AA COVERED
BOND SECTOR...

By Florian Eichert, Crédit Agricole CIB
and ECBC Statistics & Data Working Group Chairman

Despite having been discussed for a long time already, according to the Financial Times(FT) weekly
review of the fund industry, about 37% of respondents to a recent Ernst & Young study still rated their
understanding of Solvency II as poor. And considering the complexity of it this doesn’t come as a major
surprise.

The latest document on Solvency II is a draft version by the European Commission that was handed out
to a limited number of people in October 2011. Below we want to give everyone a heads-up on this latest
proposal as capital charges have been adjusted for covered bonds compared to the numbers from QIS 5.

Capital charges in the spread risk module

The spread risk module is one of the biggest drivers of capital charges under Solvency II. In QIS 5 there
were two problems for covered bonds:

> Covered bonds only received beneficial treatment as long as they were rated AAA. A downgrade to
AA+ meant they were treated like senior unsecured exposure with capital charges almost doubling.

> There was a linear relationship between duration and capital charges making it less attractive for
insurance companies to invest at the long end.

The most recent Solvency II proposal addresses both problems:

> A separate category for AA+ to AA- rated covered bonds has been created, which has a 0.9%
capital charge per year of duration.

> The linear relationship between duration and capital charge is broken up after five years with capital
charges for covered bonds going up by 0.5% for every year of duration after that.

The big winners in the new proposal are AA rated covered bonds. Their capital charge, especially for the
longer dated maturities, drops considerably. First of all the starting point is not 1.1% anymore, as was
the case under QIS 5, but 0.9% and the subsequent increases after year five are significantly smaller.
For a 10 year AA rated covered bond the capital charge is about 4% less at 7%.

To compensate for the improved AA rated covered bonds treatment, the capital charge for AAA rated
covered bonds has gone up slightly from 0.6% to 0.7%. The aggregate effect after taking into account
the different duration treatment is minimal though.

All of these changes have a number of consequences on relative capital charges, and therefore on re-
quired spread differences between covered bonds and other products.
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FIGURE 1: OVERVIEW OF CAPITAL CHARGES FOR COVERED BONDS OTHER ASSET CLASSES (%) PER YEAR OF DURATION UNDER THE
CURRENT PROPOSAL VS THE QIS 5 RESULTS (AS INDICATED IN BRACKETS)
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Product 5 to 10 years
AAA covered | 0.7%* | 3.5% + 0.5%%* 0.7 1.4 2.1 2.8 3.5 4.0 4.5 5.0 5.5 6.0
dur. (dur. -5) (0.6) | (1.2) | (1.8) | (2.4) | (3.0) | (3.6) | (4.2) | (4.8) | (5.4) | (6.0)
AA + to AA- | 0.9%* |4.5% + 0.5%%* 0.9 1.8 2.7 3.6 4.5 5.0 5.5 6.0 6.5 7.0
covered dur. (dur. -5) (1.1) | (2.2) | (3.3) | (4.4) | (5.5) | (6.6) | (7.7) | (8.8) | (9.9) [(11.0)
A+ to A- 1.4%* [ 7% + 0.7% * 1.4 2.8 4.2 5.6 7.0 7.7 8.4 9.1 9.8 10.5
covered dur. (dur. -5) (1.4) | (2.8) | (4.2) | (5.6) | (7.0) | (8.4) | (9.8) |(11.2)|(12.6) | (14.0)
AAA to AA- |0,0% |0,0% 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
sovereign (0.0) | (0.0) | (0.0) | (0.0) | (0.0) | (0.0) | (0.0) | (0.0) | (0.0) | (0.0)
A+ to A- 1.1%* | 5.5% + 0.58%* 1.1 2.2 3.3 4.4 5.5 6.1 6.7 7.2 7.8 8.4
sovereign dur. (dur. -5) (1.1) | (2.2) | (3.3) | (4.4) | (5.5) | (6.6) | (7.7) | (8.2) | (9.9) |(11.0)
AAA corpo- |0.9%* |4.5% + 0.53%* 0.9 1.8 2.7 3.6 4.5 5.0 5.6 6.1 6.6 7.2
rate dur. (dur. -5) (0.9) | (1.8) | (2.7) | (3.6) | (4.5) | (5.4) | (6.3) | (7.2) | (8.1) | (9.0)
AA+ to AA- 1.1%* [5.5% + 0.58%%* 1.1 2.2 3.3 4.4 5.5 6.1 6.7 7.2 7.8 8.4
corporate dur. (dur. -5) (1.1) | (2.2) | (3.3) | (4.4) | (5.5) | (6.6) | (7.7) | (8.8) | (9.9) [(11.0)
A+ to A- 1.4%* | 7% + 0.7% * 1.4 2.8 4.2 5.6 7.0 7.7 8.4 9.1 9.8 10.5
corporate dur. (dur. -5) (1.4) | (2.8) | (4.2) | (5.6) | (7.0) | (8.4) | (9.8) |(11.2)|(12.6) | (14.0)
AAA secu- 7%* 7 14 21 28 35 42 42 42 42 42
ritisation dur.
AA securiti- | 16%* 16 32 48 64 80 80 80 80 80 80
sation dur.

* values in brackets are from QIS 5

FI1GURE 2: IMPACT OF PROPOSED CHANGES ON REQUIRED SPREAD DIFFERENCE BETWEEN COVERED BONDS AND OTHER ASSET CLASSES

AAA senior

AAA sovereigns AAA covered bonds AA covered bonds A unsecured
unsecured
AAA covered bonds | Increase - Decrease Decrease Decrease
AA covered bonds Decrease Decrease - Increase Increase

Source: Crédit Agricole CIB

As a result of the slightly higher capital charge, AAA rated covered bonds lose a little bit of their edge
over senior unsecured bonds and the capital charge difference to highly rated sovereign bonds increases
slightly. The new rules have the biggest positive impact on AA rated covered bonds though, which is
crucial as more and more bonds are downgraded to below AAA these days.

In the past it had been a major concern to see a downgrade from AAA to AA+. For an insurance company
which has an internal required rate of return on capital of 15%, the required spread difference in the
ten year segment used to be 41bp. This figure now shrinks to a mere 12bp. In the five year segment,
the difference goes from 23bp to only 9bp.



> FIGURE 3: SPREAD NEEDED TO COMPENSATE FOR ADDITIONAL CAPITAL BETWEEN AAA RATED COVERED BONDS AND ...
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When looking at the comparison between covered bonds and RMBS one thing becomes apparent:

> Securitisations are the big loser of Solvency II and even the current proposal did not do much to
address this.

> Capital charges for 5Y AAA covered bonds are only 1/10 of these for AAA rated securitisations
(3.5% vs. 35%). AA rated 5Y covered bonds have a little more than 1/20 the capital charge than
an AA rated securitisation (4.5% vs. 80%).

Especially in the residential mortgage sector we would expect insurance companies to maintain their
focus on covered bonds and away from RMBS. In the commercial mortgage market, even though covered
bonds are much better off than CMBS, the most attractive instrument for an insurance company from
a capital perspective is still the underlying commercial mortgage loan.

So what is our take on the new proposal...?

The recent changes are positive for covered bonds in general and especially for the AA rated sector. After
many investors have already turned their focus away from the AAA rating level, the insurance sector
was the last group out there for which a downgrade below AAA had a significant economic meaning.

The difference between AAA and AA rated covered bonds will still be there but compared to the QIS 5
numbers it has become very small. As is the case within the banking sector, the relevant rating level
to focus on these days is AA-. Dropping below this level will mean that covered bonds will be treated
as senior unsecured exposure, with capital charges in the 5Y sector going up from 4.5% to 7%. We
would expect the negative bias towards below AAA rated covered bonds, that we have from time to
time witnessed in the insurance sector, to be much less of a factor now as long as we stay within the
double A category.

The adjusted treatment of longer dated maturities across asset classes reduces the capital charges
quite significantly across the board beyond five years. Regulators apparently try to incentivise insur-
ance companies to remain active at the long end of the curve, also in non-government bond segments.
As such, this can be seen as at least the beginning of harmonisation across the banking and insurance
sector regulation landscape which was initially missing.
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Slightly amended timeframe

According to the FT, the Commission has slightly changed the timetable for Solvency II. The final imple-
mentation date still is 1 January 2014, this has not changed. What has changed however is the publica-
tion date of the final rules. The European Commission has pushed this one back by 9 months to 30 June
2013 blaming delays in the legislative process. Essentially this will mean that insurance companies will
have less time to get their internal models approved. It might happen that initially a bigger number will
have to start with the standardised model which will require more capital.

As a last piece of news, a recent article in the Financial Times Germany mentioned that Solvency II could
be phased in over a number of years. As opposed to making Solvency II binding for all of an insurance
company'’s assets and liabilities, the article said it could be compulsory for new contracts only first. We
have no idea how to do this practically but it would obviously reduce the initial burden on the insurance
sector and subsequently help lower rated covered bonds for some time.



2.2.3 COVERED BONDS AND EU BANKING REGULATIONS

By Fritz Engelhard, Barclays Capital

The regulatory landscape continues to evolve, which means that investors and issuers need to keep
an eye on future regulatory changes when making decisions. This chapter provides an overview of the
capital requirements for covered bonds under the European Commission’s proposal on regulations for
credit institutions. It also describes the treatment of covered bonds under the newly proposed liquidity
risk management rules.

On 20 July 2011 the European Commission adopted a new “legislative package” for the regulation of
the banking sector. It replaces the Capital Requirement Directives 2006/48 and 2006/49 and consists
of two new proposals, a new directive which governs access to deposit-taking activities and a new
regulation which establishes prudential requirements. In its meeting on 14 May 2012, the European
Parliament’s Economic and Monetary Affairs Committee voted on 1643 amendments to the legislative
“CRD 1V package” and on 15 May 2012, the EU’s Economic and Financial Affairs Council agreed on a
general approach regarding the "CRD IV package”. On 12 June 2012, the European Parliament adopted
the “CRD IV package” at first reading.

The foundations for the prudential rules on capital and liquidity requirements are set in the directive in
Title VII (Prudential supervision), Chapter 2 (Review Processes), Section II (Arrangements, processes
and mechanisms of institutions), Sub-Section 2 (Technical criteria concerning the organisation and treat-
ment of risks). Article 77 of Sub Section 2 assigns the duty to “competent authorities” to ensure that
credit institutions have appropriate credit and counterparty risk management rules in place. Article 84
of Sub Section 2 obliges “competent authorities” to put measures for appropriate liquidity risk manage-
ment in place and article 85 addresses the “risk of excessive leverage”.

The detailed rules on capital requirements and liquidity risk management are not part of the directive,
but part of the regulation, the so-called “single rule book”, which banks throughout the EU must respect.
Consequently, national options and discretions which were available under the directive scheme will be
removed. Member states will only be allowed to apply stricter requirements where these are (a) justi-
fied by national circumstances and (b) needed to maintain financial stability or (c) because of a bank'’s
specific risk profile. The regulation consists of eleven parts and five annexes.

DEFINING COVERED BONDS

The definition of covered bonds is stipulated in Part Three (Capital requirements), Title II (Capital re-
quirements for credit risk), Chapter 2 (Standardised approach), Section 2 (Risk weights) under article
124. It almost mirrors the definition of covered bonds under the previously relevant capital requirements
directive. One minor difference lies in the fact that national regulators will have the discretion to allow
the inclusion of substitute assets rated single-A (qualifying for “credit quality step 2”) of up 10% of the
total outstanding covered bonds where the limitation to exposures qualifying for credit quality step 1
would prevent adequate diversification.

Article 124 refers to the criteria of article 52(4) of the EU Directive 2009/65 (Directive on Undertakings of
Collective Investment in Transferable Securities or UCITS) and additionally stipulates a series of eligibility
criteria for cover assets. UCITS 52(4) gives a legal definition of a covered bond along the following lines:

1 http://ec.europa.eu/internal_market/investment/ucits_directive_en.htm.
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>

The covered bond must be issued by an EU credit institution.

The credit institution must be subject to special public supervision by virtue of legal provisions
protecting the holders of the bonds.

The investment of issuing proceeds may be effected in eligible assets only; the eligibility criteria
are set by law.

Bondholders’ claims on the issuer must be fully secured by eligible assets until maturity.

Bondholders must have a preferential claim on a subset of the issuer’s assets in case of issuer default.

Beyond these more formal rules, a series of eligibility criteria for cover assets are stipulated. The eligi-
bility criteria set a 10% limit for the use of RMBS and CMBS notes and allow an unlimited use of RMBS
and CMBS notes only until 31 December 2013 and only in cases where the underlying mortgages were
originated within the same consolidated banking group, where a member of the same banking group
holds the first loss tranche and where the notes are at least rated AA-. According to the adopted criteria,
the asset pool of a covered bond may include:

a) Exposures to or guaranteed by central governments, central banks, public sector entities, regional

governments and local authorities in the EU.

b) Exposures to or guaranteed by third country central governments, non-EU central banks, multilat-

eral development banks, international organisations with a minimum rating of AA- and exposures
to or guaranteed by non-EU public sector entities, non-EU regional governments and non-EU local
authorities with a minimum rating of AA- and up to 20% of the nominal amount of outstanding
covered bonds with a minimum rating of A-.

c) Substitute assets from institutions with a minimum rating of AA-; the total exposure of this kind

shall not exceed 15% of the nominal amount of outstanding covered bonds; subject to consulta-
tion with the EBA, authorities might allow the inclusion of substitute assets rated at least -A of
up 10% of the total outstanding covered bonds where the limitation to exposures qualifying for a
minimum rating of AA- would prevent adequate diversification; exposures caused by transmission
and management of payments of the obligors of, or liquidation proceeds in respect of, loans secured
by immovable property to the holders of covered bonds shall not be comprised by the 15% limit;
exposures to institutions in the EU with a maturity not exceeding 100 days shall not be comprised
by the AA- rating requirement, but those institutions must as a minimum qualify for an A- rating.

d) Loans secured by residential property or shares in Finnish residential housing companies up to an

LTV of 80% or by senior RMBS notes issued by securitisation entities governed by the laws of a
Member State, provided that the relevant supervisory authorities ensure that at least 90% of the
assets of such securitisation entities are composed of mortgages up to an LTV of 80% and the notes
are rated at least AA- and do not exceed 10% of the nominal amount of the outstanding issue.

e) Loans secured by commercial immovable property or shares in Finnish housing companies up to

an LTV of 60% or by senior CMBS notes issued by securitisation entities governed by the laws of
a Member State provided that the relevant supervisory authorities ensure that at least 90% of
the assets of such securitisation entities are composed of mortgages up to an LTV of 60% and the
notes are at least rated AA- and do not exceed 10% of the nominal amount of the outstanding is-
sue; national regulators may allow also for the inclusion of loans with an LTV of up to 70% in case



a minimum 10% over-collateralisation is established and such over-collateralisation is protected
in case the respective issuer is subject to insolvency procedures.

f) Ship mortgage loans with an LTV of up to 60%.

The use of “immovable property” as collateral for covered bond assets is restricted and must meet
specific legal and valuation requirements set out in articles 203 and 224(1) of the new regulation.
The legal requirements include the enforceability of the mortgage charge, the ability to realize the
security value of the protection within a reasonable timeframe and adequate insurance against risk
of damage. The valuation requirements stipulate that properties should be valued by an independ-
ent valuer and be documented in a transparent and clear manner.

PLANNED AMENDMENTS

Within the amendments to the legislative "CRD IV package” adopted by the European Parliament’s
Economic and Monetary Affairs Committee in May, a number of changes also refer to the definition
of covered bonds. For example, the latest proposal enhances the eligible residential property loans to
residential loans fully guaranteed by an eligible protection provider with a minimum single-A minus rat-
ing. Furthermore, it converts the current waiver for the use of intra-group RMBS and CMBS notes to a
general rule. A newly proposed article 124 (5a) also clarifies that no other ABS or covered bond notes
should be used under a so-called “repackaging” framework.

In addition to the criteria attached to the regulatory framework and the eligibility of cover assets, the
latest proposal stipulates further criteria which must be met by covered bonds in order to benefit from a
beneficial treatment. These include mainly transparency and asset-encumbrance rules. In the introduc-
tory remarks under point 91c a specific reserve for deposit taking credit institution is proposed, in case
covered bond issuance exceeds a certain limit. When this is this case, the respective credit institution is
subject to a financial transfer to an internal deposit reserve. Whilst 91c makes still reference to article
124 (5a), which originally stipulated a covered bond issuance limit of 4% of total assets, the respective
part of article 124 (5a) has been taken out in the proposal of the European Parliament. In article 124
(3), a general rule has been inserted saying that covered bonds would only benefit from the application
of specific risk weights in case “up to date portfolio information is disclosed and made readily available
to investors on an ongoing basis, at least quarterly”.

In part five (Exposure to transferred credit risk) of the EU’s single rule book, under Title II (Requirements
for investor institutions) a new article 395 (2a) is proposed. Under this article, investors are required to
undertake due diligence on the underlying assets before investing in covered bonds and as appropriate
thereafter. In order to enable investors to comply with this regulation, which initially has been designed
for investments in securitisation notes, the new article 395 (2a) stipulates that institutions originating
covered bonds shall ensure that investors and prospective investors have all necessary information to
comply with the due diligence obligations. In our view, the proposed inclusion of due diligence require-
ments for investors may lead to increased regulatory burden for investors and could have a detrimental
effect on demand.

In newly proposed language for article 478 the risk weight for covered bond holdings is made depend-
ent on meeting additional criteria, including an adequate quality differentiation between covered bonds,
adequate transparency of the covered bond market, the extent of asset encumbrance and the impact of
the use of covered bonds as liquid asset on the resilience of credit institutions. In the proposal discussed
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by the European Parliament’s Economic and Monetary Affairs Committee in May a “quality benchmark-
ing” of covered bonds was suggested.

ASSIGNMENT OF RISK WEIGHTINGS

The general principles for capital requirements are stipulated in Part Three (Capital requirements), Title
II (Capital requirements for credit risk), Chapter 1 (General principles). The assessment of risk weight-
ings is conducted within the context of either a standardised approach or an Internal Ratings-Based
Approach (IRBA). The latter comes in both foundation and advanced forms. Application to individual
banks depends on the level of sophistication of their risk management systems.

Compared to CRD III, the major change in the articles of the EU’s single rule book is that the calculation
of the risk weighting of covered bonds within the standard approach is now directly linked to the covered
bond rating and not to the rating of the issuer or sponsor bank. Figure 1 shows that a risk weighting of
10% will apply where the covered bonds are rated at least AA-/Aa3 and a risk weighting of 20% will apply
where the covered bonds are rated between BBB-/Baa3 and A+/Al. This compares with risk weightings
of 20% and 50%, respectively, for similarly rated senior bonds issued by banks.

FiGURE 1: COVERED BOND RISK WEIGHTINGS UNDER THE STANDARD APPROACH (COVERED BOND RATING ASSIGNED)

Credit quality step 1 2 3 4 5 6
Rating* AAA to AA- [ A+ to A- BBB+ to BBB- BB+ to BB- B+ to B- < CCC+
(covered bond)

Risk weight 10% 20% 20% 50% 50% 100%

Note: Mapping based on FSA rules

Source: European Commission, FSA, Barclays Capital

In case nor rating has been assigned to the respective covered bonds, the risk weighting is linked again
to the risk weighting of senior unsecured exposures of the issuer according to the table below.

FIGURE 2: COVERED BOND RISK WEIGHTINGS UNDER THE STANDARD APPROACH (COVERED BOND RATING NOT ASSIGNED)

Credit quality step (issuer) 1 2 3 ) 5 6
Rating* (issuer) AAA to AA- | A+ to A- BBB+ to BBB- | BB+ to BB- B+ to B- < CCC+
Risk weight (issuer) 20% 50% 50% 100% 100% 150%
Risk weight (covered bond) 10% 20% 20% 50% 50% 100%

Note: Mapping based on FSA rules

Source: European Commission, FSA, Barclays Capital

Contrary to the standardised approach, an explicit direct link to the covered bond rating is missing in the
IRBA. Thus, for banks using the IRBA and the advanced IRBA, the starting point for assessing the risk
weighting of covered bonds will still be the probability of default by the issuer or sponsor bank, which
generally is correlated to its senior unsecured rating.

Under the IRBA credit institutions can determine their capital requirements on the basis of internally
generated estimates of the risk of loss on their assets. These estimates require inputs relating to the
one-year Probability of Default (PD), the Loss Given Default (LGD), the Exposure At Default (EAD) and
the Effective Maturity (M), which are combined to give capital requirements and risk weightings. The
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relevant measures are stipulated in Part Three (Capital requirements), Title II (Capital requirements for
credit risk), Chapter 3 (Internal ratings based approach), section 4 (PD, LGD, and Maturity).

The proposed regulation provides a specific framework for calculating internal ratings-based risk weights
for covered bonds. (non-EU based banks applying the Basel framework to covered bonds would have to
treat them as senior bank debt.) The EU regulation specifies constraints on risk components as follows:

> PD (which relates to issuer rather than issue default risk) must be at least 0.03% (article 156).

> LGD should be assigned a value of 11.25%. This is stipulated in article 157. For banks applying
the advanced approach, a lower LGD is possible. Historical data for residential mortgage assets
underline that LGD levels are basically below 10%.

> M, the effective maturity of the bond, is limited to a range of one to five years in case banks apply
the advanced approach. For the foundation approach, the regulations specify an effective maturity
of 2.5 years for all bonds (article 158).

The below illustrations of risk weightings are based on an 11.25% LGD. The table illustrates figures for
the range of possible effective maturities, as well as the central 2.5 yr case.

The room for discretion on the part of individual banks is limited, given the constraints on the specifica-
tion of LGD and M. For PD, the default probability input, one-year default probabilities published by the
rating agencies provide at least a starting point.

F1GURE 3: RATING AGENCY CUMULATIVE ONE-YEAR DEFAULT RATES (%)

S&P (1981-2010) Moody's (1983-2010) Fitch (1991-2010)
AAA/Aaa 0.00 0.00 0.00
AA/Aa 0.02 0.02 0.04
A/A 0.08 0.06 0.24
BBB/Baa 0.25 0.20 0.58
BB/Ba 0.95 1.20 1.28

Source: S&P, Moody'’s, Fitch.

Default probabilities produced by risk models used by individual banks may show some variation from
these figures. Bank risk models generally operate on the basis of higher default probabilities than the
rating agencies’ historical studies suggest and banks apply more differentiation than is provided by the
rating agencies’ broad alphabetic bands.

Figure 4 provides an illustrative matrix of risk weightings based on plugging a range of different default
probabilities and the average life figures in the respective functions.
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FIGURE 4: RISK WEIGHTED ASSET RATIOS (%) FOR DIFFERENT DEFAULT PROBABILITIES AND AVERAGE LIVES
(LGD = 11.25% 1IN ALL CASES)

Probability of default (%)

Bond Life (yrs) 0.05% 0.10% 0.20% 0.25%

1 2.01% 2.97% 4.95% 7.96% 9.19% 11.29%
2 3.22% 4.46% 6.89% 10.41% 11.80% 14.14%
2.5 3.83% 5.21% 7.86% 11.63% 13.11% 15.57%
3 4.43% 5.95% 8.83% 12.86% 14.42% 17.00%
4 5.65% 7.44% 10.77% 15.31% 17.03% 19.86%
5 6.86% 8.93% 12.71% 17.76% 19.65% 22.71%

Note: As five years is the maximum bond life that can be input, the bottom row of the table also provides the risk weighting to be applied to all
longer maturities.

Source: Barclays Capital.

The 0.03% floor for PD is likely to be applied by most risk models, at least down to banks rated at the
bottom of the AA range. For covered bonds issued by banks in this top category, the risk weighting will
range from 2.0% to 6.9% depending on maturity. This represents a significant capital saving relative
to the risk weightings under the standard approach. It also highlights that in the IRBA, the risk weight-
ing is significantly affected by the remaining life of the bond, which is not the case in the standard ap-
proach. Banks applying the IRBA will have a significant incentive in terms of capital utilisation to invest
in shorter maturities.

LIQUIDITY RISK FRAMEWORK

The rules for the use of securities as liquidity buffer investments are stipulated in the proposed regulation
mainly in Part six (Liquidity) in articles 403, 404, 405, 406) and in Part ten (Transitional provisions, reports
and reviews) in article 481. The overall liquidity buffer portfolio is divided into a (level 1) bucket of assets,
which qualify for an “extremely high liquidity and credit quality”, and a (level 2) bucket of assets with “high
liquidity and credit quality”. Level 2 can make up a maximum of 40% of the total liquidity buffer and it is
subject to a 15% haircut. There is no limitation on any asset class that qualifies as level 1 or level 2 as-
sets, except claims against credit institutions (except covered bonds and public sector banks) and claims
against other financial firms (ie, investment firms, insurance companies, financial holding companies).

Those covered bonds that are only compliant with article 52(4) of Directive 2009/65/EC, but not with
the enhanced collateral criteria of article 124 of the CRD IV, may also qualify for the liquidity buffer. In
addition, the use of securitization special purpose entities (SSPEs) has been also added to the list of
assets qualifying for liquidity buffer portfolios.

According to article 481(2), the European Banking Authority (EBA), the European Securities and Mar-
kets Authority (ESMA) and the European Central Bank (ECB) have the mandate to develop “appropriate
uniform” definitions of level 1 and level 2 assets by mid 2013. In this process, it shall test the adequacy
of the following criteria and the appropriate levels for such definitions. When it comes to liquidity the
following criteria shall apply: (1) minimum trade volume, (2) minimum outstanding volume, (3) transpar-
ent pricing and post-trade information, (4) proven record of price stability, (5) average volume traded
and average trade size, (6) maximum bid/ask spread, (7) remaining time to maturity and (8) minimum
turnover ratio. With regards to quality, the following criteria where stipulated: (1) credit quality steps
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(2) additional quality criteria on top of those set by central banks (3) support financing of the European
economy. At the latest within one year EBA and the European Systemic Risk Board (ESRB) shall evalu-
ate the market impact and the effectiveness in contributing to financial stability. Below we give some
evidence to what extend covered bonds fulfil the respective criteria.

Another important amendment relevant for covered bond issuers refers to the general rules of liquidity
management and leverage. Article 481(1) obliges EBA in consultation with ESRB to monitor and report
on all those cases where the application of liquidity requirement regulations will have a “material detri-
mental impact on the business and risk profile of Union institutions, on financial markets or the economy
and bank lending”. This wording may allow authorities to amend certain liquidity management rules for
countries with a significant presence of specialized credit institutions.

Finally, we note that final decisions will only be made after prolonged testing periods. In this respect,
ample powers were assigned to the EBA, ESMA, ESRB and the ECB to make proposals for appropriate
definitions and monitor the impact of the application of liquidity rules. With regards to maintenance of
liquidity ratios and buffers, the respective bodies shall report by end of 2013 on adequate definitions
for level 1 and level 2 assets. By 31 December 2015 authorities should make a proposal on adequate
liquidity management rules and “if appropriate”, by 31 December 2016, the EU should submit a legisla-
tive proposal to the European Parliament and Council.

EMPIRICAL DATA SUPPORTING A BENEFICIAL TREATMENT OF COVERED BONDS IN
THE LIQUIDITY FRAMEWORK

The proposed regulation provides room for the eligibility criteria for the LCR to move away from simple
bond type and rating rules. The overall framework is more flexible and enables a focus more on the ac-
tual liquidity of the instrument in question. This is a development that we welcome as the liquidity of a
bond depends on a wide variety of factors. Liquidity levels differ strongly within product categories and
rating bands, for example, lower rated bonds can sometimes have higher liquidity levels than highly
rated ones and covered bond are often significantly more liquid than some sovereign bonds.

European regulatory authorities will play a major role in assessing what can be considered to be liquid
and which category a certain asset will belong to. There are a number of qualitative criteria that have
been brought into the discussion such as market depth and size, maximum bid-offer spreads, maximum
price decline or spread widening in a certain period. To get a feeling for how covered bonds fare in this
regard against other potentially eligible assets such as sovereign bonds and non financial corporates,
we have taken a look at some numbers.

MARKET SIZE

Covered bonds are one of the largest private sector debt markets in the world. At the end of 2011, the
overall volume stood at EUR 2.7 trillion. Looking only at the benchmark fixed coupon market, the volume
comes in at EUR 880 bn as at mid 2012. This compares to EUR 573 bn of non-financial corporate bench-
mark bonds, EUR 1,134 bn of government-related bonds (incl. supranational, sub-sovereign, agency
and government guaranteed bank debt) and EUR 4,123 bn of government bonds.
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> FiGURE 5: OUTSTANDING VOLUME OF SELECTED EUR FIXED COUPON BENCHMARK SECTORS WITH AN INVESTMENT GRADE RATING
(June 2012)
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Source: Barclays

> FIGURE 6: MARKET SHARE OF SELECTED EUR FIXED COUPON BENCHMARK SECTORS WITH AN INVESTMENT GRADE RATING
(June 2012: EUR 6.77TrN)
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BID-ASK SPREADS

Bid-ask spreads are one additional criterion that the European authorities are mandated to review when
assessing which assets can be assigned into the “extremely high liquidity” and “high liquidity” categories.
Figure 6 below shows the historical development of 5y generic covered bonds from various jurisdictions
over the past three years.

When looking at the numbers, it becomes apparent that bid ask spreads were subject to some varia-
tions throughout the financial market crisis and they have also varied substantially across jurisdictions.
Particularly those markets, were the volatility in underlying government bonds was pronounced, bid ask
spreads of covered bonds were also subject to stronger variations.
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> FIGURE 7: DEVELOPMENT OF BID-ASK SPREADS OF 5Y GENERIC EUR BENCHMARK BONDS IN SELECTED COVERED BOND
JURISDICTIONS*
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SPREAD VOLATILITY

We have analysed the swap spread development in major euro area fixed income market segments
with an investment grade rating over the past ten years by using weekly data from Barclays Euro Ag-
gregate indices. The relevant market sectors include government bonds, public-sector agency bonds,
non-financial corporate bonds and covered bonds. As spread measures we focus on the maximum swap
spread change over a rolling 5 week period. Given the rather distressed market environment over the
past five years and given that the value of liquidity buffer investments should be comparatively stable
in distressed market situations, we believe that particularly the second volatility measure more then
well captures these aspects.

The aggregate measures across the major instruments and across major maturity buckets indicate that
maximum swap spread volatility was the lowest in agency and covered bonds, somewhat more elevated in
the segment of government bonds and by far the most pronounced in non-financial corporate bonds, where
the maximum swap spread change has been about three times as high as for agency and covered bonds.
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> FIGURE 8: MAXIMUM FIVE WEEK SWAP SPREAD CHANGE OF MAJOR MARKET SEGMENTS OVER A ROLLING 5 WEEK PERIOD BE-
TWEEN JANUARY 2002 anp Jury 2012
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Over the past three years, spread volatility has been strongly influenced by the evolution of the Euro-
pean sovereign debt crisis and consequently volatility measures varied a lot between different countries.
What is interesting though is that in extreme situations with major market swings, swap spread volatil-
ity of covered bonds has been consistently below the swap spread volatility of underlying government
bonds. Figures 9 to 11 show that over the past ten years the maximum five week swap spread change
of covered bonds has been below the same measure for government bonds in Germany, France and
Spain across various maturity buckets.

> FIGURE 9: MAXIMUM FIVE WEEK SWAP SPREAD CHANGE OF GERMAN COVERED AND GOVERNMENT BONDS OVER A ROLLING 5 WEEK
PERIOD BETWEEN JANUARY 2002 AnD Jury 2012
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> F1GuRE 10: MAXIMUM FIVE WEEK SWAP SPREAD CHANGE OF FRENCH COVERED AND GOVERNMENT BONDS OVER A ROLLING 5 WEEK
PERIOD BETWEEN JANUARY 2002 anp Jury 2012
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> FIGURE 11: MAXIMUM FIVE WEEK SWAP SPREAD CHANGE OF SPAIN COVERED AND GOVERNMENT BONDS OVER A ROLLING 5 WEEK
PERIOD BETWEEN JANUARY 2002 AnD Jury 2012
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ASSESSMENT

We regard the holistic approach of lawmakers as a positive for the industry, as it takes into account
recent market developments, which underline that secondary market liquidity of assets, is not purely a
function of the asset type and ratings but subject to a more complex set of criteria. As highlighted above,
there is empirical evidence that covered bonds comply with the highest standards in terms of liquidity
and quality. The proposed regulation also takes into account the specific importance of the covered bond
product in certain jurisdictions and the role of specialised institutions.

On the negative side we note a number of inconsistencies, such as the use of two different definitions
of covered bonds, the narrow definition of article 124 for the assessment of risk weightings and the
broader definition of article 52(4) of Directive 2009/65/EC for investments in liquid assets, within the
same piece of regulation. Furthermore, the flipside of the higher flexibility in the definition of liquid
assets and their allocation to the “high” and “extremely high” liquidity and quality buckets is that it is
unclear for bank treasury managers what exactly qualifies as a liquid asset under the new rules until a
narrower definition has been made. In the meantime, to be on the save side, they may put the focus
on frequent and high volume borrowers, who will very likely qualify for the liquid asset portfolio, as
otherwise according to article 481 this could have a “material detrimental impact” on financial markets.
Finally, referring the risk weighting of covered bonds in the standard approach purely to the outcome of
the rating process not only institutionalizes the reliance on rating agencies, but also contrasts with the
IRB approach, where a narrow link has been kept in place between the default probability of the issuer
and the risk weighting for covered bonds.



2.3 COVERED BONDS AND REPO

By Frank Will and Jan King, RBS

INTRODUCTION

Central bank repos: the safety net for the banking system

Since the onset of the credit crunch and particularly the bankruptcy of Lehman Brothers, central banks
worldwide have stepped in, putting in place a number of measures to backstop the banking system.
Widescale unsterilized asset purchases (Quantitative Easing or QE) have been extensively used by the
Federal Reserve and the Bank of England. The European Central Bank (ECB) responded with its EUR 60
bn covered bond purchase programme initiated in mid-2009 and a second one with a total size of up to
EUR 40 bn in late-2011. A crucial pillar of the responses of all central banks has been their monetary
policy operations, either by increasing the number or nature of their short and long term repo operations
such as the two 3-year LTROs from the ECB in December 2011 and in February 2012, or by widening
the pool of repo eligible collateral.

The role of covered bonds in monetary operations varies by jurisdiction, not least since the nature of
those operations is quite heterogeneous across jurisdictions. Broadly speaking covered bonds receive
more favourable treatment amongst those countries in which they play a more pivotal role in the funding
of the domestic banking sector. This applied primarily in terms of eligibility of covered bonds as collateral
for repo operations, but also in terms of the haircuts applied. At many of the major central banks (at least
some types of) covered bonds are eligible as collateral in the discount window for emergency lending.

> COMPARING THE ELIGIBILITY OF COVERED BONDS FOR MONETARY POLICY OPERATIONS

Central = Covered Bonds Eligible Minimum Rating Af A
Bank RPEiation eligible? Covered Bonds (EIHEEY Rating Treatment DRI S
ECB Repo Op- Yes Covered bonds EUR Up to BBB- Best Rating €1bn for Jumbo | Yes
erations (Main compliant with Covered Bonds,
and Long term UCITS Article otherwise none
refinancing 52(4) or similar
operations) safeguards
Fed SOMA Opera- No None uUsD n/a n/a n/a n/a
tions
Fed Discount Yes US Issued Cov- | AUD, CAD, | BBB Lowest n/a No
Window ered Bonds CHF, DNK, Rating
EUR, GBP,
JPY, SEK
AAA
German Pfand-
briefe
BoE Operating No n/a GBP, EUR, |[n/a n/a n/a n/a
Standing Fa- USD, AUD,
cilities, Short CAN, CHF,
term OMOs SEK
Longer Term Yes UK, French, AAA Must be pro- £1bn or €1bn No
Repo Opera- German & Span- vided by two or | (depending on
tions ish regulated more of S&P, issuance cur-
covered bonds Moody’s & Fitch | rency)
Discount Yes UK, US & EEA A-/A3, if AAA none Yes
Window Covered Bonds at issue
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Central
Bank

Operation

Covered Bonds
eligible?

Eligible
Covered Bonds

Currency

Minimum
Rating

EL ]
Treatment

Minimum Size

SNB Repo opera- Yes Any covered ful- | CHF Security: A/A2 | Best Rating CHF 100mIn No
tions, Stand- filling the eligi- with various equivalent (issu-
ing Facilities ble security and exceptions ance amount)
rating criteria, ,
but not issued IGEUETS @@=
by a Swiss bank try: A/A2
Any covered ful- | EUR, USD, | Security: AA-/ CHF 1bn equiva-
filling the eligi- GBP, DKK, | Aa3 with vari- lent (issuance
ble security and | SEK, NOK [ ous exceptions amount)
rating criteria, Issuer’s coun
but not issued -
by a Swiss bank try: AA-/Aa3
Norges Repo Opera- Yes Any covered NOK, SEK, [ Domestic cur- | Best Rating None Yes
Bank tions fulfilling the DKK, EUR, [rency:
eligible security | USD, GBP, | None but BBB-
criteria JPY, AUD, for favour-
NZD, CHF | able liquidity
category (II
not III)
Foreign Bonds:
A/A2
Reserve Repo Opera- Yes Any covered AUD AAA or BBB+ Lowest Rating None No
Bank of tions bond fulfilling for domestic
Australia the eligible se- covered bonds
(RBA) curity criteria >1Y
Reserve Repo and/or No None n/a n/a n/a n/a n/a
Bank Swap of NZ
of New Government
Zealand Bonds
(RBNZ)
Overnight Yes Any covered NZD AAA from at least two rating None No
Repo Op- bond fulfilling agencies.
erations, the eligible se- .
Bond Lending curity criteria If more than two r_atlngs, then
Facilities at least two agencies must rate
the issue AAA, and no rating is
below AA+

Source: RBS, Central Banks.

2.3.1 EURO AREA: ELIGIBILITY CRITERIA FOR COLLATERAL IN EUROSYSTEM OPERATIONS

The ECB has been a key source of liquidity for banks in the Eurosystem during the credit crunch and the
ongoing European debt crisis through its repo operations. The role of covered bonds within the ECB’s
liquidity operations has become an increasingly important one. While during certain periods over the last
four years the benchmark covered bond market was shut for many issuers out of Europe’s periphery the
ECB continued to provide liquidity to those banks. This includes the two 3-year Long-term refinancing
operations the ECB conducted in December 2011 and in February 2012 where banks took more than
EUR 1 trn in gross liquidity — backed by eligible collateral. Many covered bond programmes have been
set up not just as an additional funding channel, but also to allow the banks to use the repo facilities at
the ECB as means to access liquidity in a closed wholesale market.

After spurring the covered bond market into action in 2009 with its EUR 60 bn purchase programme,
covered bonds have gone on to be one of fastest growing assets in terms of collateral posted to the
ECB, increasing by c.73% in amounts posted since 2007 (second in terms of growth only to ABS and
non-marketable assets) and exceeding the increase in total collateral posted for repo operations (56%).
See the section below for a more detailed discourse on covered bond usage in ECB operations and the
ECB classification of a ‘covered bank bond".
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ECB repo operations

Article 18.1 of the Statute of the European System of Central Banks and of the European Central Bank
states that the ECB and the national central banks may conduct credit operations with credit institu-
tions and other market participants, as long as lending is “"based on adequate collateral”. According to
the ECB, adequacy means firstly, that collateral must protect against losses in credit operations, and
secondly that there must be sufficient collateral potentially available to ensure that the Eurosystem can
carry out its tasks.

Consequently, underlying assets have to fulfil certain criteria in order to be eligible for Eurosystem mon-
etary policy operations. The Eurosystem has developed a single framework for eligible assets common to
all Eurosystem credit operations (the “Single List”). There is no collateral differentiation between monetary
policy instruments or intraday credit, and a single auction rate is applicable to different types of collateral in
tender operations. The scope of eligible collateral is broad and includes secured assets like covered bonds
and ABS, the latter of which can be backed by receivables such as residential and commercial loans (se-
cured and unsecured), auto loans, lease receivables etc. provided they satisfy certain eligibility criteria (set
out below), as well as unsecured claims against governments, credit institutions or corporates. In February
2012 the ECB approved, for seven national central banks (Ireland, Spain, Portugal, Italy, Cyprus, France
and Austria) specific national eligibility criteria to accept additional performing credit claims as collateral.

The Eurosystem additionally applies risk control measures in the valuation of underlying assets. The value
of the underlying asset is calculated as the market value of the asset less a certain percentage (“valuation
haircut”). The haircut-adjusted market value of the underlying assets used in its liquidity-providing reverse
transactions must be maintained over time. This implies that if the value, measured on a regular basis, of
the underlying assets falls below a certain level, the national central bank will require the counterparty to
supply additional assets or cash (i.e. it will make a margin call). Similarly, if the value of the underlying
assets, following their revaluation, exceeds a certain level, the counterparty may retrieve the excess assets
or cash. The current eligibility of assets in the ECB framework and recent changes to this are set out below:

Criteria Standard Collateral Rules

Type of Asset > Debt instrument having a coupon that cannot result in a negative cash flow

> Coupon should be zero coupon, fixed-rate coupon or floating-rate coupon linked
to an interest rate reference or to rating of issuer or inflation-indexed

> Debt instruments, including covered bonds, but not including ABS, must have
a fixed, unconditional principal amount

> Limits on the use of unsecured bank bonds: The value assigned to unsecured
bonds issued by a credit institution or an entity with close links to a credit
institution must be less than a share of 5% in the value of the collateral pool
of a counterparty (after haircuts), unless the market value of these assets is
not higher than €50m

Definition of Covered Bonds > The ECB does not provide an official definition of what they classify as covered
bonds in the context of eligible collateral

> In general, ‘Covered Bank Bonds’ for ECB collateral purposes means bonds
issued in accordance with Article 52 (4) of the UCITS Directive, (i.e. subject
to covered bond specific legislation) or similar safeguards

> Covered bonds which do not meet these criteria (general law-based covered

bonds) but meet all other requirements are eligible but classified as ‘Credit
Institution Debt Instruments’

1 Protocol on the Statute of the European System of Central Banks and of the ECB, Article 18.1.
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Criteria Standard Collateral Rules

Cash Flow Backing ABS > Must be legally acquired in accordance with the laws of a member state in
a “true sale”

> Must not consist of credit-linked notes (i.e. cannot be a synthetic structure),
or contain tranches of other ABS.

Tranche and Rating > Tranche (or sub-tranche) must not be subordinated to other tranches of the
same issue

> The minimum rating threshold is BBB- (S&P) / Baa3 (Moody’s) / BBB- (Fitch)
/ BBBL (DBRS) based on a “best rating approach”, so only one rating at this
level is required for eligibility.

> The only exception to this is for ABS, for which the minimum ratings are
BBB- (S&P) / Baa3 (Moody'’s) / BBB- (Fitch) / BBB (DBRS) on a second-best
basis (since June 2012).

Place of Issue European Economic Area (EEA)
Settlement Procedures > Transferable in book-entry form
> Held and settled in the euro area
Acceptable Market Debt instrument must be admitted to trading on a regulated market or a non-
regulated market as specified by the ECB
Type of Issuer/ Guarantor Central banks, public sector or private sector entities or international institutions
Place of Establishment of the Issuer/ |Issuer must be established in the EEA or in non-EEA G10 countries and guaran-
Guarantor tors must be established in the EEA
Currency of Denomination EUR

Source: RBS, ECB

In January 2011 the ECB implemented its current haircut scheme, graduating haircuts according to dif-
ferences in maturities, liquidity categories and the credit quality of the assets concerned (see the next
two tables). The Governing Council also decided to retain the minimum credit threshold for marketable
and non-marketable assets in the Eurosystem collateral framework at investment grade level.

There were no changes in the haircuts for category II (i.e. affecting Jumbo covered bonds). In category
III, the haircut for maturities up to 3 years remained unchanged, however the haircuts for 3-5 year
maturities was increased by 50bp, the 5-7 year bracket by 100bp, bonds with maturities of 7 years and
more by 200bp. Haircuts are significantly higher for bonds in the triple-B bucket (see second table below).

In June 2012 the ECB further increased the collateral availability of ABS, when it reduced the minimum
rating threshold to "BBB-" (second-best) from “A-". ABS with ratings below “A-" will be subject to higher
haircuts of 26% or 32% respectively in case of CMBS.

At the end of 2010 non-EUR securities ceased to be eligible for ECB repo operations. Previously GBP,
USD and JPY had temporarily been eligible with an additional 8% haircut compared to EUR-denominated
securities.
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> ECB Haircuts BY LiQuipiTy CATEGORY AND RESIDUAL MATURITY

Credit Quality Liquidity
Steps 1 and 2 Category I

(AAA to A-)

Liquidity
Category II
(Local & Regional
Govt, Supras &
Agencies, Jumbo
Covered Bonds™)

Liquidity Liquidity
Category III Category IV
(Traditional Covered (Unsecured Bank
Bonds®, Structured Bonds™)
Covered Bonds™,

Multi-Issuer

Covered Bonds*

Corporates Bonds™)

Liquidity
Category V
(ABS™)

Residual maturity| Fixed Zero Fixed Zero Fixed Zero Fixed Zero Fixed or
(years) coupon | coupon | coupon | coupon | coupon | coupon | coupon | coupon zero coupon
0-1 0.5 0.5 1.0 1.0 1.5 1.5 6.5 6.5

1-3 1.5 1.5 2.5 2.5 3.0 3.0 8.5 9.0

3=5 2.5 3.0 3.5 4.0 5.0 5.5 11.0 11.5

5-7 3.0 3.5 4.5 5.0 6.5 7.5 12.5 13.5 160
7-10 4.0 4.5 5.5 6.5 8.5 9.5 14.0 15.5

>10 5.5 8.5 7.5 12.0 11.0 16.5 17.0 22.5

Source: ECB (*Assets that are given a theoretical value will be subject to an additional 5% haircut)

> ECB HaircuTs BY LiuipiTy CATEGORY AND RESIDUAL MATURITY

Credit Quality
Step 3 (BBB+
to BBB-)

Liquidity
Category I

Liquidity
Category I1
(Local & Regional
Govt, Supras &

Agencies, Jumbo
Covered Bonds™)

Liquidity Liquidity
Category II1 Category IV
(Traditional Covered (Unsecured Bank
Bonds®, Structured Bonds™)
Covered Bonds”,

Multi-Issuer Cov-

ered Bonds®, Corpo-

rates Bonds)

Liquidity
Category V
(ABS)

Residual matu- Fixed Zero Fixed Zero Fixed Zero Fixed Zero Fixed or
rity (years) coupon | coupon | coupon | coupon | coupon | coupon | coupon | coupon zero coupon
0-1 5.5 5.5 6.0 6.0 8.0 8.0 15.0 15.0

1-3 6.5 6.5 10.5 11.5 18.0 19.5 27.5 29.5

B85 705 8.0 ISAS 17.0 255 28.0 36.5 EORS! 26.0 or 32.0
5-7 8.0 8.5 18.0 20.5 28.0 31.5 38.5 43.0 (CMBS)
7-10 9.0 9.5 19.5 22.5 29.0 33.5 39.0 44.5

>10 10.5 13.5 20.0 29.0 29.5 38.0 39.5 46.0

Classification of covered bonds within the Eurosystem operations

The ECB considers covered bonds to be a more liquid asset class. Hence, covered bonds benefit from
preferential liquidity class classification and favourable haircut valuations for repo transactions with the
ECB compared with, for example, ABS. Moreover, unlike senior bank debt, the ECB will accept self-issued
‘covered bank bonds’ as collateral (see below for more on this). Thus, like certain forms of ABS, covered
bonds allow issuers to make assets held on their balance sheets eligible for the ECB'’s liquidity opera-
tions. This is very much in line with previous ECB statements which note that “covered bonds possess
a number of attractive features from the perspective of financial stability”.
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The Eurosystem does currently not provide an official definition of what is classified as ‘covered bond".
In general, the Eurosystem accepts both UCITS and non-UCITS compliant covered bonds as collateral
as long as they otherwise fulfil the general eligibility criteria. Generally, debt instruments are classified
as ‘covered bank bonds’ if they are issued in accordance with the criteria set out in Article 52(4) of the
UCITS Directive. Those bonds are grouped either into liquidity category II in case of Jumbo covered
bonds, i.e. bonds with a minimum issue size of EUR 1 bn and at least three market makers, or into
liquidity category III in case of traditional non-Jumbo covered bonds.

‘Structured’ covered bonds are issued under a general legal framework, rather than being subject to ‘spe-
cial public supervision’, they do not fall within the UCITS definition and as such have not been recognised
as covered bank debt by the ECB from a liquidity haircut perspective and in the past were assigned to
category IV similar to senior unsecured bank debt. However since 1 January 2011 all non-Jumbo covered
bonds, including ‘structured covered bonds’ and multi-issuer covered bonds, together with traditional
(UCITS-compliant) covered bonds, have been classified in liquidity category III.

For “structured covered bank bonds” there are additional requirements, including the following: (1) sub-
stitution asset limit of 10%, which can be exceeded at the discretion of the National Central Bank, (2)
maximum LTV limit of 80% for residential and 60% for commercial mortgages, (3) minimum mandatory
OC of 8% for residential and 10% for commercial mortgages, (4) maximum loan amount for residential
real estate loans of EUR 1 m, (5) covered bond must have a long-term minimum rating of A-/A3

Covered Bonds and ‘Close Link’ Exemption

“Covered bank bonds” also benefit from certain preferential treatments compared with other bank debt
when it comes to self-issued bonds. The ECB states that “irrespective of the fact that a marketable or
non-marketable asset fulfils all eligibility criteria, a counterparty may not submit as collateral any asset
issued or guaranteed by itself or by any other entity with which it has close links”?. This means that
banks cannot, for example, use their own senior unsecured debt directly as collateral with the ECB.

In the past, issuers were able to securitize assets on their balance sheet and retain them as collateral
for central bank repo operations. However, in addition to certain other changes outlined below, as a
result of the increased use of securitisation technology to create ABS assets solely for use as collateral
for central bank liquidity purposes, the ECB broadened the definition of “close links”, which also extends
to situations where a counterparty submits an asset-backed security as collateral when it (or any third
party that has close links to it) provides support to that asset-backed security by entering into a cur-
rency hedge with the issuer or guarantor of the asset-backed security or by providing liquidity support
of more than 20% of the nominal value of the asset-backed security.

The main exemptions from the “close links” rule remain “covered bank bonds”. Self-issued UCITS com-
pliant covered bonds (as well as structured covered bank bonds, subject to strict additional criteria, as
outlined above) can be used by counterparties as collateral, i.e. an issuer can use its own covered bonds
and there are no close link prohibitions. This has been one of the drivers of the strong increase in new
covered bond programmes since 2008.

2 “Close links” means the counterparty is linked to an issuer/debtor/guarantor of eligible assets by one of the following forms:(i) the counterparty
owns directly, or indirectly, through one or more other undertakings, 20 % or more of the capital of the issuer/debtor/guarantor; or (ii) the issuer/
debtor/guarantor owns directly, or indirectly through one or more other undertakings, 20 % or more of the capital of the counterparty; or (iii)
a third party owns more than 20 % of the capital of the counterparty and more than 20 % of the capital of the issuer/debtor/guarantor, either
directly or indirectly, through one or more undertakings [ECB, "The Implementation on Monetary Policy in the Euro Area”, February 2011].



Use of covered bonds as collateral in Eurosystem operations

The overall volume of marketable assets which had become eligible for repo operations had increased
over 80% from EUR 7.7 trn in 2004 to EUR 14 trn at year-end 2010. In 2011 the eligible collateral vol-
ume decreased for the first time - by c.EUR 1 trn. The decrease was largely attributed to a decrease in
eligible uncovered bank bonds as well as ABS and corporate bonds - due to rating downgrades. At end-
2011 this meant central government debt accounted for the largest share (46%) followed by uncovered
bank bonds (14%), covered bank bonds (12%), corporate bonds (9%), ABS (7%) and other bonds,
such as supranationals (8%).3

> FIGURE 1: ELIGIBLE COLLATERAL BY ASSET TYPE

16,0007 14,036
14,000 13,123 ,

12,000 11,131 - -

13,170

i 9,496
10,000 8,291 8,814

7,718
8,000 oy
6,000 -
4,000 -
2,000 -
04
2004 2005 2006 2007 2008 2009 2010 2011
® Central government Covered bank bonds " ABS B Non-marketable assets
® Uncovered bank bonds Corporate bonds B Other marketable assets

Source: ECB, RBS

The actual breakdown by type of the collateral used for repo transaction differs significantly from the
market composition of the available eligible collateral as relative value considerations play an important
role in the banks’ decisions as to which collateral to post.

Over the last few years, there has been a general trend to lower the overall quality and/or liquidity of the
collateral used by the banks for repo operations. The share of central government debt had fallen sharply,
from a 31% share in 2004 to just 11% in 2009; though this rose slightly in 2010 and 2011 to 14%

The use of covered bank bonds (which includes only UCITS compliant covered bonds) in the Eurosystem
repo operations dropped from 26% in 2004 to 11% in 2008 but subsequently increased to 16% in 2011.

The share of uncovered bank bonds (which included general law based covered bonds) dropped from
21% in 2010 to 15% in 2011 after it had significantly increased from 21% in 2004 to 32% in 2007.

The most notable increase over the period was in ABS, which grew from 6% to 28% in 2008 before
stabilising at 23% and 24% in 2009 and 2010 respectively. In 2011 their share decreased to 20%. The
share of non-marketable securities continued to rise, representing 23% in 2011, compared to 18% in
2009 and only 9% in 2008.

3 Although included within the list of eligible collateral, the volume of potentially eligible non-marketable assets is difficult to estimate since the
eligibility of credit claims (the largest share of non-marketable assets) are not assessed until they are registered with the Eurosystem.
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Figure 2 also shows the large rise in the main and long-term refinancing operations of the Eurosystem
banks in autumn 2008 and then an even larger increase during the course of 2009. Total usage stabilised
in 2010 and declined in 2011 to a total usage of EUR 1,790 bn.

> FIGURE 2: ACTUAL USE OF COLLATERAL BY ASSET TYPE
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Only some of the European central banks publish figures of the national take-up of the repo facilities.
Nonetheless these clearly show that whilst banks have all increased their usage of the ECB facility since
the beginning of the credit crunch, with the onset of the sovereign crisis (spring 2010) the composition
of the banks using the facility has changed significantly with a disproportionally high increase in usage
of ECB repo facilities from banks in the Europe’s periphery. Figures by the national central banks show
that the usage of the central bank facilities by the banks out of Europe’s periphery has significantly
increased in the course of 2011 and remains elevated as of July 2012 as the ECB remains one of the
major funding channels for many of these banks. The two huge long-term LTROs conducted in December
2011 and February 2012 have further boosted the repo volumes.

> FiGURe 3: COMPOSITION OF TOTAL EUROSYSTEM LENDING TO EURO AREA CREDIT INSTITUTIONS
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Funding via the Eurosystem’s Refinancing Facilities is awarded on an auction basis. Traditionally this auc-
tion has taken the form of a variable rate tender, whereby financial institutions bid for funds. Bids with
the highest interest rate levels are satisfied first and subsequently bids with successively lower interest
rates are accepted until the total liquidity to be allotted is exhausted. In 2008 the effective refinancing
rate tended to be above the target refinancing rate, as the number of banks bidding for funding through
the ECB’s refinancing operations had spiked, pushing the effective rate higher due to the greater de-
mand. To counteract this and to bring the effective rate in line with the target rate, the ECB decided to
perform its refinancing operations on a fixed-rate tender basis from March 2009, originally until March
2010. This has meant that for many issuers, the cost of raising funds via the ECB has been significantly
cheaper compared to issuing covered bonds in the capital markets.

In March 2010 the ECB announced that it would begin return to regular variable rate tenders in the regu-
lar three-month operations, beginning with those in April 2010, as part of the gradual phasing out of the
non-standard measures. However as a result of the sovereign debt crisis, this has been postponed on a
number of occasions - firstly in May 2010 (alongside the initiation of the Security Markets’ Programme),
then subsequently in June, September and December 2010 as well as in March and June 2011. In Au-
gust 2011, the ECB again announced of the extension of fixed rate, full allotment procedures for all the
Q4 2011 operations, as well as a supplementary 6m LTRO. In late 2011 the ECB announced two 3-year
Longer-term refinancing operations (LTROs) that were conducted as fixed rate tender procedures with
full allotment at the end of December 2011 and in February 2012.

The ECB has proved reluctant to move back to variable rate tenders whilst there remains a risk of a spike
in the bid rates for liquidity, which would indicate acute liquidity needs from some financial institutions.

Conclusion on covered bond treatment

The ECB, to a greater extent than any of its central bank peers, has both outlined and demonstrated its
support in the past for the covered bond market. This was most obviously the case with its highly suc-
cessful EUR 60 bn covered bond purchase programme in 2009/2010, but also with the creation of the
EUR 40 bn second purchase programme in late 2011 although this has so far only modestly been used.
Perhaps even more important is the ECB’s positive stance towards covered bonds which it maintains for
several reasons. Firstly the ECB has focussed on the importance of covered bonds as a means for banks
of accessing long term funding: “Issuing covered bonds enhances a bank’s ability to match the duration
of its liabilities to that of its mortgage loan portfolio, enabling a better management of its exposure to
interest rate risk. Other secured funding products, such as repos, are unlikely to have the same asset-
liability matching attributes offered by covered bonds. All these issues are all the more important today
given the increasing role of short-term refinancing in banks’ balance sheets. In certain instances, rolling
over short-term funding might be less expensive or better in terms of reputation, but this could pose
challenges to the management of assets and liabilities at some point. In addition to improving banks’
structural asset-liability mismatch, covered bonds offer a wider geographical diversification, as issuers
tap into a larger European market”.

4  European Central Bank, “Covered Bonds in the EU Financial System”, December 2008.
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Moreover, a key second justification is regarding the absence of effective risk transfer and the desirable
incentives this creates for the originating banks. As former ECB president Trichet himself noted: “im-
portantly, covered bonds do not involve the transfer of the credit risk implied by underlying assets from
the issuer to the investor. The credit risk stays with the originator, preserving the incentives for prudent
credit risk evaluation and monitoring”. The two points are reflected both in the ECB’s current favourable
treatment of covered bonds within its repo operations, such particularly the favourable liquidity category
(Jumbo covered bonds ranking alongside the debt of the EFSF, EIB and the explicitly German-guaranteed
agency KfW no less) and also in the ongoing changes the ECB implements to these operation, for ex-
ample the re-classification of liquidity category and more favourable haircut now applied to ‘structured
covered bonds’ and *multi-issuer covered bonds’ since the beginning of 2011.

2.3.2 THE UK: ELIGIBILITY CRITERIA FOR BANK OF ENGLAND OPERATIONS

The Bank of England (BoE) operates a rather stricter regime than the ECB in terms of eligible collateral
within the Sterling Monetary Framework. The BoE defines three collateral sets, which are eligible to
varying degrees for its monetary operations: (1) the Narrow Open-Market-Operations (OMO) collateral
set, (2) the Wider OMO collateral set and (3) Discount-Window-Facility (DWF) Collateral.

Within the Sterling monetary framework operations, covered bonds are only included within the latter
two wider collateral sets, namely the “Wider OMO Collateral Set” and "DWF Collateral”. The eligibility
criteria for covered bond inclusion can be found below:

>FIGURE 4: BANK OF ENGLAND’S COVERED BOND ELIGIBILITY CRITERIA

Wider OMO Collateral Set DWF Collateral

Eligible currencies GBP, EUR, USD, AUD, CAN, CHF, and SEK
Geography UK, French, German and Spanish EEA
regulated Covered Bonds
Minimum Rating by two or AAA rated A3/A- provided that AAA rated at time of
more of S&P, Moody’s and issuance
Fitch
Minimum Size At least £1bn or €1bn n/a
(depending on issue currency)

Own Name Covered Bonds No Yes
Underlying assets UK or EEA residential mortgages, social UK, EEA residential mortgages, UK, US or

housing loans or public sector debt EEA social housing loans or public sector

debt, commercial mortgages, SME loans and
certain ECA-guaranteed loans

Source: Bank of England, RBS

For the Wider OMO Collateral Set, only a subset of the covered bond universe is eligible. The criteria
are based on a combination of both credit quality (hence underlined by the AAA rating requirement)
and liquidity. For example covered bonds from Nordic issuers, one of the core covered bond markets
with an acknowledged safe haven status, are not included in the Wider OMO Collateral Set, whereas
Spanish covered bonds are generally included but do currently not fulfil the minimum rating require-
ment anymore. Meanwhile under the current guidelines, even for some of the UK banks, mainly their

5 Keynote address by Jean-Claude Trichet, Munich, 13 July 2009.
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Euro covered bonds would be eligible, given that many of the Sterling covered bonds still fall below the
minimum issue size threshold of GBP 1 bn.

Covered bonds do not qualify for the Bank of England’s narrow collateral set which is restricted to Gilts
(including gilt strips), Sterling Treasury bills, Bank of England securities, HM Government non-sterling
marketable debt and Sterling, euro, US dollar and Canadian dollar-denominated securities (including
associated strips) issued by the governments and central banks of Canada, France, Germany, the Neth-
erlands and the US.

In 2011, bonds issued in domestic currency or in Sterling, Euro or US dollars from Australia, Austria,
Belgium, Denmark, Finland, Italy, Japan, Luxembourg, New Zealand, Norway, Portugal, Slovenia, Spain,
Sweden, and Switzerland, as well as supranational debt were moved from the narrow to the wider col-
lateral set and are therefore not eligible for short term repo operations. Thus even some AAA countries
such as Norway, Denmark or Finland are no longer eligible for short-term repos under the narrow col-
lateral definition. These amendments were the result of an internal BoE’s review and reflect the stronger
focus on liquidity, as well as credit risk. As mentioned above, the Bank of England conducts a number
of different monetary policy operations. The table below shows the eligibility of different collateral sets
for the various operations.

Monetary Operation Narrow OMO Collateral Set Wider OMO Collateral Set DWEF Collateral
Real Time Gross Settlement Yes No No
Operational Standing Facilities Yes No No
Short-term OMOs Yes No No
Indexed Long-term Repo Operations Yes Yes No
Discount-Window Facility Yes Yes Yes
Extended Collateral Term Repo Yes Yes Yes
Funding For Lending Scheme Yes Yes Yes

Source: Bank of England, RBS

Operational Standing Facility

The Operational Standing Lending Facility provides a ceiling for the overnight interest rates through its
overnight lending facility (against the narrow OMO collateral set), which is usually set at 25bp above
the Bank of England rate. The Operational Standing Deposit Facility is an unsecured overnight deposit
with the central bank which is currently set 50bp below the Bank of England rate. This is designed to
limit volatility in overnight interest rates by providing an arbitrage mechanism to prevent money market
rates moving far from the bank rate and allowing participating banks to manage unexpected frictional
payment shocks.

Short-term Open Market Operations (OMOs)

Short-term Open Market Operations (OMOs) are designed to supply the quantity of reserves consistent
with the aggregate target set by the banks for that maintenance period (the period over which compli-
ance with reserve requirements is calculated) under the reserve averaging process. These operations
have been suspended since March 2009 as a result of the BoE’s asset purchase scheme (QE), so the
supply of reserves is currently determined by the level of reserves. At the moment the BoE is operating
a ‘floor system’ where all reserves are remunerated at the Bank Rate.
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Long-term repo operations

Long term indexed repo operations are provided by the Bank of England “to provide indexed liquidity
insurance without distorting banks’ incentives for prudent liquidity management and minimising the
risk being taken onto the BoE’s balance sheet.” These operations are indexed to the bank rate, allowing
counterparties to use the facility without having to take a view on the future path of the Bank rate (and
also reducing the BoE's exposure to market risk). In these operations banks can borrow against narrow,
as well as wider OMO collateral, which includes covered bonds meeting the aforementioned criteria.

The BoE typically offers funds in long-term repo operations once every month; offering a preannounced
quantity at a single maturity. Normally, two operations with a three-month maturity and one operation
with a six-month maturity are offered; though the bank can alter these in cases of wider stress.

The BoE has a unique auction pricing mechanism and does not provide a simple schedule of long-
term operations, as is the case for the ECB. Instead it operates a unique auction design. Firstly the size
of the long-term indexed repo is fixed in advance. Subsequently, participants submit bids for a nominal
amount of liquidity and a spread in basis points to the bank rate. Banks can submit separate bids against
narrow OMO collateral or against the wider OMO collateral (where covered bonds are eligible). Multiple
bids can be placed against either of the collateral sets®. Alternatively (or in addition) ‘paired’ bids can be
submitted consisting of a single nominal amount and two spreads the counterparty is willing to borrow
at, one for each collateral set. If both bids at above the clearing spread for the auction, the participants
will be allocated against the bid which offers them better value which is defined as the highest spread
relative to the clearing spread of the two collateral types. For example a paired bid for GBP 2 m of li-
quidity, at Bank rate +15bp for the narrow collateral set and Bank rate +35bp for the wider collateral
set, where the auctions clear at Bank rate +10bp and Bank rate +34bp, then the participant would be
allocated against the narrow collateral set (which is 5bp above the clearing rate, whilst the wider one
is only 1bp over). This is a trade off against the risk of overallotment if the participant instead submits
two separate bids.

The auction then prices using a ‘uniform price’ format, meaning all successful bidders (those bidding for
liquidity at a higher price than the clearing spread) ultimately pay only the clearing spread.” There is
one clearing spread for the narrow collateral and one for the wider collateral set. Thus, when pledging
covered bonds in the BoE’s long-term indexed repo operations, the ultimate cost to a bank will depend
on the spread set for the wider collateral set in the auction. Crucially the proportion of the total fixed
amount on offer which is allocated to each collateral set “is based on the pattern of bids received and the
Bank’s preferences for supply funds against each collateral set.” This determines the amount of liquidity,
against which covered bonds can potentially be pledged. So in this system the amount of liquidity on
offer against the wider collateral set depends not only on demand for long-term repos on these assets
but also on those in the narrower collateral set.

The Discount Window Facility (DWF)

The discount window is a bilateral facility used for emergency lending to an institution; providing liquid-
ity insurance. It allows participants to borrow Gilts (or in extreme cases even cash) against a wider
range of potentially less liquid eligible collateral. It acts as a “liquidity upgrade of collateral”, hence the

6 There is no maximum number of bids, only a maximum total value of bids from a single participant.

7 The rationale here is to avoid participants basing their bids on assumptions about others’ behaviour.
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wider range of eligible collateral. Fees are paid when the Gilts are returned to the BoE in return for the
original assets.

Collateral, which can be pledged, encompasses both the narrow and wider OMO collateral sets (described
as level A and level B assets below) but also additional assets types. These can be subdivided further into
high quality but illiquid collateral (level C) and level D (own name covered bonds and securitisations).
The fees charged for the discount window depend upon the type of collateral used and the proportion
of eligible liabilities, which the lending would represent.

Hence covered bonds could potentially fall into three different categories. Firstly covered bonds which
already qualify for the wider collateral set (see above) are considered level B assets. Then for covered
bonds qualifying as DWF collateral but not the wider OMO collateral, these classify as level C assets,
unless they are own-name covered bonds, in which case they classify as level D assets.

The Extended Collateral Term Repo (ECTR)

The ECTR was launched in December 2011 and activated in June 2012. It is a contingency liquidity
facility that the BoE can activate in response to actual or prospective exceptional market-wide stress to
undertake operations against a wider set of collateral than with its indexed long-term repo operations.
All DWF Collateral is eligible for the ECTR facility - including own-name covered bonds. The BoE “intends
to hold an ECTR auction at least once a month until further notice”s.

The Funding for Lending Scheme (FLS)

The FLS was launched on 13 July 2012 and is intended to encourage banks and building societies to in-
crease their lending to UK households and corporates. Participants can borrow UK Treasury Bills against
all DWF collateral. Both the fee and the amount participants can borrow will depend on their lending
growth. The drawdown period runs from 1 August 2012 to 31 January 2014.

The fees payable in the DWF operations depend on the category of collateral. For lending provided in
return for Gilts® the fees (in basis points) for the different categories of collateral are set out below:

Collateral Set

A B
o o S
o of Eligible Liabilities (Narrow collateral) (Wider collateral)
0%-10% 50 75 125 200
10%-20% 75 125 200 300
20%-30% 100 175 275 400
30%+ At discretion of the bank

Source: Bank of England, RBS

8 According to its Market Notice published on 15 June 2012.

9 In the event that cash is lent instead, then the fee is the indexed bank rate in addition to the fees shown in the table; though such fees can
vary at the bank’s discretion.
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The DWF is intended for borrowings of up to thirty days. A further 25bp will be added for drawings with
an initial maturity of more than 30 days (though the current theoretical maximum is 364 days). The
table below summarises the above mentioned monetary operations:

Operational Standing

Facilities

Indexed Long-term
Repo

Discount Window
Facility (DWF)

Extended
Collateral Term
Repo Facility

What is the primary

Monetary policy im-

Liquidity insurance

Bilateral liquidity

Liquidity insurance

Lending facility: Narrow

purpose of the plementation Bilateral insurance
operation? liquidity insurance to

deal with frictional pay-

ment shocks
What is being Deposit facility: n/a Sterling cash Gilts Sterling cash
borrowed? Lending facility: sterling
cash

Eligible Collateral Deposit facility: n/a Narrow, Wider DWF Narrow, Wider, DWF

Fee Deposit facility: 0% Auction determined Fee dependant on Auction determined
Lending facility: 0.75% | uniform spread indexed | size of drawing and | uniform spread in-
to Bank Rate collateral delivered | dexed to Bank Rate
Maturity Overnight Typically 3 or 6 months 30 or 364 days 6 months
Frequency Available daily, all day Typically monthly Available daily, all Monthly

day

Source: Bank of England, RBS (as of July 2012)

Additional disclosure requirements for residential mortgage covered bonds

The Bank of England requires additional disclosure and transparency for RMBS and covered bonds backed
by residential mortgages. The BoE requirements include anonymised loan level information for securi-
ties from these two asset classes to be provided at least quarterly. This must be provided for investors,
potential investors and “certain other market professionals acting on their behalf.” The information must
be provided on at least a quarterly basis and within one month of an interest payment date.

During a transition period until 30 November 2012 securities not meeting the new requirements may
remain eligible but will be subject to increasing haircuts, of 5% at the beginning of the period (December
2011) and a further 5% for each subsequent month. At the end of the period any covered bonds backed
by mortgages which do not fulfil the criteria will be ineligible for use in any of the Bank of England’s
monetary policy operations?°.

Loan-level reporting will also include “the requirement for credit bureau score data” to be made available.
This will need to be provided within a three-month period of the transaction’s origination and must be
updated on a quarterly basis. This is provided to enhance comparability between providers. The banks
must provide the information on a ‘comply or explain’ basis. Where issuers are not able to provide cer-
tain data fields, this will not render a transaction ineligible automatically; instead the BoE will look at
the rationale before determining eligibility and may choose to add additional haircuts. Nonetheless the
BoE expects that ultimately all the mandatory information will need to be provided.

These additional transparency requirements do not apply to public sector covered bonds.

10 With the exception of covered bonds already pledged within the Special Liquidity Scheme.
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2.3.3 THE US: ELIGIBILITY CRITERIA FOR FEDERAL RESERVE OPERATIONS

The monetary policy operations of the Federal Reserve System work rather differently to those at the ECB
or the Bank of England. The Federal Reserve Bank of New York implements monetary policy on behalf
of the Federal Reserve System, as mandated by the Federal Open Market Committee (FOMC). Monetary
policy is implemented through sales and purchases on the System Open Market Account (SOMA) at the
Federal Reserve Bank of New York. This account is used both to maintain the overnight target rate for the
federal funds rate (i.e. the US policy rate), as well as to undertake large scale asset purchase programmes
decided upon by the FOMC. In particular, the two rounds of asset purchases (quantitative easing), the first
consisting of Treasury securities, GSE debt and GSE-guaranteed MBS and the second solely Treasuries, as
well as the reinvestment of the coupons and principal payments received from the first round of QE, have
all gone through this account. Currently covered bonds are not eligible for any of SOMA operations, which
are restricted to US Treasury Bills, Notes and Bonds (including TIPS), Federal Agency securities'* and MBS
guaranteed by Fannie Mae, Freddie Mac and Ginnie Mae; all of which must be denominated in USD. Any
of the additional operations put in place during the first stage of the financial crisis are no longer in place,
meaning the only significant other monetary operation is that of the discount window.

Covered bonds and the Discount Window

Only a very small list of covered bonds are eligible for the discount window, namely: US-issued covered
bonds and AAA-rated German Jumbo Pfandbriefe. In the case of the German Pfandbriefe, for the
AAA requirement the lowest rating of S&P, Moody’s and Fitch is relevant. A much softer rating restriction
of simply being investment grade is applied to US-issued covered bonds.

“In general, the Federal Reserve seeks to value all pledged collateral at an internal fair market value
estimate. Margins are applied to the Federal Reserve’s internal fair market value estimates and are based
on risk characteristics of the pledged asset as well as the anticipated volatility of the internal fair market
value estimate of the pledged asset over an estimated liquidation period. Securities are typically valued
using prices supplied by external vendors. Eligible securities for which a vendor price cannot readily be
obtained will be assigned an internally modelled price.”

The haircuts applied to the various assets eligible for use in the discount window are outlined below.
Notably the foreign currencies eligible for the discount window are AUD, CAD, CHF, DKK, EUR, GBP, JPY
and SEK.

The haircuts applied to covered bonds in the discount window operations are not very high and only
marginally higher than those for Treasuries. For example for tenors of 5-10 years, USD-denominated
Pfandbriefe are subject to a haircut of only 4%, the same as stripped Treasury notes or supranational
paper, whilst US Covered bonds are only 1% higher. Nonetheless this reflects a positive stance of the
Fed to all secured debt, since CMOs and AAA-rated ABS also receive this haircut.

Nonetheless the eligibility criteria for foreign issued covered bonds are very strict, including solely Ger-
man Pfandbriefe, the alleged “Gold Standard” of the covered bond market. All other covered bonds ef-
fectively appear to be treated in the same manner as unsecured bank debt, i.e. effectively being excluded
from the discount window. Even other well-developed legislation based covered bond types, such as
Obligations Fonciéres or any of the various Nordic covered bonds have not been included.

11 Fannie Mae, Freddie Mac and Federal Home Loan Bank.

193




% of Market Value (by Maturity)

Asset Class Asset Type 0-5 yrs >5-10 yrs >10 yrs
Bills/Notes/Bonds/TIPs 1.0 3.0 4.0
US Treasuries
STRIPs/Zero Coupon 2.0 4.0 8.0
USD Denominated Bills/Notes/ 5.0 4.0 5.0
Bonds
FDIC Guaranteed USD Denominated Zero Coupon 3.0 5.0 9.0
Foreign Denominated Bills/Notes/
Benel 8.0 10.0 11.0
Bills/Notes/Bonds 2.0 4.0 5.0
GSEs
Zero Coupon 3.0 5.0 9.0
USD Denominated 2.0 4.0 7.0
Foreign Government Agencies
Foreign Denominated- AAA rated 8.0 10.0 13.0
. ) USD Denominated- AAA rated 2.0 4.0 5.0
Foreign Government, Foreign
Government Guaranteed and USD Denominated- BBB-AA rated 3.0 5.0 6.0
Brady Bonds Foreign Denominated 8.0 10.0 11.0
USD Denominated 2.0 4.0 5.0
Supranationals Foreign Denominated- AAA rated 8.0 10.0 11.0
Zero Coupon 3.0 5.0 9.0
USD Denominated- AAA rated 3.0 5.0 6.0
Corporate Bonds USD Denominated AA-BBB rated 5.0 7.0 8.0
Foreign Denominated- AAA rated 9.0 11.0 12.0
AAA rated 3.0 5.0 6.0
US Issued Covered Bonds
AA-BBB rated 5.0 7.0 8.0
AAA rated-USD Denominated 2.0 4.0 5.0
German Jumbo Pfandbriefe - i i-
AAA rated- Foreign Denomi 8.0 10.0 11.0
nated
AAA rated 2.0 5.0 17.0
AA-BBB rated 11.0 14.0 18.0
Asset Backed Securities
CDOs- AAA rated 8.0 9.0 10.0
CMBS- AAA rated 3.0 7.0 8.0
Pass throughs 2.0 4.0 5.0
CMOs 2.0 4.0 10.0
Private-label CMOs- AAA rated 10.0 16.0 17.0
Agency Backed Mortgages Trust Preferred Securities 7.0 8.0 9.0
Trust Deposit Facility-
Term Deposits o ye e
CDs, Bankers’ Acceptances, CP,
ABCP 3.0 n/a n/a

Source: Fed, RBS
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There is also a separate schedule for the percentage margin applied to loans, a number of categories of
which are also eligible for the discount window facility. A further stipulation from the Fed is that obliga-
tions of the pledging depository institution are not eligible collateral. In our understanding, this rules
out own-name covered bonds.

2.3.4 SWITZERLAND: ELIGIBILITY CRITERIA FOR SWISS NATIONAL BANK (SNB) OPERATIONS

SNB monetary policy operations

Under its monetary policy framework, the Swiss National Bank (SNB) sets a 100bp target range for the
3-month Swiss Franc LIBOR rate, with SNB targeting the middle of this range. Repos are its preferred
open market operation used to achieve this target. These are conducted in parts by auctions, which are
typically held every day in form of volume tender (though a rate tender is also possible). The SNB can
also conduct bilateral repo operations to affect money market operations during the course of the day. All
these repo transactions must be 100% collateralised. The terms are set on a daily basis and the maturity
of the operations may vary from one day to twelve months. Hence, the SNB does not have distinct long-
term repo operations in the same manner as the ECB or the BoE. Furthermore, the SNB can issue it own
debt certificates as a means of absorbing liquidity through its money market operations when targeting
the aforementioned policy rate (or range). Such debt certificates can also be posted back to the SNB
in its repo operations (but cannot be used by banks to satisfy their minimum reserve requirements).

Under the SNB'’s typical volume tender, each counterparty offers for the amount of liquidity it is willing
to provide for a given repo rate. If the total volume of offers exceeds the SNB’s predetermine allotment
volume, the SNB reduces the amounts offered proportionally. Each of counterparties receives the interest
rate they bid. SNB Bill auctions are, as a rule, conducted in the form of a variable rate tender. Coun-
terparties submit their offers comprising the amount of liquidity they are willing to provide and price at
which they will do so. Counterparties can submit multiple bids, including at different interest rates. The
SNB obtains liquidity from the participants that have made offers at or below the highest interest rate
accepted by the SNB, paying the participants the interest rate stated in their offers.

In addition the SNB provides standing facilities (a liquidity shortage facility and an intraday facility). For
such facilities the SNB does not actively intervene in the market but rather “merely specifies the condi-
tions at which counterparties can obtain liquidity”*2. Repo transactions within the context of standing
facilities must cover at least 110% of the funds obtained. The remaining monetary policy operations used
by the SNB are an intraday facility for banks, foreign exchange swaps with various central banks, as well
as foreign exchange purchases (a means of intervening into foreign exchange markets affecting CHF).

Covered bonds and other collateral eligible for SNB repo operations

For the aforementioned monetary policy operations the SNB has a standard collateral set which does not
distinguish between collateral eligible for different operations. This is in line with the ECB but in contrast
to the BoOE policy. The SNB accepts a slightly wider set of collateral for its operations. In this sense the
SNB operates much more like the ECB than the Fed or BoE with the latter restricting eligible assets of
short-term monetary policy operations to only the very highest-quality liquid government securities,
with the exclusion of covered bonds.

12 Guidelines of Swiss National Bank (SNB) on Monetary Policy Instruments.
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Only collateral included in the list of eligible collateral for SNB repos may be pledged in the repo transac-
tions. In order to be eligible, the collateral assets must fulfil the following criteria:

> They are issued by central banks, public sector entities, international or supranational institutions
and private sector entities (securities issued by domestic banks and their subsidiaries abroad are
not generally eligible as SNB collateral).

> They have a fixed principal amount with an unconditional redemption
> They have a fixed rate, floating rate or zero coupon

> They are traded on a recognised exchange or a representative market in Switzerland or member
of the EEA with price data published on a regular basis.

> They fulfil the rating requirements (at least one of the three rating agencies S&P, Moody’s and Fitch
rates the country and issue above the minimum threshold).

As such covered bonds are eligible, as long as they are not issued by a domestic Swiss bank. The criteria
for the various classes of eligible assets are further split between foreign and Swiss franc denominated
criteria, the latter being somewhat less stringent. Please find these below:

Min. Rating of
Creditor’'s Country

Currency of

Min. Rating of Minimum Additional

Issue Security issue size Criteria

of Domicile

Swiss Franc Securities CHF A/A2" A/A2™ 100 CHF min Securities of for-
eign issuers must
be listed on SIX
Swiss Exchange

Foreign Currency EUR, USD, AA-/Aa3” AA-/Aa3™ > CHF 1bn equiva-
Securities GBP, DKK, lent (at time of

SEK, NOK (e IS ey issuance)

registered office
in Switzerland or
an EEA country)

* Securities of supranational organisations may be eligible irrespective of rating of country of domicile.

** Swiss public authorities, domestic mortgage bond institutions (Pfandbriefanstalten), the central issuing office of Swiss municipalities and Swiss
issuers with explicit guarantee from Swiss Confederation are excluded from this requirement.

Source: SNB, RBS

All securities contained in the list of collateral eligible for SNB repo transactions form part of the SNB
GC Basket. Based on their characteristics, the securities in this collective basket are assigned to three
different baskets. The CHF GC Basket contains the securities denominated in Swiss francs. Securities in
foreign currencies issued by sovereign countries and central banks make up the Government GC Basket
(GOV GC Basket). The International GC Basket (INTL GC Basket) contains all other foreign currency se-
curities. Securities in Swiss francs with a minimum volume of CHF 1 bn and a minimum rating of AA-/Aa3
are eligible for two baskets: the CHF GC Basket and either the GOV GC Basket or the INTL GC Basket.

As is the case with all central banks the SNB can decide on a case-by-case basis which securities are
eligible for its repo operations. Its rules explicitly state that it “may reject the inclusion of securities or
withdraw securities that were previously included in the list, without providing any justification”.

Own name covered bonds

The SNB publicly states that it does not accept counterparties’ own securities or “those issued by persons
or companies that form an economic unit with the counterparty.” It defines an enterprise as belonging to

196



the same economic unit as the counterparty if 20% of the capital or voting rights are held. Nonetheless
it explicitly states that “this 20% rule does not apply to participations in mortgage bond banks or similar
institutions”. Although it is not explicitly stated in official documents, SNB officials confirmed to us that own
name covered bonds cannot be included within the boundaries set by the definition of eligible collateral.

2.3.5 NORWAY: ELIGIBILITY CRITERIA FOR NORGES BANK OPERATIONS

Norges Bank monetary policy operations

The policy rate of Norges Bank is the sight deposit rate, the rate of interest banks receive on their over-
night deposits in Norges Bank. Unlike other central banks the key policy rate is not a target for overnight
interest rates realised in money markets. Instead, the sight deposit rate form a floor for very-short term
money rates, whilst the overnight lending rate charged to banks for overnight loans (for "D-Loans”, see
below) is the other though less important interest rate, which forms a ceiling for very short term money
rates. This is typically set 100bp above the key policy rate. Norges Bank uses F-deposits (fixed-rate
deposits) to remove unwanted liquidity out of the system.

In terms of providing liquidity, Norges Bank provides intraday and overnight loans (*D-Loans”), which
must be 100% collateralised. The bank also provides longer term liquidity through “F-loans” (fixed-rate
loans), repurchase agreements and currency swaps. F-loans are ordinary fixed rate loans with a given
maturity provided against acceptable collateral “in the form of approved securities.” The interest payable
on such loans is determined by a multi-price ("tAmerican’) auction. Just like in the case of the SNB, Norges
Bank determines the total amount to be allotted in such an operation. Bids for the loans are ranked in
decreasing order and allotments are made until the total amount is distributed with every counterparty
paying its respective bid price. Such loans also must be 100% collateralized.

Norges Bank has primarily granted “F-loans” to financial institutions rather than longer-term repo opera-
tions, following previously unsuccessful attempts to encourage the use of repo facility in the past. F-loans
are provided for a number of different maturities, much like the longer-term ECB-refinancing operations.
Again in an ECB-reminiscent manner, longer maturity F-loans were provided during the credit crunch;
these even included the provision of a 3-year F-loan by the Norges Bank in February 2009.

The collateral set eligible for short-term “D-loans” at Norges Bank is identical to that for the longer-term
“F-loans”. Norges Bank only uses one collateral set for all its operations. Its collateral rules group differ-
ent securities into various liquidity categories, much like the ECB (see below for further detail on these).

Covered bonds and other collateral eligible for Norges Bank repo operations

In order to be eligible as collateral, securities must be listed on Norges Bank’s website and have to fulfill
the following eligibility criteria:

Type and Jurisdiction
> Bonds, notes and short-term paper issued from Norwegian and foreign issuers;

> Securities issued outside the EEA may be accepted provided that Norges Bank has legal confirma-
tion that there are no problems associated with the realising of the collateral;

> Norwegian bond and money market funds (confined to investing in bonds, notes and short-term
paper) are eligible as collateral provided that they are managed by a management company regis-
tered in Norway whose unit holdings are registered with the VPS and that Norges Bank has access
to price information from Oslo Bgrs Informasjon.
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Credit rating

> Securities issued by foreign issuers and bonds, notes and short-term paper issued by Norwegian
private entities are subject to credit rating requirements. Covered bonds issued under Norwegian
law are exempt from the rating requirement if they are backed by domestic mortgage loans. For
securities issued by Norwegian entities a credit rating of the issuer is sufficient.

> Norges Bank accepts credit ratings from S&P, Fitch and Moody’s. A best rating approach is used,
i.e. a satisfactory credit rating from just one of these three agencies is sufficient. The lowest ac-
ceptable credit rating for bonds with foreign issuers is A/A2, while the lowest acceptable credit
rating for bonds issued by Norwegian issuers is BBB-/Baa3*3.

Listing

> Securities issued by private entities are subject to listing requirements. Private securities must be
pledged in the VPS, must be listed on a stock exchange or other market place approved by Norges Bank.

> Securities pledged as collateral in another securities depository approved by Norges Bank must be
listed on a stock exchange.

> The listing requirement does not apply to notes and short-term paper.
Requirements relating to minimum volume outstanding

> Securities issued by private entities are subject to requirements relating to minimum volume
outstanding: securities in NOK must have a minimum outstanding volume of NOK 300 m, whilst
securities in a foreign currency must have a minimum volume equivalent to EUR 100 m.

> If a security issued by a private entity is denominated in a foreign currency, a bank may not pledge
more than 20% of the loan’s outstanding volume to Norges Bank. The same applies to asset-backed
securities (ABS) denominated in NOK.

Currency Restrictions
> Securities shall be denominated in NOK, SEK, DKK, EUR, USD, GBP, JPY, AUD, NZD or CHF.
Multilateral development banks, government-guaranteed and regional debt securities

> The Norges Bank may, subject to an assessment, exempt securities with irrevocable and uncon-
ditional government guarantees from the listing and minimum outstanding volume requirements.
Subject to an assessment, Norges Bank may also permit a bank to collateralise more than 20% of
the outstanding volume of a security of this type.

> Subject to an assessment, Norges Bank may grant the equivalent exemption for securities issued
by regional or local authorities or multilateral development banks, as well as for government-
guaranteed securities. These securities must then have a risk weighting of 0% in accordance with
the capital adequacy requirements.

> In the case of government-guaranteed securities and securities issued by regional or local authori-
ties or multilateral development banks, Norges Bank may, subject to an assessment, accept a credit
rating provided by the issuer or the government guarantor.

13 The lowest acceptable credit rating for notes and short-term paper issued by foreign entities is A-1 from S&P or the equivalent rating from Fitch
or Moody'’s, while the lowest acceptable credit rating for notes and short-term paper from Norwegian issuers is A-3 from S&P or the equivalent
rating from Fitch or Moody'’s.
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ABS and Other Restrictions

> Asset Backed Securities (ABSs) must have a AAA credit rating from S&P, Fitch or Moody's at the
time of collateralisation and must be assessed by Norges Bank as what are termed “true sale” ABSs

and must not be secured on commercial property loans.

Only the upper tranche will be accepted as collateral and the borrower cannot pledge more than
20 per cent of the volume outstanding of any deal.

An ABS may be rejected if the pledging bank has close ties to the special purpose vehicle of an
ABS (for example in the form of agreements on interest rate or currency swaps, lines of credit or
the servicing of loans)

Collateralised debt obligations (CDOs) are not eligible as collateral.

Unsecured securities issued by banks and other financial institutions, or unsecured bonds issued
by companies where banks or other financial institutions indirectly or directly own more than 33%
are not eligible.

Own-name covered bonds

> A bank may pledge covered bonds and ABS as collateral even if the securities are issued by the
bank itself or by an entity that is part of the same corporate group as the bank. Own-name covered
bonds are subject to an additional haircut of 5%.

Haircuts

> The haircuts applied to the market value of a security are set out by category below:

> NorGEs BANk HAIRcuTs BY CATEGORY AND RESIDUAL MATURITY (% OF MARKET VALUE)

Liquidity Category

Liquidity Category I Liquidity Category II Liquidity Category III Liquidity Category IV

Eligible Collateral

> AAA rated Govern-
ment Bonds

> Money market and
bond funds confined
to investments in the
above securities.

> Government bonds
rated AA+ to A

> Covered bonds rated
AAA to AA-

> Norwegian local gov-
ernment paper

> Foreign local govern-
ment paper rated A
or better

> 0% RW paper

> AAA rated corporates

> Covered bonds rated
A+ to A

> Corporate bonds
rated AA+ to A.

> Norwegian covered
bonds rated A- or
lower and unrated

> Norwegian corporate
bonds rated A- to
BBB-

Floating Floating Floating Floating
0-1 year 1.0 1.0 3.0 3.0 4.0 4.0 8.0 8.0
1-3 years 3.0 1.0 5.0 4.0 6.0 5.0 11.0 10.0
3-7 years 5.0 1.0 7.0 5.0 10.0 7.0 17.0 14.0
7+ years 7.0 1.0 10.0 6.0 13.0 9.0 22.0 17.0

Source: RBS, Norges Bank

Securities in foreign currencies and own-name covered bonds are subject to a further 5% haircut. ABS are subject to a 15% haircut,
regardless of maturity. Additional haircuts apply on FRNs if no price information is available.
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Temporary Norges Bank monetary policy operations, a unique swap arrangement

Another monetary policy instrument used by Norges Bank, which is somewhat unique in the context of
covered bonds, is a swap arrangement where banks could swap covered bonds in return for government
securities. The arrangement was put in place in November 2008 for NOK 230 bn. The maturity of the
swaps was originally three years but was subsequently extended to five years.

2.3.6 AUSTRALIA: ELIGIBILITY CRITERIA FOR RESERVE BANK OF AUSTRALIA (RBA) OPERATIONS

The Reserve Bank of Australia (RBA) expresses its desired stance of monetary policy through the op-
erating target for the cash rate, the money market rate on overnight interbank funds. The RBA targets
this through its short-term open-market operations. The same collateral set is also applicable to the
longer-term operations provided.

Covered bonds and RBA eligible collateral

In order to be considered as eligible collateral by the RBA, all securities, including covered bonds, must
fulfil the following criteria:

> Currency: The security is denominated in Australian dollars and traded in Austraclear. The RBA
will not accept securities that trade as Euro-entitlements.

> Rating: The minimum credit rating for the security and issuer is based on the lowest rating of all
major credit rating agencies. For covered bonds only security ratings are considered as long as long
as at least two ratings are available. Otherwise minimum issuer ratings will also be considered.

> Structured bonds: Highly structured securities or those with embedded derivatives are not eligible.

> Own name bonds: Securities issued by the own bank or related entities are not eligible. A related
party is deemed to be an institution that has a significant relationship to the credit quality of the
security and so includes (but is not restricted to) the loan originator, swap counterparties and li-
quidity providers'4. This ‘related party exemption’ also applies to covered bonds and as such “own
name covered bonds” are not eligible for RBA repo operations.

RBA repos

When the RBA buys securities under repurchase agreement it does so in two broad classes of securities:
General Collateral and Private Securities. Since the mid 1990s, the RBA has gradually widened the range
of highly-rated securities that it is prepared to accept in response to the decline available government
debt and taking into account the changing structure of financial markets.

In February 2012 the RBA changed the range of securities eligible for its repos. The only change per-
tained to the eligibility of securities issued by authorised deposit-taking institutions (ADIs) where the
rating requirements were lowered. Generally, the lowest available security or issuer rating applies. For
covered bonds only the lowest security rating is considered. The current set of eligible securities and
the respective minimum rating requirements are given below:

14 An exception applies in extraordinary circumstances when the RBA may accept related party RMBS or ABCP.
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Minimum Rating

General Collateral

A$ Commonwealth Government Securities n/a

A$ Semi-governments Securities n/a

A$ Domestic Issues by Supranationals and Foreign Governments A-1 or AAA™
A$ Securities with an Australian Government Guarantee n/a

A$ Securities with a Foreign Sovereign A-1 or AAA™
Government Guarantee

Private Securities

Securities (including Covered Bonds) issued by authorised deposit-taking institutions (ADIs)
Residual maturity of 1Y or less Any public rating

Residual maturity > 1Y At least two ratings, the lowest being
minimum BBB+

Asset Backed Securities

Standard A-1 or AAA
Other A-1 or AAA
Other Securities A-1 or AAA

* In the case of securities guaranteed by the New Zealand government AA+ is the minimum rating.

This mainly comprises covered bonds denominated in AUD and issued in the Kangaroo market (i.e.
onshore) to be eligible for Repo transactions with the RBA. The RBA is willing to accept “other AAA as-
sets” which includes covered bonds, as well as senior unsecured bank debt as long as it is rated AAA
and denominated in AUD. The RBA accepts both legislative and structured covered bonds. Of course as
with all central banks, the RBA retains the right to reject any particular security or securities from any
issuer and specifically stated that it will not accept “highly structured” securities. This however does not
apply to covered bonds but rather to CDOs or other such structures.

2.3.7 NEW ZEALAND: ELIGIBILITY CRITERIA FOR RESERVE BANK OF NEW ZEALAND (RBNZ)
OPERATIONS

RBNZ monetary policy operations

The monetary operations of New Zealand are composed of (a) Liquidity Operations, (b) Standing Facili-
ties and (c) Other Domestic Operations. The Open Market Operations (OMO) of the Reserve Bank of New
Zealand (RBNZ), including overnight repo transactions and issuance of RBNZ bills (to remove unwanted
liquidity) fall within the ‘Liquidity Operations’, as do the FX Swaps and Basis Swaps operations provided. The
Standing facilities are made up of the Overnight Reverse Repo Facility and a Bond Lending Facility. Finally
‘Other Domestic Operations’ consist of the repurchase or swapping of New Zealand government securities.

The following securities are eligible for the RBNZ’s overnight repo transactions within the Liquidity Op-
erations and the Bond Lending Facilities (part of the Standing facilities):

> New Zealand Government Treasury bills
> New Zealand Government bonds
> New Zealand Government inflation-indexed bonds

> Other (non-New Zealand Government Securities) as approved by the RBNZ.
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Covered bonds potentially fall within this final definition, as long as they comply with the eligibility cri-
teria. These are set out in the section below.

Covered bonds are not eligible for the other RBNZ monetary operations. The eligibility of securities for
the ‘Overnight Reverse Repo’ under the RBNZ Standing facilities is restricted solely to New Zealand
Government bonds, Treasury bills and RBNZ bills. For the ‘Other Domestic Operations’, the RBNZ from
time to time offers to either repurchase and/or swap New Zealand Government securities. The RBNZ
announces its intention to repurchase and/or swap the relevant securities via the electronic media and
the conditions applying to the operation are included. Purchases may be for the RBNZ’s own account or
on behalf of the Crown.

Covered bond eligibility for RBNZ operations

As explained above, covered bonds are eligible for the RBNZ's overnight repo transactions within the Li-
quidity Operations and the Bond Lending Facilities, as long as they fit the following criteria:

Rating

> Issues are rated AAA by at least two acceptable rating agencies. In case of more than two issue
ratings, at least two agencies must rate the issue as AAA, and no rating should be lower than AA+.

> The issuer has a credit rating from at least two acceptable rating agencies.
Cover Pool

> The cover pool must be comprised of New Zealand originated first registered mortgages on New
Zealand residential properties.

> The mortgage collateral is owned by a special purpose vehicle (SPV) that is bankruptcy remote
from the originator.

> The loan to value ratio for each individual mortgage does not exceed 80%.

> Mortgages with loan to value ratios that exceed the 80% level will be removed from the cover pool
and replaced with qualifying mortgages.

> Only loans that are performing have been included in the pool (non-performing loans are defined
as those that are 90 days or more past due).

> “Asset monitors” independent from the trustee and the originator will verify calculations relating to
asset coverage tests and any other key ratios and provide these, and any other relevant reports,
to the RBNZ on a regular basis.

Price Sources

> Covered bond pricing will be available on at least 80% of days via the NZFMA's NZ Credit Market
Daily Pricing Service. Pricing will be available at all month-ends.

Currency
> Issues are denominated in New Zealand dollars (NZD only)
Settlement

> Covered bonds are lodged and settled in NZClear. Eligibility criteria for lodgment into NZClear in-
clude having a suitable registrar, and paying agent.
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Own-name bonds

> Covered bonds are repo eligible on a two-name basis only, thus removing the possibility that issu-
ers posting ‘own-name’ covered bonds to the RBNZ.

Of course, as is the case for all central banks, the RBNZ reserves the right to refuse an asset for any
reason and is not required to disclose such reasons. In particular, “it should be noted that if the credit
rating of the issue falls below the Reserve Bank’s threshold, then the issue will cease to be eligible in
the Reserve Banks’ operations.”

Thus the RBNZ applies relatively strict criteria in setting eligibility for covered bonds, in particular the
requirement that the cover pool can only comprise of New Zealand originated first registered mortgages
on New Zealand residential properties currently restricts the use of the repo facility to covered bonds
issued by domestic banks'®> (or New Zealand subsidiaries of foreign banks using domestic loans); none-
theless if a foreign issuer were to have eligible loans in the pool (and fulfill all the other criteria), their
covered bonds could also be eligible. This of course would also subject such bonds to the strict criterion
restricting eligibility to solely NZD-denominated covered bonds. This is consistent with the RBNZ criteria
for all other securities eligible in a similar manner to covered bonds, with securities guaranteed by the
NZ government being the sole exception; even foreign government issued or guaranteed paper must be
NZD-denominated, so Treasuries or Bunds in their domestic currencies would technically not be eligible
for the RBNZ's operations.

The full haircuts schedule can be found below. It shows that NZD Covered bonds receive relatively benign
haircuts, in line with two-name basis NZD-denominated RMBS, but significantly better than single-name
RMBS, all but AAA bank and corporate debt and state owned enterprise bonds. In fact the haircuts of
5% and 8% for securities above and below 3-years respectively are even lower than the 6% and 8%
for NZD-denominated New-Zealand government guaranteed securities and NZD foreign-government
guaranteed claims. In effect only Kauri and New-Zealand government securities (and RBNZ bills) re-
ceive lower haircuts. Thus ultimately, the eligibility criteria for repo are strict but eligible covered bonds
receive highly favourable treatment.

15 As of end-July 2012, only two covered bonds were eligible: the Bank of New Zealand 6.0% June-2015 and Bank of New Zealand 6.425% June-
2017 covered bonds.
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Haircut

Eligible Security Minimum Rating

< 3 years = 3 years

NZ Government & RBNZ

Treasury Bills AAA 1% 3%

Bonds

Inflation-linked Bonds

RBNZ Bills n/a 1% 3%

Acceptable Kauri issues (NZD) AAA 3% 5%
AA- 6% 8%
A- 10% 15%

Bank Securities (NZD)

Bank bonds - NZ Registered Banks only AAA 5% 8%
AA- 8% 10%
A- 10% 15%
BBB- 15% 20%
NZ Registered Bank RCD’s A-1+ 10% n/a
A-1 15% n/a
A-2 20% n/a
Local Authorities (NZD)
Bonds AAA 5% 8%
AA- 8% 10%
A- 10% 15%
BBB- 15% 20%
CcP A-1+ 10% n/a
A-1 15% n/a
A-2 20% n/a
State-Owned Enterprises (NZD)
Bonds AAA 5% 8%
AA- 8% 10%
A- 10% 15%
BBB- 15% 20%
CcpP A-1+ 10% n/a
A-1 15% n/a
A-2 20% n/a
Corporate Securities (NZD)
Bonds AAA 5% 8%
AA- 8% 10%
A- 10% 15%
BBB- 15% 20%
cpP A-1+ 10% n/a
A-1 15% n/a
A-2 20% n/a
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Haircut

Eligible Security Minimum Rating

< 3 years = 3 years

Securities guaranteed by NZ government

NZD Denominated AA+ 6% 8%
A-1+

Non-NZD Denominated AA+ 11% 13%
A-1+

Securities issued/guaranteed by Foreign governments
NZD Denominated AA+ 6% 8%

Securities issued/guaranteed by Foreign governments (NZD)
Bonds AA+ 6% 8%
CcpP

RMBS (NZD- on a single name basis)
Bonds AAA 19%
CcP

RMBS (NZD- on a two name basis)
Bonds AAA 5% 8%
CcP

Covered Bonds (NZD)
Bonds AAA 5% 8%

COVERED BONDS AND REPOS: CONCLUSION

The comparison of the various treatments of covered bonds by some of the major central banks under-
lines the special status of covered bonds. This is driven in our opinion by the macro-economic benefits
of covered bonds through the provision of cheap residential (and commercial) mortgages and by giv-
ing banks a stable and relatively cheap additional funding channel. However, there is not one uniform
approach and the stances towards covered bonds of the various central banks differ considerably. As
already indicated in the introduction, broadly speaking covered bonds receive more favourable treatment
amongst those countries in which they play a more pivotal role in the funding of the domestic banking
sector. This applies primarily in terms of eligibility of covered bonds as collateral for repo operations,
but also in terms of the haircuts.
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2.4 COVERED BONDS VS. SENIOR UNSECURED BANK DEBT AND RMBS
By Bernd Volk, Deutsche Bank and Frank Will, RBS

2.4.1 COVERED BONDS VS. RMBS

Pre-crisis convergence of covered Bonds and MBS

Mortgage Backed Securities (MBS) are eligible as collateral for covered bonds in numerous jurisdictions
(e.g. France, Italy, Ireland and Luxembourg). Moreover, the boundaries between covered bonds and MBS
were in certain instances starting to become blurred before the crisis. In countries without specific legal
framework for covered bonds, so-called structured (or general law based) covered bonds were structured
with the help of securitisation techniques to replicate the dual claim characteristic for covered bonds.

Covered bonds are an on-balance sheet funding tool

However, in contrast to securitisations, in case of covered bonds, the assets remain on the balance sheet
of the issuers. Some covered bond structures could be seen as utilizing a quasi-SPV specifically dedi-
cated to the issuance of covered bonds because although the issuer is a credit institution, it is in fact a
specialised covered bond bank. The specialised issuer uses the issue proceeds to buy mortgage loans
at the operating bank or to grant loans to the operating bank, the originator of the mortgage loans. In
case of the latter, the operating bank keeps the mortgage loans on its balance sheet and pledges them
to guarantee the loans received from the covered bond bank. However, in both cases, covered bonds
are an on-bank-balance sheet funding tool.

Covered bonds have a dynamic cover pool

All outstanding covered bonds by one issuer are typically backed by all loans in the cover pool. There
is no connection between a specific cover asset and outstanding covered bonds (like typically in case of
MBS). In case of issuer insolvency no further assets will typically be added to the cover pool - i.e. the
cover pool administrator loses the capability to bring in sufficient new assets in order to comply with
the coverage regulations. As long as the issuer is solvent, the issuer manages the cover pool and can
take in and out cover assets.

MBS have typically a static pool and credit enhancement by tranching

As covered bonds typically have a fixed rate bullet structure, the cover pool has to be constantly ‘refilled’,
i.e. mortgage loans becoming due have to be reinvested. This can lead to higher credit and market risk
in the cover pool compared to triple senior tranches of MBS transactions. Generally, a dynamic cover
pool creates the need of an accurate asset liability management including stress test scenarios. Apart
from the credit risk of the cover pool assets, risks are the potential lower yield of newly added assets
(negative carry risk as a result of differing amortization profiles of covered bonds and cover assets), the
management of the interest rates risks between the fixed rate covered bonds and (often) variable rate
mortgage loans, and typically the need to sell cover assets in case of issuer insolvency to pay covered
bonds with bullet maturities. As a result of the dynamic pool, covered bonds typically have a longer
maturity than MBS. Due to the above-mentioned market risk in case of issuer insolvency, overcollater-
alisation (OC) requirements by rating agencies regarding covered bonds are typically much bigger than
subordination requirements for senior tranches of RMBS.
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Maturity extension as main risk of RMBS

One of the main risks of MBS is sharp maturity extensions. MBS prepayment varies from jurisdiction to
jurisdiction. The UK is predominantly characterised by Master Trusts, which rely upon high prepayment
rates to meet scheduled maturities. Sponsors have however injected assets into trusts, issued further
bonds or purchased notes in order to meet scheduled redemptions. MBS from Ireland, Portugal and the
Netherlands will typically rely upon varying degrees of prepayment and sponsor call. Lower prepayment
rates along with the lack of fully functioning debt capital markets have meant that extension risk has
become a core consideration in European RMBS.

In MBS, the highest credit risk is concentrated in the subordinated bonds where losses hit first according
to the “tranching” of the mortgage portfolio. Investors have no recourse against the originator of the
assets, and the risk is limited to the pool of assets that has been securitized. MBS cover pools are, in
most cases, static in the sense that even if assets can be substituted after a deal’s launch (for instance
in UK MBS Master Trusts), these additional assets do not lead to an increase in overcollateralisation as
they would in a covered bond. However, overcollateralisation does increase as the underlying pool of
mortgage loans decreases over time due to borrowers paying back their obligations. MBS Master Trusts
are different in this regard, having revolving cover pools where principal repayments are re-invested
in new assets, subject to a set of eligibility criteria and concentration limits that the underlying assets
have to conform to both on a single asset and on a portfolio level. Nevertheless, in contrast to covered
bonds, MBS investors are more exposed to the performance of the pool. Bad performance of the portfolio
erodes investor protection. Investors in MBS only bear the risk arising from these mortgage loans and
are independent from the credit risk of the respective (former) owner of such assets (the originator/
seller e.g. a bank).

In case of covered bonds, increasing non-performing loans in the cover pool are a negative indicator
regarding issuer credit quality. The issuer typically takes out non-performing loans (i.e. keeps the pool
clean). In most countries, issuers are obliged to do so by law. When non-performing loans in the cover
pool increase, it suggests that the issuer is no longer able to support the cover pool, in turn, indicating
declining issuer credit quality.

OC of covered bonds typically much bigger than subordination of MBS

Typically, OC requirements of rating agencies to achieve triple-A ratings are much higher for covered
bonds than for senior RMBS tranches. This is mainly due to covered bonds facing not only credit risk but
also market risks, due to typically high mismatches between cover pool assets and outstanding fixed
bullet covered bonds. Spanish Cédulas for instance typically face minimum OC requirements significantly
over 25% to keep current ratings. At the same time, numerous Spanish RMBS have credit enhancements
of only above 10%. In this respect, the latest rating agency statistics, comparing expected cover pool
losses (credit risk) and OC requirements (credit risk and market risk) of covered bonds, is interesting,
again showing that OC requirements are driven mainly by market risk.

Covered bondholders have recourse against a bank

A crucial difference between covered bonds and MBS is that covered bondholders have recourse against
a bank, not only the underlying assets transferred to a SPV as in case of MBS. Hence, investors have a
dual claim. MBS proponents typically highlight that there is a high correlation between the credit quality
of the cover pool assets of covered bonds and the credit quality of the issuer. In case the cover pool credit

207




quality worsens, the issuer credit quality will also worsen. However, in such a scenario, the issuing bank
(or the parent company) might receive external support by its banking group or public sector entities.

Regulatory changes regarding banks relating to capital, liquidity buffers, net stable funding ratio, risk
weighting and leverage limit are likely to make the banks fundamentally stronger which in turn would
support covered bond markets. In our view, this is one of the reasons for covered bonds outperform-
ing MBS at the beginning of the financial market crisis. At the end of the day, covered bonds are bank
bonds. The preferential claim on the cover pool is an add-on, something which may be valued more or
less by investors.

Covered bonds are excluded from bail-in

Whereas there was no support for MBS (i.e. investors were fully exposed to the risk of the underlying
assets and the structure they bought) there was strong support for covered bonds via support for the
issuing banks in numerous cases (e.g. Washington Mutual, Northern Rock, Bradford and Bingley, Hypo
Real Estate, Dusseldorfer Hypothelenbank, Kauphting, etc.). One could argue that while that has oc-
curred to date, given sovereign pressures, a key risk is the willingness and ability of governments to bail
out banks. However, in our view, declining willingness of sovereigns to support banks will first impact
Lower Tier 2 and senior bonds. Covered bond investors continue to rank highest regarding potential
support. This is confirmed for instance by the German Bank Restructuring Act which explicitly excludes
Pfandbriefe from direct potential burden-sharing measures stipulated in case of a bank restructuring.
The same is certainly expected regarding upcoming EU bank resolution regime and was mentioned in
numerous consultation papers already.

Regulatory support for covered bonds, regulatory restrictions for RMBS

Generally, particularly compared to pre-crisis, MBS face increasing legal and regulatory restrictions. On
the other hand, legislators and regulators continue to support covered bonds. For instance:

> CRD II imposed 5% retention and greater disclosure requirements for MBS;
> CRD III provides more onerous capital requirements for securitisations held in trading books;

> CRD IV aims to establish more onerous liquidity requirements and RMBS - in contrast to covered
bonds are not eligible for liquidity coverage requirements;

> The capital surcharge under Solvency II regime is significantly higher than for covered bonds (up
to 10 times for AAA rated RMBS compared to AAA Covered Bonds); and,

> The ECB collateral —criteria required two triple A ratings in case of MBS compared to triple B minus
in case of covered bonds.

All of the mentioned examples point to significant regulatory support for covered bonds compared to
securitisations.

Conclusion

While public issuance of securitisations recovered somewhat, issuance levels are still far from historical
On the other hand, issuance levels of covered bonds remain much higher and despite numerous countries
being shut from market access, dominate bank funding.
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Despite convergence of covered bonds and MBS pre-crisis, there are crucial differences between the two
products. MBS investors are more exposed to the risk of underperformance of the cover pool and matu-
rity extension. With the financial crisis, high non-performing loans and lower pre-payments are drivers
of cover pool under performance and maturity extensions of MBS. Covered bonds are bank bonds and
covered bondholders benefit from a preferential claim on a cover pool, the support of the issuing bank
and every kind of external support provided to the issuing bank. Hence, covered bondholders are not
limited to cover pool assets and, hence, are not necessarily directly impacted by lower pre-payments or
a worsening asset quality. While legal and regulatory sentiment remains adverse for MBS, covered bonds
benefit from increasing regulatory support. Mainly due to the fact that covered bond pools are dynamic
and due to typically high asset liability mismatches between cover assets and outstanding covered bonds,
OC requirements by rating agencies for covered bonds are much higher than credit enhancements for
senior tranches of MBS, in turn leading to strong investor protection. Even taking into account that sys-
temic support for banks will decline going forward, we systemic support for covered bonds remains high.

Overall, also driven by increasing regulatory (and central bank support) and even taking into account
increasing country differentiation, covered bonds are likely to remain an important funding tool for banks
in the post-crisis financial market architecture.
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2.4.2 COVERED BONDS VS. SENIOR UNSECURED BANK DEBT

Over the last few years, we have seen an increasing interest in covered bonds from traditional credit
investors. Many of them preferred senior unsecured bank debt in the past due to the attractive yield pick-
up offered by this asset class. However, in mid-2010 the yield differential between covered bonds and
senior unsecured tightened to the lowest level since 2006 (see Figure 1 below). In the first half of 2011
the iboxx € Senior Unsecured Bank Debt index traded even inside of the Covered Bond index, something
we have not seen in the past. This trend reverted in the second half of 2011 reflecting concerns about
senior unsecured funding. However, the two long-term LTROs by the European Central Bank (ECB) and
the EU decision to implement bail-in legislation not until 2018 calmed down the market sentiment. At
the time of writing (July 2012), swap spread differentials are again negative. Whilst acknowledging that
the composition of both indices is not identical in terms of issuers and countries and that the modified
durations of the indices are not the same (although relatively similar), we believe that such a market
anomaly is not justified fundamentally and creates attractive switch opportunities.

> FIGURE 1: SwAP SPREAD € INDICES FOR SENIOR UNSECURED BANK DEBT AND COVERED BONDS

~ 3257 175 7
8
~ 2751 8150'
= a
o = i
2 225 o 12
= S 100
a 1751 g
© i
2 3‘121 75
n 125 °
2 50 A
& 75 3
o g 25
X
25 0 ]
g ] : °
= -25. -25
~ ™~ © © o) o o o — — ~ ~ N © o o = o
S 2 2 2 9 ¢ T T 7 7 7 S 88 2 3 =
o =5 fo =5 C =5 fo =5 fo =5 C =
g 2 8 2 8 2 8§ 2 & 3 & 3 oo s s
=== iBoxx € Senior Banks === iBoxx € Covereds === Senior Banks - Covered Bonds

Sources: RBS, Markit

The current dislocation of the market is, in our view, the result of the ongoing concerns about sovereign
risk, which currently are the main drivers of senior unsecured and covered bond spreads. The correla-
tion analysis shows that the swap spread performance of both asset classes is highly correlated with
the respective 5-year sovereign CDS spreads (with positive correlation coefficients of 0.8 to 0.9 for both
covered bonds and unsecured bank debt). Covered bond investors are typically more risk averse than
unsecured bank debt investors and often demand a higher risk premium for increased sovereign risk,
which is reflected in the current spread levels.

Covered bonds vs. senior unsecured

As shown above, the gap between senior unsecured debt and covered bonds has narrowed significantly.
Usually, the gap between senior unsecured and covered bonds tends to be wider for lower rated issu-
ers as the rating uplift offered by covered bonds is higher, i.e. the rating advantage from an investor
perspective between a double-A rated issuer and its AAA covered bond is lower than in case of AAA

210



rated covered bond from a weak single-A or triple-B issuer. There were instances of covered bonds of
a particular issuer trading wider than its unsecured debt in the respective maturity bucket in the past
such as Washington Mutual in the months before the Lehman crisis in 2008. These cases were driven
by a great level of distress and high uncertainty for issuers and highlighted the limited overlap of the
investor bases of both products. However, we have not seen a market anomaly like the current one on
such a wide scale before the current financial market and sovereign crisis. We believe that this creates
interesting trading opportunities and we recommend - on a selective bond-by-bond basis - switching
out of senior paper into covered bonds from the same issuer.

On the following pages we summarise the pros and cons for switching from senior unsecured debt into
covered bonds. As highlighted in the table, both asset classes have a number of benefits and strengths.
The key reasons for investing in senior unsecured bank debt are the usually higher yield offered by this
asset class compared to covered bonds and the seniority of the claim versus the subordinated hybrid
capital and equity investors. The main advantages of covered bonds are firstly the double recourse to
the issuer and - in case of issuer insolvency - to the cover pool, secondly the higher rating (even though
the number of issuers with AAA rated covered bonds is shrinking, the extent the downgrade is not as
severe as in the case of the issuer ratings) and thirdly the favourable regulatory treatment for both,
bank treasuries and insurance companies. The latter aspect is discussed in detail below.

> FIGURE 2: PROS & CONS OF COVERED BONDS VS. SENIOR UNSECURED

Advantages of Covered Bonds Advantages of Senior Unsecured Debt
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> generally better liquidity through larger issue size
> favourable repo treatment at ECB and other central banks

> eligible as liquid assets under upcoming Basel III rules

> no risk of bailing-in

Source: RBS

Higher rating stability of covered bonds

In March 2012, Moody’s published a study on the impact of the recent issuer and sovereign downgrades
on the rating migration of covered bonds. Moody’s analysis is based on data for the 4-year period from
January 2008 to February 2012. During that time, many sovereigns have been downgraded, most nota-
bly in Europe. Moody’s study is split in two parts: one part analyses the covered bond rating migration
in countries with stable sovereign ratings and the other part examines the rating behaviour of covered
bonds in countries where the sovereigns were downgraded.

In countries, which have experienced stable sovereign ratings since the beginning of 2008, the covered
bond issuers have been on average downgraded by more than two notches. On the other hand, the
average covered bond downgrades have been limited to less than half a rating notch. The graph below
shows that more than 70% of covered bonds have managed to retain their Moody’s rating and only
~5% were downgraded by 3 notches or more. In comparison, 80% of the issuers were downgraded,
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and almost 30% of the issuers were downgraded by 3 notches or more. Hence, covered bond ratings
have proved significantly more stable than the issuer ratings. However, Moody’s data also shows that
they were not completely immune to issuer downgrades.
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In countries where the sovereign has been downgraded, the picture looks considerably less rosy. In
Moody'’s study, out of the downgraded countries, 83% of the sovereigns were cut by four notches or
more with the remainder being subject to 3-notch downgrades. The average covered bond downgrade in
these countries was about 4 notches. At the same time, issuers have been downgraded by an average of
5.5 notches. The chart below shows that 65% of the covered bonds have been downgraded when their
respective sovereigns have been downgraded, with the bulk (52%) being in the four-notch area. Over
the same period, 97% of issuers have been downgraded with 61% facing downgrades of four notches
or more. Interestingly, despite the sovereign downgrades, 32% of the covered bond ratings remain
unchanged whilst 3% were even upgraded by one notch. This shows that covered bonds can withstand
issuer and even sovereign downgrades up to a certain extent.
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This is also underlined by Standard & Poor’s data. During 2011 and the first half of 2012 the average
S&P covered bond issuer rating has significantly declined. About half of the covered bond issuers have
seen their issuer ratings been lowered by up to three notches (though two-thirds thereof by just one
notch). The majority of bank downgrades happened to covered bond issuers in France, Spain, Portugal,
UK and Italy. S&P also stated that the average covered bond rating has declined less than the issuer
ratings as covered bonds have been able to benefit from the “unused notches of rating uplift” and as
a result none of the French or UK covered bonds were downgraded during the 18-month period. Only
about one-sixth of the covered bond programmes were lowered and larger downgrades only happened
when the sovereign rating became a constraining factor.

ECB repo haircuts

As part of its open market operations, the ECB has implemented risk-control measures to protect itself
from potential collateral losses in case the underlying assets must be liquidated due to the counterparty’s
default. These measures encompass initial margins, valuation haircuts, variation margins, limits, ad-
ditional guarantees and exclusions. The value of the underlying asset is calculated as the market value
of the asset less a certain percentage (“valuation haircut”). The ECB applies different valuation haircut
for covered bonds and senior unsecured debt.

In July 2010 the ECB announced a new haircut scheme that differentiates haircuts according to the
maturities, the liquidity categories and the credit quality of the assets concerned (see the table below
for A- or higher rated collateral; repo haircuts are significantly higher for bonds in the triple-B bucket).
The new haircuts entered into force on 1 January 2011. UCITS-compliant Jumbo covered bonds are
generally in Category II for which the haircuts remained unchanged. Non-Jumbo covered bonds, general
law-based/structured covered bonds, multi-issuer covered bonds such AyT Cédulas and Cédulas TdA
are now classified as category III bonds. Under the new rules, the haircuts of category III bonds for
maturities up to three years were left unchanged whilst the haircuts for longer maturities were raised
by 50bp to 200bp. The new haircut scheme further increased the gap between senior unsecured debt
and covered bonds making the latter even more attractive for bank treasury investors. The haircut dif-
ferential between a 4-year Jumbo covered bond and a 4-year senior unsecured bank bond increased to
7.5 percentage points and is even 9.5 percentage points in case of maturities beyond ten years.

The table below shows the favourable repo haircuts for covered bonds compared to senior unsecured
bank. Currently, an ECB repo-eligible UCITS-compliant Jumbo covered bond with a fixed coupon and a
maturity of four years would be subject to a haircut of 3.5% whilst similar senior unsecured bank debt
would have a significantly higher haircut of 11%. Non-Jumbo covered bonds, general law-based/struc-
tured covered bonds, multi-issuer covered bonds such AyT Cédulas and Cédulas TdA are classified as
category III bonds and would be subject to a 5% haircut for maturities within the 3-5 year bracket - still
6% below that of an unsecured bond.
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> FIGURE 3: ECB HAIRCUTS BY LIQUIDITY CATEGORY AND RESIDUAL MATURITY

Credit Liquidity Category I Liquidity Category ITI Liquidity Category III Liquidity Category IV Liquidity

(o]TE11147 (Government Bonds) (Local & Regional Govt, (Traditional Covered (Unsecured Bank category V
Steps 1 & Supras & Agencies, Bonds*, Structured Bonds™) (ABS*)
2 (AAA to Jumbo Covered Covered Bonds*, Multi-
A-)* Bonds*) Issuer Covered Bonds*,

Corporates Bonds*)
Residual (Fixed Zero Fixed Zero Fixed Zero Fixed Zero Fixed or
maturity |coupon coupon coupon coupon coupon coupon coupon coupon zero
(years) coupon
0-1 0.5 0.5 1 1 1.5 1.5 6.5 6.5
1-3 1.5 1.5 2.5 2.5 3 3 8.5 9
3-5 2.5 3 3.5 4 5 5.5 11 11.5 -
5-7 3 3.5 4.5 5 6.5 75 12.5 135
7-10 4 4.5 5.5 6.5 8.5 9.5 14 15.5
>10 5.5 8.5 7.5 12 11 16.5 17 22.5

*Assets that are given a theoretical value will be subject to an additional 5% haircut.
** There are higher haircuts for BBB-rated securities.

Source: ECB

Other central banks also favour covered bonds

Other central banks’ repo policies such as those of Danmarks Nationalbank, Norges Bank, the Reserve
Bank of New Zealand, and the Reserve Bank of Australia also favour covered bonds. In Norway, senior
unsecured debt is no longer eligible as collateral for repos, whilst covered bonds will continue to be
eligible. Under Bank of England’s narrow repo rules only government debt is eligible; neither covered
bonds nor senior unsecured debt qualify. However, under its wider definition of Open Market Operations
(OMO) collateral, covered bonds are eligible whilst senior unsecured debt does not qualify.

Basel III's liquid asset buffer rules

In December 2009, the Basel Committee on Banking Supervision published a consultation paper defining
minimum short-term and long-term liquidity levels for banks by introducing a liquidity coverage ratio
and a net stable funding ratio. The Liquidity Coverage Ratio (LCR) requires banks to hold a stock of
unencumbered high quality liquid assets to meet 30 days cash outflows under an acute stress scenario.
Meanwhile the Net Stable Funding Ratio (NSFR) measures the amount of longer-term, stable sources of
funding employed by a bank relative to the liquidity profiles of the assets and the potential for contin-
gent calls on funding liquidity arising from off-balance sheet commitments and obligations. Following an
extensive consultation process, the Committee implemented several amendments in July 2010, which
confirmed amongst others that covered bonds will be eligible as liquid assets if rated AA- or higher and
meeting some additional criteria. Senior unsecured bank debt will not qualify as a liquid buffer asset. The
LCR is expected to be introduced at the beginning 2015. However, the observation period will already
start at the beginning of 2013 and the Committee stated that they will put in place “rigorous reporting
processes to monitor the ratios during the transition period and to review the implications”. The new
liquid buffer rules will come into force in 2015 but we expect that banks will not wait until then and will
start implementing the new policy ahead of its official introduction given that the observation period
starts this year. The NSFR will be implemented by 2018 according to the current plan and gives incen-
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tives to banks to increase their long-term funding. This should make covered bonds more attractive from
an issuer perspective as this asset class benefits from higher investor demand than senior unsecured.

Solvency II

Solvency II is the new capital adequacy regime for the European insurance industry. It was adopted in
2009 and will apply to insurers from the beginning of 2014 after being delayed for one year. The aim of
the new solvency regime is to ensure the financial soundness of insurance undertakings, and in particular
to enable them to withstand turbulent periods, to protect policyholders and the stability of the financial
system as a whole. Solvency rules stipulate the minimum amounts of financial resources that insurers
and reinsurers must have in order to cover the risks to which they are exposed.

Solvency II will introduce economic risk-based solvency requirements across all EU Member States for
the first time. These new solvency requirements will be more risk-sensitive and more sophisticated
than in the past, thus enabling a better coverage of the real risks run by any particular insurer. The new
requirements move away from a crude “one-model-fits-all” way of estimating capital requirements to
more entity-specific requirements. Solvency requirements will also be more comprehensive than in the
past. Whereas at the moment the EU solvency requirements concentrate mainly on the liabilities side
(i.e. insurance risks), Solvency II takes into account the asset-side risks as well.

In particular, insurers will now be required to hold capital against market risk (i.e. fall in the value of
insurers’ investments), credit risk (e.g. when third parties cannot repay their debts) and operational risk
(e.g. risk of systems breaking down or malpractice). These are all risks which are currently not covered
by the EU regime. However, experience showed that all these risk types can pose material threats to
insurers’ solvency.

The new framework - like the current rules — applies to almost all EU insurers and reinsurers. Only the
smallest ones (which fulfil a number of conditions, including having gross written premium income of
less than EUR 5 m annually) will not be subject to these new rules, although they can choose to ‘opt
in”. Solvency II does not apply to pension funds covered by Directive 2003/41/EEC (the “occupational
pension funds” Directive, or IORPs). The Commission is currently examining if suitable solvency require-
ments should be developed for pension funds.

The Solvency Capital Requirement (SCR) should ensure that the market value of assets will fall below
the present value of liabilities only once in 200 years (99.5% 1-year VaR). The basic idea behind the
standard formula for the SCR is that capital should be enough to absorb the total underperformance of
assets compared to liabilities if a number of extreme market events happen simultaneously. Market risks
are considered separately and then summed, with some benefit given to asset diversification. Covered
bonds are treated the same as other fixed-income investments in the market risk module except for
the spread risk and concentration risk subcategories where they benefit from a favourable treatment
compared to corporate and senior unsecured bank debt.

Spread risk applies to various debt products, including investment grade corporate bonds, high yield
bonds and covered bonds. No capital charge applies to government debt or government-guaranteed debt
from a European Economic Area (EEA) state and issued in the currency of the government or multilat-
eral development banks. Capital requirements do apply to exposures to governments or central banks
from outside the EEA and rated single-A or lower. Triple-A rated covered bonds fulfilling the criteria of
Article 52(4) of the European UCITS directive receive a lower spread risk factor between 0.7% and 6.0%

215




depending on the maturity compared to 0.9%-7.2% for senior unsecured and corporate bonds with the
same rating assuming lower losses in a shock scenario. Double-A rated covered bonds also benefit from
lower spread risk factors versus senior unsecured and corporate debt which are up to 1.4 percentage
points lower in case of a ten-year maturity. Single-A rated covered bonds, however, are treated in line
with similar rated corporate debt.

Bail-in risk

An increasing number of investors are concerned about the bail-in risk of senior unsecured bank debt.
A number of supervisory authorities including the Basel Committee on Banking Supervision, the Euro-
pean Commission as well as the regulators in Germany, the UK and Denmark have recently introduced
resolution frameworks or have released consultation papers on that topic.

> Basel

One of the first papers that addressed the bail-in of senior unsecured bank debt was the Basel
Committee paper on the loss absorbency of regulatory capital at the point of non-viability released
in August 2010. It stated in the last paragraph of its appendix that “parallel efforts are ongoing to
ensure that all banks that fail are capable of being effectively resolved and losses allocated to both
senior and subordinated instruments.” In its consultation paper, the Basel Committee argues that
during the recent global financial crisis a number of distressed banks were rescued by their respec-
tive governments through common equity and other forms of tier-1 capital injections. This supported
not only depositors but also investors in regulatory capital instruments and senior unsecured debt.
Consequently, senior and subordinated debt did not absorb losses incurred by those banks that would
have failed without the public sector support. The Basel Committee believes that public sector injec-
tions of capital “should not protect investors in regulatory capital instruments from absorbing the
loss that they would have incurred had the public sector not chosen to rescue the bank”.

> European Union

In January 2011, the European Commission published a consultation paper on how to deal with future
bank failures in the EU and on how to minimise the risks of contagion, protect retail depositors and
avoid costly bailouts by the taxpayer. The proposal took some guidance from the German restructur-
ing law by including the extension of the powers of the regulators such as making changes to the busi-
ness organisation and structure of banks, transferring assets and liabilities to another (bridge) bank,
and writing down debt (and/or its conversion to equity) of a failing bank. At the end of March 2012,
the European Commission published a new Discussion paper on this new debt write-down tool and
bail-in proposal. This document provided a more accurate view of the future tool to be implemented
and stated that covered bonds would be exempted from the scope of this new tool. The European
Commission eventually published in June 2012 its proposal for a Directive establishing a framework
for the recovery and resolution of credit institution and investment firms Commission’s proposal on
the Framework for Bank Recovery and Resolution. The EC proposal explicitly exempts covered bonds
from write-down and conversion powers as they are regarded as “secured liabilities” (Art. 38, para 2
(b)). Our understanding is that the resolution authorities can bail-in the senior unsecured claim of a
secured liability (i.e. should the cover pool not be big enough to cover all outstanding covered bonds,
then the senior unsecured claim against the issuer for the portion of the original liability exceeding the
cover pool assets can be subject to write-down or even bail-in). However, the draft Directive states
that national authorities may exempt UCITS 52(4), former 22(4), covered bonds from this provision.
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> The US

While in Europe regulators are thinking of bailing-in unsecured investors, the US is following a
different route trying to ensure a swift and orderly wind-down of financial institutions with the
Federal Deposit Insurance Corporation (FDIC) emphasising that holders of long-term senior debt,
subordinated debt, or equity interests “"must expect to absorb losses in any liquidation.”

Germany

The German Restructuring Law came into force at the beginning of 2011 and has been applied
retrospectively, i.e. there was not any grandfathering or phase-in period. The law introduced a
restructuring mechanism for German banks which foresees three different restructuring procedures
ranging from (1) internal restructuring to (2) reorganisation to (3) a transfer order. The restructur-
ing process is initiated by the bank and is an internal process which cannot interfere with third-
party rights!. A reorganisation, however, can affect third-party rights of creditors and shareholders
and may include debt-for-equity swaps of subordinated and senior claims as well as haircuts of
unsecured debt. The reorganisation process is initiated by the credit institution. The bank submits
a reorganisation plan to the BaFin which defines any potential haircut for creditor claims, any po-
tential compensation for creditors, deferral periods, and details of any debt-to-equity swap. The
BaFin assesses if the existence of the bank is at risk and if the collapse of this credit institution
would represent a systemic risk. If these criteria are fulfilled, the BaFin will ask the regional court
for approval of the plan.

Importantly, the rights of Pfandbrief investors are not directly impacted by the restructuring law
as the preferential claim on the pool remains protected. In order to ensure this, the Pfandbrief Act
was amended and a new Article 36a ‘Separation Principle in case of Reorganisation or Restructuring
of the Pfandbrief bank’ (Trennungsprinzip bei Reorganisation oder Restrukturierung der Pfandbrief-
bank) was introduced. This article clarifies that the measures of the new Restructuring Law will not
be applied to the remaining part of the bank after issuer insolvency, the so-called ‘Pfandbriefbank
with limited business activities’ (Pfandbriefbank mit beschréankter Geschaftstatigkeit). In case of a
reorganisation, articles 30-36 of the Pfandbrief act (which deal with the insolvency of the issuer,
define the duties and powers of the cover pool administrator and govern the (partial) transfer of
the cover pools and liabilities), would remain applicable for the Pfandbrief business. The cover pool
administrator (Sachwalter) should support the reorganisation plan unless it would be disadvanta-
geous for the Pfandbrief creditors. In case of a transfer order, the transfer must take into account
the Articles 30-36 of the Pfandbrief Act and the cover pool administrator is not bounded to the
transfer order if it negatively impacts Pfandbrief creditors.

So far, the German restructuring law has never been applied.

1 As part of the restructuring process, the bank is allowed to raise debt which is senior to its existing debt. This amount of super senior debt is
nevertheless limited to 10% of its regulatory own funds.
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> The UK

In the UK, the Banking Act 2009 introduced a Special Resolution Regime (SRR) which gives the HM
Treasury, Bank of England and FSA tools to deal with distressed UK banks and building societies.
The SRR powers allow the authorities to transfer all or part of a bank to a private sector buyer and
a bridge bank pending a future sale, place a bank into temporary public ownership, apply for putting
a bank into the Bank Insolvency Procedure (BIP) which is designed to allow for rapid payments to
Financial Services Compensation Scheme (FSCS) insured depositors and last but not least apply
for the use of the Bank Administration Procedure (BAP) to deal with a part of a bank that is not
transferred and is instead put into administration.

Most importantly in our view, the review clarifies the scope of proposed ‘bail-in” powers of the UK
authorities. The FSA/HMT emphasised that covered bond holders’ rights to collateral should not be
over-ridden by any potential bailing in of senior unsecured investors, and that the claims of covered
bond holders in relation to the supporting asset pool should not be affected.

As of the end of July, the Special Resolution Scheme in the UK has been used twice so far. In March
2009, core parts of Dunfermline Building Society (a small building society with total assets of just
£3.3bn) including retail and wholesale deposits, branches, head office and originated residential
mortgages (other than social housing loans and related deposits) were transferred to Nationwide
Building Society. The social housing loans of Dunfermline’s customers (and related deposits) were
transferred temporarily to a bridge bank owned and controlled by the Bank of England. In July
2009 the social housing loans (and related deposits) held by the bridge bank were also transferred
to Nationwide Building Society. In June 2011, Southsea Mortgage & Investment Company, a small
Portsmouth-based bank with a portfolio of housing developments loans, was placed into the Bank
Insolvency Procedure. The Financial Services Compensation Scheme (FSCS) was triggered and
eligible depositors with balances up to the limit of £85,000 were protected. Any money above the
FSCS limit of £85,000 was covered by the FSCS and the affected depositors were treated like other
creditors of the insolvency in relation to the remaining balance. Southsea had 267 customers with
deposits totalling some £7.4.m of which only 14 customers had deposits of more than £85,000.

Denmark

In Denmark the Bank Package III came into force in September 2010 when the initial full guarantee
on Danish bank deposits and senior debt expired. Since then, ‘at the point of insolvency’ a bank
can decide to use either the new Orderly Liquidation Framework or the existing legal framework
for insolvency. If the ailing bank chooses to use the Orderly Liquidation Framework, then assets &
liabilities are transferred to ‘Finansiel Stabilitet’, a subsidiary of the Financial Stability company. In
February 2011, Amagerbanken was the first bank to use the “orderly liquidation framework”. The
senior unsecured debt and depositors (beyond the DKK 750,000 threshold) of small Danish lender
suffered a 41% write-down. In June 2011, Fjordbank Mors A/S became the second Danish bank to
use the “bail-in” framework rather than the insolvency law. Senior unsecured creditors and unguar-
anteed deposits were subject to a 26% haircut. Covered bonds, however, are explicitly excluded.

The tough Danish regulation significantly increased the funding costs of Danish banks in the in-
ternational markets. In May 2011, Moody’s downgraded six Danish banks reflecting the reduced
expectation of systemic support in the aftermath of the default of Amagerbanken and the subse-
quent losses for senior unsecured investors. The systemic uplift for the smaller banks was removed



whilst the rating uplifts for larger players were reduced to one notch. In July 2011, S&P stated that
it is gradually becoming apprehensive about the riskiness of Danish banks and said that around 15
banks could default, due to boom year loans made to commercial property and farm sectors. In
response to the negative market reaction, the major political parties in Denmark agreed the new
Bank Package IV. Key features of the new package include the possibility for stronger banks to take
over ailing banks thereby avoiding any write-downs of senior debt and unguaranteed deposits. The
government will support such mergers by allowing (1) the replacement of senior unsecured debt
by up to DKK 10bn of new government-guaranteed debt, (2) a up to 3-year extension of up to
DKK 40bn of existing government-guaranteed debt and (3) the split of an ailing bank into a good
and a bad bank. In such a scenario, the Danish government might take over the bad bank to avoid
haircuts for senior debt holders and unguaranteed deposits.

Structural subordination

Another factor supporting the covered bond market is rising concerns from senior unsecured investors
about structural subordination. The increased use of the covered bonds by banks over the last few
years means that more and more assets are ring-fenced. As assets in the cover pool are not available
to cover the claims of senior unsecured investors in case of issuer insolvency?, investors have started
to worry about the growth in covered bond issuance and the subsequent reduction of assets available
to unsecured investors in an insolvency scenario. This problem is exacerbated by the rating agencies’
demands for higher over-collateralisation levels, which in most cases significantly exceed the legal over-
collateralisation requirements and further reduce the available assets for investors outside the cover pool.

While we understand the concerns in the market, we think the recent discussions often tend to overstate
the problem arising from structural subordination while ignoring offsetting factors. The use of covered
bonds usually results in lower funding costs for the banks and significantly broadens the investor base
allowing issuers to tap rates investors such as central banks. In addition, it is a more stable funding
base. Even if the unsecured market is closed for a certain issuer, the bank may still be able to access the
wholesale markets by the means of covered bonds or, in a worst case scenario, it will be able to retain
the bonds to use them for repo transactions with central banks such as the ECB.

In addition, the potential volume of covered bond issuance is not unlimited. The available eligible assets
are a restricting factor for covered bond issuance putting a cap on the actual issue volumes. Also the
aforementioned rating agencies’ requirements of high over-collateralisation levels further reduce the
available headroom for covered bond issuance.

The charts below show that senior unsecured funding still represents about half of European banks’ fund-
ing. In the period of 2011 to H1 2012, based on dealogic figures, covered bonds made up 45% of total
issuance of European financial institutions (excluding securitisation and short-term funding) compared
with 45% of senior unsecured funding and 11% of sub debt and government guaranteed funding. If
retained covered bond and government guaranteed issuance is excluded, the portion of senior funding
exceeds the 50% mark.

2 If all the covered bonds of an insolvent issuer have been repaid and the claims of all covered bond investors have been satisfied, the remain-
ing assets in the respective cover pool would generally be made available on a pro-rata basis to the senior unsecured investors. Moreover, in
some jurisdictions, such as Germany, in case of issuer insolvency senior unsecured investors would have access to assets in the cover pool that
will obviously not necessary to cover the outstanding covered bonds and related liabilities. Given the dynamic character of the market a very
high hurdle must be overcame in order for this process to trigger, and we would expect that only in very few, selected cases the insolvency
administrator of the cover pool would agree to such a transfer.
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FIGURE 4: IssuAaNCE BY EUROPEAN BANKS SINCE 2007
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Fitch’s covered bond study published in June 2012 showed that more than 50% of the covered bond
issuers rated by Fitch have a funding reliance (defined as outstanding covered bonds in % of total as-
sets) of less than 10%. Only 1 in 5 issuers has a funding reliance of more than 20%. These are almost
exclusively specialised mortgage banks.

FIGURE 6: COVERED BOND FUNDING RELIANCE OF ISSUER
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Sources: Fitch, RBS (by number of issuers over the 141 CB issuers rated by Fitch; funding reliance is defined as outstanding covered bonds in %
of total assets)
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Investor demand

We believe that one of the drivers of the spread tightening between unsecured and secured bank debt
is the limited overlap of senior unsecured and covered bonds investors. Analysing recent order books,
we estimate that the investor overlap is increasing due to the higher participation of credit investors in
new covered bond issues. We expect this trend to continue over the coming years and credit investors
will account for a growing portion of the covered bond order books going forward, not least because of
the bailing-in risk for European senior unsecured debt with maturity dates of 2018 and beyond.

The main reasons, in our view, for the current limited overlap are (1) that central banks and sovereign
wealth funds are large buyers of covered bonds but not of senior unsecured debt, (2) that asset managers
and pension funds have often higher limits for covered bonds than for senior unsecured bank debt and
(3) that both assets classes are usually bought for different dedicated portfolios. In addition, covered
bonds are sometimes used to enhance the yield of government portfolios without diluting the average
rating or in genuine credit portfolios to improve the rating quality of the portfolio. Senior unsecured bonds
are primarily bought by banks and assets managers and form part of the credit portfolio.

Conclusion

We view the current anomalies in the pricing of covered bonds relative to senior unsecured bank debt
as a good opportunity to switch into covered bonds. The tight spread between the two asset classes
means that the spread give-up for investors would be relatively small in most cases and those investors
switching into covered bonds would be more than compensated by the aforementioned advantages of this
asset class in terms of higher rating and additional investor protection, in our view. This holds particularly
true for EU bank investors, who additionally benefit from the lower risk weighing under the European
Capital Requirements Directive (CRD), the lower ECB repo haircuts and the prospect of covered bonds
qualifying as liquid assets under the upcoming Basel liquid buffer rules. Insurance companies as well
would benefit from investing into covered bonds as these instruments will receive a favourable treatment
under the upcoming Solvency II rules. The structural subordination of senior unsecured investors as a
result of increased covered bond issuance poses some problems, but the current discussion exaggerates
the issue ignoring the advantages of having a stable and relatively cheap funding channel for the bank:
this is beneficial for both covered bond and senior unsecured investors. Moreover, there is an increas-
ing risk of a bailing-in of senior unsecured debt whilst covered bonds are explicitly excluded from such
measures in the UK, Germany and Denmark as well as under EU and Basel proposals.
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CHAPTER 3 - THE ISSUER’S PERSPECTIVE
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3.1 AUSTRALIA

By Alex Sell, Australian Securitisation Forum

AUSTRALIA
The ‘Aussie’ covered bond market is in its infancy with legislation passing Parliament late in 2011.

The four ‘Major’ Australian banks, made up of Australia and New Zealand Banking Group Limited
("ANZ") (AA-, Aa2, AA-), Commonwealth Bank of Australia ("CBA") (AA-, Aa2, AA-), National Australia
Bank ("NAB”) (AA-, Aa2, AA-) and Westpac Banking Corporation (“Westpac”) (AA-, Aa2, AA-), have
all issued their inaugural covered bond transactions, with approximately AUD 20 bn issued by them
to date.

Based on the issuance cap applied by way of cover pool being limited to 8% of Australian assets, the
total for all potential issuers (nine in total) is approximately AUD 150 bn.!

Others banks with both the balance sheet size and credit rating that may be able to issue AAA covered
bonds include Macquarie Bank Limited (A/A1/A+), Citigroup Pty Ltd (A-, A3, A), Suncorp Bank (A+/
Al /A), and ING Bank (Australia) Limited (A,A3, NR).

Australian covered bonds

Australian covered bond programs follow similar structures as the UK, Canada and New Zealand, given
the similarity of the legal systems. Australian covered bonds are direct, unconditional obligations of
the issuer. In the event of issuer insolvency or default, investors are entitled to be repaid from the
pool of cover assets and they have a claim on the issuer ranking subordinate to statutorily protected
depositors but pari passu with unsecured creditors. The cover assets are held in a bankruptcy remote
special purpose entity, the Guarantor, which provides an unconditional and irrevocable guarantee of
the issuer’s obligations under the covered bonds. In Australian covered bond programs, the Guarantor
are structured using trusts (in the same manner as that used for Australian RMBS). A security trustee
holds security over the cover pool assets for the benefit of covered bondholders (and service providers).

Following an issuer event of default, the Guarantor is required to meet the covered bond obligations
using the cash flows generated from the cover pool assets held for the benefit of the covered bond-
holders. See Figure 1 for an illustration of an Australian covered bond structure.

1 Based on December 2011 asset information.
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> FIGURE 1: AUSTRALIAN COVERED BOND STRUCTURE
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Covered Bond investors

Banks issuing covered bonds: Authorised Deposit-taking Institutions (ADIs)? are permitted to issue
covered bonds subject to complying with the covered bond regulatory structure.

Cap on covered bond issuance: A cap on the value of the cover pool of assets that can be held
for the benefit of covered bondholders and service providers is set at 8% of an ADI's “Assets in Aus-
tralia”. This cap prevents covered bondholders having a claim over more than 8% of an ADI’s assets
in Australia at the point of issuance of covered bonds. In effect, this cap limits the subordination of
unsecured creditors such as depositors.

Ring-fencing the cover pool of assets: The cover pool of assets that provides security to covered
bondholders and service providers needs to be held by an insolvency remote special purpose vehicle,
separate from the ADI issuing the covered bonds3. The covered bond special purpose vehicle owns
(beneficially or otherwise) the cover pool assets. These entities may hold other assets related to issu-
ing covered bonds outside the cover pool of assets (such as voluntary over-collateralisation and assets
linked to assets held in the cover pool).

2 Authorised Deposit-taking Institutions ("ADIs"), as they are known locally, are the equivalent of an EEA credit institution.

3 Or by a Covered Bond Credit Institution if the arrangement involves several ADIs.
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Australian Prudential Regulation Authority’s (APRA’s) powers: The prudential regulator has
the power to restrict the issuance of covered bonds where inter alia the ADI has not complied with
the covered bond legislation. However, APRA has no powers over the cover pool of assets which are
held for the benefit of covered bondholders, or any statutory manager. APRA may provide prudential
standards on any matters relating to covered bonds including:

> The issuing of covered bonds;
> Assets in cover pools; and
> Maintenance of cover pools.

Eligible assets: The eligible assets which can be included in the cover pool are specified in the leg-
islation. These assets are essentially high quality assets (such as residential mortgages) and mirror
the Capital Requirements Directive.

Maintenance of the cover pool: The ADI is required by statute to maintain the cover pool of assets
so that the value of these assets is sufficient to meet 103% of the face value of the outstanding covered
bonds. However, in order to achieve AAA ratings, most programmes have levels of over-collateralisation
in the range of 18% to 20%. This may involve the ADI transferring additional assets to the cover pool
and replenishing assets in the cover pool. APRA does have the power in particular circumstances (e.g.
financial system risk) to prevent an ADI from replenishing the cover pool.

Cover pool monitor: The ADI issuing the covered bonds is required to appoint a cover pool monitor.
The functions of the cover pool monitor include:

> Assessing the ADI’s register of the assets in the cover pool; and

> Reviewing the cover pool’s compliance with the ADI’s requirement in respect of the nature of the
assets in the cover pool, and the value of the cover pool of assets.

As a matter of law, the organisation must:
> Be registered as an Approved Auditor under the Corporations Act 2001; or
> Hold an Australian Financial Services Licence issued under the Corporation Act 2001.

Winding up the cover pool: In the event of resolving a failing ADI, an ADI statutory manager or
external administrator has no powers over the cover pool of assets held for the benefit of covered
bondholders and service providers, apart from contractual matters. This is to ensure that the resolution
process relating to the ADI does not impact on the cover pool of assets providing security to covered
bondholders. Further, as mentioned above, APRA has no powers over the cover pool of assets held for
the benefit of bondholders at any time, other than to prevent top-ups.

Arrangements involving several ADIs: Two models will be facilitated by law to enable a group of ADIs
to enter into an arrangement to facilitate the issuing of covered bonds. One model involves the ADIs
establishing a specialised ADI, called a Covered Bond Credit Institution, which pools assets of the partici-
pating ADIs and issues the covered bonds. The other model involves the participating ADIs establishing
a separate entity that aggregates covered bonds issued by these ADIs and issues a new instrument
backed by these covered bonds. The merits of the Covered Bond Credit Institution as an ADI regulated
by APRA remains under consideration. The four ‘Major’ Australian banks are unlikely to utilise these
aggregating structures. To date, there has been no issuance of covered bonds under this arrangement.
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I. FRAMEWORK

The Australian covered bond regime emulates the UK RCB in most respects. The issuance is from the
bank rather than an SPV. With the benefit of an intercompany loan from the issuer, the SPV acquires the
cover pool collateral from the issuer’s balance sheet, but the cover pool assets remain consolidated on
the issuer’s balance sheet for accounting, tax and prudential (regulatory capital) purposes.

I1. STRUCTURE OF THE ISSUER

The legislation requires the issuer to be an ADI* (see Figure 1).

Australian covered bonds are direct, unconditional obligations of the issuer. However, investors also have
a right to repayment from a pool of cover assets in the event of the insolvency or default by the issuer.
The legislation requires all cover pool assets (including any substitution assets) to be segregated from
the insolvency estate of the issuer by being sold to the SPV, which guarantees the issuer’s obligations
under the bonds.

ITI. COVER ASSETS

Assets permitted in the cover pool that are restricted to this list must be exclusively Australian (e.g. US
dollar cash or a New Zealand residential mortgage would not qualify):

> An at call deposit held with an ADI and convertible into cash within 2 business days;

> Any bank accepted bills or certificates of deposit not issued by the ADI issuing the covered bonds
that are eligible for repurchase transactions with the Reserve Bank of Australia (up to a maximum
of 15% of the cover pool);

> An Australian government debt instrument issued by the Australian Commonwealth, an Australian
State or an Australian Territory;

> A loan secured by a residential property;
> A loan secured by a commercial property;

> A contractual right relating to the holding or management of another asset in the cover pool (for
example, a mortgage insurance policy and a right for compensation in the event the ADI does not
meet any of its contractual obligations in respect to managing the assets in the cover pool); and

> A derivative used for the purposes of protecting the value of another asset in the cover pool.

IV. VALUATION AND LTV CRITERIA

The properties securing the mortgage loans are likely to be valued using Australia mortgage market
accepted practice, unless otherwise specified in the transaction documents. Whatever valuation method
is used, it must be the most recent.®

4 Or the CBCI aggregated structure (however, this structure is yet to be confirmed).

5 Note also that ANZ, CBA, NAB and Westpac have all introduced indexation of their security values for the purposes of calculating the Asset
Coverage Test.
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The LTV limit for mortgages for the purposes of the 103% statutory over collateralisation must not vary
across different programmes (80% for residential mortgages; 60% for commercial mortgages). It is
important to note that mortgages above one of these two LTV limits are able to be included in the cover
pool but the amount of any loan that exceeds the LTV limit is excluded from counting towards the 103%
statutory over collateralisation.

V. ASSET-LIABILITY MANAGEMENT

The legislation prescribes a minimum level of over collateralisation (OC) of 103%.

In addition, issuers typically perform a dynamic Asset Coverage Test (ACT) usually on a monthly basis
to ensure contractual OC requirements are satisfied.

The issuer is required to cure any breach of the ACT by the next calculation date by transferring ad-
ditional cover assets to the special purpose vehicle (SPV). If the breach is not rectified by the following
calculation date, the trustee will serve a notice to pay on the SPV, subject to any further “cure” periods
allowed under the transaction documentation.

VI. TRANSPARENCY

Given the newness of this market (December 2011), industry participants have developed the following
transparency standards, which will be reviewed as the market develops.

Australia and New Zealand Banking Group, Commonwealth Bank of Australia, National Australia Bank and
Westpac Banking Corporation formed a working group in 2011 to agree on the format of their covered
bond reports. They are published monthly on the website of each issuer.

The issuer cover pool reports can be found at:

> Australia and New Zealand Banking Group: http://www.debtinvestors.anz.com/phoenix.
zhtml|?c=248688&p=debt-disclaimerl;

> Commonwealth Bank of Australia: http://www.commbank.com.au/about-us/group-funding/cov
ered-bonds;

> National Australia Bank: http://www.nabcapital.com.au/popup-disclaimers/securitisation-deal-
summaries.phps; and

> Westpac Banking Corporation: http://www.westpac.com.au/about-westpac/investor-centre/fixed-
income-investors/covered-bonds/.

The covered bond reports include the following information:
> Program ratings;
> Numerical results of the Asset Coverage Test;
> Covered bonds outstanding; and

> Cover pool summary tables including LTV, geographic distribution, product types, arrears and pre-
payment speed.

VII. COVER POOL MONITOR AND BANKING SUPERVISION

The issuer is responsible for regular monthly cover pool monitoring and reporting. In addition, the ACT
calculation is typically independently verified by an Approved Auditor or an AFSL holder at least annually.
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VIII. SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED BONDS

Broadly-speaking the covered bond legislation requires cover pool assets to be beneficially-owned by
a SPV, not by the ADI. If the ADI is in default, its statutory manager (or APRA) still cannot access the
cover pool assets unless they constitute part of the voluntary over-collateralisation.

IX. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

Australian covered bonds - to the extent they are issued out of a non-EEA entity - will not by definition
achieve UCITS compliance, even if they meet every non-jurisdictional UCITS requirement. This has
consequences for insurance companies subject to Solvency II, such that they would likely be subject to
100% risk-weight rather than 10% risk-weight. Certain EEA nations, notably Norway, have permitted
Australian RMBS on to their local central bank’s eligible collateral lists. There must surely be some hope
that this will continue for Australian covered bonds, offering as they will diversification away from EEA
sovereigns, issuers, and collateral.

In terms of the Australian market, the Australian central bank, The Reserve Bank of Australia, has added
Australian covered bonds to the list of open market operations’ (OMO) eligible collateral.®

X. ADDITIONAL INFORMATION

The volume of outstanding Australia regulated covered bonds could amount to about AUD 150 bn based
on the “Assets in Australia” of the most likely issuers. Clearly, it will take time for issuers to reach their
8% limits.

> AusTRALIAN Bank CovERED BOND ISSUANCE SUMMARY
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Issuer Programme Issuance to Issuance to Issuance to Issuance to Issuance
size (US$bn) date in bench- date in private date in fixed date in FRN currencies
mark format placement rate format format
(US$M equiv.) format (US$M equiv.) (US$M equiv.)
(US$M equiv.)
ANZ 20 6,432 334 4,248 2,517 AUD, USD, EUR,
NOK, CHF
CBA 30 9,684 2,056 9,591 2,149 AUD, USD, EUR,
NOK, CHF, GBP
NAB 20 2,053 776 2,055 774 EUR, GBP, NOK
WBC 20 7,108 464 5,571 2,001 AUD, USD, EUR,
NOK
Total |90 | | | | |

Source: Australian Securitisation Forum and KangaNews, May 31 2012

6 See: http://www.rba.gov.au/mkt-operations/xlIs/eligible-securities.xls



> FiGure 2: Coverep Bonps Outstanbing 2003-2011, EUR M
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> Ficure 3: Coverep Bonps Issuance, 2003-2011, EUR ™
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ECBC Covered Bond Comparative Database: http://www.ecbc.eu/framework/98/Australian_Covered_Bonds
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3.2 AUSTRIA

By Dr. Friedrich Jergitsch, Freshfields Bruckhaus Deringer
and Alexa Mezei, Erste Group Bank

I. FRAMEWORK

Austria has three different frameworks under which covered bonds can be issued. These are:
1. Hypothekenbankgesetz: Mortgage Banking Act (Law of 7/13/1899, last amended 2005) “Pfandbriefe”

2. Gesetz betreffend fundierte Bankschuldverschreibungen: Law on Secured Bank Bonds (Law of
12/27/1905, last amended 2005) “FBS”

3. Pfandbriefgesetz: Mortgage Bond Act (Law of 12/21/1927, last amended June 1, 2005) “Pfandbriefe”

Under these laws banks can issue two kinds of covered bonds, Pfandbriefe which are issued under the
Mortgage Banking and Mortgage Bond Act, and Fundierte Bankschuldverschreibungen (FBS) issued
under the Law on Secured Bank Bonds.

Amendments of all three laws have been brought forward during 2012 with the aim of further harmoniz-
ing/unifying Austrian Pfandbrief legislation including, for example, improved risk management system
and standardised reporting requirements and the possibility to issue SME backed covered bonds. The
initiative should support the Austrian SME sector.

I1. STRUCTURE OF THE ISSUER

The Mortgage Banking Act stipulates a specialist banking provision and this would apply to any new
mortgage bank. In practice, due to grandfathering of bonds issued before the law was implemented,
exceptions are allowed and, in practice, all types of commercial banking activity are allowed. The Mort-
gage Bond Act applies to public-sector banks. And the Law on FBS is applicable for all other issuers.

Under all frameworks, the issuer holds the assets on the balance sheet and the assets are not trans-
ferred to a separate legal entity. This means that the covered bonds are an unconditional obligation of
the issuer, rather than a direct claim on the cover assets. In the case of insolvency of the issuer, the
cover assets will be separated from the rest of the assets and a special cover pool administrator will be
appointed. The covered bond holders have a preferential claim on the cover assets.

III. COVER ASSETS

The cover pools have either mortgage-backed or public-sector assets. ABS/MBS are not eligible.
A Pfandbrief or Fundierte Bankschuldverschreibung (FBS) issue always corresponds to one asset class.
The geographical scope of eligible mortgage assets is restricted to EU / EEA countries and Switzerland;

USA, Canada and Japan are not eligible. For eligible countries that do not recognise a preferential claim,
a 10% limit is in place. For 6ffentliche Pfandbriefe, the geographic scope of assets is the same.

The limits for FBS are similar. In addition, also bonds that have the status of "Miindelgelder” (i.e. which
are suitable for the investment of monies of a ward) are eligible (such as other local public bonds, or
Austrian Pfandbriefe).

233




Derivative contracts are allowed in the cover pool and the Austrian legislation allows for interest rate
currency and credit derivatives. Derivatives are only allowed for hedging and there is no limit in place
on the volume of derivatives in the cover pool.

Substitute cover assets are limited to 15% and can consist of cash, bank deposits and bonds from public
issuers from EEA countries and Switzerland.

IV. VALUATION AND LTV CRITERIA

The Mortgage Bank Act stipulates conditions for property valuation and the value of mortgage lending
and the valuation method must be approved by the regulator. One condition is a 60% LTV (loan to value)
for residential and commercial mortgages based on the mortgage lending value.

There is no provision for property valuation for FBS. In practice, issuers have incorporated an LTV provi-
sion into their articles of association which is 60% LTV.

In practice, monitoring of the property value is done by the issuer and a regular audit of the cover regis-
ter is undertaken. The valuation of the property used in the calculations cannot exceed the resale value
of the property, and valuation guidelines are approved by the regulator in line with general Mortgage
Business valuation approvals (i.e. in IRB approval).

V. ASSET - LIABILITY MANAGEMENT

All Austrian Covered Bond laws enshrine the matching principle whereby the total volume of assets in
the cover pool must at least cover the total nominal amount of covered bonds in issuance. The cover
pool assets must also cover the outstanding bonds in terms of interest income. In addition, a mandatory
overcollateralization level of 2% is in place, which must be held in highly liquid substitute cover assets.

As well as these rules, banks may make additional voluntary provision in their articles of association
which can strengthen the overcollateralization or asset- and liability management. An example of this
would be to extend the matching principle to a net present value instead of nominal value and apply
interest rate shocks, which is used by many of the international benchmark issuers.

The legislation also contains some maturity matching requirements to the extent that bonds cannot be
issued if their maturity is considerably greater than the maturity of assets in the cover pool.

VI. TRANSPARENCY

The Austrian issuer banks of the Austrian Covered Bond Forum have set up a working group developing
and analysing the CBIC Template guidelines. As a result, Austrian issuer banks have already developed
a National Transparency Template —available on the Covered Bond Forum website; quarterly updates -
based on the CBIC European Transparency Standards. The issuer cover pool reports can be found at:

One central website of Austrian Covered Bond Forum: http://www.pfandbriefforum.at/downloads.html
The National Transparency Template includes the following information:

> Program and Issuer Senior ratings;

> Overcollateralization values (based on nominal and net present values);

> The total volume of Pfandbrief outstanding as well as the related cover pools in terms of nominal,
net present and stressed net present value;

> The share of further cover assets;
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> The maturity structure of the Pfandbrief and cover assets;

> Information on the size of the cover assets;

> Information on the mortgages by property type/type of use, region and state;
> Information on the claims against the public sector by state and type of issuer;
> Information on the mortgages registered liens by register country;

> Summary tables including LTV, currency, interest and maturity profile

Furthermore, the members of the CB Forum aim to develop and expand the existing template with the
General Issuer Detail and Key Concept Explanations Sections based on the CBIC transparency template.

VII. COVER POOL MONITOR AND BANKING SUPERVISION

The cover pool is monitored by a trustee (“Treuhander”), who is appointed by the Minister of Finance, on
suggestion of the issuer. The trustee is liable according to the Austrian civil code and has formal func-
tions only. The monitor has to ensure that the prescribed cover for the Pfandbriefe exists at all times
and that the cover assets are recorded correctly in the cover register. Without his approval, no assets
may be removed from the cover pool.

For FBS the pool is monitored monthly by the government commissioner (“*Regierungskommissar”), who
works for the Ministry of Finance on behalf of the Banking Supervisory Authority (FMA).

Any disputes between the issuer and the trustee would be settled by the regulator. If a concern exists
that the rights of the covered bond holders are being infringed, the court must appoint a joint special
representative of the covered bond creditors.

VIII. SEGREGATION OF COVER ASSES AND BANKRUPTCY REMOTENESS OF COVERED BONDS

A cover register (Deckungsregister) permits the identification of the cover assets. All mortgages, public-
sector loans, substitute cover assets and derivative contracts need to be registered in the cover register.
Austrian Banks need to inform customers that loans will be introduced into the cover pool and state that
loans in the cover pool are not subject to compensation. Set-off statements for derivative counterparties
are admissible when they refer to claims and liabilities from the same Master Agreement.

The legal effect of registration is that in the case of insolvency of the issuer, the assets which form part
of the separate legal estate (the so called "Sondervermdgen”) can be identified: All values contained in
the register would be qualified as part of the separate legal estate.

While the bank carries out the daily administration of the cover register, it is the cover pool monitor who
supervises the required cover und registration in the cover register.

Asset segregation

If the issuer becomes insolvent then the cover assets will be segregated from the remainder of the as-
sets as a direct consequence of the insolvency proceedings. These assets shall form what is known as a
‘Sondervermdgen’ (pool of special assets) and are earmarked for the claims of the covered bond holders.
Any voluntary overcollateralization is also bankruptcy-remote and only covers assets that are evidently
not needed to satisfy the claims of the covered bond holders are passed back to the insolvent issuer.
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The cover assets will be managed by a special administrator, who is appointed by the bankruptcy court,
after consultation with the FMA. The special administrator has the right to manage and dispose of the
recorded assets.

Impact of insolvency proceedings on covered bonds and derivatives

Covered bonds do not automatically accelerate in case of insolvency of the issuer, but will be repaid at
the time of their contractual maturity. The cover assets are administered in favour of the bond holders
and any claims of the covered bond holders in respect of interest or principal repayments are to be
paid from the cover assets. Consequently, in respect of derivatives, there is no legal consequence of
insolvency and the counterparty claims as derivative transactions rank pari passu with the claims of the
covered bond holders.

Preferential treatment of Covered Bond holders

Covered bond holders enjoy preferential treatment as the law stipulates the separation of the cover
assets on the one hand and the insolvency estate on the other hand. To the extent that they are not
satisfied from the cover assets, the Pfandbrief creditors may also participate in the insolvency proceed-
ings with respect to the Pfandbrief bank’s remaining (general) assets. Only if the cover assets do not
suffice to satisfy the covered bond creditors, are the covered bonds accelerated.

Access to liquidity in case of insolvency

Once appointed, the special administrator for the cover pool has the right to manage the cover pool in
order to satisfy the claims of the covered bond holders. The administrator may, for example, sell assets
in the cover pool or enter into a bridging loan in order to create liquidity to service the bonds in issue.

The administrator also has access to any voluntary over collateralisation, which is also considered
bankruptcy-remote. Any surplus collateral may only be transferred back to the insolvency estate to
the extent that it is evident that it will not be needed to cover the claims of the covered bond holders.

Sale and transfer of mortgage assets to other issuers

The covered bond administrator can also sell the assets collectively to a separate credit institution. This
institution must then take over all liabilities with regard to the covered bonds. In fact, one of the tasks
of the special administrator is to find a suitable credit institution that will buy the assets collectively.

IX. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

Austrian Pfandbriefe as well as Austrian Covered Bonds (FBS) fulfil the criteria of the UCITS 52(4) di-
rective, as well as those of the CRD Directive, Annex VI, Part I, Paragraph 68 a) to f). This results in a
10% risk weighting in Austria and other European jurisdictions where a 10% risk weighting is allowed.

Austrian Covered Bonds are eligible in repo transactions with the national central bank.
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3.3 BELGIUM
By Carol Wandels, Belfius Bank!

I. FRAMEWORK

“Belgium is currently one of the few European countries that has no dedicated legal framework in place.
However it should not take too long anymore before Belgian credit institutions can use covered bonds
as an alternative funding tool knowing that the covered bond fundamentals are laid down in a draft leg-
islation. This draft proposal, whereby the National Bank of Belgium (NBB) set pen to paper, is the result
of ongoing discussions since 2009 between the Belgian banking sector, the NBB, the Belgian regulator
(FSMA) and some law firms. It is expected that Belgium will join the dedicated legal framework countries
by the end of 2011".

This was the introduction of the 2011 Chapter. While we thought that by summer 2012 some Belgian
banks would already have issued Belgian covered bonds, today (beginning of July 2012) Belgium can
still not be considered as a covered bond legislative country. But one thing is sure, all necessary mile-
stones have been achieved except the parliamentary voting process. At the moment of writing, the draft
legislation was introduced in the Belgian Parliament and the urgency procedure is requested (which is
quite often the case just before the summer break of politicians). Expectations are that after the sum-
mer break the covered bond law will be enacted. This would allow Belgian banks to issue somewhere
in the fourth quarter of 2012.

The description of the forthcoming Belgian covered bond framework in the following sections is based
on the draft legislation as it currently stands but it can not be excluded that amendments are made in
the last phase of the process.

The legal basis for Belgian covered bonds will be incorporated into the Act of 22 March 1993 on the sta-
tus and the supervision of credit institutions. This will be supplemented by a Royal Decree and several
regulations.

I1I. STRUCTURE OF THE ISSUER

Belgian covered bonds can be issued by universal credit institutions? established in Belgium. However
such institutions will first need to be licensed by the NBB as covered bond issuer (general authorisation
as issuer) and also the covered bond program (specific program license) itself will need to get approval
from the NBB. An extensive issuer license file detailing aspects like its strategy, solvency, risk manage-
ment, asset encumbrance, IT systems, internal audit, etc. needs to be submitted. At program level the
issuer will need to detail the impact of the covered bond issuance on its overall liquidity, the quality of
the cover assets and maturity matching of assets/liabilities in the program. The statutory auditor of the
issuer will need to report to the NBB on the organizational capacity of the credit institution to issue and
follow up the covered bonds.

If all three files have been submitted to the NBB, a license can be obtained but it might be conditional upon
respecting issuance limits that the NBB on a case-by-case basis might decide on. If licensed, the issuer
and the program(s) will be added to specific lists that will be available for consultation on NBB's website.

1 Special thanks to Sylvia Kierszenbaum from Allen&Overy for reviewing the text.

2 Existing credit institutions could decide to issue themselves or to issue from a newly created credit institution. The latter would typically but
not necessarily be a subsidiary or an affiliate of the mother company.
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At program level a distinction is made between CRD-compliant covered bonds, i.e. “Belgian pandbrieven/
lettres de gage”, and non CRD-compliant (but still UCITS compliant) covered bonds, i.e. “Belgian covered
bonds”. The denomination of both terms is protected by law. These distinct types of covered bonds will
appear on two separate lists. Consultation of the NBB’s website will hence give an overview of:

> Belgian credit institutions issuing covered bonds; and
> Belgian pandbrieven programs and its specific issuances

However the way that the law and the Royal Decree are stipulated, makes that in practice the Belgian
credit institutions will only be able to issue CRD-compliant covered bonds. Therefore, in what follows,
we will only concentrate on the Belgian pandbrieven.

When a credit institution issues Belgian pandbrieven, its assets will by operation of law consist of two
distinct estates: its general estate on the one hand and a separate, ringfenced “segregated estate”
(“patrimoine spécial”) on the other hand (=balance sheet structure, no use of a special purpose vehi-
cle). The general estate will comprise those assets of the issuing bank to which all its creditors have a
direct recourse.

The Belgian pandbrieven investors will have a direct recourse to (i) the general estate of the issuing
credit institution (i.e. repayment of the Belgian pandbrieven is an obligation of the issuing bank as a
whole) and (ii) the segregated estate, that will comprise the cover pool that is exclusively reserved for
the Belgian pandbrieven investors of a specific program and for the claims of other parties that are or
can be identified in the issue conditions. Assets will become part of the cover pool upon registration
in a register held by the issuer for that purpose. As of that moment those assets will form part of the
segregated estate and are excluded from bankruptcy clawback risk.

When insolvency proceedings are opened, by operation of law, the assets recorded in the segregated legal
estate do not form part of the insolvent general estate and hence will not be affected by the opening of
the insolvency proceedings. Belgian pandbrieven investors will upon insolvency of the credit institution
fall back on the cover pool assets for the timely payment of their bonds but at the same time holders
will continue to have a claim against the insolvent general estate. Creditors that are not related to the
segregated estate will not have any recourse to these cover pool assets. Any amounts left in the special
estate can return to the insolvent general estate, upon the request of the bankruptcy receiver and after
consultation of the NBB, once it is certain that the cover assets are no longer needed.

ITI. COVER ASSETS

All assets and instruments that will be legally segregated for the benefit of the Belgian pandbrieven
investor in a separate estate constitute the cover pool. The cover pool can be composed of assets that
are part of any of the following categories:

> Category 1: residential mortgage loans, and/or senior RMBS;

> Category 2: commercial mortgage loans, and/or senior CMBS;

> Category 3: exposure to the public sector, and/or senior public sector ABS;
> Category 4: risk on financial institutions; and

> Category 5: derivatives.
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These five general categories are subject to further eligibility criteria:

>

>

Geographical scope: Organisation for Economic Co-operation and Development (OECD), except for
category 1 and 2 that are further restricted to EEA; for category 3 non-OECD public sector exposure
will get a zero valuation, unless specified otherwise in Section IV.

With respect to the MBS/ABS as mentioned in each of the first three categories: ABS/MBS are
eligible provided that 90% of the underlying pool is directly eligible and is originated by a group
related entity of the issuer of the Belgian pandbrieven. The senior ABS/MBS must qualify for credit
quality step 1 (as set out in annex IX, part 4, 6 of the 2006/48/CE Directive). The securitization
vehicle of the ABS/MBS must be located in the EU;

For the mortgage loans mentioned in category 1 and 2: the loans need to be guaranteed by first
lien (and subsequent lower ranking) mortgages on (residential or commercial) properties located
in the EEA. Mortgage loans with properties under construction/in development can only be added
to the cover pool if they do not represent more than 15% of all the mortgage loans taken up in
the cover pool;

For category 3: exposure to the public sector can only be (i) exposure to or guaranteed or insured by
central governments, central banks, public sector entities, regional governments and local authori-
ties or (ii) exposure to or guaranteed or insured by multilateral development banks or international
organizations that qualify as a minimum for a 0% risk weighting as set out in annex VI, 20 of the
2006/48/CE Directive;

For category 5: derivatives, of which the counterparty has a low default risk (to be further deter-
mined by NBB what can be understood by this), are only eligible if related to cover the interest
rate/currency risk of the cover assets or Belgian pandbrieven. Moreover, a group related entity
of the Belgian pandbrieven issuer is not eligible as derivative counterparty unless (i) it is a credit
institution that benefits from a credit quality step 1 (as defined in Annex VI, points 29 to 32 of
the 2006/48/CE Directive) and forms part of the EEA, and (ii) it has a (unilateral) credit support
annex (CSA) in place. Note that any assets posted under the CSA would belong to the separate
legal estate, but are not considered as a cover asset as described in this section III. Finally, the
derivative contract needs to stipulate that suspension of payments or bankruptcy of the issuer does
not constitute an event of default;

For all of the categories: assets that are >[30]days delinquent may not be added to the cover pool.

The cover pool can be composed of assets out of each of the five categories. But per program that is
set up, assets out of one of the first three categories (so either residential mortgage loans, commercial
mortgage loans or exposure to public sector) need to represent a value of at least 85% of the nominal
amount of Belgian pandbrieven. In practice this comes down to three types of Belgian pandbrieven
programs that can be set up: residential mortgage covered bond program, commercial mortgage cov-
ered bond program or public covered bond program. How such value is determined, is explained in the
following chapter.

IV. VALUATION AND LTV CRITERIA

The valuation rules of the cover assets determine the maximum amount of Belgian pandbrieven that can
be issued. The value of the cover assets of each of the categories as mentioned in the section above,
will be determined as follows:
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> Category 1: minimum of [the outstanding loan amount, 80% of the value of the mortgaged prop-
erty, the mortgage inscription amount3]

> Category 2: minimum of [the outstanding loan amount, 60% of the value of the mortgaged prop-
erty, the mortgage inscription amount]

> Category 3: value is equal to the book value (nominal amount outstanding), except when the
counterparties are not part of the EU in which case the value will be zero. There is however an
exception to this zero valuation rule for non-EU counterparty exposure:

a) in case the non-EU counterparties qualify for credit quality step 1, or

b) in case the non-EU counterparties qualify for credit quality step 2 and do not exceed 20% of
the nominal amount of Belgian pandbrieven issued

in either case the value is equal to the book value.
> Category 4: no value can be given to this category unless:
a) the counterparty must qualify for credit quality step 1, or

b) in case the counterparty qualifies for a credit quality step 2, the maturity does not exceed 100
days as of the moment of registration in the cover pool

in either case the value is equal to the book value.
> Category 5: no value is given to this category.

> Additional valuation rule applicable to any category: in case of delinquencies above 30 days, the
value as determined per category is reduced by 50%. In case of default (> 90 days), no value can
be given anymore.

When it comes to property valuation (applicable to category 1 and category 2), in general in Belgium
every property is valued during the underwriting process based on either the notarial deed (that includes
the property sale price) and/or in case of construction, the financial plan of the architects. It is rather
rare in Belgium that the valuation is based on the report of an accredited third party appraiser. Specific
regulation with respect to valuation of property is currently being drafted by the NBB.

Note that assets can be part of the cover pool without necessarily having a value attached to it, like
is the case for the derivatives category but as well for example for risk on financial institutions with a
maturity above 100 days and a rating below AA-.

V. ASSET-LIABILITY MANAGEMENT

Each issuer will be required to perform several asset cover tests. The first one has been already mentioned
in section III and requires that the value of either category 1, 2 or 3 is at least 85% of the nominal amount
of Belgian pandbrieven. Secondly, the value of the cover assets needs to exceed the nominal amount of
Belgian pandbrieven by 5% at all times (5% overcollateralization). Finally, the sum of the interest, principal
and other revenues needs to be sufficiently high to cover for the sum of interests, principal and other costs
linked to the Belgian pandbrieven, as well as any other obligation of the Belgian pandbrieven program.

3 This can include Belgian mortgage mandates but upon the condition that there is a first lien mortgage inscription of at least 60% related to
one and the same property.
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Next to the asset cover tests, a liquidity test will have to be performed whereby the issuer will calculate
its maximum liquidity need within the next 180 days. This amount has to be covered by liquid cover
assets. A liquidity facility could be used to cover liquidity needs, as long as it is not provided by a group
related entity of the issuer. What can be included as other liquid cover asset still needs to be determined
by the NBB.

The issuer will also be required to manage and limit its interest and currency risk related to the program
and be able to sustain severe & averse interest/exchange rate movements. Although it is the issuer’s sole
discretion to determine how this will be managed (e.g. adding derivatives to the cover pool is a possibility
(subject to eligibility criteria) but not an obligation) it needs to be documented in the license application.

At last it is important to highlight that the tests have to be met on a daily basis. It is the task of the
cover pool monitor to verify at least once a month if the issuer is compliant with all the tests.

Other safeguard mechanism that will be foreseen:
> Issuer will have the possibility to retain its own Belgian pandbrieven for liquidity purposes.
> Commingling risk:
a) Collections received from cover assets as of the date of bankruptcy or beginning of liquidation
will by law be excluded from the insolvent general estate

b) Registered collections received from the cover assets before the date of bankruptcy or beginning
of liquidation, are part of the separate estate and legally protected via the right of “revindica-
tion”. This is a special mechanism that has been created to protect cash held by the issuer on
account of the special estate. Pursuant to this mechanism, the ownership rights of the special
estate as regards cash that cannot be identified in the general estate, will be transferred to
unencumbered assets in the general estate that will be selected by taking into account criteria
specified in the issue conditions.

> Set-off and claw back risk: separate legislation in progress (same timing expectations for enact-
ment as the covered bond law itself) to legally solve this.

VI. COVER POOL MONITOR AND BANKING SUPERVISION

In its capacity as a Belgian credit institution licensed to issue Belgian pandbrieven, the issuer is subject
to special supervision by the NBB as well as the supervision of a cover pool monitor.

The cover pool monitor:

> Is chosen by the issuer from those persons appearing on the official list of certified/statutory audi-
tors established by the NBB;

> Shall be appointed subject to prior approval from the NBB (however, such appointment should be
able to be revoked by the NBB in case of objective reasons);

> Can not be the certified/statutory auditor of the issuer.

The main tasks of a cover pool monitor consist of ensuring compliance with legal and regulatory re-
quirements, e.g. are the cover assets duly recorded in the register, do the cover assets fulfil the eligi-
bility criteria, is the value correctly registered, etc. Next to that the cover pool monitor has a reporting
obligation towards the NBB on several aspects such as level of overcollateralization and results of the
different tests that have to be performed. The issuer is obliged to provide full cooperation to the cover
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pool monitor and shall give the cover pool monitor the right to review the register, loan documents,
accounting book, or any other document. The frequency and detailed procedures of any of the tasks of
the cover pool monitor still need to be worked out by the NBB in its regulations.

The NBB at its discretion can ask the cover pool monitor to perform other tasks and verifications.

If the NBB considers that a category of Belgian pandbrieven no longer fulfills the criteria or the issuer
no longer fulfills its obligations, it can withdraw the license of the issuer and consequently withdraw the
issuer from the list. Such a deletion from the list will be reported to the European Commission but does
not have consequences for existing Belgian pandbrieven holders.

VII. SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED BONDS

Assets need to be registered before they form part of the segregated estate. The law protects these
registered assets (including all collateral and guarantees related to such assets) in the segregated es-
tate from the creditors of the insolvent general estate, so they are therefore not affected by the start of
insolvency proceedings against the issuer. Also any assets that would be posted via the CSA that is in
place, would be protected from insolvency proceedings as it is required to register these type of assets
as well, although as explained before one cannot consider those as pure cover assets.

The cover assets once registered are exclusively and by operation of law reserved for the benefit of the
Belgian pandbrieven investors and other creditors that might be linked to the program (e.g. a swap
counterparty of which the derivative is included in the cover pool). These creditors also have a claim on
the general estate. Only when all obligations at program level have been satisfied, will any remainder
of assets of the separate legal estate return to the general estate of the issuer. The bankruptcy receiver
of the credit institution, in consultation with the NBB, could ask the restitution of cover assets if and
when there is certainty that not all assets will be necessary to satisfy the obligations under the Belgian
pandbrieven program.

At the moment of the opening of insolvency procedures of the credit institution, or even before when-
ever the NBB considers it to be necessary (e.g. at the moment the license is withdrawn), a portfolio
manager (“gestionnaire de portefeuille”) will be appointed that will take over the management of the
Belgian pandbrieven program from the credit institution. The portfolio manager (appointed by the NBB)
will have the authority to dispose of assets and will, in consultation with/upon approval of both the NBB
and the representative of the noteholders, take all such actions required to fulfill in a timely manner the
obligations under the Belgian pandbrieven. Such actions could consist in (partial) sale of the underlying
cover assets, taking out a loan, issuance of new bonds to use for ECB purposes or any other action that
might be needed to fulfill the obligations. Acceleration of the Belgian pandbrieven is not possible, unless:

> Noteholders would decide otherwise;

> It is clear that further deterioration of the cover assets would lead to a situation whereby it is im-
possible to satisfy the obligations under the Belgian pandbrieven (i.e. in a situation of insolvency
of the cover pool).

The bankruptcy receiver has a legal obligation to cooperate with the NBB and the portfolio manager in
order to enable them to manage the special estate in accordance with the law.
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VIII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

Belgian pandbrieven will comply with the requirements of Art. 52(4) UCITS Directive and of the CRD
Directive, Annex VI, Part 1, Paragraph 68 a) to f) if and to the extent they are listed by the NBB as such.

ECBC Covered Bond Comparative Database: http://ecbc.eu/framework/100/Draft_Belgian_CB_Framework
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3.4 BULGARIA

By Yolanda Hristova, UniCredit Bulbank
and Franz Rudolf, UniCredit

I. FRAMEWORK

In Bulgaria, the legal basis for the issue of covered bonds is the Mortgage-backed Bonds Law issued
by 38" National Assembly on 27 September 2000, published in the State Gazette (Darzhaven vestnik)
issue 83 of 10 October 2000.

Ordinance No 8 of Bulgarian National Bank on the Capital Adequacy of Credit Institutions? treats the risk
weighting of other types of covered bonds.

I1I. STRUCTURE OF THE ISSUER

Pursuant to the Mortgage-backed Bonds Law, the Mortgage-backed bonds shall be securities issued by
banks on the basis of their loan portfolio and secured by one or more first in rank mortgages on real
estate in favour of banks (mortgage loans). Only banks may issue bonds called mortgage-backed bonds.

The real estate under the previous paragraph shall be insured against destruction and shall be of the
following type:

> housing units, including leased out;

> villas, seasonal and holiday housing;

> commercial and administrative office spaces, hotels, restaurants and other similar real estate; and
> industrial and warehousing premises.

The issuing bank shall adopt internal rules on conducting and documenting mortgage appraisals of real
estate which shall comply with the requirements of Article 73, paragraph 4 of the Bulgarian Law on
Credit Institutions.

Securities issued under procedures other than the one laid down by the Mortgage-backed Bonds Law
may not referred to with, or include in their appellation, the extension “mortgage-backed bond”, or any
combination of these words.

II1. COVER ASSETS

The outstanding mortgage-backed bonds shall be covered by mortgage loans of the issuing bank (princi-
pal cover). To substitute loans from the principal cover that have been repaid in full or in part, the issuing
bank may include the following of its assets in the cover of mortgage-backed bonds (substitution cover):

> cash or funds on account with the Bulgarian National Bank (BNB) and/or commercial banks;

> claims on the Government of the Republic of Bulgaria or the Bulgarian National Bank, and claims
fully secured by them;

> claims on governments or central banks of states as determined by the Bulgarian National Bank;

1 Amended; issue 59 of 2006; in force on the date of entry into force of the Treaty of Accession of the Republic of Bulgaria to the European Union;
amended; issues 52 and 59 of 2007; amended; issue 24 of 2009; effective as of 31 March 2009

2 Adopted by the Bulgarian National Bank, published in the Darjaven Vestnik, issue 106 of 27 December 2006, in force as of 1 January 2007;
amended, issue 62 of 2007; amended, issue 38 of 2008, effective as of 11April 2008; amended, issue 21 of 2009; amended, issues 20, 85 and
102 of 2010; amended, issue 95 of 2011 (http://www.bnb.bg/bnbweb/groups/public/documents/bnb_law/regulations_8_credit_instit_en.pdf)
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> claims on international institutions as determined by the Bulgarian National Bank;

> claims fully backed by government securities issued by the Government of the Republic of Bulgaria,
the Bulgarian National Bank, the Governments, Central Banks or international institutions;

> claims secured by gold; and

> claims fully backed by bank deposits denominated in Bulgarian levs or in a foreign currency for
which the BNB quotes daily a central exchange rate.

The substitution cover of mortgage-backed securities shall not exceed 30% of the total amount of li-
abilities of the issuing bank under that issue. Mortgage-backed Bonds cover from any issue (the sum
total of the principal cover and the substitution cover) may not be less than the total amount of liabilities
towards the principals of Mortgage-backed Bonds from that issue which are outstanding and in circula-
tion outside the issuing bank.

The claims of the bondholders under mortgage-backed bonds from each issue shall be secured by a
first pledge on the assets of the issuing bank included in the cover of that issue. The pledge is a subject
of entrance in the Central Registers of Special Pledges, with the respective issue of mortgage-backed
bonds being indicated as a pledge creditor.

The issuing bank shall request an entry and submit to the Central Register of Special Pledges all data
required for the entry of the pledge within one month after executing a Mortgage-backed Bonds Issue
and shall update that data at least once every six months thereafter. The pledge shall remain in force
until the full redemption of the liabilities of the issuing bank under the respective issue of Mortgage-
backed Bonds without the need for any renewal. Deletion of the pledge entry shall be made upon the
full redemption of the issuing bank’s liabilities under the respective issue of Mortgage-backed Bonds on
the basis of a document issued by the bank’s auditors.

IV. VALUATION AND LTV CRITERIA

Valuation

Mortgage appraisals of property shall be performed by officers of the issuing bank or by physical persons
designated by it having the relevant qualifications and experience.

For appraisals of the property the comparative method, the revenue method and the cost-to-make
method shall be used for the purposes of the law.

The mortgage appraisal shall explicitly specify the method or combination of the above methods used
with the relative weight of each method in the appraisal, as well as the sources of data used in the
analysis and calculations.

Subsequent mortgage appraisals of property used as collateral on the loans recorded in the register of
mortgage-backed bonds cover shall be made at least once every twelve months for loans which:

> have outstanding liabilities exceeding 1% of the issuing bank’s own funds; or
> have not been consistently classified as standard risk exposures throughout that period.
LTV criteria

LTV criteria are generally defined in the banks own lending policies depending on their risk appetite and
other internal rules. No specific legal requirements are imposed by the local banking law.
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V. ASSET-LIABILITY MANAGEMENT

Art.6 of the Law on Mortgage-backed Bonds stipulates that mortgage loans shall be included into the
calculation of the principal cover at the value of their outstanding principal but at no more than 80% of
the mortgage appraisal value of the real estate as housing units, including leased ones, and at no more
than 60% of the mortgage appraisal value of the real estate as villas, seasonal and holiday housing units
used as collateral on mortgage loans.

Substitution cover of mortgage-backed bonds from any issue may not exceed 30% of the total amount
of liabilities of the issuing bank under that issue.

Mortgage-backed bonds cover from any issue (the sum total of the principal cover and the substitution
cover) may not be less than the total amount of liabilities towards the principals of mortgage-backed
bonds from that issue which are outstanding and in circulation outside the issuing bank.

In making calculations under the previous paragraph for Mortgage-backed Bonds and assets constituting
their cover denominated in different currencies, the official foreign exchange rate for the Bulgarian lev to
the respective currency quoted by the Bulgarian National Bank of the day of the calculation shall apply.

A loan recorded in the register of the cover of Mortgage-backed Bonds from a particular issue may be
repaid at any time by bonds of the same issue at their face value.

VI. TRANSPARENCY

Banks (the only eligible issuers of mortgage bonds) produce regular reporting to Banking Supervision
and provide and publish financial information on a monthly basis. No additional specific measures in
respect to the mortgage bonds are currently announced.

VII. COVER POOL MONITOR AND BANKING SUPERVISION

Cover pool is managed by the issuing bank which should have adopted internal rules for maintaining the
cover pool, the rules for access to the cover pool data base and the regularity of the update of the cover.

Bulgarian National Bank carries out general assessment of the banks, including issued mortgage bonds
as part of general banking supervision.

VIII. SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED BONDS

After the record of the assets in the register as a cover of mortgage-backed bonds of a particular issue
may be used as collateral solely for the liabilities of the issuing bank on that issue. The issuing bank may
not allow any encumbrances on its assets constituting the cover of outstanding mortgage-backed bonds.
The issuing bank accounts assets recorded in the register of mortgage-backed bonds cover separately
from the rest of its assets.

The issuing bank shall keep a public register of the cover of mortgage-backed bonds issued by it as the
register is kept separately by mortgage-backed bonds issue.

In case of declaring the issuing bank bankrupt, the assets recorded as of the date of declaring the bank
bankrupt in the register of the mortgage-backed bonds cover shall not be included in the bankruptcy
estate. Proceeds from the liquidation of assets recorded in the register as a cover on a particular issue
of mortgage-backed bonds are distributed among the bondholders from that issue in proportion to the
rights under their bond holdings. Any funds remaining after settling the claims under mortgage-backed
bonds from a particular issue is included in the bankruptcy estate.
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The asset pool under the above mentioned paragraphs are managed by a holders’ trustee of mortgage-
backed bonds which is appointed by the bankruptcy court when it has been established that the bank has
outstanding liabilities under mortgage-backed bonds. The trustee is managing the assets by individual
mortgage-backed bonds issue.

The Trustee shall be a person who meets the requirements of Article 217, para. 1 and para. 2, items 1-3
of the Public Offering of Securities Act and is not engaged in any relationship with the issuing bank or any
of the holders of mortgage-backed bonds which give reasonable doubt as to the former’s impartiality. The
Trustee shall have the powers of an assignee in bankruptcy in respect of the asset pool described above,
as well as in respect of any outstanding liabilities of the issuing bank under mortgage backed bonds.

The Trustee shall manage the above mentioned assets separately for any mortgage-backed bond issue.
The Trustee shall sell the above described assets under the procedure set forth in Articles 486-501 of
the Civil Procedure Code and shall account any proceeds to an escrow account opened for each issue
with commercial banks as determined by the Bulgarian National Bank. The Trustee shall publish in the
State Gazette (Darzhaven vestnik) and in at least two national daily newspapers the place and time for
the tender for the sale of assets under the procedures of previous sentence not later than one month
prior to the date of the tender.

The bondholders of any issue of mortgage-backed bonds of a bank which has been declared bankrupt
shall have the right to obligate the Trustee to sell loans included in the issue cover to a buyer specified
by them and the Trustee shall follow precisely the decision of the Bondholders” General Meeting under
the previous sentence.

The liabilities of the issuing bank under a Mortgage-backed Bonds issue shall be deemed repaid when
the amount of outstanding principals of the sold loans becomes equal to the total amount of liabilities
on principals and interest accrued on the bonds prior to the sales.

IX. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

Risk weighting

Exposures in the form of covered bonds are treated in article 41 of Ordinance No.8 of Bulgarian National
Bank on the Capital Adaquacy of Credit Institutions.

Exposures in covered bonds shall receive a risk weight one step more favourable than a senior unsecured
exposure to the issuing bank in accordance with the Standardised Approach to Credit Risk.

Risk weights for exposures to covered bonds under Standardised approach:
> Risk weight of the issuer’s first-rate unsecured debt 20% 50% 100% 150%
> Risk weight of the exposure 10% 20% 50% 100%
Risk weights for exposures to covered bonds under Foundation IRB (Internal Rating Base approach):

Loss Given Default (LGD) values for Exposures to Central Governments, Central Banks, Corporates and
Institutions:

> senior exposures without eligible collateral: 45%;
> subordinated exposures without eligible collateral: 75%;

> covered bonds as specified in Article 41, paragraphs 2-4 (where mortgage bonds fall): 11.25%



Covered bonds shall be secured by any of the following eligible assets:

> exposures to or guaranteed by central governments, central banks, public sector entities, regional
governments and local authorities in the EU Member States;

> exposures to or guaranteed by non-EU central governments, non-EU central banks, multilateral
development banks, international organisations that qualify for the credit quality step 1 and step
2 as set out below:

Credit quality step 1 2 3 4 5 6
Risk weight 0% 20% 50% 100% 100% 150%

and exposures to or guaranteed by non-EU public sector entities, non-EU regional governments and
non-EU local authorities that are risk weighted as exposures to institutions or central governments;
where these exposures qualify for the credit quality step 2, the exposure shall not exceed 20% of
the current nominal amount of issued covered bonds of the issuing credit institution;

> exposures to institutions that qualify for credit quality step 1. The exposure shall not exceed 15%
of the current nominal amount of the issued covered bonds of the issuing credit institution; expo-
sures to EU-institutions that meet the step-2 credit quality requirement shall be included provided
their residual maturity is less than 100 days;

> loans secured by mortgage on a residential property, to the lower of the amount of the pledge or
80% of the value of the property;

> senior shares in a special purpose (securitisation) entities governed by the laws of a Member State,
securitising residential real estate exposures provided that at least 90% of the assets of such enti-
ties are composed of a mortgage of residential real estate and to the lower of:

a) nominal value of the shares;
b) value of the pledge;
c) 80% of the value of the property pledged.

The shares under item 5 above shall have an assigned credit quality step one and not exceed 10% of
the nominal amount of the outstanding issue. Exposures caused by transmission and management of
payments of the obligors of, or liquidation proceeds in respect of, loans secured by pledged properties of
the senior units or debt securities shall not be comprised in calculating the 90% limit from items 5 and
7. The covered bondholders’ claims shall take priority over all other claims on the collateral.

Compliance with European Legislation

Mortgage-backed Bonds Law is compliant with the requirements of Article 52(4) UCITS Directive as well
as with those of the CRD Directive, Annex VI, Part 1, Paragraph 68.
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X. ADDITIONAL INFORMATION

Minimum information requirements for issuance prospectuses

The offering or the draft prospectus for an issue of mortgage-backed bonds consists of data valid at the
time of their preparation, such as:

> the Rules of the issuing bank concerning the contents, the entry and deletion procedures as well
as the terms and procedures authorizing access to the register and its internal rules of conducting
and documenting mortgage appraisals;

> data on mortgage loans held in the issuing bank’s portfolio on the basis of which an issue is being
made, including for each loan:

a) the size of the outstanding principal at the time of extending the loan and by the end of the most
recent full quarter;

b) loan life at the time of extending the loan and the remaining term to maturity;
c) interest rates, fees and commissions on the loan;

d) risk classification of the loan by the end of each calendar year from the time it was extended
and by the end of the most recent full quarter;

e) type of real estate mortgaged as collateral, their mortgage appraisal value and the ratio between
the outstanding principal and the mortgage appraisal value at the time of extending the loan
and by the end of the most recent full quarter;

> characteristics of the mortgage loan portfolio on the basis of which the issue is made, including a
distribution of loans by:

a) the size of the outstanding principal;

b) the residual term to the final repayment of the loan;

c) interest rate level;

d) their risk classification by the end of the most recent full quarter; and

e) the ratio between the outstanding principal and the most recent mortgage appraisal value of the
real estate pledged as collateral.

In public offerings of Mortgage-backed Bonds the provisions of the Public Offering of Securities Act
(POSA) and the Ordinances on its enactment shall apply. In non-public offerings of Mortgage-backed
bonds the provisions of Commerce Law shall apply.

Bulgarian Mortgage Bond Market Information

Since the adoption of the Bulgarian Law on Mortgage-backed Bonds in 2000 the Mortgage Bond Issues
in Bulgaria total 28. There were one new issue in 2011. The volume of issued mortgage-backed bonds
is EUR 268.3 m originated by 11 issuing banks. As of 31 December 2011 the outstanding Mortgage
Bonds amount to EUR 41 m3.

3 Source: Central Depository, UniCredit Bulbank’s own database
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> FIGURE 1: MORTGAGE BonD Issues IN BuLGARIA
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> FIGURE 2: MORTGAGE BonD Issuers IN Bulgaria (2001 - 2011)
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ECBC Covered Bond Comparative Database: http://ecbc.eu/framework/72/Bulgaria
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3.5 CANADA

By Anne Caris, Bank of America Merrill Lynch

I. FRAMEWORK

There is currently no dedicated legislation in respect of the issuance of covered bonds in Canada. Cana-
dian covered bonds are based on contractual agreements and the program characteristics of the banks
are self-imposed except for the issuance limit. A covered bond issuance limit of 4% of total assets was
established in June 2007 by the Office of the Superintendent of Financial Institutions (OSFI) and remains
unchanged to this day. OSFI regulates Canadian financial institutions.

Major steps have, nonetheless, been achieved since last year’s Consultation Paper (May 2011). A draft
law was proposed to Parliament in April 2012 and the Canadian covered bond legal framework is expected
to be implemented by year-end. For the most part, the proposed framework aims to codify the terms
within the existing Canadian covered bond programs - except for one major amendment. Under the
new law, Canadian insured mortgages will no longer be eligible (only covered bonds by Royal Bank of
Canada are backed by non-insured residential mortgages). To comply with the new law, Canadian banks
will need to set up new programs for future issuance. New covered bond issuance is to be restricted to
registered covered bonds.

In a nutshell, the key elements of Canada’s new proposed covered bond legislation are as follows:

> Structure - an SPV model whereby asset segregation occurs via legal sale to a bankruptcy-remote
Special Purpose Vehicle (SPV). This is in line with existing Canadian structures.

> Priority of claim - clarifications in the law to ensure that, in the event of issuer insolvency, the
covered bondholders have a priority claim on assets held by the SPV.

> Eligible assets - uninsured mortgages for residential properties located in Canada only and with
no more than four residential units. Loan-to-values (LTVs) cannot exceed 80%.

> Substitute assets - Canadian government securities and any prescribed assets to be eligible as
substitute assets up to 10% of cover assets.

> Maximum over-collateralisation (OC) - no explicit level defined in the law but issuers will need to
specify a minimum and maximum OC level for their respective programs.

> Registration - specific process to be registered and able to issue covered bonds. The Registrar
(namely Canada Mortgage and Housing Corporation [CMHC] i.e., Canada’s national housing agency)
to ensure that all requirements