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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 2010 European Mortgage Federation/European Covered Bond Council. All rights reserved.
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FOREWORD

Against a backdrop of ongoing turbulence in capital markets, the covered bond market continues to ex-
pand: in 2009, total outstanding covered bonds grew 5% to €2.4 trillion, over 30 new issuers joined the
market in 2009 to bring the total number of issuers to more than 300 and, today, at least 10 countries
are considering the introduction of covered bonds.

There are many reasons for this continued expansion of the covered bond market. These include the
fact that the asset class has demonstrated itself to be a solid and reliable long-term funding tool which
enables banks to access capital markets and maintain lending to the real economy. Furthermore, the
safety features and resilient performance of covered bonds, particularly relative to other asset classes,
has continued to attract a broad, stable investor base.

Nevertheless, the crisis bought into focus areas which need further improvement. Therefore, in order to
protect, and further improve on the features of covered bonds, the industry as a whole has been working
together on market initiatives to improve transparency, quality and liquidity. Market participants recog-
nise that further work still needs to be undertaken, and in this light, are keen to press ahead in order
to further underline the value of covered bonds not only from the perspective of the banking industry
but also in terms of their general impact on financial stability. Indeed, their increased recognition by
policymakers and regulators emphasises the need to ensure an appropriate regulatory framework for
covered bonds at European and international levels.

The Fifth Edition of the ECBC European Covered Bond Fact Book aims to build on the success of the first
four editions, as the benchmark and a comprehensive source of information on the asset class. Chapter
I presents an analysis of six of the key themes of the year, including a review of the European Central
Bank’s covered bond purchase programme, before investigating the work being undertaken by the Basel
Committee to address the capital and liquidity provisions in the Basel III framework and how these relate
to covered bonds. There are articles on the role of ratings for the asset class, an evaluation of covered
bond performance relative to sovereigns, an overview of secondary market liquidity and finally an article
on covered bonds from the viewpoint of investors. Chapter II provides a detailed explanation of covered
bond fundamentals. Chapter III presents an overview of the legislation and markets in 29 jurisdictions.
Chapter IV sets out the rating agencies covered bond methodologies. Finally, Chapter V gives a descrip-
tion 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 a special thank you must also be
extended to Mr Wolfgang Kaelberer, the 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 2010 edition of the ECBC
European Covered Bond Fact Book.

Antonio Torio Annik Lambert
ECBC Chairman EMF Secretary General
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ABOUT THE ECBC

The European Covered Bond Council (ECBC) is the platform that brings together covered bond market
participants which brings together covered bond issuers, analysts, investment bankers, rating agencies
and a wide range of interested stakeholders. The ECBC was created by the European Mortgage Federa-
tion (EMF) in 2004. As of August 2010, the Council has over 100 members across 25 active 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 Paul O’Connor, has over the past five years
been closely following the debate on the Capital Requirements Directive (CRD) and has been suc-
cessfully lobbying at EU level to obtain treatment that recognises the low risk profile of the instru-
ment. 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 Horst Bertram, 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 25 different covered bond jurisdictions
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.
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> 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.

> The Rating Agency Approaches Working Group, chaired by Mr Reinolf Dibus, examines the
rating approaches applied by rating agencies and has been active over the past year monitoring,
analysing and reacting to the changes underway in covered bond rating methodologies.

Membership of the ECBC continues to grow and its agenda for the coming year is already filled with
numerous activities. 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,
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 Ralf Burmeister, LBBW

The year 2010 has been a remarkable year so far - following last year which was also characterised
by exceptional circumstances. It is also not difficult to assume that during the remainder of this year
as well looking towards 2011 that the progress towards a return to normality will continue to be a long
and slow, for the economy in general and accordingly also for the covered bond market. Nevertheless,
it is fair to state that covered bonds demonstrated an ongoing positive performance throughout the
crisis and are also expected to do so in the future. This statement should not be seen in pure spread
terms but in terms of the safety of the product and investor’s appetite for the asset class. Investors
haven’t withdrawn from the market and issuers have made increased use of the covered bond funding
tool. We detect two major arguments for this positive market perception. Firstly, the industry remains
committed to the market and is working on further improvements. The labelling of covered bonds,
further steps with regard to transparency of cover pool data as well as progress in the liquidity and
trading issue of covered bonds, steps being undertaken under the umbrella of the ECBC can be cited
here. Furthermore, the market has been strongly supported by, for example, the European Central
Bank. The support we are referring to surely has not come to an end with the end of the purchas-
ing programme (see Article 1.2 on the ECB Covered Bond Purchase by Frank Will) as Central Banks
throughout the globe continue to be investors in covered bonds. In addition, the ECB remains com-
mitted to the market, e.g. commenting on proposed changes in the CRD as well as arguing in favour
of covered bonds when compared to MBS (see Article 2.4 by Ralf Burmeister and Frank Will on the
macro-economic dimension of covered bonds).

The covered bond market has not been primarily driven by intrinsic factors such as new legislation,
amendments to covered bond laws or rating changes. Nevertheless, the latter topic is still of great
importance and is discussed in Article 1.4, by Florian Hillenbrand, Jan King and Franz Rudolf.

A major source of influence has of course been the uncertainty and volatility in European govern-
ment markets, impacting, of course, on the covered bond market (see Article 1.5 on covered bond
performance and sovereign spreads by José Sarafana) as well as all other major fixed income market
segments. The concept of a sovereign ceiling is no longer a theoretical one but has become a real
phenomenon in the European banking sector. The trading and liquidity situation therefore remains
difficult (see Article 1.6 on secondary market liquidity by Richard Kemmish and Sebastian Sachs),
but the overall market situation with regard to government spreads in various European jurisdictions
compared to covered bond spreads in general create relative value opportunities (see Article 1.7 by
Fritz Engelhard and John Maskell).

Issuers as well as investors are being confronted with various changes in the regulatory environment
of banks in the years to come which will also affect covered bonds directly and indirectly. Although the
major tone has become friendlier towards covered bonds in the forthcoming pieces of regulation, there
is still a significant body of work to be done in order to increase the understanding of market charac-
teristics in the covered bond universe and to avoid negative effects due to a one-size-fits-all regulatory
approach. A particular challenge consists of strengthening covered bonds as long term funding instru-
ments in order to reduce mismatched funding structures of banks and avoid future liquidity crises.
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The improvements between the consultative document on liquidity issued by the Basel Committee
in December 2009 compared to the latest clarification issued in late July 2010 can be named here
as a positive example, however, an overly sharp definition of technical parameters within the Basel
framework for liquid assets might exclude a segment of covered bonds for no or very little apparent
reason. Until the calibration of the Basel III liquidity rules have been finalised, regulation will continue
to have its influence on volatility and uncertainty in the market (see Article 1.3 by Ralf Burmeister,
Fritz Engelhard and Frank Will).

After a difficult period, this is not the time for complacency as the projects outlined above need to be
completed. The loyalty of investors in covered bonds as well as the constructive dialogue we have with
regulators make us believe that we will achieve a positive outcome for all market participants when
looking at all the changes to come.



1.2 WAS THE ECB COVERED BOND PURCHASE PROGRAMME A SUCCESS?
By Frank Will and Sophia Kwon, RBS

On 7 May 2009, the ECB surprised the market with its announcement to buy €60bn of euro-denominated
covered bonds issued within the euro area. The mere announcement of the so-called Covered Bond
Purchase Programme (CBPP) had an unprecedented market impact; it revived the lethargic covered
bond primary market and triggered a massive tightening of secondary market spreads across the curve
and across covered bond categories. The ECB set the major guidelines but left the individual national
central banks (NCB) some room to manoeuvre within these boundaries. The ECB and NCBs started to
buy covered bonds on 6 July 2009 and purchased €60bn of covered bonds over a 12-month period until
the end of June 2010.

The ECB disclosed daily the purchase volume under its programme. In addition, monthly reports on
the purchases were published disclosing the amount purchased in the primary and secondary market.
However, the ECB did not disclose any additional information regarding the breakdown by currency or
country, not even in the final report. We only know that “in total, 422 different bonds were purchased,
27% in the primary market and the remaining 73% in the secondary market. The Eurosystem mainly
purchased covered bonds with maturities of three to seven years, which resulted in an average modified
duration of 4.12 for the portfolio, as of June 2010”. We also know that the “Eurosystem intends to hold
the purchased covered bonds until maturity”.

ECB Covered Bond Purchase Programme Details

Total size €60bn

Total number of purchased bonds 422

Primary market purchases 27% / €16.2bn

Secondary market purchases 73% / €43.8bn

Maturities 3-10 years, with strong focus on maturities up to 7 years
Duration 4.12 (as of June 2010)

Holding period ECB intends to hold bonds until maturity

In order to achieve the €60bn within 12 months, the average daily purchase volume had to be about
€234m or €5bn per month. The actual daily purchase volumes varied substantially. The cumulative actual
purchase volumes had remained close to the target rate until mid-September 2009 (the chart on the
next page shows the cumulative volume (orange line) compared to the target volume (black line)). Amid
the supply waves in September and October the ECB increased its daily purchase volumes pushing the
actual cumulative volume over the target volume. It dropped briefly below the target volume in January
2010 but since then had remained close to the target until the programme ended.
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> CHART 1: EurosysTEM CovERED BoND PURCHASES — AcCTUAL VOLUMES VS. TARGETS
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A clear linkage of Jumbo issuance and the ECB purchases in the primary market could not be established.
Theoretically, the monthly ECB purchase volume was €5bn representing some kind of soft ceiling on the
total amount to be spend each month. Moreover, the primary market share was likely to be lower the
higher the new issue volume was. This held true for September last year as well as January and June
which had been characterised by exceptionally high new issue volumes. The ratio of ECB primary market

purchases to new issue volume were 5.6%,

7.4% and 7.2% respectively compared to an average of

10.2%. However, in absolute terms these figures translated into amounts that were among the highest
absolute volumes allocated to the primary market.

> CHART 2: ECB Coverep BonD PURCHASES

Jul Aug Sep

s Primary Market (lhs)

Oct Nov Dec  Jan Feb Mar  Apr May  Jun

mmmmm Secondary Market (lhs) —— € Jumbo Issuance (rhs)

€bn

Source: ECB, RBS

28




> CHART 3: ECB PrIMARY MARKET ALLOCATION vS. CoVERED BONDS ISSUANCE
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THE ECB CBPP - KEY FACTS

The ECB conducted the purchase programme primarily through the 16 national central banks (NCBs)
of the euro area and bought only 8% of the €60bn amount directly. The ECB set the major guidelines
of the programme but the individual national central banks had some room to manoeuvre within these
boundaries. The ECB and NCBs started to buy covered bonds on 6 July and purchased covered bonds
over a 12-month period until the end of June 2010.

> ECB Objectives: The ECB wanted to achieve four main objectives with its CBPP. The first was to

1

promote the ongoing decline in money market term rates, the second was easing funding conditions
for credit institutions and corporates, the third was encouraging credit institutions to maintain and
expand their lending activities, and last but not least to improve market liquidity in the covered bond
market.

Eligibility criteria for Covered Bonds: In general only covered bonds issued in accordance with
the criteria set out in Article 52(4)! of the UCITS Directive were eligible. However, structured covered
bonds that a Eurosystem central bank at its sole discretion considers as offering safeguards similar
to UCITS-compliant covered bonds could be included as well.

In order to qualify for the purchase programme, the covered bonds had to be eligible for the mon-
etary policy operations of the Eurosystem, be denominated in euro and issued under covered bond
legislation within the euro area. This has been interpreted by the market to exclude covered bonds
out of the UK, Sweden, Denmark, Norway, Switzerland, Iceland, the US and Canada. Moreover, the
purchases were limited to bonds with remaining maturities of 3 to 10 years. Generally, the minimum
size for covered bonds was an outstanding volume of €500m and as a rule, covered bonds needed
at least one double-A rating by Fitch, Moody'’s, S&P or DBRS.

Following the recast of EU Directive 85/611 under Directive 2009/65 on 13 July 2009, UCITS Article 22(4) will become UCITS Article 52(4) in
July 2011 (http://ec.europa.eu/internal_market/investment/ucits_directive_en.htm).

29




> Allocation key: The ECB said it would buy 8% (or €4.8bn) of covered bonds directly under the €60bn
purchase programme. The national central banks of the Euro area were to purchase the remaining
€55.2bn of covered bonds. The share of each NCB in the programme was primarily allocated according
to the percentage of ECB capital stock held (though there were other undisclosed factors affecting
the individual share of each NCB). While the final allocation levels were not made public, taking the
share of paid up capital as an indicator, the top-5 central banks in terms of allocated amounts were
the Bundesbank, the Banque de France, the Bank of Italy, the Bank of Spain and De Nederlandsche
Bank which together make up 58% of the ECB capital stock (see column c in table below).

However, putting the absolute amounts in relation to the size of the outstanding covered bonds eli-
gible under the CBPP in each market shows (see column e) the real winners were Italy (495%) and
Finland (165%), followed by Austria (31%), the Netherlands (24%) and Portugal (21%) while Spain
and Ireland were least supported with 5% each.

> ECB CapritaL SHARES oF NATIONAL CENTRAL BAnks AND AssUMED ALLOCATION OF THE €608BN CoVvERED BOND PROGRAMME

Only 3-10yr Portion of
Capital key % Portion of the Portion of the maturity Jumbo the €60bn vs.
(only euro area) €60bn (€bn) €60bn (%) bracket in June 3-10yrJumbos in
2009 (€bn June 2009 (%
(@) (b) © Geo e

(d) ©)
ECB = 4.8 8.000% = =
DR 27.134% 15.0 24.963% 88.72 17%
Bundesbank . . . :
Banque de France 20.377% 11.2 18.747% 91.58 12%
Banca d'Italia 17.906% 9.9 16.473% 2.00* 495%
Banco de Espafia 11.898% 6.6 10.946% 142.03 5%
e NG 5.714% 3.2 5.257% 12.90 24%
Bank
Banque Nationale B ~
< Bt ee 3.475% 1.9 3.197%
Bank of Greece 2.815% 1.6 2.590% = =
Oesterreichische
Nationalbank 2.782% pIsS 2.560% 5.00 31%
Banco de Portugal 2.508% 1.4 2.307% 6.65 21%
Suomen Pankki -
Finlands Bank 1.797% 1.0 1.653% 0.60 165%
Central Bank of
T 1.591% 0.9 1.464% 17.68 5%
MRl (PRl 0.994% 0.5 0.914% - -
Slovenska
Banka Slovenije 0.471% 0.3 0.433% - -
EETENE @I Gl 0.250% 0.1 0.230% 1 14%
Luxembourg
Central Bank of
Cyprus 0.196% 0.1 0.180% - -
oral Bank of 0.091% 0.0 0.083% - .

alta
Total euro area 100.0% 60.0 100.0% = =
Source: RBS *excluding CDP issues
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Taking a look at the size of the individual markets in each country at the start and at the end of the CBPP
reveals that the Italian, Portuguese and Dutch covered bond markets benefited the most on a relative
basis. The Italian covered bond market (excluding CDP issues) has taken off growing by 317% from a
mere €3bn to €12.5bn within the 12 months (including all maturities). The Portuguese and Dutch covered
bond markets grew by 66% and 64% respectively; the highest gross supply within that period came out
of France which led the market to grow by 17%, while the impact could not be felt in the Spanish mar-
ket as the gross supply was offset by redemptions. High redemption volumes in the Pfandbrief market
caused the German covered bond market to shrink by 13%.

> CHART 4: CHANGE OF AMOUNT OUTSTANDING COVERED BONDS BY COUNTRY EUR BENCHMARK ISSUES ONLY
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HAS THE ECB ACHIEVED ITS OBJECTIVES?

Even prior the ECB announcement of its purchase programme, covered bonds spreads had already begun to
tighten. However, the mere announcement on 7 May 2009 instantly lowered the quoted spreads of covered
bonds across all jurisdictions by a margin, even though details on which bonds would be included in the
CBPP were not known. With the actual start of the purchases in July 2009 covered bonds inside to the CBPP
started to outperform covered bonds that were not included in the programme. Secondary market spreads of
Pfandbriefe — the most expensive market segment before the crisis - tightened by close to 40bp, Obligations
Fonciéres by around 70bp, whilst other covered bonds such as the Dutch and Irish outperformed swaps by
more than 130bp and 160bp respectively from May to December 2009. Overall, covered bonds outside of the
CBPP also performed impressively with UK covered bonds coming in by 100bp and the Swedish close to 60bp.
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> CHART 5: SPREAD DEVELOPMENT OF SELECTED 5-YEAR COVERED BONDS AGAINST SWAPS
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The primary market impact was exceptional. The first four months of 2009 were dominated by government
guaranteed bank bonds (GGBs) and negligible covered bond issuance. In May, the CBPP announcement ac-
celerated the recovery of the covered bond market while general market conditions had begun to improve
in April. GGB supply petered out as demand for non-guaranteed debt returned. Benchmark covered bond
issuance jumped to record levels for four of the 13 months since the announcement in May 2009. Moreover,
the first quarter and the first half of 2010 achieved new record supply volumes.

The immediate success achieved by the ECB in the primary market and secondary markets took a while
to feed into turnover volumes. While the lack of liquidity before May 2009 stemmed from more sellers
than buyers in covered bond market - which was mirrored in the massive spread widening we had wit-
nessed - the tide turned the other way after the CBPP announcement. Spreads in the secondary market
rallied attracting even more buyers. This means that the new state of affairs was liquidity being absent
due to the lack of sellers.

As the year progressed the situation eased a little and the number of two-way flows increased as inves-
tors started to take profits at the tight levels and switched into bonds offering higher pick-ups, both in
the secondary market as well primary markets. Due to the bias of the CBPP towards German and French
names in particular, some of them seemed to have tightened more than fundamentally justified while
other covered bonds have not felt much of the benefit in the secondary market. Markets were shaken
up by the sovereign crisis in the first half of 2010 and liquidity dried up again only returning slowly as
spreads started to rally on the back of the publication of the bank stress test results and particular due
to the watering down of the Basel III requirements in the Basel Committee paper released in July 2010.



> CHART 6: HISTORIC COVERED BOND SUPPLY BY MONTH FOUR RECORD MONTHS SINCE THE CBPP WAS ANNOUNCED
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CONCLUSION

So was the ECB’s covered bond purchase programme a success?

Measured by its own four objectives as stated at the beginning of the CBPP, the ECB was certainly suc-
cessful in achieving three of them. Firstly, the funding conditions for credit institutions and corporates
were undoubtedly eased as shown by the record covered bond supply volumes driven by the initial spread
rally which, secondly, lead to improved liquidity conditions in the covered bond market as discussed
above. The achievement of ‘the ongoing decline in money market term rates’ is undisputed. Whether
credit institutions did maintain and expand their lending activities is hard to gauge from the outside in
an environment where banks are rather looking to downsize their balance sheets, though we believe
that the retracement would have been worse without the programme.

Finally, the CBPP was certainly a success with regards to the covered bond market. We believe that it
would have recovered without the help of the ECB but neither in such a short amount of time, nor to
the same extent. The impact of the CBPP purchases was two-fold.

Firstly, the actual buying of covered bond paper in the primary and secondary market had the aforemen-
tioned positive effects on spreads and supply volumes. Secondly, it helped to improve and/or reinstall
the confidence in the covered bond product following the massive spread widening (which was partly
driven by concerns about the issuers and the collateral pools but also to a large extent by the crowd-
ing out through government guaranteed bank debt). Following the ECB announcement in May 2009,
covered bonds once again became an attractive funding channel for banks allowing many of them to
cease their government guaranteed issuance, which in turn helped to alleviate the crowing out effects.
Moreover, during the current sovereign debt crisis, the covered bond market was among the first mar-
kets to reopen allowing banks to fund at attractive levels, whilst the unsecured market remained more
or less closed during June 2010.
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The only caveat has been the domestic bias of the purchases by the national central banks which based
on the flow we saw and other anecdotal evidence bought primarily paper from issuers out of their own
countries. Hence, the German, French and Italian issuers benefited disproportionally whilst the Greek,
Spanish and Portuguese markets, despite having arguably the highest needs, received less support due
to their lower outstanding covered bond volumes.

The end of the covered bond purchase programme has not resulted in a significant spread widening.
The market had plenty of time to adjust to a world without a covered bond purchase programme and
the ECB statement that they will hold the bonds until maturity has removed market concerns that at
some stage the market will be swamped by the ECB paper. It seems that the covered bond market has
recovered and can now function without the help of the ECB. However, we believe that many European
banks will continue to rely on the ECB for its wholesale funding over the coming years and that the ECB
support in terms of repo facilities can only be withdrawn gradually.



1.3 COVERED BONDS AND THE ERA OF REGULATION: SPOTLIGHT ON LIQUIDITY
By Ralf Burmeister, LBBW, Fritz Engelhard, Barclays Capital and Frank Will, RBS

Regulation is without doubt a major topic these days in financial markets. One of the many challenges
within this topic is to produce a statement on regulation which fits into an annual Fact Book without
being outdated by the time the book is printed. We therefore chose to shed some light on the process
around liquid assets and the liquidity banks will be required to hold as a consequence of the Basel III
process as we believe it is a good example of how regulation evolves over time. In addition, looking at
the replies from the industry to the consultative paper on liquidity, it is also a good example for problems
that might arise within a one-size-fits-all regulation approach.

Liquidity rules

In December 2009, the Basel Committee on Banking Supervision (BCBS) published a consultation paper
on the ‘International framework for liquidity risk measurement, standards and monitoring’. The con-
sultation period closed mid-April 2010. The Basel Committee received plenty of feedback from various
market participants and interest groups such as the ECBC, the ACI, the European Banking Federation,
and numerous other national banking associations. The tenor of the responses was often critical, ques-
tioning the reasoning behind the classification of liquid assets and the suggested haircuts as well as
assumed roll-off rates of certain assets. The BCBS took some of the criticism on board and published in
mid-July several amendments which lowered the requirements for banks. The final rules are expected
to be published before year-end 2010.

The consultation paper defines minimum short-term and long-term liquidity levels for banks by introducing
a liquidity coverage ratio and a net stable funding ratio (see box 1). The liquidity coverage ratio 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 poten-
tial for contingent calls on funding liquidity arising from off-balance sheet commitments and obligations.
The standard requires a minimum amount of funding that is expected to be stable over a one year time
horizon. This required amount varies by the quality and maturity of the assets in question and each asset
class is assigned a Required Stable Funding (RSF) Factor. This RSF factor defines the minimum amount of
stable funding for each particular asset class, which is naturally higher for riskier assets.

> Box 1: Proposed New Liquidity Rules

Liquidity Coverage Ratio:

Stock of high quality liquid assets >100%
Net cas outlflows over a 30-day time period

Net Stable Funding Requirement:

Available amount of stable funding >100%
Required amount of stable funding

1 “Unencumbered” is defined as “not pledged wither explicitly or implicitly in any way to secure, collateralise or credit enhance any transaction
and not held as a hedge for any other exposure”.
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Initially the Basel Committee suggested two definitions of high quality liquid assets. The narrow defi-
nition included cash and central bank reserves, as well as "marketable securities representing claims
on, or claims guaranteed by, sovereigns, central banks, non-central government public sector entities
(PSEs), the European Commission, and multilateral development banks” subject to the following criteria
being fulfilled:

(a) they are assigned a 0% risk weight under the Basel II standardised approach;
(b) deep repo markets exist for the securities; and
(c) the securities are not issued by banks or other financial services entities.

Under the wider definition, the range of assets included both corporate and covered bonds. These would
have received substantial haircuts of 20% for bonds rated at least AA and 40% for those at least A- and
notably against the market value of the assets. The portfolio would also have to have been diversified
and not comprise more than 50% of the overall stock.

With regards the net stable asset ratio, the assessment is broadly similar. Sovereign debt and cash would
receive a 0% RSF factor. For multilateral development bank debt (rated at least AA), European Commis-
sion debt and debt from PSEs the RSF factor would be 5% if the assets have a 0% risk weighting under
the Basel II standardised approach and are traded in active repo markets. Covered bonds and corporate
debt rated at least AA and fulfilling certain other requirements such as being a reliable source of liquidity
and are traded in large, deep and active markets would get a RSF factor of 20%. Lower rated covered
bonds and corporate debt (rated A- or higher) would face a higher haircut.

The Basel Committee defined the fundamental characteristics of high quality liquid assets. Based on the
criteria set out in Section 29 of the consultative document, the below table was created with the criteria
applied to the covered bond market.

TABLE 1: FUNDAMENTAL CHARACTERISTICS OF SECTION 29 CONSULTATIVE DOCUMENTS APPLIED TO THE COVERED BOND MARKET

Criterion Applies to Covered Bonds

1) Low credit and market risk
> High credit standing of the issue > Yes, covered bonds are usually rated AA or higher

> Low degree of subordination > Yes, preferential claim on cover pool assets plusre-
course against the issuer ranking pari passu tosenior
unsecured investors

> Low duration, low volatility, low inflation risk, > Yes, in line and partly better than government bonds
convertible currency from Eurozone periphery

2) Ease and certainty of valuation

> Wrong-way risk > No, as insolvency remoteness and special law ensure
credit quality of cover pool. In contrast, correlation
of 91% with government bonds (Source: iBoxx index

data between July 2006 and March 2010)
> Exotic product
> No, track record since the late 18th century




3) Low correlation with risky assets > No, as insolvency remoteness and special law ensure
credit quality of cover pool. In contrast, correlation
of 91% with government bonds (Source: iBoxx index
data between July 2006 and March 2010)

> Wrong-way risk

4) Listed on exchange market > Yes, although the majority of trading turnover does
not necessarily take place there

5) Active and sizeable market
> Outright sale and repo > Yes, there are deep repo market for covered bonds

> Market breadth and market depth > Yes, is given, simply looking at involvement of cen-
tral banks as market participants

6) Committed Market Makers > Yes, although market making is not enforceable

7) Low market concentration > Yes, investor base ranges from large accounts to small
asset managers, see e.g. granularity of order books

8) Committed Market Makers > Yes, see high correlation with government bonds

Source: Basel Committee, ECBC

As mentioned above, in response to the negative feedback the Basel Committee received after publishing
its consultation paper in December 2009, the proposed liquidity buffer rules were recalibrated in July
2010 by the Committee. The amendments included revisions to the definition of qualifying liquid assets
and adjustments of the recognition assumptions on the liability side. Under the liquidity coverage ratio
(LCR) rules, roll-off rates for retail and SME deposits were lowered as well as those for senior unsecured
funding. On the asset side, the Committee introduced a two-tier structure of liquid assets. The narrow
definition of liquid assets remains in line with the December 2009 proposal including sovereign debt
and explicitly guaranteed agencies as well as supranationals (though non-0% risk-weighted domestic
sovereign debt issued in foreign currency can be included under certain circumstance). In addition,
there is a new group of ‘Level 2’ liquid assets which can make up 40% of the total liquid assets. The
original proposal had a 50% limit in place. These ‘Level 2" assets can comprise 20% risk-weighted debt
from government and other public sector entities as well as high quality covered bonds and corporate
debt rated AA- or higher. All ‘Level 2’ assets would be subject to a 15% haircut. The original proposal
suggested a 20% haircut for AA or higher rated bonds and a 40% haircut for lower rated bonds. These
amendments are therefore positive for the banks as the rating limit for high quality bonds was lowered
by one notch and the haircut reduced by 5 percentage points. However, the removal of the eligibility
of the lower rated assets is partly offsetting this positive impact (see table below for an overview on
the major amendments). Furthermore, we note that within Level 2 assets, triple-A and double-A rated
covered bonds will compete with single-A rated 20% risk-weighted public sector debt, which does not
need to fulfil the additional eligibility criteria applied to covered bonds. As these public sector exposures
regularly offer a higher yield than many covered bonds, they might be the preferred investments, al-
though from a liquidity perspective they should not be in the same liquidity bucket. Table 1: Fundamental
characteristics of section 29 consultative documents applied to the Covered Bond market

37




38

TABLE 2: OVERVIEW OF SELECTED AMENDMENTS OF THE INITIAL PROPOSAL

Criteria
Assets Side

Definition of Liquid Assets

Revised Definition of Liquid Assets

Original Proposal (17 December 2009)

Corporate and covered bonds are not part
of the narrow definition of liquid assts.
Wider definition includes corporate and
covered bonds rated at least A-.

Amendments (26 July 2010)

Narrow definition comprises only cash,
central bank reserves government debt,
and supras & agency paper but neither
corporate nor covered bonds. However,
‘Level 2’ assets are corporate and cov-
ered bonds rated at least AA-

Cap for certain liquid
assets

50% cap on corporate and covered
bonds; portfolio needs to be diversified

40% limit for ‘Level 2" assets; no explicit
mentioning of any diversification require-
ment (but final rules will likely include
such a requirement)

Haircut for assets

> 20% for corporate and covered bonds
rated AA or better

> 40% for corporate and covered bonds
rated A or better

15% for ‘Level 2’ assets, i.e. corporate
and covered bonds rated at least AA-

Retail & SME deposits

Large, deep, active Covered bonds: bid-ask yield spread has | Unchanged
markets not exceeded 50bp during the last 10 years
Reliable source of liquidity | Maximum decline in price or haircut over | Unchanged

a 30-day period during the last 10 year
(or during period of significant liquidity
stress) not exceeding 10%

Liability Side

Run-off rate floor or retail and SME depos-
its of 7.5% (stable) and 15% (less stable)

Run-off rate floor or retail and SME depos-
its of 5% (stable) and 10% (less stable)

Unsecured funding

For unsecured funding, sovereigns, central
banks and PSEs have the same roll-off rate
as financial institutions of 100%

For unsecured funding, all sovereigns,
central banks and PSEs have the same
roll-off rate as corporates of 75

Secured funding

For secured funding backed by assets
(excluding government debt and supra &
agency paper) assume a 100% roll-off rate.

For secured funding backed by assets that
would not be included in the stock of liquid
assets, assume a 25% roll-off of funding.

Source: Basel Committee

Surprisingly, the Basel Committee still intends to introduce the Net Stable Funding Ratio (NSFR) despite
heavy criticism from various market participants (and market rumours that the NSFR will be skipped
completely). Though the Committee admitted that the initial proposal needed to be modified, in particular
regarding the calibration of the standard and the relative incentives across certain business models. They
also plan to publish a more detail set of proposals on the NFSR by the end of 2010. More importantly they
introduced an “observation phase to address unintended consequences” and postponed the introduction
of the NFSR until the beginning of 2018. This would gives banks plenty of time to adjust their balance



sheets to the new regulation and maybe more importantly leaves the door open for the Committee to
drop this controversial ratio altogether if it proves to be ineffective.

TABLE 3: OVERVIEW OF POTENTIAL CHANGES TO THE NET STABLE FUNDING RATIO

Criteria

Transition phase

Original Proposal (17 December 2009)

Rules to be finalised by the end of 2010
with the aim of implementation by end-
2012

Potential changes of the Net Stable Funding Ratio

Amendments (26 July 2010)

Observation phase to address unintended
consequences” and postpone the intro-
duction of the NFSR to the beginning of
2018

Retail and SME deposits

Available Stable Funding (ASF) factor for
stable and less stable retail and SME de-
posits of 85% and 70%

Available Stable Funding (ASF) factor for
stable and less stable retail and SME de-
posits of 90% and 80%

Mortgages

Required Stable Funding (RSF) factor
of 100% for residential mortgages (and
other loans that qualify for the 35% or
better risk weight under Basel II stand-
ardised approach)

Required Stable Funding (RSF) factor of
65% for residential mortgages (and other
loans that qualify for the 35% or better
risk weight under Basel II standardised
approach)

Commitments

RSF of 10% for off-balance sheet commit-
ments

RSF of 5% for off-balance sheet commit-
ments

Additional aspects

Retail & SME deposits

Liability Side

Run-off rate floor or retail and SME depos-
its of 7.5% (stable) and 15% (less stable)

Partly recognition of matched funding
within the one-year time frame and other
structural changes possible

Run-off rate floor or retail and SME depos-
its of 5% (stable) and 10% (less stable)

Unsecured funding

For unsecured funding, sovereigns, central
banks and PSEs have the same roll-off rate
as financial institutions of 100%

For unsecured funding, all sovereigns,
central banks and PSEs have the same
roll-off rate as corporates of 75

Secured funding

For secured funding backed by assets
(excluding government debt and supra &
agency paper) assume a 100% roll-off rate.

For secured funding backed by assets that
would not be included in the stock of liquid
assets, assume a 25% roll-off of funding.

Source: Basel Committee

Level 2 Assets

In order to qualify as ‘Level 2" assets under the amended Liquidity Cover Ratio rules, covered bonds
must satisfy all of the following conditions:

> Central bank eligibility for intraday liquidity needs or overnight liquidity shortages in relevant jurisdic-

tions.

> Not issued by the bank itself.
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> Low credit risk with a minimum rating of AA-.2

> Traded in large, deep and active markets characterised by a low level of concentration. The bid-ask
yield spread has not exceeded 50 bps during the last 10 years or during a relevant period of signifi-
cant liquidity stress.

> Proven record as a reliable source of liquidity in the markets even during stressed market conditions:
i.e., maximum decline of price or increase in haircut over a 30-day period during the last 10 years or
during a relevant period of significant liquidity stress not exceeding 10%.

In particular the last two requirements are problematic in our view. First, there is a fundamental con-
ceptual problem when trying to assess the liquidity of any kind of bond by its bid/ask spread. As the
majority of bonds especially in the credit universe are still traded by so-called phone trading and not on
electronic platforms, it is by no means a trivial task to determine the pricing source on which to base
the assessment of bid/ask spreads. It is common business practice to quote different prices for bonds to
different customers at the very same point in time which depends e.g. on the size of the trade requested.
Therefore, the fair and objective observability of executable bond prices is questionable per se. In other
words: it will almost be impossible to capture consistent and coherent bond prices for a market driven
approach to determine the liquidity of a bond (i.e. the tradability of that particular bond) without a clear
guidance of which pricing source to use.

Moreover, the wording of the consultation paper is ambiguous whether this set of rules shall apply to
a single bond (i.e. each individual bond has to fulfil the criteria in terms of rating, bid/ask yield spread
price stability), the issuer or the whole segment of the covered bond market. However, wording of the
consultation paper could be interpreted that an issuer (or even the entire market segment) would not
qualify anymore as soon as one covered bond surpasses the 50bp bid/ask spread threshold. As many
countries have supported banks in Europe, thereby also supporting covered bond issuing institutions, a
reference from one issuer to the national market as a whole would more or less lead to the exclusion of
covered bonds as highly liquid asset as there are cases of troubled issuers in almost all relevant markets.

Tracking the bid/ask spreads for various bonds is very difficult as the majority of trading activity par-
ticularly during a crisis situation is via the phone. Using the data provided by iBoxx as of mid-August
2010, bid-ask spread of 70 covered bonds out of 458 have had bid-offer spreads of more than 50bp at
one stage over the last five years3. This would represent about 15.3% of the covered bonds included
in the iBoxx index. However, the actual bid-offer is most likely much lower than these figures indicated
as it is only based on an average of quoted prices. The range of bonds with bid/ask spreads beyond the
threshold includes several Spanish, Irish, UK and US covered bonds but also a few German and French
names. Some of the bonds exceeded the 50bp limit on only one or two days.

Using the price history of a bond as proof for its reliability as a funding source is equally problematic.
Firstly, the availability of such long historic spreads is often limited and secondly, it ignores that - par-
ticularly in a stress scenario the price of a bond often depends on the actual trading size and the
relationship status of the client.

2 The original proposal had different rating floors and haircuts. Covered bonds with a rating from by a recognised rating agency of at least AA
would have been assigned a 20% haircut, whilst those with a rating of at least A- would have been assigned a 40% haircut. Bonds not rated
by a recognised rating agency and are internally rated as having a PD corresponding to a credit assessment of at least AA or A-, respectively.
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Based on iBoxx data (issue level, average of more or less accurate prices) as of mid-August 2010, the
(mid) price of only 19 bonds out of the 458 covered bonds being part of the iBoxx € Covered Bond index
declined by more than 10% over a 30-day period during the last five years.? That means that only 4.1%
of the analysed bonds would not satisfy the proven track record required for ‘Level 2’ assets. Unsurpris-
ingly, most of the bonds were issued by troubled issuers such as Northern Rock, Washington Mutual,
and Hypo Real Estate Group, as well as National Bank of Greece’s covered bond and a few Spanish and
Portuguese names. The list includes several very long-dated Cédulas as well as CFF 3.875 Apr 2055
highlighting the problem of just focusing on the price as indicator. In the case of the ultra-long CFF
bond, a relative small yield increase of just over 50bp would result in a price drop of more than 10%
given the remaining maturity of 45 years. Changes of this magnitude happen often at the ultra-long
end of the curve.*

Where to from here?

Given the aforementioned problems, we expect that the final rules will take some of the criticism from the
various industry groups on board and will further improve the liquidity rules. The ECBC in its response to
the consultation paper argued for a broad range of changes such as a closer link between central bank
eligibility and recognition within liquidity standards in particular regarding the maturities of underly-
ing assets. Within the consultative document, a haircut on highly liquid assets would be applied to all
covered bonds irrespective of the remaining maturity of the respective bonds. This approach seems too
static and too simplistic, because of potentially huge differences in pricing volatility with regard to the
maturity of the various bonds under consideration. Also by referring to central banks’ repo policy, it is
evident that the haircuts on shorter maturities should be lower than on longer term maturities. Moreover,
the requirements of the new liquidity rules are not only inappropriate, in our view, but also are not in
practice either measurable or available over the required time frame as highlighted above. We therefore
hope that final liquidity rules will be a more workable regarding the covered bond requirements.

3 Please note that the liquidity rules require a price and yield history of 10 years.

4 Based on Bloomberg data, the generic 30-year Bund yield dropped by more than 50bp during the 18 trading days between 12 May 2010 and
8 June 2010.
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1.4 COVERED BOND RATINGS - MARKET VIEWS
By Franz Rudolf and Florian Hillenbrand, UniCredit and Jan King, LBBW

I. INVESTOR POINT OF VIEW

Back at the turn of the century, the covered bond market was far from being a triple-AAA market.
However, the broadening of the issuer base and the competition of legal frameworks in particular in the
years between 2005 and 2007 led to massive peer-pressure among issuers. The result was an almost
purely triple-AAA market. Along with the issuer base, the investor base also increased. In particular for
many of the new investors, but also for the old ones that in the meantime became accustomed to the
champions’ league rating situation, it was quite an experience that triple-AAA ratings for covered bonds
were not written in concrete. This situation was aggravated when rating agencies started implementing
liquidity stresses into their methodologies, which - in particular in combination with lower senior ratings
for the issuer —-resulted in stretched Aaa/AAA ratings or even multi-notch downgrades. This, in turn, had
some knock-on effects on the choice of rating agencies. As indicated in the previous chapter, in particular
the 2009 performance of S&P and also the results of changed methodology led many issuers to drop
one agency and continue business with the two remaining or even replace one agency with another.

At the end of the day, many investors had to cope with questions of how to deal with (multi-notch)
downgrades, how to deal with a changed rating setup and how to deal with structural solutions to keep
higher ratings (such as soft bullet structures). As demonstrated in the next sub-chapter, the spread
impact on covered bonds triggered by rating changes was quite limited, which reflects a very sober at-
titude which investors already had towards covered bonds in general. However, in order to gain a precise
idea of how market participants think, LBBW conducted a survey of German and international covered
bond players in Q1 2010. The following analysis is based on 60 questionnaires which LBBW received.

“Is the issuer rating relevant for covered bond ratings?”

All three agencies now use the issuer rating as a basis for rating covered bonds. Depending on the legal
structure and significance of the national covered bond product, the rating may be capped at a level
below AAA. The majority, namely two thirds, of the market players whom LBBW surveyed considered
this approach to be reasonable. Only one third did not take account of issuer ratings in the analysis of
covered bonds and therefore rejected the high degree of importance attached to them in the agencies’
covered bond rating methodologies.

> FIGURE 1: Is THE ISSUER RATING RELEVANT FOR COVERED BOND RATINGS?

B Issuer rating not relevant

B Link to issuer rating justified

Source: LBBW Credit Research
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“How many ratings are necessary - do all good things come in threes, twos or ones?”

Issuers only pay the agencies with a view to reaching a maximum number of investors with their issues.
Prior to considering which agency should be preferred, it is first necessary to explore the question as to
whether the three agencies’ covered bond ratings are even comparable from market participants’ point
of view. If they are, then there is hardly any need for multiple ratings as this merely results in added
expense for issuers without providing investors with any additional information.

Slightly more than three quarters of the investors LBBW asked felt that the agencies’ covered bond
ratings were not comparable. Therefore, it makes sense for issuers to select a combination of several
agencies. That said, the vast majority of investors do not require ratings from all three agencies. LBBW'’s
survey revealed that only 4% of investors expected ratings from all three agencies. More than 50%
consider two to be the preferred number of ratings for covered bonds.

> FIGURE 2: How MANY RATINGS ARE REQUIRED FOR COVERED BONDS THESE DAYS?
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Source: LBBW Credit Research

Of the debut jumbo covered bond issues in 2009, only 42% had three covered bond ratings, down from
56% in 2008. In the first half of 2010, none of the debut jumbo covered bond issues was rated by all
three agencies.
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> FIGURE 3: MARKET SHARE IN COVERED BOND RATINGS FOR DEBUT JUMBO ISSUES (PUBLICLY SOLD TO THE MARKET) AND AVERAGE
NUMBER OF RATINGS (RHS)
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Source: Bloomberg, LBBW DCM, LBBW Credit Research.

Is it a concern if a covered bond loses its AAA rating?

The new or adjusted covered bond rating methodologies in conjunction with weaker issuer ratings have
resulted in a number of rating downgrades for covered bonds over the past two years. This trend is
likely to continue. What impact does this have on investors? Will this trigger a whole series of forced
selling in the market in the future?

> FIGURE 4: Is IT A CONCERN TO YOU IF A COVERED BOND LOSES ITS AAA RATING?
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only allow AAA paper fresh paper buying solid AA rated
covered bonds

Source: LBBW Credit Research
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Of the surveyed investors, 13% stated that they have to dump non-AAA covered bonds. A further 24%
said that, while they did not have to actively sell, they were not able to buy any new covered bonds
with a sub-AAA rating. The majority (62%) said that they were fundamentally not affected by agencies’
activities. As long as their own analyses do not identify any problems with a specific bond, these inves-
tors will also buy AA-rated covered bonds.

We feel that the covered bond rating tends to be relevant as a factor in cases in which there is already
a high risk perception with respect to the particular sub segment of the market and fairly small issuers
are concerned. Accordingly, there is a connection between spreads and ratings possibly caused by the
13% of those investors whom LBBW'’s survey found were required to actively sell in the event of any
rating downgrade to below AAA. The greater risk which it is possible to identify from the responses in
LBBW'’s survey stems from the just one quarter of the interviewees who are unable to engage in any
new buying if the rating of the covered bond is below AAA. Together with the 13% who in any case are
no longer permitted to engage in any activities with these instruments, this means that just over one
third of LBBW's interviewees are no longer active in the primary market for these issuers’ instruments.
The likely upshot of this is that their new issues will be more difficult to place in the market or will result
in wider spreads.

Soft bullets as the last resort - good or bad...?

In the medium term at least, ratings could thus make a difference in parts of the covered bond market.
It therefore comes as no surprise to see that issuers are going to great lengths to preserve their AAA
ratings. As long as the issuer ratings remain correspondingly high, this can generally be achieved by
means of additional overcollateralization. As of a certain threshold, however (it generally becomes critical
if the issuer rating gets close to the BBB range), this is no longer sufficient as the covered bond rating
is limited by the issuer rating. The only option available in such a case is to improve the D-Factor in the
case of a Fitch rating, to move into a higher timeliness payment indicator (TPI) category in the case of
Moody’s or to lower the ALMM risk in the case of S&P.

One key way of achieving this is to utilize a soft bullet structure or, if already in place, to prolong the
period during which the maturity date can be extended. The likely result is the same with all three
rating agencies, namely the possibility of a higher uplift of the covered bond rating above the issuer
rating. From the investor’s point of view, however, these rating-optimization efforts may be somewhat
problematic. Thus, although the risk of default of the covered bond is lowered, at the same time, there
is a heightened risk that repayment of the invested capital may be delayed (in contrast to using hard-
bullet maturities with a pre-maturity test). In the case of insurance companies or pension funds, which
synchronize their investments with their liabilities, this may give rise to a critical situation.

Thus, only 10% of the market participants admitted that they did not have any problems whatsoever with
soft bullets and evidently do not demand any wider spreads for this additional risk. At 56%, the large
majority of the investors whom LBBW questioned do not consider soft bullets to be problematic, although
they do demand correspondingly higher risk premiums. 34% generally do not buy covered bonds with
soft-bullet structures. The negative responses can be seen across all investor types, i.e. banks and fund
managers as well as the aforementioned insurance companies and pension funds.
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> FIGURE 5: How DO YOU VIEW SOFT-BULLET STRUCTURES FOR COVERED BONDS?
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Source: LBBW Credit Research

Conclusion

Despite all the criticism levelled at them, rating agencies continue to play a crucial role for investors
in the covered bond market. Thus, LBBW's survey showed that no market participant was willing to
entirely dispense with agencies. Since more than three quarters of the investors LBBW asked find that
each covered bond rating among the three rating agencies has its individual message, the majority of
the polled market participants consequently require at least two ratings, albeit only 4% expect issues
to be rated by all three rating agencies. The trend from three towards two ratings could be observed for
debut jumbo issues, especially over the last year.

Soft-bullet structures are a way of avoiding a downgrade and have since become very common for
covered bonds. Some of the market players LBBW questioned are critical of this development. On the
other hand, the majority are not overly concerned, although they do demand higher spreads in such
cases. One alternative which would doubtless meet with greater acceptance would, for example, be the
availability of external liquidity facilities or cash funds with the issuer.
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II. MARKET IMPACT OF RATINGS

In previous sections, we have shed some light on the possible impacts on, and reactions of investors
and issuers to changes of rating agencies actions. In this section, we will analyze the quantitative ef-
fects of rating actions on spreads.

What is the market impact of rating actions? When taking a look at swap spread histories of covered bonds,
the impact of rating actions actually seems limited. As a starting point, we identified covered bonds that
were downgraded by S&P following the rating methodology change. We then considered rating actions
of Moody’s and Fitch with regards to these bonds, and analyzed spread movements in conjunction with
relevant newsflow. The analysis showed that spread movements were not directly correlated to the an-
nouncement of rating actions. While a direct impact was not observable, factors such as a deterioration of
the underlying credit quality, go hand in hand with spread movements and eventually rating actions - in
many cases not directly attributable to a specific date. It was found that more directly assignable influ-
ences on spread movements were either sovereign related, sentiment driven, or fundamentally impacted.

Consider the example of Achmea covered bonds (Aa2s/---/AAAn), which saw significant spread widen-
ing (stronger than the Dutch covered bond index) in late 2008. Although the overall sentiment at that
time (Lehman default 15 September 2008) was negative, the above average widening of Achmea’s
covered bonds was, in our view, largely driven by topics surrounding non-eligible mortgage loans in its
cover pool. The downgrade of Achmea covered bonds from Aaa to Aa2 on 23 April 2009, actually came
at the peak of spread widening. So the subsequent spread movements were positive and not negative
as the rating action might have suggested. The independence of spread widening from ratings action is
further demonstrated by the negative rating actions of S&P on December 2009 and on July 2010 and
the first time rating by Fitch assigning a AAA. These actions were not followed by any spread reaction.

> FIGURE 6: SPREAD MOVEMENTS VS. RATING ACTIONS - ACHMEA COVERED BONDS
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Taking a look at the covered bonds of the Portuguese BPI (Aaln/A+n), correlation of spread movement
to covered bond or issuer specific rating events is negligible. While the lack of spread reaction resulting
from S&P’s methodology change seems understandable (as it also applied to 97 other covered bond
programs), spreads had no reaction to the downgrades by Moody’s and S&P in July 2010. Only S&P’s
rating action on the Portuguese sovereign falls within the period of strong spread widening at the end
of April. However, this does not apply for the rating actions by Moody’s and Fitch on the Sovereign. The
main spread driver for BPI's covered bonds were concerns on the overall sovereign debt crisis, which
created a very negative sentiment for covered bonds in most periphery countries. Spreads of periphery
countries and all the asset classes within Greece widened significantly in April 2010 as a result of the
contagion risk from Greece’s debt crisis gaining momentum. Consequently, BPI’s covered bonds jumped
from around 100bp over asset swap to almost 400bp within a few weeks.

Rating actions on covered bonds are not usually the product of a single event, but are more an out-
come of a large number of factors and developments. Thus, the fact that a direct link between rating
actions and spread movements is missing is not really surprising. This does not mean that ratings are
irrelevant, however. It is just that the actual announcement of rating changes is usually not significant
for bond prices.

> FIGURE 7: SPREAD MOVEMENTS VS. RATING ACTIONS - BPI covERED BONDS
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Apart from possible short-term reactions on rating changes, the long-term impact can also be assessed.
The most suitable way to investigate this is using a regression analysis. Using a cross-sectional analysis,
we analyzed the valuation of all Jumbo covered bonds of the twelve largest European Jumbo covered
bond countries (Spain, Germany, France, UK, Sweden, Netherlands, Ireland, Portugal, Italy, Norway,
Denmark and Austria) with a modified duration of at least 1.5 years. The asset swap spread is explained
by way of a multivariate analysis using duration (actually the natural logarithm thereof), the country
and the covered bond rating as explanatory variables. The collateral type (public vs. mortgage) was
deliberately not considered as inclusion causes colinearity problems.

Using the natural logarithm of the modified duration has proven to be quite reliable in numerous estima-
tions in the past and also finds a good reflection in the practice since the marginal damage of taking on
more interest rate change risk should be diminishing.

An ASW (Asset Swap) plot of a hypothetical Aaa/AAA covered bond segment, demonstrates that in-
vestors no longer have an isolated view on ratings, if they ever had one. Consequently, a meaningful
analysis also has to capture country specific information, which is achieved in the analysis by definition
of a further set of country-related dummy variables.

> FIGURE 8: AAA SEGMENT
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The “Aaa-segment” shows spreads between swaps -15 bp and +300 bp in the short end and +15 bp and
also around +300 bp at the longer end of the cloud. Concerning ratings, the steps defined were Aaa/
AAA, Aal/AA+, Aa2/AA, Aa3/AA- and below Aa3/AA-.

Working with dummy variables always requires the definition of a reference group. In this case, German
Pfandbriefe and the Aaa/AAA rating category were taken as references. The outcome was as follows:
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The natural logarithm of the modified duration is a highly significant element explaining spread dif-
ferentials. Taking account of all country specific dummies and also including rating differentials, a 1%
extension of the duration leads on average to a 0.33 bp increase in the spread.

The impacts of country specific aspects are highly diverse. Using German Pfandbriefe as a reference,
a Spanish covered bond with the same rating and the same duration offers an average pickup of 146
bp, UK covered bonds offer a 79 bp pickup while Swedish bonds only provide 8.38 bp more. The beta
values for all country specific aspects meet the 95% confidence criterion by a large margin - with two
exceptions: for Denmark and Norway, the statistical significance of the pickup offered over German
Pfandbriefe is spot-on to meet the 95% confidence interval.

> TABLE OF REGRESSION ANALYSIS WITH RESPECT TO COUNTRIES
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Note: the R2 of the estimation is at 0.95. The F-Statistic of 331.07 at 314 degrees of freedom is also in an acceptable range.

With our reference category being Aaa/AAA, the beta values of the estimation define the pickup neces-
sary to compensate for the respectively lower category.

In comparison to the Aaa/AAA covered bond and in combination with the country specific aspects, a
duration neutral Aal/AA+ rated covered bond does not show a statistically different spread differential.
However, a gap of 42 bp opens up in case of a downgrade to Aa2/AA. The fact that the gap for a Aa3/
AA- rated institution is 58 bp and therefore, a non-linear increase as compared to the pickup from Aal/
AA+ to Aa2/AA is of minor importance. On the one hand one might argue that rating downgrades also
have a declining marginal impact, in the other hand, from a statistical point of view, the betas are not
significantly different from each other. The same is true for the sub Aa3/AA- category. From this we can
conclude that a two-class society exists: the Aaa/AAA and Aal/AA+ club on the one side and everything
else below.

> TABLE OF REGRESSION ANALYSIS WITH RESPECT TO RATING CATEGORIES

Aal/AA+ Aa2/AA Aa3/AA- below Aa3/AA-
B -0.3 42.27 57.94 49.34
o 6.67 9.02 9.449 22.82
t-statistic -0.04* 4.69 6.13 2.16

Note: the R2 of the estimation is at 0.95. The F-Statistic of 331.07 at 314 degrees of freedom is also in an acceptable range.

However, taking the outcome of an estimation without looking behind the scenes is only half the work.
The above conclusion fits well with the intuitive feeling that investors do not consider the Aaa/AAA cat-
egory as the holy cow, but they are also open to lower rating categories (see also the investors survey in
the box). It must be noted that the overall investor base has a large German bias and German investors



are always open to investments in Pfandbriefe — which is practically purely a Aaa/AAA Aal/AA+ covered
bond class. In a statistical analysis this could lead to a distorted result for the entire Aal/AA+ segment.

However, this can be remedied by omitting Pfandbriefe from the analysis.

> TABLE OF REGRESSION ANALYSIS WITH RESPECT TO RATING CATEGORIES EX GERMANY

Aal/AA+ Aa2/AA Aa3/AA- below Aa3/AA-
B 11.91 45.17 50.11 50.67
o 13.92 8.65 13.19 21.81
t-statistic 0.86* 5.22 3.8 2.32

The result, from a statistical point of view, does not change. As displayed above, in comparison to
the Aaa/AAA category, the spread uplift of the Aal/AA+ segment remains statistically not significant,
while the other rating categories confirm the pickup in the mid-forties region at a sufficiently high
confidence level.

The second element that needs further investigation is the sub-Aa3/AA- category. From an intuitive
point of view, the insignificant difference between Aaa/AAA and Aal/AA+ is acceptable. Furthermore,
the almost equal pricing of the Aa2/AA and the Aa3/AA- category is intuitively acceptable, since the
difference in covered bond ratings is often only a function of a lower D-Factor or a different TPI etc. and
therefore issuers might have the same senior rating which supports the view of equal acceptance of the
respective covered bonds. However, once a covered bond falls below the Aa3/AA threshold, indicates
that the newsflow is no longer dealing with everyday problems but rather about existential issues. Ei-
ther in the case of massive challenges for the issuer or the sovereign - in both cases investors hardly
invest fresh money in the paper and turnover in the secondary market practically falls to zero. In such
a scenario, intuition does not support an equally high spread pickup in comparison to the much better
Aa2/AA and Aa3/AA- range.

Hence, a key in understanding this discrepancy is possible to be found in the quality of the quotes
obtained: a quote backed by turnover is a more solid basis for the analysis than a purely taxed quote.
On top of this, there is the problem of a very small basis for a statistical assessment of a sub Aa3/AA-
category. A few hundred bonds in the double-A and above category are faced by single issues in the
below Aa3/AA- category, which does not foster statistical significance. These two factors, the thin data
basis in combination with the different pricing quality, actually lead to a rather unreliable result in the
sub Aa3/AA- segment.

In a nutshell: in a cross sectional multivariate regression model, the impact of ratings on the pricing of
covered bonds is significant. The effect relates more to the basis of rating clusters than single rating
steps. The difference between the pricing of the Aaa/AAA category and the Aal/AA+ category was not
found to be significant. Furthermore, the pricing of the Aa2/AA and Aa3/AA- categories was not found
to be significant. A rating change from the Aal/AA+ category by one or two notches is associated with
a spread increase of around 42 bp (see table of estimates above). From an absolute point of view, the
42 bp stemming from the rating just mentioned rating difference compares an additional pickup vs.
Pfandbriefe (reference group) due to country specifics: for example the 215 bp for Ireland specific fac-
tors, 152 bp for Portugal or 146 bp for Spain. Even for Italy, the model quantifies country specific factors
with 40bp. Hence, although statistically significant, rating differentials only explain a minority of the
spread pickup stemming from peripheral covered bonds.
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1.5 COVERED BOND PERFORMANCE AND SOVEREIGN SPREADS

By José Sarafana, Société Générale

Covered bonds are not immune to outside turmoil. Covered bonds have been severely affected in 2010,
as they were in 2008. However, while in 2008 this was due to bank risk, this year it’s all about sovereign
risk. As EU- sovereign risk has increased, sovereign spreads have widened strongly, often trading more
cheaply than covered bonds. Covered bond spread differences have also reached highs. Investors’ be-
haviour has changed: they now begin by deciding which country to invest in, and only then which asset
class - covered bonds or sovereign bonds.

The current situation has created very strong spread differentiation between covered bonds issued in
different countries — even between bonds issued by the same group in different jurisdictions.

> GRAPH 1: 1Boxx € covERED/BUND SPREAD BY COUNTRY, BP
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It all started in September and October 2009, when the new Greek government announced that it had
revised the 2009 budget deficit up to 12.4% of GDP. Past and future deficit numbers have also had to
be corrected due to the “creative accounting” of the former Greek government. This led to a strong drop
in investor confidence, as fund managers asked themselves whether Greece would be able to pay back
its debt. Greek sovereign bond spreads began to widen in November, and the spread of the only Greek
covered bond was also driven wider.

> GRAPH 3: GREEK COVERED BOND VS SOVEREIGN BOND, Z-SPREAD, BP
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Investors could consider selling NBG covered bonds vs Greek sovereign debt with a similar maturity, if
they are comfortable with the sovereign.

With a time lag of some months, we have seen similar moves in Portuguese Irish and Spanish covered
bonds, as investors have also become concerned about these countries.

> GRAPH 4: PORTUGUESE COVERED BOND VS SOVEREIGN BOND, Z-SPREAD, BP
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From a pure credit point of view, sovereign and government-guaranteed bonds are safer instruments
than covered bonds, which carry no explicit or implicit sovereign guarantee.

> GRAPH 5: ITALIAN COVERED BOND VS SOVEREIGN BOND
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It could be argued that a covered bond trades richer than its respective sovereign because it is better
rated. The rating limit for a covered bond is AAA, which is the rating of the eurozone as a whole, but not
that of each of its individual members. For example, Caixa Geral covered bonds are rated higher than
Portuguese sovereign bonds under the rating methodologies used by Moody'’s.

> GRAPH 6: IRISH COVERED BOND VS SOVEREIGN BOND
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However, we do not think that ratings reflect realities to the full extent. If a state is in trouble, it could
tax everybody - including covered bond issuers. So ultimately, the state always holds a stronger hand

than a credit entity.



> GRAPH 7: SPANISH COVERED BOND VS SOVEREIGN BOND
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There is a second reason why sovereign and bank risks are linked. Banks usually hold large portfolios
of their national debt. If sovereign creditworthiness were to be doubted, banks would also be directly
affected. Bank CDS and their respective sovereign CDS trade in line to a surprising extent, as the charts
below show.

The Portuguese bank is trading widest, followed by the Irish bank and then the Spanish one. The Swed-
ish bank trades tightest, followed by the German and French banks.

> GRraAPH 8: 5-YEAR BANK CDS
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Looking at sovereign CDS, the hierarchy is almost identical: Portugal, Ireland and Spain trade widest,
followed by France, Sweden and Germany. We conclude from this that national risk is currently dominat-
ing investors’ decisions, and that bank risk matters less.
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> GRAPH 9: 5-YEAR soveEREIGN CDS
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Even current covered bond and sovereign spreads reflect this spread hierarchy.

> GRrAPH 10: COVERED BOND CREDIT CURVES, Z-SPREAD BP

500 AIB MORTGAGE 4.875% 29/06/17 EUR Z SPREAD

=== BANCO ESPIRITO 3.375% 17/02/15 Z SPREAD

400 = SOCGEN 4% 07/07/16 EUR Z SPREAD
SCBCC 3 03/02/15 EUR Z SPREAD
300 SANTANDER 3.125% 28/09/15 EUR Z SPREAD

e EURHYP 3 26/01/15 EUR Z SPREAD

Jun Aug Sep Nov Jan Feb Apr Jun

Source: SG Cross Asset Research

This has implications for the covered bond market as a whole:

1) Pricing: As national risk is the main pricing variable, investors are currently looking less than before
at covered bond specifics (LTV limits, CRD compliance and covered bond ratings). Country economics
are now the decisive input factor.

2) Covered bond issuance: High sovereign volatility renders covered bond issuance very difficult - as
we saw in May, when there was almost no issuance. The composition of issuance has also changed.
Covered bond issuers with stable sovereign markets have had a much easier time and have been able to
increase their share of total issuance. Covered bond issuance has reached a record high of €110bn (YTD)
at the time of writing. This demonstrates the extent of banks’ need to use covered bonds for refinancing.



> GRAPH 11: JUMBO ISSUANCE PER MONTH
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What if the current turmoil persists? Senior unsecured bank bonds are currently hard to sell, which
puts banks under pressure to use covered bonds instead. But what about banks in countries which are
caught up in sovereign turmoil? Government-guaranteed bonds are no solution, as investors often do
not want to invest in any kind of assets linked to certain nations. There have been no attempts to issue
government-guaranteed bonds out of Greece, for example, with sovereign bonds in trouble. The solu-
tion in Greece has instead been to set up covered bond programmes which are entirely sold or lent for
repo transactions at the ECB. This refinancing is independent of investors’ risk appetite. If the current
sovereign turmoil should worsen, more banks in peripheral countries could follow Greece’s example.

Outlook: The causes of the current spread distortion lie beyond the covered bond world, and we believe
the solution will also come from elsewhere. Steps have been taken to curb the turmoil. A rescue plan

for the peripheral countries has been set up, and fiscal consolidation is on the cards. All these efforts
should improve risk sentiment.

Also, central bank support for covered bonds will not fall away entirely after the completion of the €60bn
ECB purchase programme:

1) The ECB’s bond purchasing plan is not limited to government bonds, and could easily be extended to
covered bonds. It would make no sense politically for the European authorities to let the covered bond
market go under after supporting it for a year;

2) European central banks have funds which are independent of the ECB purchasing programme. Even
without an official statement on the issue, investment will continue.
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1.6 SECONDARY MARKET LIQUIDTY
By Richard Kemmish, Credit Suisse and Sebastian Sachs, DZ Bank

(Lack of) secondary market liquidity

Liquidity is the most important argument in support of an investment in covered bonds! This state-
ment, which was generally accepted at least until the outbreak of the financial crisis, is currently under
scrutiny — as is in fact the whole issue of “liquidity”. At that time, investors considered ample liquidity
to be almost more important than the security and creditor protection offered to the buyers of covered
bonds. The issuers marketed the covered bonds on the basis of the liquidity that is (apparently) always
guaranteed through market making, leading to amongst other things, a scenario whereby most inves-
tors classified covered bonds as interest rate products - in other words, they were viewed as a Bund
surrogate. Buying and selling at all times and in any amount proceeded without any problems (spread
distortions). However, this raises the question as to whether the term liquidity at the time could really be
compared with a sign of quality that should (must) generally apply to covered bonds, or did the efficient
market bring about a wrong assessment that retaliated sorely in the course of the crisis?

At least the financial crisis demonstrated quickly that liquidity in its classic definition can and does
disappear. Soaring swap spreads in the absence of underlying turnover led to a deficiency of market
breadth and depth. The loss of liquidity hit the market so quickly that numerous investors were caught
off guard. The market making in particular, which up to now guaranteed trading characterised by high
liquidity, turned out to be a stumbling block. Holding fast for too long to binding buy and sell prices that
were merely defensive prices in this phase contributed largely to the surge in spreads. The initial players
already had reservations that they had been exposed to a myth for too long. Is it not the case that in
times of crisis in particular, liquidity should do justice to its reputation as the greatest and most important
asset for a functioning market and protect investors from problems? This was by no means the case.

Market making - a brief summary

Effectively, obligatory pricing no longer existed at the start of 2008, despite official confirmation to the
contrary - a gentlemen’s agreement, whereby no quote requests were sent to each other, was in place.
However, the market making problems started quite quickly after the outbreak of the sub-prime and
credit crisis in late summer 2007, even though the covered bond segment was spared, at least in the
beginning.

Market making was partially responsible for the soaring swap spreads at the start of the crisis, when
the first participating banks were forced to dispose of their positions. Given that virtually no bank had
limits in place to purchase the bonds in questions, they were passed around like hot potatoes - and the
swap spreads rocketed with every new query. Finally, the ECBC 8-to-8 Committee adjusted the bid/of-
fer spreads and minimum volume on numerous occasions — albeit with only moderate success. In fact,
market making was finally suspended temporarily in November 2007.

Since January 2008, the market was split officially as follows: the bid/offer spreads for covered bonds
with a swap spread of less than 20 basis points were doubled and quoted for a volume of EUR 15m. Cov-
ered bonds with a higher spread featured a bid/ask spread that was three-times wider and for a minimum
volume of EUR 5m. However, as we already described above, market making was de facto non-existent.



A final attempt to at least revive the pfandbrief segment was made on 1 September 2008. German jumbo
covered bonds with a minimum remaining term to maturity of two years should feature three-times the
bid/offer spreads for transactions up to EUR 15m. But then Lehman Brothers collapsed...

Initiatives to revive trading / enhance liquidity

The broad failure and consequently the suspension of market making after the outbreak of the crisis,
and the corresponding drying up of liquidity on the secondary market, prompted numerous discussions
and initiatives to counteract these circumstances. The so-called Packmohr plan commanded the most
attention. This proposal involves transferring standard telephone trading to an electronic platform, to
take into account above all the ‘best execution’ and greater transparency. The most significant differ-
ence to the standard market making to date should be where the participating traders would not be
forced to continuously show binding bid and offer prices; rather, the system should function on the
basis of a request-for-quote. Specific detailed information on executed trades should only be available
to the investors. Other information should only be available to the other traders and other information
in turn, only to the issuers. After an intensive discussion at the beginning it became clear quite quickly
that implementation of the Packmohr plan was too difficult to be carried out in a short period of time.
Then the discussions fizzled out.

Another initiative that was not launched until mid-2009 is a daily auction of covered bonds (as well as
other securities such as agency bonds) on Eurex Bonds. This means that the market is shown a reliable
price once a day - at least in the covered bonds, in which transactions are concluded in the course of
the auction. However, one year down the road, there appears to be little support forthcoming for the
auctions from the secondary market players - turnover is minimal.

The latest attempt to revive trading activity and therefore liquidity too was the announcement made
by the European Central Bank to supply the market again with covered bonds that had been acquired
within the scope of its purchase programme for covered bonds in the course of repo transactions. This
would provide market participants with the opportunity to sell securities that they can borrow from the
ECB. Short selling constituted an important part of the daily trading activities prior to the crisis. The
high level of liquidity at that time could only be sustained since buying queries in covered bonds that
were not held by the corresponding trader on his books could also be executed - a short sale in other
words. However, the distortions on the financial market as the crisis continued to heighten meant that
no trader dared to sell securities they did not hold - major uncertainty prevailed surrounding the price
at which the bonds could be covered again at delivery. This eliminated an important component of the
trading activities, which could not be restored to date.

Besides these initiatives that were launched to a more or less successful degree, distinctive investor trad-
ing was also being discussed increasingly by market players. They argued that the banks alone should
not have to shoulder the blame, since they do not want or are unable to provide their balance sheets and
therefore also liquidity to the secondary market because of stricter regulatory practice. Covered bond
transactions among large investors could at least represent one step towards persuading more inves-
tors to dispose of their positions. This is namely where the root of all evil lies at the moment. Because
of book losses or expectations of tighter spreads again in the medium term at least, investors are not
or are only prepared to a very limited extent to dispose of a portion of their positions.

Looking back, it must be stated here in summary that after the suspension of market making, no so-
lution has been found yet to restore the corresponding high level of liquidity (even if it is only a kind
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of pseudo-liquidity) to the market. Covered bond trading on the secondary market currently faces a
dilemma whereby inadequate liquidity could lead to the threat of more and more market participants
striving to trade on the primary market; it is a major cause for concern that positions might not be sold
at satisfactory terms in the event of a sudden need for liquidity. The trading-related problems that are
driving more and more players to question the covered bond market per se are impeding the opportuni-
ties for an active primary market to generate positive momentum for the secondary market.

The situation today

It is perhaps inevitable given the broader market conditions that secondary liquidity for covered bonds
remains a long way behind what we as a market aspire to. At the time of going to press the volatility
in markets in general, and southern European government bond markets in particular, remains near all
time highs. As a consequence of this volatility the bid/ask spreads in many securities, even supposedly
‘on-the-run’ government bonds is exceptional, frequently exceeding 1 big figure. How can covered bonds
be expected to trade at tight spreads while this situation remains?

Further, the days of live executable prices on several trading systems have yet to return, despite the
work done by several of the trading systems to upgrade their offerings, the vast majority of covered
bond trading takes place either via the brokers or via voice trading.

A further contributory factor is the inability of many market makers to take positions. As a reaction to
the turmoil, risk managers have reduced trading lines, thus reducing the ability of the traders to take
positions on their books and work them out over time. Traditionally trader balance sheets were the buffer
of even large underlying flows of bonds, warehousing the positions until end buyers could be identified.

It would be misleading to say that trading is totally moribund. Whereas previously market making rules
were ‘one-size-fits-all’, now a de facto tiering has emerged. There are some covered bonds with sub-
stantially better liquidity than others. Large, recently issued and well allocated bonds with lower spreads
often see a two way market develop with bid/ask spreads emerge. Admittedly the spreads are wider
than they used to be in the time of fixed market making commitments and the best two way markets
are only to be found in the broker market, but at least there is a two way market.

Price transparency

Price transparency remains both a cause and an effect of the illiquidity. Because of the unwillingness of
traders to risk firm on-screen prices (at least at bid/ask spreads that will not attract opprobrium from
the issuers) it is difficult for any market participants, traders, issuers or investors, to know the actual
fair value of any given bond.

One of the consequences of this is the often large gulf between new issue levels and secondary ‘levels’
(actually, indications). An issuer coming to market, particularly in a rare maturity, name or even jurisdic-
tion, does not have the comfort of any meaningful secondary market comparables from which to start
their pricing discussions. This combines with the increasing unwillingness of investors to participate in a
soft-sounding process (the informal way in which syndicates and investors obtain an understanding of
the actual demand for a bond ahead of an official launch) to create a cloud of unknowing around pricing.
Price too tightly and risk a failed trade (with potentially disastrous publicity in the current environment),
price too wide and you risk re-pricing the entire market wider. In recent months the market has seen
worrying examples of both of these mistakes.



Post-trade price reporting

One of the major developments that will likely influence trading going forward is post-trade price report-
ing. The Committee of European Banking Supervisors (CEBS) and the ECB are both supportive of some
form of reporting regime similar to that which exists in the US for credit markets.

Will it work for covered bonds? There are certainly many detractors and many technical hurdles to
be overcome.

Those opposed to the concept cite the inability of market makers to exit large positions under condi-
tions of high transparency. If traders can not trade a large holding without the entire market knowing
about it and that price at which they own it, they will not be able to manage that holding over time. As
a consequence they will be less willing to make aggressive bids for large positions and end investors
will therefore get a worse service.

They also argue that an informational level playing field disincentivises precisely those trading houses
who have made a large resource commitment to the market.

Some, but not all of the problems can be overcome with a combination of a greater time lag for price
reporting (for example reporting trades at the close of the trading day after the transaction) and a
separation of price and volume reporting, with the latter only being reported with a substantial time lag.

The practical problems - trade capture, avoiding price manipulation and agreeing asset spreads from
cash prices - should be amenable to solution with a bit of work by market participants and systems
providers. To this end the ECBC’s market issues working group recently undertook a consultation on the
topic of post-trade price reporting and has reported the results back to CEBS.

Looking forward

As covered bonds continue to be increasingly tied to the broader market’s problems - the correlation of
covered swap spreads and govvie spreads in most Southern European markets is now effectively 1 - itis
inevitable that the true levels of liquidity to which we as a market aspire cannot return until some level of
normality returns to the wider market. Our crystal ball is not up to the task of forecasting when this will be.

On a more positive note, now that the market making concept is, for all practical purposes dead in the
water, liquidity and transparency are no longer artificial. It is also no longer binary (*market making:
on” or “market making: off”). It is rather a function of the realities of that bond and the efficiency of the
market. So any improvement in either of these will have a direct impact on the actual ability of investors
to trade covered bonds. Liquidity friendly behaviour from issuers and market makers alike is therefore
more important than ever.

Against that back drop, there are several important trends that we expect to influence the overall liquidity
picture in coming months. We have already discussed the post-trade price reporting initiative. But also:

> buy backs. As banks see their bonds trade at increasingly wide levels, and as many of them sit
on substantial levels of cash, the temptation to buy back your own bonds is inevitable. No problem
with that if it is done in a responsible manner (in the Swedish domestic market for example, issu-
ers regularly buy-back or tap issues as a way of enhancing liquidity). But we are hearing levels of
complaints from some market participants about some buy back programmes, for example those
which are not clearly communicated to the whole market, those that result in a specific bond being
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squeezed to unrealistic levels and those that give a false impression of a bonds status as a jumbo (no
problem with de-jumboing a bond per se, as long as that is properly communicated to the market).

> the growth of the jumbolino. As issuers become more flexible (or nervous) about their approach
to the market we have seen a growth in deals that although launched and syndicated in the normal
way may, or may not, turn out to actually be a jumbo. Hence the growth of the so-called jumbolino
bonds, those that are announced without a specific size commitment but with an understanding
that they will be sized appropriately based on the investor book that is built. Frequently issuers
fully intend to subsequently tap such jumbolinos to make them jumbos in due course. How liquid
can and should the bonds be?

> further systems change. Many of the trading systems have undertaken new initiatives in their
covered bond trading platforms over the course of the crisis and we are aware of others which
are planned.

These specific challenges, and the more general challenge of poorer liquidity in covered bonds, although
an inevitable consequence of the new environment in which we operate must be addressed urgently. The
treatment of covered bonds as an investment class under the new bank treasury rules (in particular the
liquidity coverage ratio) is predicated on the ability of bank treasuries to liquidate their portfolios rapidly
at low spreads to mid. The attractiveness of covered bonds to these and other investors depends on the
market’s continued work on this important topic.



1.7 THE INVESTOR'S PERSPECTIVE

By Fritz Engelhard, Barclays Capital and John Maskell, BlackRock

I. INTRODUCTION

In this chapter we track the development of secondary market conditions over the past 12 months.
We describe how liquidity conditions have evolved, how investors have been forced to adapt to spread
volatility in sovereign debt markets and how they could benefit from relative value opportunities.

II. MANAGING SPILLOVER FROM SOVEREIGN SPREAD VOLATILITY

Between Q2 09 and Q4 09, secondary market liquidity in Jumbo covered bonds improved markedly.
This was the result of a whole range of supporting factors. First, issuance activity in supra sovereign
and agency (SSA) bonds and in government guaranteed bonds (GGBs) decreased substantially in the
course of H2 09, which helped ease concerns regarding a permanent re-pricing of the sector through
primary market transactions. Second, the European Central Bank’s covered bond purchase programme
(CBPP) led to a swing from one-sided selling to one-sided buying in covered bond markets. Third, the
bond market rally, which saw the 5y swap rate decrease by 50bp between early June and early October,
has created an incentive to some investors for taking profit. This in turn led to more two-way flow in
Jumbo covered bond markets, thereby further improving secondary market liquidity.

Improved liquidity conditions reflected in the narrowing of bid/ask spreads. Average bid/offer spreads
in Jumbo covered bonds persistently fell from rather wide levels of up to 75bp in Q1 09, to their lowest
figure of down to 5bp in mid April 2010, thereby reducing significantly the liquidity gap between various
market segments (Figure 1).

> FIGURE 1 —WHILST MONEY MARKET CONDITIONS IMPROVED, SPREADS FOR COVERED BONDS WIDENED
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Already in February and more pronounced from mid April onwards, increasing tensions in sovereign
debt markets had significant spill over effects in covered bond markets. The pattern was rather simple.
Covered bonds issued out of European peripheral countries saw their swap spreads widen basically in
line with swap spreads of the respective government bonds. The worsening of market conditions was
also reflected in bid/ask spreads, which widened back to mid 2009 levels in Cédulas for example, but in
jumbo Pfandbriefe widened back towards 10bp again.

The renewed worsening of secondary market liquidity was a kind of ‘déja-vu’ experience for many inves-
tors, who still had fresh memories from their experiences in Q4 08 and Q1 09. However, in our view, the
situation in April/May 2010 differed from the situation the market experienced in the pronounced liquidity
squeeze of Q4 08/Q1 09. First, pressure was not coming out of traditional credit spread markets and
stress in interbank lending markets but rather from the sell-off in sovereign debt markets. Second, the
rally at the long-end of the yield curve has left many fixed income investors with outright gains on their
investments. Third, there has been no distressed selling behaviour in covered bond markets characterised
by price-insensitive inventory clearing operations. Fourth, screen prices have generally become more
reliable, as market makers were less inclined to keep bid/ask spreads artificially tight, but they were
more ready to express potential buying and selling levels through the quotes shown on the screens.

The above differences to the stressed situation in Q4 08/Q1 09, have some important implications for
trading patterns and investor behaviour. As most covered bond investors mainly use their exposure to
enhance return beyond their core mandates in sovereign markets, they were forced to shift their atten-
tion strongly towards managing their exposure to sovereign debt markets. Furthermore, even investors
with pure non-sovereign mandates were obliged to focus on the development in sovereign debt markets,
as the situation in the respective sovereign market generally overshadowed other traditional relative
value factors, such as issuer-specific risk, demand/supply trends and, for covered bonds, the quality of
collateral assets. If anything, most investors became stricter in limiting their exposure to those sover-
eigns that have been identified as more vulnerable and eventually entered short positions in underlying
government bond markets to protect their covered bond portfolios against country risk.

From mid June 2010 onwards swap spreads of peripheral European sovereign debt tightened mark-
edly on the back of the ECB’s interventions in debt securities markets through the Securities Markets
Programme (SMP)!, positive net cash flows over the summer months and reduced fears regarding the
funding needs of bank support entities particularly in Spain and Ireland. Consequently, trading condi-
tions in the affected sovereign debt markets improved and covered bond investors needed to be quick
in unwinding their country risk hedges. In addition, with a few days delay, covered bond markets also
recovered and bid/ask spreads decreased again.

ITII. EXPLOITING RELATIVE VALUE OPPORTUNITIES

The spillover of volatility in sovereign debt markets to covered bond markets in H1 10 highlights that
liquidity conditions are unsteady. In times of rising market tensions, investors could be quite restricted
to fulfil their mandates in managing risk positions. This in turn leads quickly to a general reduction of
risk limits and leverage. Consequently, only those investors who take into account potential changes in
market conditions can also benefit from the opportunities arising from limited secondary market liquidity.

1 The ECB decided to introduce the Securities Markets Programme on Sunday 9 May 2010.
(http://www.ecb.eu/ecb/legal/pdf/|_12420100520en00080009.pdf)



The most interesting relative value opportunities emerge from the gap between government bonds and
covered bonds. In the rather short period between early May 2010 and early August 2010, the swap
spread differential between Spanish Cédulas, the largest Jumbo covered bond sub-segment, and Span-
ish government bonds, moved from Obp to +80bp, back down to Obp and then wider again to +100bp
(Figure 2).

> FIGURE 2 —SWAP SPREAD DIFFERENTIAL BETWEEN 5YR SPANISH COVERED AND GOVERNMENT BONDS
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Source: Barclays Capital.

The spread differential between covered and government bonds is largely a result of the time lag between
spread moves in the two markets. This time lag partly results from country risk hedging operations.
Generally, in an environment of rising market tensions in sovereign debt markets, the spread differen-
tial moves towards Obp, whilst in a period of recovery, the swap spread differential widens again. The
resulting swings offer excellent relative value opportunities, particularly for investors who wish to leave
their country exposure neutral, but are able to switch between the two market segments.
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ANNEX: THE COVERED BOND INVESTOR COUNCIL

By Nathalie Aubry-Stacey, International Capital Market Association

The ICMA Covered Bond Investor Council (CBIC) has been in existence for more than a year now. Covered
bond issuers and traders have had their own organisations to represent their views for a long time. It
was felt that investors too needed to ensure that their views were made known and interests protected
at an early stage in every industry discussion.

The Council is an investor driven organisation, independent of issuers and the sell side. The CBIC aims
at promoting the quality of the covered bond product and representing the interests of European covered
bond investors. The CBIC promotes the simplicity and transparency of the product. There are a number
of issues the CBIC is considering to develop the covered bond market:

> The current European covered bond market is highly fragmented both in respect of the legislation
and the quality/accessibility of necessary information for investors to compare different covered
bond programmes. Working on greater harmonisation where possible as well as setting minimum
transparency standards and simplicity are key to the CBIC.

> The CBIC created a transparency working group from the outset, highlighting the importance of
this issue for investors. CBIC is involved in ongoing discussions to improve the current market
standards. The CBIC strongly believes it is of vital importance to improve transparency. Improving
transparency will increase the investor base. The objective is to make it possible for investors and
analyst to form an independent qualified assessment of all covered bond programmes.

> Another working group was set up from the start to discuss liquidity issues. The CBIC needs a
long-term view on this issue and there is no easily found solution in sight. Attempts to reintroduce
the old market maker commitment for Jumbo covered bonds albeit in a much weaker form have
so far not succeeded. Banks for obvious reasons do not have the same balance sheet commitment
as before the crisis and it is very unlikely that this will change. Fundamental questions about the
current market structure have to be raised not only for the covered bond market but for other parts
of the fixed income market as well. This is a difficult issue as well for investors. The CBIC would like
to represent investor interest in future discussions about this matter including the implementation
of a mandatory post trade transparency regime.

The European covered bond market as a financing tool for mortgage has survived the crisis without
massive public intervention and the CBIC believes that only a continued focus on upholding the asset
classes’ high quality will safeguard the market against future crises. Any dilution of the quality of product
or confusion with other fixed income products should be avoided.

The CBIC has been recognised by regulators as the voice of investors. However the CBIC would like to
take the Council further and actively engage investors with an interest in covered bonds in its work,
and be more active in the regulatory space. As investors the CBIC has of course very different views
about investment decisions, but this market will continue to develop and it is essential that investors,
as a group, participate in the discussions on the future development of this market which are essential
for mortgage and public financing in Europe.

Currently, the Chairman of the CBIC is Claus Tofte Nielsen of Norges Bank, Oslo. The Vice Chairman is
Andreas Denger of MEAG in Munch. Nathalie Aubry-Stacey at ICMA acts as Secretary for the Council
and the CBIC can be contacted on cbic@icmagroup.org.
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2.1 OVERVIEW OF COVERED BONDS

By Ralf Burmeister, LBBW, Ralf Grossmann, SG 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 2009 amounting
to EUR 2.39 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 the exit strategies from government and central bank
support as they provide lenders with a cost-efficient instrument to raise long-term funding for mortgage
or public-sector loans and offer investors the (non state-guaranteed) top-quality credit exposure on
credit institutions. The high importance of covered bonds for the financial system was also demonstrated
by the decision of the European Central Bank to launch a EUR 60 bn covered bond purchase program.

Today there are active covered bond markets in about 25 different European jurisdictions and there is a
strong expectation that the covered bond market will continue to grow, especially as national legislators
across Europe have adopted modern covered bond regulations or modernised existing ones.

> CHART 1 — Coverep BonD LEGISLATION IN EuropE (As oF Jury 2010)
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Regulatory developments in national markets and the enactment of new covered bond legislation have
enhanced the quality of the covered bond instrument. Diversification in the group of covered bond issu-
ers now means that this group not only includes specialised mortgage banks, but increasingly diverse
players, such as Dutch and UK issuers, Spanish savings banks, German universal banks etc.

1 Source: EMF/ECBC. http://ecbc.hypo.org/content/default.asp?PageID=302
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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 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 230 years. In the 19th 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 20th 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 20th 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 consequence of this is that today we again find covered bond systems in nearly
all European countries.

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:

First of all, covered bonds offer cheap funding in absolute and relative terms and secondly -due to the
high credit quality of covered bonds- also offer longer term funding for the issuer compared to other
funding sources banks usually have at hand. One major experience motivating the introduction of such
a high quality funding tool like covered bonds is the fact, that it has always been difficult to measure the
creditworthiness of a bank, which is still true today. Therefore it is obvious to use a well defined fund-
ing channel for specific assets through a system, whose credit quality is delinked as much as possible
from the issuing entity. The credit quality of covered bonds measured by ratings as well as the relative



rating stability of the market is extensively discussed in the Chapter I. The very same idea of delinking
assets and issuer also applies to the introduction of securitisation products, which is discussed in sec-
tion of Chapter 2.2.

The third aspect of the use of covered bonds is that investors tend to invest larger volumes into bonds,
which on the back of a legally sound mechanism are perceived as safe, offering higher recoveries and
more transparency compared to a senior unsecured bank bond. The regulation around covered bonds
(e.g. UCITS regulation within the EU) does reflect exactly this safety of covered bonds and in turn en-
courages institutional investors to engage themselves on a larger scale in this highly regulated market.

Especially the current financial crisis has highlighted the fourth major advantage from an issuer’s per-
spective of using covered bonds: market accessibility. Although covered bonds clearly have suffered
especially in Q4 2008 and in early 2009, there has been a tremendous comeback in terms of spreads,
issuance volume as well as investors confidence.

However, from an issuer’s perspective, covered bonds are only one wholesale funding instrument among
others. Looking at the past competition between Covered Bonds and securitisation products, at least for
the moment the on-balance instrument of Covered Bond seems to have the edge. The ECB clearly states
that the EU covered bond model is a valuable alternative to the US mortgage backed security model as
it mitigates the moral hazard problems surrounding MBS products (see the ECB’s Financial Integration
Report, April 2010). On the other hand, pure reliance on senior unsecured funding and interbank markets
as sole wholesale funding sources did prove to make a bank more susceptible to market turmoil. The
financial crisis has brought Government Guaranteed Banks Bonds (GGBB) as an additional wholesale
funding instrument, but which is by definition of temporary availability, although we have to note the
extension of a number of European GGBB programmes. Therefore, it can be expected that covered
bonds will increasingly be used worldwide by bank treasuries for their funding optimisation processes.

As the crisis has intensified the competition for deposits as a stable funding source for banks, the need
for a low-cost wholesale funding instrument persists. Accordingly, large universal banks have set up
covered bond programmes in recent years and have overcome the past predominance of specialized
banks characterised by narrow business models and heavy reliance on wholesale funding. Summing up
the experience made with covered bonds especially in times of stress, they have proven to be a reli-
able and efficient funding source which makes them an indispensable part of a bank’s funding tool kit.

2.1.4 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 (residential and commercial) exist in all countries with covered bond systems. Covered bonds to
fund public sector lending (to national, regional and local authorities) play an important role only 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.
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> CHART 2 —ToTAL OuTsTANDING COVERED BONDS BY UNDERLYING ASSETS, 2003 10 2009, €M
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Source: EMF/ECBC - Covered bonds outstanding at the end of 2009.

2.1.5 LEGAL FRAMEWORK

UCITS AND CRD

1) UCITS

The special character of covered bonds has been enshrined in Article 52 (4) of the Directive 2009/65/EC
of the European Parliament and of the Council of 13 July 2009 on the coordination of laws, regulations
and administrative provisions relating to undertakings for collective investment in transferable securi-
ties (UCITS). This Directive, will replace the previous Council Directive 85/611/EEC on 1 July 2011 and
Article 22 (4) will be renumbered to Article 52 (4)2.

Article 52 (4) does not mention the name “Covered Bond”, but its criteria constitute the eldest and
most important regulation in EU-law to set a minimum standard for bonds, which are secured by as-
sets, without saying, which ones. The criteria of Article 52 (4) were taken over in other EU-directives so
that they can be regarded as the core regulations of “Covered Bonds” (in UCITS called “certain bonds”)
before the CRD.

Article 52(4) of this Directive defines the minimum requirements that provide the basis for privileged
treatment of so-called “certain bonds” in different areas of European financial market regulation. Article
52(4) allows a special treatment, when these “certain” bonds are issued by a credit institution which
has its registered office in a Member State and:

> is subject by law to special public supervision designed to protect bondholders;

> in particular, sums deriving from the issue of these bonds must be invested in conformity with
the law in assets which, during the whole period of validity of the bonds, are capable of covering
claims attaching to the bonds; and

2 In this Article, the new Directive will be referred to, therefore, the references will be to Article 52 (4).
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> which, in the event of failure of the issuer, would be used on a priority basis for the reimburse-
ment of the principal and payment of the accrued interest.

Covered bonds that comply with Article 52 (4) UCITS directive are considered to have an attractive risk
profile, which justify the easing of prudential investment limits. Therefore, investment funds (UCITS)
can invest up to 25% (instead of max. 5%) of their assets in covered bonds of a single issuer that meet
the criteria of Article 52(4). Similar, the EU Directives on Life and Non-Life Insurance (Directives 92/96/
EEC and 92/49/EEC) allow insurance companies to invest up to 40% (instead of max. 5%) in UCITS
compliant covered bonds of the same issuer.

By July 2009, all 27 EU Member States had sent UCITS-notifications to the EU Commission. 19 states
notified the EU Commission on bonds and authorised issuers fulfilling the criteria of Article 52(4) UCITS
mentioned above. Further 4 states notified their legislation, but specified that so far, no Covered Bond
issues had been issued on their domestic markets yet. Finally, 4 other states only sent negative notifi-
cations, not disposing of a Covered Bond legislation in their country. All notifications are published on
the website of the EU Commission:

http://ec.europa.eu/internal_market/investment/legal_texts/instruments_en.htm

2) CRD

Another cornerstone of covered bond regulation at EU level is the Capital Requirements Directive (CRD)3.
The CRD is based on a proposal from the Basel Committee on Banking Supervision to revise the super-
visory regulations governing the capital adequacy of internationally active banks. The CRD rules apply
to all credit institutions and investment service providers in the EU.

The European Council formally adopted the CRD on 7 June 2006 and the Directive was published in the
Official Journal (OJ) of the European Union on 30 June 2006 (L177). A special article on the CRD can be
found in Section 2.3 of this Chapter.

Under Basel II, covered bonds are not explicitly addressed, and therefore they will be treated like un-
secured bank bonds for credit risk weighting calculations. However, as covered bonds play an important

role in EU financial markets, the EU Commission has decided to establish a privileged treatment for
covered bonds under the CRD, Annex VI, paragraphs 68 to 71.

According to the CRD, covered bonds benefit from privileged credit risk weightings only if they fulfil the
following requirements:

(i.) Compliance with the standards of Article 52(4) of Directive 2009/65/EC (UCITS).

(ii.) The asset pools that back the covered bonds must be constituted only of assets of specifically-
defined types and credit quality.

(iii.) New quantitative restrictions on certain types of cover assets were established (e.g. max 15%
exposure to credit institutions).

(iv.) The issuers of Covered Bonds backed by mortgage loans must meet certain minimum requirements
regarding mortgage property valuation and monitoring.

3 Directive 2006/48/EC of the European Parliament and of the Council of 14 June 2006 relating to the taking up and pursuit of the business of
credit institutions (recast)

73




These requirements will have to be transposed by each EU Member State in order to obtain or to keep
privileged treatment of their national covered bonds. While Article 52(4) of the UCITS Directive provided
a fairly general and abstract framework for covered bonds, the CRD framework is much more specific
in its definition of Covered Bonds. However, the covered bond definition of the CRD was established
for supervisory purposes, and therefore does not necessarily coincide with the market’s definition of
covered bonds. The future will show whether the covered bond definition of the CRD will be a sufficient
base to set long-term standards for the European covered bond market, or whether new instruments
and markets will go beyond those limits in the future.

2.1.6 A COMPARATIVE FRAMEWORK OF VARIOUS COVERED BOND SYSTEMS IN EUROPE

To date, 31 countries have special covered bond legislation or arranged structured covered bonds on
contractual basis in a general-law based framework. However, not all of these countries, where laws are
in place, have significant issuance activity.

The ECBC Technical Issues Working Group conducted a comparative analysis, based on a questionnaire,
which 24 countries have answered so far*. The questionnaire and the comparative overview are divided
into 9 sections covering the essential features of covered bond systems. Here, we highlight some of the
results of that comparative overview. The results are available from www.ecbc.eu.

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
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 loans. Some covered bond systems distinguish between regular cover assets

4  The Technical Issues Working Group has started to revise the questionnaire and to improve and clarify the comparative tables accordingly.
Please note that some countries did not yet update their contributions to the country reports and the overview.
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(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

European covered bond systems are similar in this area. 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
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all 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 ECBC ESSENTIAL FEATURES OF COVERED BONDS

On the basis of extensive comparative analysis, the ECBC Technical Issues Working Group prepared
the common essential features of covered bonds and corresponding explanatory notes®. The whole set
of essential features and explanatory notes received approval by the ECBC Steering Committee and
Plenary in March 2008.

2.1.8 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 2009 amounted to 2.39 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 2009 were Denmark, Germany, France, Sweden and Spain respectively.

Covered bonds play an important role in the financial system and thereby contributes to the efficient
allocation of capital and ultimately economic development and prosperity.

> CHART 3 — VoLUME ouTSTANDING CB 1N Europe END oF 2009 IN €M

Public Sector Mortgage Ships Mixed Assets Total
Austria (e) 19,617 5,317 0 0 24,934
Canada 0 7,525 0 0 7,525
Czech Republic 0 8,186 0 0 8,186
Denmark 134 319,434 7,197 0 326,765
Finland 0 7,625 0 0 7,625
France 71,905 134,757 0 82,572 289,234
Germany 486,406 225,100 7,954 0 719,460
Greece 0 6,500 0 0 6,500
Hungary 0 7,116 0 0 7,116
Ireland 50,951 29,725 0 0 80,676
Italy 9,063 14,000 0 0 23,063
Latvia 0 85 0 0 85
Luxembourg 31,645 0 0 0 31,645
Netherlands 0 28,367 0 0 28,367

5 They are available at: http://ecbc.hypo.org/content/default.asp?PageID=503




Public Sector Mortgage Ships Mixed Assets Total

Norway 951 51,340 0 0 52,291
Poland 139 578 0 0 717
Portugal 1,150 20,270 0 0 21,420
Slovakia 0 3,608 0 0 3,608
Spain 16,030 336,750 0 0 352,780
Sweden 0 133,903 0 0 133,93
Switzerland 0 46,283 0 0 46,283
Ukraine 0 4 0 0 4
United Kingdom 3,439 201,096 0 0 204,535
United States 0 12,896 0 0 12,896
Total 691,430 1,600,465 15,151 82,572 2,389,617
% 32% 64% 3% 1% 100%

Source: EMF/ECBC

Notes: Austria, the figures are estimates.

In Denmark, numbers have been revised in the 2010 edition of the ECBC Fact Book. The main revision is In due to the refinancing activity of
interest 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. USA, London, Luxemburg, etc.) are not included in the Statistics.

2.1.9 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 (in most cases EUR 1 bn). In order to enhance secondary
market liquidity, the investment banks involved in bringing benchmark covered bonds to the market are
committed to act as market-makers and quote two-way prices to investors and other market-makers.
As a result of the financial crises, the price-quoting among market-makers came to an almost complete
stop. However, price-quoting for investors was more robust, albeit at bid-offer spreads which were in
line what investors experienced in other segments of the distressed fixed income market (e.g. non-core
government bonds, agency bonds, etc...). As market volatility eased bid-offer spreads narrowed again,
but overall price-transparency remained unsatisfactory for market participants. 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. The
current total outstanding volume of the benchmark covered bond market is approximately EUR 900 bn
(approx. 11% of liquid Euro-denominated bonds). Thus, the benchmark covered bond market is the
second largest bond market in Europe after Government bond markets.
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To increase the possibilities for trading, benchmark covered bonds were first introduced on the German
market in 1995 under the name of Jumbo Pfandbriefe. Since then, the Jumbo market has grown very
fast, and has strongly advanced international trade in Covered Bonds. So far, benchmark covered bonds
have been also introduced in, Denmark, Spain, France, Ireland, Italy, Luxembourg, the Netherlands,
Austria, Portugal, Finland, Sweden, the UK, Norway, Switzerland, Greece, Canada and the US.

> CHART 4 — BencHMARK Coverep Bonbp SuppLy

Outstanding Benchmark Covered Bonds New Issuance Benchmark Covered Bonds
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Note: Other comprises Austria, Italy, Portugal, Switzerland, Greece, US and Canada

2.1.10 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 Benchmark 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 increas-
ingly international with Germany, Scandinavia, France, Spain, Ireland, the Netherlands and UK being
the major investor areas.



The trend towards longer maturities, which dominated the primary Benchmark covered bond market in
the past years, has reversed during the financial crisis, but returned in 2009While in 2007 new issuance
in maturities under 5Y accounted for 32% of total new Benchmark covered bond issuance, this share
reached 65% in 2008, but fell to 16% in 2009 and reached 26% in 2010 year-to-date.

> CHART 5 — BENCHMARK COVERED BOND PRIMARY MARKET PLACEMENT BY COUNTRY / GEOGRAPHICAL AREA (AVERAGES 2010)
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> CHART 6 — BENCHMARK COVERED BOND PRIMARY MARKET PLACEMENT BY TYPE OF INVESTOR (AVERAGES 2010)
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2.2 RMBS VS. COVERED BONDS

By Bernd Volk, Deutsche Bank

Given that holders of covered bonds have a claim against an issuing bank and a pool of mortgage (or
public sector) collateral, spreads of covered bonds are typically tight compared to senior bank bonds
and mortgage backed securities (MBS). Whereas spreads of Covered Bonds widened significantly versus
swaps in 2008 and H1 2009 they held up extremely well compared with MBS and tightened significantly
in H2 2009 (although in jurisdictions like the UK & Netherlands spreads of MBS have tightened con-
siderably too recently), in line with other liquid credits like agencies, supras, sub-sovereigns and state
guaranteed bonds. In H1 2010, spreads of covered bonds diverged significantly, more or less in line
with European sovereign spreads.

> SprReADS OF EurROPEAN COVERED BONDS DIVERGED SIGNIFICANTLY IN H1 2010
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Recovery of New Issuance of EUR Benchmark Covered Bonds in Q2 2009 and New Issuance
Record in H1 2010

While new issuance of EUR benchmark covered bonds declined by 45% in Q1 2008 versus Q1 2007 (and
most of the new issuance was done in short dated Covered Bonds), the market for MBS was almost
completely closed. During the start of the financial market crisis, EUR benchmark covered bond issu-
ance was substituted by state guaranteed benchmark bonds. However, Q2 2009 showed a significant
recovery of new issuance of EUR benchmark covered bonds (also driven by the ECB announcement to
buy covered bonds) while the primary market for publicly issued RMBS was still almost completely shut
(given the loss of key investors such as SIVs, conduits, money market funds and some bank treasur-
ies). In H1 2010, despite the primary market for peripheral sovereign bonds being challenging, a new
issuance record of EUR benchmark covered bonds of almost EUR 100 bn was achieved. In June alone
around EUR 19 bn of EUR benchmark covered bond were issued. Including issues with a volume of EUR
500 m and above, the total issuance volume in June was around 27 bn.



> JuNe 2010 wITH A NEW ISSUANCE RECORD OF EUR BENCHMARK CoVERED BonDs*
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RMBS Issuance Volumes Remain Low

For most of 2009 RMBS issuance remained overwhelmingly dominated by banks’ securitize-and-repo
exercises. While the situation improved in H1 2010, investor placed issued RMBS volumes still remain
low. Market revival has consisted of both public and private “club” syndications, with the latter taking
greater hold as sovereign induced risk aversion returned.
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> 2010 INVESTOR PLACED SECURITISATION ISSUANCE BY TYPE
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> MONTHLY PRIMARY VOLUMES OF EUROPEAN SECURITISATIONS
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> INVESTOR PLACED ASSET SECURITISATIONS CLASS BREAKDOWN (As oF 21 June 2010)
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> INVESTOR PLACED COUNTRY BREAKDOWN (As ofF 21 June 2010)
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Pre-Crisis Convergence of Covered Bonds and MBS Stopped By Financial Market Crisis

Pre-crisis the boundaries between covered bonds and MBS were in certain instance beginning to become
blurred. In some jurisdictions, MBS are eligible as collateral for covered bonds (e.g. France, Italy, Ire-
land and Luxembourg). Covered bonds were used as collateral within synthetic securitization transac-
tions (e.g. several Geldilux SME CLOs). However, the covered bonds only collateralize such transactions
Covered Bonds are often contracted beyond the structure stipulated by the legal framework. So called
structured (or general law based) covered bonds are structured with the help of securitization techniques
to replicate the dual claim characteristic for covered bonds (e.g. French and Canadian structured cov-
ered bonds). Given the change in the market environment and the market perception of convergence
of covered bonds and MBS stopped with the start of the financial market crisis.

Regulatory Support for Covered Bonds, Regulatory Restrictions for RMBS

Generally, legislators and regulators increasingly support covered bonds, MBS face more restrictions.
Despite repeated comments from authorities on the important role securitisation has to play in aiding
the flow of credit to end borrowers, securitisations continue to receive less regulatory support than cov-
ered bonds. While certain initiatives are to be welcomed - transparency can only ultimately aid a fuller
market recovery — many of the proposed regulations will delay or indeed have the potential in the ex-
treme to reverse the new-issue revival observed to date. To this end, CRD II - 5% retention and greater
disclosure, CRD III - more onerous capital requirements for securitisations held in trading books, CRD
IV - more onerous liquidity requirements, Solvency II - capital requirements for insurance companies
and credit rating agency legislation, all point to greater restrictions surrounding securitisation vis-a-vis
covered bonds.

Covered Bonds are an On-Balance Sheet Funding Tool

In contrast to securitisations, in case of covered bonds, the assets are usually on the balance sheet
of the issuer. Some covered bond structures, despite being issued by a credit institution, a specialised
covered bond bank, could be seen as an SPV specifically dedicated to the issuance of covered bonds.
The specialized issuer uses the issuing proceeds to grant loans to operating bank, the originator of the
mortgage loans. The operating bank keeps the mortgage loans on its balance sheet and pledges them
to guarantee the loans received from the covered bond bank.

Covered Bond Holders Have Recourse Against a Bank

A crucial difference between covered bonds and MBS is that covered bond holders have recourse against
a bank, not only the underlying assets transferred to a SPV like in case of MBS. Hence, investors have
a dual claim. Some MBS issuers 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
quality worsens, the issuer credit quality will also worsen. However, in such a scenario, the issuing
bank (or the parent company) might be ‘too big to fail’ and hence receive external support. Upcoming
regulatory changes relating to liquidity buffers, leverage limits, reserve requirements and valuations
would make the banks fundamentally stronger which in turn would support covered bond markets. In
our view, this is one of the main reasons for covered bonds outperforming 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. This was also
confirmed by the financial market crisis. 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 sup-
port for covered bonds via support for the issuing banks in numerous cases (e.g. Washington Mutual,
Northern Rock, Bradford and Bingley, Hypo Real Estate, Dlsseldorfer Hypothelenbank, Kauphting). One
could argue that while that has occurred to date, given sovereign pressures, a remaining risk potentially
is the ability of governments to bail out banks. However, in our view, declining willingness of sovereigns
to support banks would first hit Lower Tier 2 and senior bonds and not covered bonds. Hence, covered
bond investors continue to rank highest regarding potential support.

Covered Bonds Have a Dynamic Cover Pool

Although 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 pool 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.

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 A-rated 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, the main risks are the potential lower yield of newly added
assets (negative carry risk as a result of differing amortisation profiles of covered bonds and cover as-
sets) and the management of the interest rates risks between the fixed rate covered bonds and (often
times) variable rates mortgage loans. As a result of the dynamic pool, covered bonds typically have a
longer maturity than MBS. On the other hand, one of the main risks of AAA-MBS are strongly extended
maturities. MBS repayment varies from jurisdiction to jurisdiction. The UK is predominantly characterised
by Master Trusts, while rely upon high prepayment rates to meet scheduled maturities. Sponsors have
however injected assets into trusts, issue further bonds or purchase 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. Falling prepayment rates along with the lack of fully functioning debt
capital markets has meant extension risk has become a core consideration in European RMBS.

In MBS, the highest credit risk is concentrated in the subordinated tranches following the ‘tranching’ of
the mortgage portfolio where losses hit first. Investors have no recourse against the originator of the
assets, and the risk is limited to the pool of assets which 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 separate in this regard, having revolving cover pools where principal repayments are re-invested in
new assets, subject to a set of eligibility criteria/concentration limits that the underlying assets have to
adhere to on a single asset and on a portfolio level. Nevertheless, in contrast to covered bonds, RMBS
investors are 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).
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Conclusion

MBS investors are exposed to the risk of underperformance of the pool and maturity extension due
to lower pre-payments. However de-leveraging via prepayments will often mean structural protection
increases over time. Covered bonds are banks bonds and holders of covered bonds benefit from a pref-
erential claim on a cover pool and the support of the issuing bank and every external support provided
to the issuing bank.

Covered bond holders are not limited to cover pool assets and hence are not necessarily directly im-
pacted by lower pre-payments or a worsening asset quality. While state guaranteed benchmark bonds
issuance almost completely substituted EUR benchmark covered bond issuance at the beginning of the
financial market crisis, new issuance of EUR benchmark covered bond recovered substantially in H2
2009 and H1 2010.

Overall, also driven by increasing regulatory and central bank support, covered bonds are likely to
become an even more important funding tool for banks in the post-crisis financial market architecture.



2.3 COVERED BONDS AND THE EU CAPITAL REQUIREMENTS DIRECTIVE

By Fritz Engelhard, Barclays Capital

This chapter gives an overview on the treatment of covered bonds under the European Commission’s
capital requirements framework for banks, Directive 2006/48/EC, the Capital Requirements Directive
(CRD). It also highlights the amendments concerning the use of a reduced LGD and the limitations
for including mortgage backed securities in cover pools approved by the European Parliament on 7
July 2010.

CRD REFERS TO UCITS 22(4) AND ADDITIONALLY STIPULATES A SERIES OF ELIGIBILITY
CRITERIA FOR COVER ASSETS

In June 2006, the European Commission published the CRD in its Official Journal. It basically became
effective on 1 January 2008. The special treatment of covered bonds is an important feature of the
CRD as it goes beyond the Basel II framework. With regards to covered bonds, the CRD text (Annex VI,
PART 1, paragraph 68-70) refers to the criteria of Article 22 (4) of the EU Directive 85/611 (Directive on
Undertakings of Collective Investment in Transferable Securities or UCITS)!. UCITS 22(4) gives a legal
definition of a covered bond along the following lines:

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

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

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

e Bondholders’ claims on the issuer must be fully secured by eligible assets until maturity.
e 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 were stipulated. Initially,
the eligibility criteria set a 20% limit for the use of RMBS and CMBS notes and allowed an unlimited use
of RMBS and CMBS notes only until 31 December 2010 and only in case those securitisation notes were
rated AAA. On 7 July 2010, the European Parliament adopted an amended text?, which extends the
derogation period to 31 December 20133, lowers the general limit for the inclusion of RMBS and CMBS
notes from 20% to 10% and now restricts the use of securitisation notes beyond the 10% limit to cases
where the underlying mortgages were originated within the same consolidated banking group and 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.

1 Following the recast of EU Directive 85/611 under Directive 2009/65 on 13 July 2009, UCITS Article 22(4) will become UCITS Article 52(4) in
July 2011 (http://ec.europa.eu/internal_market/investment/ucits_directive_en.htm).

2 http://register.consilium.europa.eu/pdf/en/10/st11/st11527.en10.pdf

3 Before the end of this period, and by 31 December 2012 at the latest, the Commission shall review the appropriateness of the amended rules.
The review should be conducted through the European Banking Committee who can extend the period of the waiver or convert it to a general rule
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b) Exposures to or guaranteed by non-EU central governments, non-EU central banks, multilateral
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 authori-
ties 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; exposures caused by
transmission and management of payments of the obligors of, or liquidation proceeds in respect of,
loans secured by real estate 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 real estate 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 real estate 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 issue; 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%.
STANDARDISED AND INTERNAL RATINGS-BASED OPTIONS

As with other categories of risk exposures, the assessment of risk weightings is conducted within the
context of either a revised standardised approach (RSA) 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.

THE RSA LINKS COVERED BOND RISK WEIGHTS TO THOSE OF THE ISSUERS’ SENIOR DEBT

Under the revised standardised approach (RSA), covered bonds are assigned a risk weight on the basis
of the one attributed to senior unsecured exposures to the credit institution which issues them. For banks
with a senior weighting of 50%, the covered bond weighting has been reduced to 20%. In contrast,
banks with a senior, unsecured risk weight of 150% will have a covered bond weight of 100%. The cor-
respondence between senior and covered bond risk weights is as follows:



FIGURE 1: RISK WEIGHTINGS FOR SENIOR DEBT AND COVERED BONDS

% % %
Senior Unsecured risk weight 20 50 100 150
Covered bond risk weight 10 20 50 100

Source: European Commission.

The Basel Committee has set up two ways of linking bank credit ratings to bank risk weightings, which
link the bank risk weighting to the credit rating of the home country sovereign or to that of the bank
itself. This approach has also been followed in the EC Directive. On this basis, the correspondence of
covered bond risk weightings to issuing bank credit ratings under the two calculation methods is shown

in Figure 2 and Figure 3.

FiGure 2: Risk WEIGHTS UNDER OpPTION 1 (%)

AAA to

BBB+ to

Credit rating of sovereign AA- A+ to A- BBB- BB+ to B- Below B-  Unrated
Sovereign risk weight 0 20 50 100 150 100
Bank senior unsecured risk weight 20 50 100 100 150 100
Covered bond risk weight 10 20 50 50 100 50
Source: Basel Committee, European Commission, Barclays Capital.
FiGure 3: Risk wEeIGHTS UNDER OpTION 2 (%)
Credit rating of bank ARARKO A+ to A- BEEEtO BB+ to B- Below B- Unrated
AA- :1:1: 33
Senior unsecured risk weight 20 50 50 100 150 50
Covered bond risk weight 10 20 20 50 100 20

Source: Basel Committee, European Commission, Barclays Capital.

So, for example, under Option 1, if a bank is based in a country with a sovereign rating of AA- or better,
its senior debt will be assigned a risk weighting of 20% and its covered bonds a weighting of 10%. For
investing banks whose regulator applies Option 1, all banks within the EU, except for Greece and Malta,
would attract a 20% risk weighting on senior unsecured debt because their sovereign ratings are all
at least AA-/Aa3 (except for Greece and Malta, which are single-A). Hence, under this option, most EU
covered bond issues would be assigned a risk weighting of 10%.

In contrast, Option 2 introduces more differentiation in risk weightings as the determining factor is the
credit rating of the individual issuing bank. For banks that have a credit rating of less than AA-, this
leads to a senior unsecured risk weighting of 50% and a covered bond weighting of 20%. The choice
between Options 1 and 2 is at the discretion of national regulators. Figure 4 below gives an overview
on how EU countries decided on the respective options.
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THE IRBA SPECIFIES FUNCTIONS FOR DERIVING RISK WEIGHTS FROM INPUTS ON RISK
COMPONENTS

Under the IRBA, banks that have been so authorised by their regulators 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 using functions specified by the Basel Committee and the EC (which
in most cases are broadly comparable). Variations on the standard functions are provided to apply to
different groups of assets, such as retail exposures and securitisations.

Two levels of IRBA have been established, namely the foundation and advanced levels. Those banks
qualifying only for the foundation IRBA are allowed to provide their own estimates only of PD; the other
risk components are provided by the regulator. Banks qualifying for the advanced approach are allowed
to provide their own estimates of all the risk components, subject to any constraints that may be speci-
fied by the regulator.

EC SPECIFIES CONSTRAINTS ON KEY RISK COMPONENTS FOR COVERED BONDS

The Basel framework for IRBA calculations makes no separate reference to covered bonds. However,
the CRD provides a specific framework for calculating internal ratings-based risk weights for covered
bonds. (non-EC based banks applying the Basel framework to covered bonds would have to treat them
as senior bank debt.) The EC legislation specifies constraints on risk components as follows:

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

e LGD should be assigned a value of 12.5% and, exceptionally until 31 December 2010, 11.25% in
case all exposure to public sector entities and all substitute assets have a minimum rating of double-
A minus, securitisation notes make up only up to 10% of the total nominal amount of outstanding
covered bonds, no ship mortgages are included in the cover pool OR the respective covered bonds
are rated triple-A. On 30 June 2010, the European Parliament adopted an amendment, which will
convert the exception for the application of an LGD of 11.25% into a general rule*. For banks ap-
plying the advanced version, a lower LGD is possible. Historical data for residential mortgage assets
underline that LGD levels are basically below 10%.

e M, the effective maturity of the bond, is limited to a range of one to five years. For the foundation
approach, regulators may specify an effective maturity of 2.5 years for all bonds. All banks using
the advanced approach would have to apply this maturity range.

FiGure 4: NATIONAL DISCRETIONS REGARDING OpTIONS 1/2 IN THE RSA AND THE cALcuLATION OF M IN THE IRBA Across
EU counTrieEs

Within the RSA, exposures to institutions
Country are assigned according to Option 1 (central

Explicit maturity adjustment required under

2%k
government risk weight based method) ?* IRBA?
Austria Yes No
Belgium No Yes

4 http://register.consilium.europa.eu/pdf/en/10/st11/st11527.en10.pdf
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Within the RSA, exposures to institutions

Explicit maturity adjustment required under

Country are assigned according to Option 1 (central IRBA?**
government risk weight based method) ?*
Bulgaria No No
Cyprus Yes Yes
Czech Republic No No
Germany Yes No
Denmark Yes No
Estonia Yes No
Greece No Yes
Spain Yes No
Finland Yes No
France Yes No
Hungary Yes No
Ireland No Yes
Italy Yes No
Lithuania No No
Luxembourg Yes Yes
Latvia Yes Yes
Malta No Yes
Netherlands No Yes
Poland No No
Portugal Yes No
Romania No No
Sweden Yes No
Slovenia No No
Slovakia No No
United Kingdom No Yes

Note: * within the scope of CRD Article 80 paragraph 3 and Annex VI Part 1 Paragraph 6.3; ** according to CRD Annex VII Part 2 Paragraph 12;
Source: Committee of European Banking Supervisors (CEBS), Barclays Capital.

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.
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FIGURE 5: RATING AGENCY CUMULATIVE ONE-YEAR DEFAULT RATES (%)

S&P (1981-2009) Moody's (1983-2009) Fitch (1991-2009)
AAA/Aaa 0.00 0.00 0.01
AA/Aa 0.02 0.02 0.08
A/A 0.08 0.06 0.13
BBB/Baa 0.26 0.20 0.58
BB/Ba 0.97 1.21 1.49

Source: S&P, Moody's, Fitch.

These figures reflect default history for corporates globally, so there may be reservations about their
applicability to European banks. The different periods used in the agencies’ surveys complicate com-
parisons, but the divergences in their figures highlight that this is not a precise science. Standard risk
management caution would counsel using the highest figure in each of these comparisons.

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

Figure 6 provides an illustrative matrix of risk weightings based on plugging a range of different default
probabilities and the average life figures in the EC functions.

FIGURE 6: RISk WEIGHTED ASSET RATIOS (%) FOR DIFFERENT DEFAULT PROBABILITIES AND AVERAGE LIVES (LGD = 11.25%
IN ALL CASES)

Probability of default (%)

Bond Life (yrs) 0.03% 0.05% 0.10% 0.20% 0.25% 0.35%
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 RSA. It also highlights that in the IRBA, the risk weighting is significantly
affected by the remaining life of the bond, which is not the case in the RSA. Banks applying the IRBA
will have a significant incentive in terms of capital utilisation to invest in shorter maturities.
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The general point here is that different banks may use differing assumptions about default probabilities,
and Figure 6 provides a matrix from which readers can derive or interpolate risk weightings based on
their own assumptions. The matrix also highlights the importance of the assumption regarding the ef-
fective maturity requirement specified by individual regulators. In the event that all bonds are given a
value of 2.5 for M, all covered bonds from issuers with senior ratings of A- or better would have a risk
weighting of less than 10%. If regulators apply the range of one to five years for M, the 10% threshold
moves up to A flat to A+ issuers for longer-dated covered bonds.

Implementation of CRD and consultation on national discretions

The final agreement on CRD was the starting signal for regulators and lawmakers in EU countries to
implement the new capital adequacy regime in national regulations. The Committee of European Bank-
ing Supervisors (CEBS) provides an overview on the use of options and national discretions used by
individual countries when introducing the CRD>. Following CRD implementation within the EU, the focus
has been on consistency across EU countries. This is important in order to optimise regulatory efficiency
and maximise clarity for the financial services industry, which frequently operates in several jurisdic-
tions. On this background, the EU Commission asked CEBS for technical advice on options and national
discretions in the CRD® on 27 April 2007. Following discussions with industry experts, on 22 May 2008,
CEBS published a consultation paper” which was setting out its preliminary views. CEBS suggests keep-
ing as a national discretion approximately one fifth of the 152 provisions covered in its analysis. On
17 October 2008, CEBS published its response and final advice® in which CEBS suggested to keep as a
national discretion 28% of the 152 provisions covered in its analysis.

Refinements and Amendments to the CRD

In the course of 2008, the European Commission ran a number of public consultations for a refinement
of the CRD. This has been mainly in three areas: (1) large exposures, hybrid capital instruments su-
pervisory arrangements, the waivers for cooperative banks organized in networks and adjustments to
certain technical provisions, (2) an adjusted proposal for securitizations and other risk transfer products
and (3) trading book requirements for “incremental risk”. Whilst within the consultation phase none of
the initial proposals related to covered bonds or public sector entities, the final paper proposed a the
reduction of the 100% exemption for covered bonds for large exposures to 75% and a restriction for
the issuance of covered bonds to 50% of a credit institutions assets. In the meantime, however, these
proposals were withdrawn.

Importantly, on 30 June 2010, the European Parliament adopted an amended CRD text which clarified
the application of a reduced LGD of 11.25% and limitations for the inclusions of mortgage backed se-
curities in cover pools.

http://www.c-ebs.org/sd/Options.htm

http://www.c-ebs.org/documents/CFA10onnationaldiscretions16052007.pdf

http://www.c-ebs.org/press/documents/CP18_ond.pdf
http://www.c-ebs.org/getdoc/5830b511-ce4b-4705-86ed-c1b835438f7f/CEBS-technical-advice-to-the-European-Commission.aspx
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2.4 COVERED BONDS BEYOND BANK FUNDING: THE MACRO-ECONOMIC DIMENSION OF
COVERED BONDS

By Ralf Burmeister, LBBW and Frank Will, RBS

Usually, the benefits of covered bonds are demonstrated at issuer level, highlighting that covered bonds
offer comparatively cheap and reliable funding to issuers whilst helping to broaden the investor base.
Providing issuer’s access to long term funding, for example, has been well demonstrated throughout 2010
when looking at the average tenor of publicly placed covered bond issues. Also, the benefits of covered
bond for investors, such as homogeneity within the same legal framework, special supervision or com-
paratively good rating stability even in an environment of strong rating pressure on sovereigns, are also
quite frequently displayed. The intention of this article is to shed some light on a third aspect of covered
bonds: the macro-economic benefits and financial stability through the use of covered bonds. In order
to demonstrate this aspect, we would like to present the arguments at two different levels, firstly, the
importance of covered bonds in mortgage financing, and secondly, their importance for financial stability.

> ANNUAL € BENCHMARK COVERED BOND SUPPLY BY MATURITY
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IMPACT OF COVERED BONDS ON MORTGAGE AND PROPERTY MARKETS

Covered bonds have become an important tool in providing funding for mortgage lending in many coun-
tries — although to varying degrees. Without discussing the basic features of how important property
markets (residential as well as commercial property markets) are for the state of a single economy, it
is fair to state that the purchase of a property is usually the largest purchase an ordinary person will
make in their life. Conditions in the property market as well as in the mortgage markets therefore have
important long-term effects on consumption and investment behaviour. Vice versa, historical evidence
shows that a banking crisis in connection with a real estate crisis tends to have the longest drag on
growth, consumption and finally employment in a country (see e.g. IMF 2007). The current crisis is no
exception in this regard despite the massive and highly welcomed interventions and growth stimuli taken
by governments as well as conventional and unconventional monetary policy measures taken by central
banks worldwide. Therefore, any measure or instrument bringing safety, reliability and continuously low
credit spreads for borrowers to the mortgage markets are to be welcomed per se.



Besides, the argument of macro-economic advantages in our view is also valid for public sector covered
bonds, assuming that providing capital market access to public sector institutions is per se a positive fea-
ture. The general assumption behind this statement is of course that funding of any public sector body is
a positive feature as these public entities spend their money sensitively in accordance with the needs and
requirements of society. As the ECBC Fact Book surely is not the place to discuss whether public indebted-
ness and the society is always and in each case managed in the best way by public bodies, we will not follow
that discussion furthermore, but rather restrict our arguments to mortgage backed covered bonds. Nonethe-
less, public sector covered bonds have undoubtedly reduced the funding costs of public sector borrowers.

The bundling of public sector assets resulted in an increase of diversification allowing borrowers to
achieve higher ratings above their individual credit standing, funding benefits through benchmark trans-
actions and a significant broadening of the investor base. All this contributed to a considerable reduction
of the funding costs of public sector borrowers.

IMPACT OF COVERED BONDS ON FINANCIAL STABILITY

The second argument underpinning the significance of covered bonds for the overall banking sector
and, ultimately, also their contribution to enhancing financial stability, is their favourable treatment by
central banks and the role of covered bonds in the current crisis. An obvious example of the relationship
between covered bonds and Central Banks is the recently concluded ECB Covered Bond Purchasing Pro-
gramme (see also Article 1.2 “Was the ECB covered bond purchase programme a success?”). However,
a more detailed investigation into this topic, quickly reveals more interesting facts about covered bonds
and Central Banks:

> The moral hazard problem of ABS is solved by using covered bonds.

“[...] the EU covered bonds model is a valuable alternative to the US mortgage backed securities
model because it is a form of securitisation that mitigates the perverse effects arising from the
lengthening of intermediation chains.” Source: ECB, Financial Integration in Europe, April 2010.

> The widespread use of covered bonds as collateral in central bank repo transaction.

According to statements from the ECB, more than €300 bn of covered bonds were used as collateral
in the first quarter of 2010. This should be compared to the overall outstanding volume of covered
bonds of €2,390 bn. (For more information, see also Article 2.5 on covered bonds and repo). The
Bank of England, as well as Norges Bank, have set up special covered bond programmes in order
to support their domestic bank funding.

> The haircuts for the use of covered bonds in central bank repos are considerably lower
than those for ABS.

> Even before the ECB Covered Bond Purchasing Programme, central banks had already been well
established and sophisticated investors in covered bonds prior to the crisis. Further, one would
expect central banks to eventually return to the type of investment behaviour seen before 2007
once the current environment, characterised by unconventional monetary policy and the search
for higher financial market stability, has passed. This again gives a good indication of how well this
asset class is perceived by central banks.

> As ECB tends to have a preference for a unified European covered bond model (see, for example,
the ECB report on financial integration cited above), it is fair to assume (without giving a timeta-
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ble) that the central bank will facilitate some progress here. Therefore, covered bonds are set
to become another milestone in the integration of European capital markets, which can
be seen as an achievement on its own.

> The attractiveness of the product is also underlined by the significant increase in issuers over the
last few years thereby diversifying the funding channels of banks, improving the availability of
credit and helping to stabilise an even larger proportion of the banking sector.

Looking at the latest international trends, Canada and Australia are also considering the introduction of
covered bond legislation, while the United States has been making steps towards a covered bond legis-
lation (see Article 3.29 on developments in the United States). Furthermore, New Zealand has recently
approved its new covered bond legislation, paving the way for the first issuance.

When looking at the pure size of today’s covered bond market globally, it is also fair to state that the
existence of covered bonds provide an investment alternative to government bonds or bank deposits.
Providing an opportunity to diversify a portfolio beyond government bonds should also be seen as ben-
eficial to investors and should be seen as a mitigating and therefore stabilising factor in capital markets
when shocks hit other market segments.

While it is of course stating the obvious, but the positive effects of covered bonds we would attribute to
this asset class for the reasons mentioned above is clearly dependent on the extent to which covered
bonds are used in a particular country with regard to the size of the domestic mortgage market, GDP
and the alternative funding conditions for banks besides covered bonds. The below table provides data
on the size of the covered bond market in most jurisdictions in absolute terms, as well as relative to
GDP and the government bond market.

> CHART: OUTSTANDING VOLUME OF SELECTED GOVERNMENT BoND AND CovereD Bonp MARKETS, END 2009, € BN
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Looking at the role covered bonds have taken in the meantime for various especially European econo-
mies, we think it is fair, justified and to the benefit of the overall economy as well as financial stability
to carefully examine ongoing banking regulation in order to determine, whether there are serious set-
backs to be expected for covered bond funding. With the current regulatory initiatives with regard to
e.g. regulating bank’s asset liability matching, liquidity position or lending behaviour, these are all areas
of crucial importance to the covered bond from the issuer’s perspective - but they will be dealt with
under banking regulation, not covered bond regulation. More details on this can be found in Article 1.3
on “Covered bonds and the era of regulation” in this year’s edition of the ECBC Fact Book.
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2.5 COVERED BOND REPOS - THE ECB LIFELINE FOR BANKS
By Frank Will and Sophia Kwon, RBS

INTRODUCTION

The financial crisis led to severe disruptions in the wholesale funding market across asset classes. The
covered bond market was able to stay open longer than many others, but the collapse of Lehman Broth-
ers in September 2008 marked the beginning of the longest period without benchmark covered bond
issuance, as the market remained effectively shut until the beginning of 2009.

Although the markets re-opened in May 2009 spurred on by the ECB’s covered bond purchase programme
(see separate article), the sovereign crisis showed that the covered bond market was effectively only
open to issuers out of jurisdictions that were untainted by the turmoil. However, the number of covered
bond programmes continued to increase undeterred. Many of these programmes were set up not just
to have an additional source of capital markets funding for when wholesale liquidity returns, but also to
make use of the repo facilities at central banks as means to access liquidity in a closed wholesale market.

The ECB has been a key source of liquidity for banks in the Eurosystem during difficult periods. In 2009
the average amount of eligible collateral increased by 18% compared to 2008, whilst the average use
of marketable assets as collateral rose by 29% in the same period.! The increase was mainly due to the
fact that counterparties placed large additional amounts of collateral with the Eurosystem in response
to the turbulences in the financial markets.

The role of covered bonds within the ECB’s liquidity operations has become an increasingly important
one. The use of covered bonds jumped by around 57% from 2008 to 2009, almost double the rate
growth of total collateral (29%) during the same period. As they are considered to be a more liquid
asset class, covered bonds receive preferential liquidity class classification and thus haircut valuations
for repo transaction with the ECB compared with, for example, ABS. Moreover, unlike senior bank debt,
the ECB will accept self-issued ‘covered bank bonds’ (see below) as collateral. Thus, like certain forms
of ABS, covered bonds allow issuers to make assets held on their balance sheets eligible for the ECB's
liquidity operations.

In December 2008, the ECB published a report on the covered bond market, in which it noted that
“in view of the main features of covered bonds, the smooth functioning of these markets is important
from a financial stability perspective. In this context, it should be noted that covered bonds represent
an important funding source for mortgage lending in several countries”.? Various moves to support the
liquidity of the product, the most notable of which is the €60bn covered bond buying programme, sup-
port the view that the ECB considers a properly functioning covered bond market to be in the interest
of both market participants and regulators.

In terms of the covered bond buying programme, several factors have been noted by the ECB as con-
tributing towards the decision to engage in purchases of covered bonds. Key drivers of the decision was
the Governing Council’s belief that outright purchases of covered bonds by the Eurosystem “could help
to revive this market, in terms of liquidity, issuance and spreads”® and that, given that covered bonds

1 ECB Annual Report 2009
2 The European Central Bank, “Covered Bonds in the EU Financial System”, December 2008

3 Keynote address by Jean-Claude Trichet, President of the ECB at the University of Munich, Munich, 13 July 2009 http://www.ecb.int/press/key/
date/2009/html/sp090713.en.html.
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had been a major source of funds for banks in the euro area before the intensification of the financial
crisis last autumn, a revival of the covered bond market could help to support the lending to the non-
financial sector.

The conservative nature of the product, in light of the “dire consequences of the imprudent evaluation
of credit risk™ has also been highlighted as a key reason why the ECB chose covered bonds rather than
any other asset class for its buying programme. Whilst independent from it, this is in line with a previous
ECB statement which notes that “covered bonds possess a number of attractive features from the per-
spective of financial stability. Covered bonds as dual recourse instruments are less risky than most other
bank securities and also increase banks’ access to long-term funding, thereby mitigating liquidity risks.
In the context of the ongoing financial market turmoil, it is important to stress that, on the whole, cov-

”ns

ered bonds have proven themselves relatively resilient, in particular in comparison with securitisation”.

On the following pages we outline the treatment of covered bonds within the ECB’s liquidity operations,
and the role these operations have played in maintaining liquidity throughout the financial crisis. We
also look at the knock-on effects of the increased use of the ECB repo facility on covered bond issuers
whilst we discuss the success of the ECB’s €60bn covered bond purchase programme in supporting the
proper functioning of the market in a separate article.

ELIGIBILITY CRITERIA FOR COLLATERAL IN EUROSYSTEM 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 institutions
and other market participants, with any lending being “based on adequate collateral”.®

According to the ECB, adequacy means firstly, that collateral must protect against losses in credit op-
erations, 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 (secured and unsecured), auto loans, lease receivables etc. provided they satisfy
certain eligibility criteria (set out below).

Covered bonds, as dual recourse instruments, are on the Eurosystem’s single list of collateral, as they
limit the risk of losses to the central bank while contributing to the effective implementation of mon-
etary policy.” “From a financial stability perspective, a crucial difference between covered bonds and
securitisation is that covered bonds do not involve credit risk transfer. This gives the originating bank a

ibid
The European Central Bank, “Covered Bonds in the EU Financial System”, December 2008

Protocol on the Statute of the European System of Central Banks and of the ECB, Article 18.1

N o g b

The European Central Bank, “Covered Bonds in the EU Financial System”, December 2008
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stronger incentive to conduct proper credit evaluation when granting loans and proper credit monitoring
of borrowers during the life of the loan.”®

The Eurosystem'’s Refinancing Facilities are in principal open to all financial institutions subject to mini-
mum reserves in the euro area, provided they fulfil certain eligibility criteria. The Collateral Framework
has experienced temporary expansion of rules and changes which remain permanent in response to
the turmoil during the past two years, with the most recent amendments to the Facility having been
announced in July 2010.

> SeLecTeD ELiGiBILITY CRITERIA FOR EUROSYSTEM CREDIT OPERATIONS

Standard Collateral Rules

Temporary Expansion of
Eligible Assets (Effective on

14 November 2008 until end
of 2010)

Further Specifications
(Effective on
1 February 2009)
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Type of Asset

e 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 includ-
ing ABS, must have a fixed,
unconditional principal amount

Limits on the use of uncovered
bank bonds as of March 2009:

e The value assigned to uncov-
ered bank bonds issued by an
issuer or entity with close links
must be less than a share of
10% in the value of the collater-
al pool of a counterparty, unless
the market value of these assets
is not higher than €50m

Uncovered bank bonds sub-
mitted as collateral to the
Eurosystem until 20 January
2009 are subject to this limita-
tion as from 1 March 2010

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 22
(4) of the UCITS Directive,
(i.e. subject to covered bond
specific legislation)

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 Instru-
ments’

Cash Flow Backing
ABS

e 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)

For ABS issued as of 1 March
2009, the underlying pool should
not contain tranches of other
ABS. ABS issued before 1 March
2009 were exempted until 1
March 2010

8 ibid



Acceptable Market Debt instrument must be admit- |Certificates of deposits (CDs)
ted to trading on a regulated are eligible when traded on one
market or a non-regulated mar- |of the accepted non-regulated
ket as specified by the ECB markets subject to additional

5% haircut

Place of Establish- Issuer must be established in

ment of the Issuer/ |the EEA or in non-EEA G10

Guarantor countries and guarantor must be
established in the EEA

Source: ECB, RBS

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.
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One can determine the applicable haircut for the ECB assets by referencing the tables as set out in the
following. By way of example, a counterparty that enters into a repo transaction with the Eurosystem,
pledging an asset which is a regional government bond, with a fixed coupon, maturing in 4 years. This
asset will then be subject to a haircut of 3.5%.

> ECB HarircuTs BY LiquipiTy CATEGORY AND RESIDUAL MATURITY (SINCE 1 FEBRUARY 2009 UNTIL YEAR-END 2010)

Liquidity Liquidity Liquidity Liquidity Liquidity
Category I Category II Category III Category IV Category V
(Government (Local & Regional (Trad. Covered (Unsecured Bank (ABS)
Bonds) Govt, Supras & Bonds, Bonds,
Agencies, Jumbo Multi-issuer Covered Structured Covered
Covered Bonds) Bonds, Bonds)
Corporates Bonds)
Residual Fixed Zero Fixed Zero Fixed Zero Fixed Zero Fixed or
maturity (years) | coupon | coupon | coupon | coupon | coupon | coupon | coupon | coupon zero 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 8
3-5 2.5 3 25 4 4.5 5 9.5 10 —
5-7 3 3.5 4.5 5 5.5 6 10.5 11
7-10 4 4.5 5.5 6.5 6.5 8 11.5 13
>10 5.5 8.5 7.5 12 9 15 14 20

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

In July 2010 the ECB announced a new haircut scheme that graduates haircuts according to differences
in maturities, liquidity categories and the credit quality of the assets concerned (next two tables). Cat-
egory II haircuts remain unchanged. In category III the haircut for maturities up to 3 years will not be
changed. However, the haircuts for 3-5 year maturities will be 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), which is so far only relevant for a few retained Greek
covered bonds rated triple-B by Moody’s. As the ECB applies a ‘best rating’ approach most of the Greek
covered bonds do not fall into the triple-B bucket at the moment because they are still rated single-A by
Fitch. The additional valuation mark-down of 5% currently applied to theoretically valued asset-backed
securities will be extended to theoretically valued bank bonds (including uncovered as well as covered
bank bonds, namely Jumbos, traditional and structured covered bonds and multi-issuer covered bonds).
The new haircut schedule will enter into force on 1 January 2011.

104



>AMENDED ECB HaIrRcuTs BY LiQuipiTy CATEGORY AND RESIDUAL MATURITY (EFFECTIVE 1 JANUARY 2011)

Credit Quality Liquidity
Steps 1 and 2 Category I
(AAA to A-)

Bonds)

(Government

Liquidity
Category II
(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

Covered Bonds*

Corporates Bonds*)

Liquidity
Category V
(ABS*)

Residual Fixed Zero Fixed Zero Fixed Zero Fixed Zero Fixed or
maturity (years) | coupon | coupon | coupon | coupon | coupon | coupon | coupon | coupon zero 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 3.5 4.5 6.5 7.5 12.5 13.5 e
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

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

>AMENDED ECB HAIrcuTs By LiQuipiTy CATEGORY AND RESIDUAL MATURITY (EFFECTIVE 1 JANUARY 2011)

Credit Quality Liquidity

Step 3 (BBB+ Category I

to BBB-)
Bonds)

(Government

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

Covered Bonds*

Corporates Bonds*)

Liquidity
Category V
(ABS)

Residual Fixed Zero Fixed Zero Fixed Zero Fixed Zero Fixed or
maturity (years) | coupon | coupon | coupon | coupon | coupon | coupon | coupon | coupon zero coupon
0-1 5.5 5.5 6 6 8 8 15 15
1-3 6.5 6.5 10.5 11.5 18 19.5 27.5 29.5
3=5 7.5 8 15.5 17 25.5 28 36.5 39.5

Not eligible
5-7 8 8.5 18 20.5 28 31.5 38.5 43
7-10 9 9.5 19.5 22.5 29 33.5 39 44.5
>10 10.5 13.5 20 29 29.5 38 39.5 46

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




CLASSIFICATION OF COVERED BONDS WITHIN THE EUROSYSTEM OPERATIONS

The Eurosystem does currently not provide an official definition of what is classified as ‘Covered Bonds".
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 22(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 €1bn 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
‘special 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 were assigned to
category IV. However, from 1 January 2011 all non-Jumbo covered bonds, including ‘structured covered
bonds’ and multi-issuer covered bonds, together with traditional (UCITS-compliant) covered bonds, will
be classified in liquidity category III.

COVERED BONDS AND 'CLOSE LINK’ EXEMPTION

‘Covered bank bonds’ also benefit from certain preferential treatments compared with non-UCITS com-
pliant covered bonds and 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 coun-
terparty 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 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 now 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.

Apart from the fact that swap counterparties and liquidity providers to a transaction may now also be
precluded from using the ABS as eligible collateral, originators of ABS (which have historically been able
to use their retained ABS as eligible collateral) are no longer be able to do so if they provide a currency
swap or liquidity above the 20% threshold.

The main exemptions from the ‘close links’ rule remain ‘covered bank bonds’. Self-issued UCITS compli-
ant covered bonds can be used by counterparties as collateral, i.e. an issuer can use its own covered
bonds and there are no close links prohibitions. This may have been one of the drivers of the increase
in covered bond programmes established since 2008.

9 Following the recast of EU Directive 85/611 under Directive 2009/65 on 13 July 2009, UCITS Article 22(4) will become UCITS Article 52(4) in
July 2011.

10 European Central Bank, “The Implementation on Monetary Policy in the Euro Area”, November 2008
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HAIRCUT VALUATION CHANGES TO ECB REFINANCING FACILITY

In response to the ongoing crisis, the ECB has taken a series of measures to help support the nor-
malisation of the functioning of the euro money market in order to provide liquidity to solvent banks
notwithstanding dysfunctional money markets. These include an increase in the level of funding being
made available through the refinancing operations, and an alteration of the mix of funding by skewing
supply away from 1-week to the 3-month term facility and also to the supplementary 6-month term
facility, introduced in response to the dislocation in money markets.

The list of eligible collateral was enlarged (temporary expansion of eligible assets until end-2010), to
include assets with lower credit ratings (from A- to BBB-, except for ABS) subject to an additional haircut
of between 5 and 10%, debt instruments issued by banks on certain non-regulated markets (e.g. CDs),
debt denominated in USD, GBP or JPY that fulfil all other eligibility criteria. Under the new graduated
haircut schedule, the minimum rating threshold has been subsequently lowered to allow for triple-B
rated assets (except for ABS) beyond the end of 2010.

USE OF COVERED BONDS AS COLLATERAL IN EUROSYSTEM OPERATIONS

Since 2004, the outstanding volumes of eligible repo collateral have grown considerably from €7.7 tril-
lion to €13.1 trillion by the end of 2009. Central government debt accounts for the largest share (40%)
followed by uncovered bank bonds (22%) and covered bank bonds (11%). Corporate bank bonds and
ABS accounted for 10% each.

> CHART 1: ELIGIBLE COLLATERAL BY ASSET TYPE
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Source: ECB

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.
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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 has fallen
sharply, from a 31% share in 2004 to just 11% in 2009. Although the use of covered bank bonds (which
includes only UCITS compliant covered bonds) jumped by around 57% 2008 to 2009, almost double the
rate as total collateral use (29%), their share in the repo operations has dropped from 26% in 2004 to
13% in 2009. Since 2004, the share of uncovered bank bonds (which included general law based covered
bonds) has significantly increased from 20% to 28% having peaked at 32% in 2007. The most notable
increase over the period was in ABS, which grew from 6% to 28% in 2008 before falling to 23% in 2009.
The share of non-marketable securities also rose significantly from 4% to 14% in 2009.

> CHART 2: ELIGIBLE COLLATERAL BY ASSET TYPE
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Source: ECB

The chart below shows the massive jump of main and long-term refinancing operations within the Eu-
rosystem banks in autumn 2008. Only a few central banks publish figures of the national take-up of the
repo facilities. The repo figures from the Deutsche Bundesbank, the Banco de Espana, the Central Bank
of Ireland and the Bank of Italy show that banks in all four countries significantly increased the use of
the ECB funding operations during that period. Only the volume for German banks has come down to
lower levels again. The upwards trend in the overall usage can probably be attributed to the Greek banks.
According to Fitch, Greek banks are relying on the ECB facilities extensively and substantially more than
the other European banks and have recently increased usage further to boost short-term liquidity.**

11 Fitch, “The Role of the ECB - Temporary Prop or Structural Underpinning?”, May 2010
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> CHART 3: MAIN & LONG-TERM REFINANCING OPERATIONS BY ECB AND seLEcTED NCBs
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> CHART 4: COMPOSITION OF TOTAL EUROSYSTEM LENDING INCLUDING FINE TUNING BY NCBs

100%

90%

80%

70%

60%

50%

40%

30%

20%

10%

0%
Jan 07 Apr 07 Jul 07 Oct 07 Jan 08 Apr 08 Jul 08 Oct 08 Jan 09 Apr 09 Jul 09 Oct 09 Jan 10 Apr 10

m Spain = Ireland Italy = Germany Others

Source: ECB, central banks

109



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 demand.
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 to 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 April 2010 the ECB returned to variable tender procedures in the three-month longer term refinancing
operations as part of the gradual phasing-out of its non-standard operational measures. Its main refinanc-
ing operations are to continue as fixed rate tender procedures with full allotment for as long as necessary,
but at least until 12 October 2010. This tender procedure would also remain in use for the Governing Coun-
cil’s special-term refinancing operations with a maturity of one maintenance period, which will continue to
be conducted for as long as needed and at least until 12 October 2010. The fixed rate in these special-term
refinancing operations will be the same as the rate used in the respective main refinancing operations.*?

POTENTIAL IMPACT AND OUTLOOK

The ECB has highlighted the importance of covered bonds as a means of accessing long term funding:
“Issuing covered bonds enhances a bank’s ability to match the duration of its liabilities to that of its mort-
gage 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.”

The role of covered bonds as tool for long term funding was also noted by President Trichet in his com-
ments following the announcement of the covered bond purchase programme, noting that they give
banks “access to funding of a longer-term nature than the ECB’s refinancing operations. Covered bonds
thus allow banks to manage the maturity mismatch between their assets and liabilities”. The motivation
for choosing covered bonds rather than any other asset class for the programme was noted at this time
as being two-fold: firstly, because the Governing Council felt that the programme would help revive the
covered bond market, giving banks access to longer dated funding which in turn should support the flow
of credit to the non-financial sector. Secondly, “covered bonds are different in nature from the various
asset-backed securities that became so popular before turning sour with the financial crisis. Importantly,
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.”*?

12 European Central Bank, “Covered Bonds in the EU Financial System”, December 2008

13 Keynote address by Jean-Claude Trichet, Munich, 13 July 2009 (see above)

110



CHAPTER 3 - THE ISSUER’S PERSPECTIVE
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3.1 AUSTRIA

Martin Schweitzer, Erste Group Bank AG
Roland Berger, Unicredit Bank Austria

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)

2. Gesetz betreffend fundierte Bankschuldverschreibungen: Law on Secured Bank Bonds
(Law of 12/27/1905, last amended 2005)

3. Pfandbriefgesetz: Mortgage Bond Act (Law of 12/21/1927, last amended June 1, 2005)

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 by the industry in February 2010 with the aim
of further harmonizing/unifying Austrian Pfandbrief legislation.

I1. STRUCTURE OF THE ISSUER

The Mortgage Banking Act does stipulate a specialist banking provision and this would apply for any new
mortgage banks. 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 Secured Bank Debenture 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.

ITI. 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, to Switzerland;

USA, Canada and Japan are not eligible. For EEA 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 “"Mindelgelder” are eligible
(such as other local public bonds, or Austrian Pfandbriefe).

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.
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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
overcollateralisation level of 2% is in place, which must be held in highly liquid substitute cover assets.

As well as these rules, banks can 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. COVER POOL MONITOR AND BANKING SUPERVISION

The cover pool is monitored by a trustee (“Treuhander”), who is appointed by the Minister of Finance.
The trustee is liable according to the Austrian civil code and has formal functions 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 Finance Market Authority (FMA*).

Any disputes between the issuer and the trustee would be settled by the regulator. For FBS if the govern-
ment commissioner is concerned that the rights of the Covered Bond holders are being infringed then
he can apply to the courts to appoint a joint special representative of the creditors.

* The FMA is responsible for banking supervision in Austria.

VII. 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
assets as a direct consequence of the insolvency proceedings. These assets shall form what is known
as a ‘Sondervermdérgen’ and are earmarked for the claims of the Covered Bond holders. Any voluntary
overcollateralisation is also bankruptcy-remote but cover assets that are not needed to satisfy the claims
of the Covered Bond holders are passed back to the insolvent issuer.

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 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 as-
sets on the one hand and the insolvency estate. The satisfaction of the Pfandbrief creditors is not limited
to the cover assets. On the contrary, these creditors also participate in the insolvency proceedings with
respect to the Pfandbrief bank’s remaining assets. As long as the separate legal estate has sufficient
liquidity, a moratorium on the insolvency estate cannot delay the cash flows from the cover assets and,
therefore, endanger the timely payment of Covered Bond holders.

Only in the case of over-indebtedness or insolvency of the cover assets may trigger an acceleration of
Covered Bonds.

Access to liquidity in case of insolvency

Once appointed, the cover pool administrator has the right to manage the cover pool in order to satisfy
the claims of the Covered Bond holders. The cover pool administrator can, 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.
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The cover pool administrator also has access to any voluntary over collateralisation, which is also con-
sidered bankruptcy-remote. Any voluntary overcollateralisation that is not necessary to cover the claims
of the Covered Bond holders can be transferred back to the insolvency estate.

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.

VIII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

Austrian Pfandbriefe as well as Austrian Covered Bonds (FSB) fulfil the criteria of the UCITS 22(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.

Finally, Covered Bonds in Austrian have special treatment from asset management companies. They are
allowed a higher exposure to UCITS 22(4) eligible Covered Bonds compared to senior Covered Bonds.
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Issuers: Austrian issuers at the end of 2009 were Bank flr Arbeit und Wirtschaft, EB Hypo Burgenland, Erste Group Bank, Hypo Alpe Adria, Hypo
Investment AG (NO LB), Hypo Tirol, Kommunalkredit AG, Landeshypothekenbank Steiermark, Oberbank AG, Oberdsterreichische Landesbank,
Osterreichische Volksbanken AG, Raiffeisenlandesbankbank NO, Raiffeisenlandesbankbank 00, Raiffeisenzentralbank, Salzburger LandesHypo,
Sparkasse Kitzblihel, Sparkasse Kufstein, Sparkasse Niederosterreich, Sparkasse Schwaz, Waldviertler Sparkasse, Unicredit Bank Austria and

Vorarlberger Landeshypo.
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3.2 BULGARIA

Yolanda Hristova, UniCredit Bulbank and
Franz Rudolf, UniCredit

I. FRAMEWORK

In Bulgaria, the legal basis for covered bond issuance is the Mortgage-backed Bonds Law issued by 38th
National Assembly on 27th September 2000, published in the State Gazette (Darzhaven vestnik) issue
83 of 10 October 2000, 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.

I1. 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 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:

1. housing units, including leased out;

2. villas, seasonal and holiday housing;

3. commercial and administrative office spaces, hotels, restaurants and other similar real estate; and
4. 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.

III. 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;
> 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
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> 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 - MORTGAGE APPRAISER OF A PROPERTY

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 the purposes of the mortgage appraiser of a property under the law, the comparative method, the
revenue method and the cost-to-make method shall be used.

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.

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.
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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. SEGREGATION OF COVER ASSETS

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.

VII. 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:

1. 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;

2. 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:

¢ the size of the outstanding principal at the time of extending the loan and by the end of the most
recent full quarter;

¢ |oan life at the time of extending the loan and the remaining term to maturity;
e interest rates, fees and commissions on the loan;

e 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;

3. characteristics of the mortgage loan portfolio on the basis of which the issue is made, including a
distribution of loans by:

e the size of the outstanding principal;
¢ the residual term to the final repayment of the loan;

e interest rate level;
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¢ their risk classification by the end of the most recent full quarter;

¢ 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.

VIII. REDEMPTION OF MORTGAGE-BACKED BONDS IN THE EVENT OF BANKRUPTCY OF THE
ISSUING BANK

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.

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 para2, 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. COMPLIANCE WITH EUROPEAN LEGISLATION

Mortgage-backed Bonds Law complies with the requirements of Art.22 par.4 UCITS Directive as well as
with those of the CRD Directive, Annex VI, Part 1, Paragraph 68.
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X. BULGARIAN MORTGAGE BOND MARKET INFORMATION

Since the adoption of the Bulgarian Law on Mortgage-backed Bonds in 2000 27 Mortgage Bond Issues
have been issued until the end of 2009. The total amount of the issues stands for EUR 253.3 mn originat-
ed by 10 issuing banks. As of the end of 2009 the outstanding Mortgage Bonds amount to EUR 106 mn.
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The leading issuer in terms of both volume and number of issues is Bulgarian American Credit Bank with
7 Mortgage Bond issues at a total amount of EUR 103.74 mn.

> FIGURE 2: MORTGAGE BoND ISSUERS IN BULGARIA

EUR mn 0 20 40 60 80 100 120
Bulgarian American Credit Bank [7] I I I I I 103_74:
Allianz Bank (Bulgaria) [3] 42.00 |

Eurobank EFG (Bulgaria) [3] o] 3147

United Bulgarian Bank [1] = 20.45
First Investment Bank [3] I20.00

Invest Bank [4] | :18.00 :
ProCredit Bank (Bulgaria) [2] [ 10_?3 :

Economic & Investment Bank [2] []2.85

Issuers / [No. of issues]

:
Central Cooperative Bank [1] [12.56
T 1

Eurobank EFTeximbank [1] } 2.00

124



3.3 CANADA
By Hiren Lalloo, RBC Capital Markets

I. FRAMEWORK

There is no dedicated legal framework for the issuance of Covered Bonds in Canada. As such, Canadian
Covered Bonds are based on contractual agreements structured within the general legislation. On March
4, 2010, the federal government announced in its budget that it intends to introduce Canadian covered
bond legislation in order to help federally regulated financial institutions diversify their funding sources.

I1. STRUCTURE OF THE ISSUER

Canadian financial institutions are regulated by the Office of the Superintendent of Financial Institutions
("OSFI”). In June 2007, OSFI issued a statement permitting Canadian financial institutions to issue
Covered Bonds up to a maximum of 4% of their total assets. To date, five Covered Bond programs have
been established by large Canadian financial institutions, namely Royal Bank of Canada (RBC), Bank of
Montreal (BMO), Bank of Nova Scotia (BNS), Canadian Imperial Bank of Commerce (CIBC) and Toronto-
Dominion Bank (TD). Covered Bonds have been issued under all five programs to date.

The Canadian Covered Bond programs are all based on a similar structure that was derived from the UK
structures, given the similarity of the legal systems (Canadian common law is derived from English com-
mon law). Canadian Covered Bonds are direct, unconditional obligations of the Issuer. In the event of the
insolvency or default by the Issuer, investors have a claim over the pool of cover assets. The cover assets
are held in a bankruptcy remote special purpose entity, the Guarantor, which provides an unconditional
and irrevocable guarantee on the Issuer’s obligations under the Covered Bonds. In Canadian Covered
Bond programs, the Guarantor is either structured as a limited liability partnership or a trust, subject to
accounting and tax considerations of the Issuer. A bond / security trustee holds security over the cover
assets on behalf of the investors. Following an Issuer event of default, the Guarantor is required to meet
the Covered Bond obligations using the cash flows generated from the cover assets. The Guarantor is
permitted to sell the cover assets to meet these obligations, as required. The entire pool of cover assets
is available as security for all the outstanding Covered Bonds issued under the program so there is no
direct link between particular assets and a specific series of Covered Bonds.

The cover assets are segregated from the Issuer through a legal true sale between the Issuer and the
Guarantor. Whether structured as a limited liability partnership or a trust, the Guarantor is bankruptcy
remote from the Issuer. The Issuer grants the Guarantor a loan (the inter-company loan), the proceeds
of which are used by the Guarantor to purchase the cover assets. Legal title to the mortgages remains
with the Issuer and is only transferred to the Guarantor following breach of a ratings trigger and subse-
quent replacement of the Issuer as servicer. Borrowers are notified of the sale of the mortgages to the
Guarantor upon breach of the trigger and the security interest in the mortgages is perfected.

Typically, additional cover assets are sold to the guarantor to either meet the asset coverage require-
ments on an ongoing basis or to issue additional Covered Bonds under the program. The structure of
the Canadian Covered Bond programs incorporates a unique feature related to the inter-company loan,
which accommodates the sale of surplus assets to the Guarantor at launch. The loan is split into a De-
mand Loan and a Guarantee (or Term) Loan. The Guarantee (or Term) Loan represents the portion of
the cover assets required as collateral for the outstanding Covered Bonds, as determined by the Asset
Coverage Test ("ACT"). The balance of the inter-company loan constitutes the Demand Loan, which rep-
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resents the excess cover assets held by the Guarantor. The Issuer can call the Demand Loan at any time,
which would result in the excess cover assets being sold back to the Issuer or a third party to repay the
outstanding Demand Loan. To meet regulatory requirements, the Demand Loan ensures that Covered
Bonds investors only have access to the assets that are required as collateral for the Covered Bonds.
Transferring surplus assets to the Guarantor at closing provides Canadian Issuers the flexibility to access
the market quickly as the cover assets are continuously analyzed and monitored by the rating agencies.

ITI. COVER ASSETS

The cover assets within the existing covered bond programs comprise amortizing residential mortgages
(RBC, BMO, BNS, CIBC) and more recently home equity lines of credit ("HELOCs"”) within the TD pro-
gram. The residential mortgages within the RBC program are uninsured (otherwise known as prime or
conventional mortgages with a maximum loan to value ("LTV") of 80% and full documentation). The
other programs are backed by insured mortgages or insured HELOCs.

Under the Canadian Bank Act, mortgage insurance is required for any mortgage with an LTV in excess
of 80% originated by a regulated financial institution. Alternatively, originators can bulk insure pools of
conventional mortgages or HELOCs for funding or capital purposes. This insurance is provided by the
Canada Mortgage and Housing Corporation ("CMHC"”) and other approved third party insurers, includ-
ing Genworth Financial. The insurance for the collateral within the Canadian Covered Bond programs is
provided by CMHC, which is a Canadian crown corporation wholly owned by the Government of Canada,
whose obligations carry the full faith and credit of the Government of Canada.

The structure of Canadian mortgages differs from those in the US and the UK. The term of Canadian
mortgages is typically one to five years (based on an amortization term of up to thirty-five years), after
which the borrower is required to renew or refinance the mortgage. In most cases, the mortgage is
renewed with the same lender if the borrower is current and has met the required payments under the
mortgage. The lender does have the option not to refinance the mortgage.

HELOCs are secured loans that do not have a fixed maturity term. Borrowers are only required to pay
outstanding principal on demand. Payments are required at least monthly and can be as low as the
interest due on the outstanding amount.

Certain Canadian mortgage products are often structured to provide the borrower with flexibility. This
enables the borrower to split their mortgage into various separate amortizing tranches with different
terms as well as a non-amortizing HELOC or a secured credit card, backed by the same property. These
various facilities are subject to a maximum LTV for each borrower determined during the underwriting
process. For the RBC program, only the amortizing mortgage tranches have been included as collateral
within the cover pool whereas with the TD program, the collateral is made up of both the amortizing and
non-amortizing tranches. The cover assets in all the Canadian Programs are geographically diversified
across Canada, with larger concentrations in the urban centres.

Substitute assets can be included in the cover pool provided their aggregate value at any time does not
exceed 10% of the Canadian dollar equivalent of the outstanding principal balance of Covered Bonds. In
all cases, substitute assets are limited to Canadian dollar denominated RMBS and exposures to institu-
tions that qualify for a ten to twenty percent risk weighting under the Basel II Standardised Approach.
These investments are subject to stipulated ratings, concentration limits, rating agency limits and consent
of the interest rate swap counterparty in certain cases.
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IV. HEDGING AND ASSET - LIABILITY MANAGEMENT

In the existing Canadian Covered Bond programs, interest rate risk and exchange rate risk have been
hedged.

The Guarantor enters into an interest rate swap at closing to swap interest cash flows from the collateral
(including GIC Accounts and substitute assets) into a Canadian floating rate. Under all the programs
except TD, cash flows are exchanged under this swap from closing. The floating rate received is typically
used by the Guarantor to meet the interest payments due on the inter-company loan. Under the TD
program, the interest rate swap is forward starting and cash flows under this swap are only exchanged
following the activation of the Covered Bond guarantee. The notional balance of this swap is typically
the outstanding balance of the entire collateral pool (performing mortgages / HELOCs, GIC Accounts
and substitute assets).

The Guarantor also enters into a forward starting exchange rate / basis swap at closing to swap the
Canadian floating rate into the interest rate basis and currency the covered bonds are denominated in.
Cash flows under this swap are only exchanged following the activation of the Covered Bond guarantee.
The notional balance of this swap is typically the outstanding balance of the applicable series of covered
bonds issued.

Given their current ratings, all the Canadian Issuers act as the swap counterparty with the Guarantor
for both swaps. Triggers are in place to ensure that the Issuer (as swap counterparty) posts collateral
against its obligations under the swap following downgrade. The Issuer will be replaced as the swap
counterparty following further downgrade.

Within the Canadian Covered Bond programs, there is an inherent liquidity mismatch due to the bullet
payment nature of the Covered Bonds and the cash flows generated from the cover assets. Following a
default by the Issuer, the cash flows generated from the cover assets cannot ensure timely repayment
of the outstanding Covered Bonds. To mitigate this liquidity risk, each program incorporates overcol-
lateralization based on the type of assets in the cover pool. In addition, a reserve fund is required to be
built up for the benefit of the Guarantor if the issuer’s ratings fall below a stipulated level. This required
reserve amount is typically equal to one month of permitted third-party expenses, servicing fees, in-
terest due on the covered bonds and, if applicable, non-termination swap payments. This amount is
retained in a GIC account and following an Issuer Event of Default, the balance of the Reserve Fund will
form part of available revenue receipts to be used by the Guarantor to meet its obligations under the
Covered Bond guarantee.

Most of the Canadian programs permit the issuance of both soft-bullet and hard bullet covered bonds.
With the soft-bullet bonds, if the Issuer is unable to repay all the amounts due under the Covered Bonds
at maturity (after any applicable grace periods), a Notice to Pay will be served on the Guarantor. If the
Guarantor has insufficient funds to pay the outstanding Covered Bonds in full, the legal final maturity date
will be extended to the extended maturity date. For the existing covered bonds the extension period is
twelve months. During the extension period, interest will continue to be payable on the Covered Bonds
on a monthly basis. In addition, principal amounts outstanding can be repaid on the monthly payment
dates to the extent funds are available. This minimises the risk of the Covered Bonds defaulting follow-
ing an Issuer Event of Default and gives the Guarantor reasonable time to dispose of any collateral in
an orderly manner (through whole loan sales / securitization) to the extent required. Given the typically
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short remaining term of the amortizing mortgages within the cover pool, large amounts of principal will
be received by the Guarantor through scheduled amortization.

Certain programs do permit issuance of hard-bullet covered bonds. This structure incorporates a Pre-
Maturity Test that is aimed at ensuring adequate liquidity is available to meet upcoming Covered Bond
maturities. Under the test, if the issuer’s rating falls below stipulated levels, an amount at least equal
to the maturing Covered Bond is required to be deposited in a Pre-maturity Liquidity Ledger either six
or twelve months before the maturity date, depending on the issuer’s rating.

Similar to the other structured covered bond programs, the dynamic ACT is performed on a monthly
basis. This test ensures that there are always sufficient assets available within the cover pool as col-
lateral for the outstanding Covered Bonds. Under the test, the balance of the asset pool is determined,
factoring in the required level of over collateralisation (based on the asset percentage), LTV caps and
non-performing mortgages and adjusting for potential negative carry. The asset percentage is confirmed
by the rating agencies and depends on numerous factors including the credit quality and historic perform-
ance of the pool and the ability of the Guarantor to dispose of the assets in a stressed environment. The
asset percentage for the Canadian Covered Bond programs currently ranges between 93% and 96%,
depending on the type of collateral. All the Issuers have voluntarily incorporated a minimum level of
over collateralisation within their programs, by capping the asset percentage at 97.0%.

If the ACT is not met on a calculation date, an ACT Breach Notice is served to the Issuer. If the Issuer
fails to cure the ACT breach by transferring additional cover assets or cash to the Guarantor by the fol-
lowing calculation date, an Issuer Event of Default occurs. Other events that result in an Issuer Event
of Default include:

> Default by the Issuer on Covered Bond interest or principal or any other obligations under the
Covered Bonds

> Liquidation, insolvency, winding up, etc. of the Issuer

> Failure to rectify any breach of the Pre-maturity Test (only applicable to hard bullet covered bond
issuance)

Following an Issuer Event of Default the Covered Bonds are not automatically accelerated. The trustee
will serve a notice to pay to the Guarantor, following which the unconditional and irrevocable guarantee
becomes effective and the Guarantor is responsible for the amounts due under the Covered Bonds.

Similar to the UK programs, after the activation of the Guarantee an Amortisation Test (“*AT"”) is run on
a monthly basis to ensure that the Guarantor has sufficient assets to meet these obligations. Under the
test, the aggregate asset amount is calculated, factoring in the mortgage balance and LTV and adjusting
for potential negative carry. If the aggregate asset amount is less than the outstanding balance of the
Covered Bonds, the AT is failed resulting in a Guarantor Event of Default. Other events that result in a
Guarantor Event of Default include:

> Default by the Guarantor on any guaranteed amounts
> Default by the Guarantor on any other Covered Bond Obligations
> An order is made or an effective resolution passed for the liquidation or winding up of the Guarantor

> The Guarantor ceases or threatens to cease to carry on its business or substantially the whole of
its business
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> The Guarantor stops payment or is unable, or admits inability, to pay its debts generally as they
fall due or is adjudicated or found bankrupt or insolvent

> Proceedings are initiated against the Guarantor related to liquidation, insolvency, winding up, etc.
of the Guarantor

> The Covered Bond guarantee is not or is claimed not to be in full force and effect by the Guarantor

Following a Guarantor Event of Default, the Security Trustee serves a Guarantor Acceleration Notice on
the Guarantor. At this point, the Covered Bonds are accelerated and the Guarantor disposes of the cover
assets as quickly as practical to meet the Covered Bond payments.

In addition to the downgrade triggers for the swap counterparties, the ACT, the maturity extension rules
and the AT all aim to ensure the Guarantor has sufficient collateral to meet the Covered Bond liabilities,
when and if required. If the proceeds derived from the collateral are insufficient to meet the Covered
Bond obligations in full, investors still have an unsecured claim against the Issuer for the shortfall.

Similar to the UK programs, several other safeguards have been incorporated into the Canadian Covered
Bond programs. These include minimum ratings requirements for the various third parties that support
the program, including the servicer, the swap counterparties, the GIC providers, the account bank and
the cash manager. In addition, independent audits will be performed by the asset monitor on a regular
basis to verify the accuracy of the calculation of the ACT.

V. VALUATION AND LTV CRITERIA

In Canada, every property is typically valued during the underwriting process. The valuation is either
performed by an accredited, third party property appraiser or through an automated valuation tool,
which is based on the value of similar properties recently sold in the same area. As an appropriate Ca-
nadian property price index is currently not available, indexation has not been incorporated into the ACT.
Properties are not typically reappraised when the mortgage is renewed, unless the borrower requests
an increase to the approved LTV and additional debt or there is reason to believe the property value
may have decreased.

When calculating the asset balance for the ACT, an LTV cap of 80% for uninsured mortgages and 90% for
insured mortgages / HELOCs (subject to a stipulated CMHC ratings level) is applied to the latest valuation.
In addition, the latest valuation of each mortgage / HELOC is multiplied by a factor which depends on
whether the mortgage / HELOC is performing or non performing (greater than ninety days delinquent).
For performing mortgages / HELOCs, the factor is 1, while for non performing mortgages the factor is
0.9 if insured and CMHC is rated above a stipulated level or zero if CMHC is rated below the stipulated
level or the mortgage is uninsured. The result of this amount is then multiplied by the asset percentage
and the lower of the two calculations is used to determine the available collateral amount under the ACT.

VI. COVER POOL MONITOR AND BANKING SUPERVISION

The Issuer prepares investor reports on a monthly basis. In addition, quarterly reports are prepared for
the rating agencies, including an updated cover pool, which is used to confirm / recalculate the asset
percentage used in the ACT. In addition, the ratings of the program are reaffirmed by the rating agen-
cies prior to each issuance under the program.

An independent audit firm (the Asset Monitor) will test the calculation of the ACT performed by the Issuer
(as Cash Manager) on an annual basis. However, if the rating of the Cash Manager has been downgraded
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below the trigger level stipulated by the rating agencies or if an ACT Breach Notice has been served on
the Issuer and not yet revoked, the Asset Monitor will test the calculation on a monthly basis, until the
situation is resolved. In addition, if the test reveals an error in the ACT calculation, the Asset Monitor
will test the calculation monthly for a period of six months.

VII. HOW ARE SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED
BONDS REGULATED?

Under the Canadian Covered Bond programs, the Issuer sells the cover assets to the Guarantor pursu-
ant to a mortgage sale agreement. The sale of the assets constitutes a legal true sale. As there is no
dedicated legal framework for the issuance of Covered Bonds in Canada, all contractual agreements are
structured within the general legislation.

Although there is no specific asset register, the assets are flagged on the Issuer’s computer/IT systems
and the cash flows are segregated in favour of the Guarantor. The Guarantor also owns other assets,
including substitute assets, the GIC and benefits under the swap agreements. The Guarantor is struc-
tured as a bankruptcy remote, special purpose entity and as such, following insolvency of the Issuer, all
the assets of the Guarantor are segregated from those of the bankruptcy estate of the Issuer. True sale
and bankruptcy remoteness opinions provided by counsel form part of the transaction documents. The
Issuer is responsible for ensuring the collateral restrictions are met.

Title to the cover assets is retained by the Issuer until breach of certain trigger events, following which
the Issuer is required to notify the borrowers of the mortgage sale thereby perfecting the legal assign-
ment of the mortgage loans and their related security to the Guarantor.

VIII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

Canadian Covered Bonds are currently 20% risk weighted under the CRD Standard Approach, as if they
were unsecured securities issued by a regulated financial institution.
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ANNEX

The Canadian economy continues to remain strong relative to its peers, with the lowest net debt to GDP
ratio amongst the G7. Over the last decade, Canada has been highly ranked for economic strength and
employment growth and has achieved the highest real GDP growth within the G7 (see figure 2). Prior
to the crisis, Canada enjoyed consecutive fiscal surpluses for eleven consecutive years. The Canadian
regulators proactively responded to crisis through strong fiscal stimulus and monetary policy. Canada’s
banking infrastructure, which was ranked #1 for soundness by the World Economic Forum in October
2008, continues to be stable as Canada’s banks are vigilantly regulated and conservative by nature.

Canada has a diversified, export oriented economy and is rich in natural resources. This provides a
sound foundation for future economic recovery. Unemployment in Canada remains below the long term
average, with job reductions focused on the automotive and manufacturing sectors (see figure 3). The
unemployment rate is now below that of the US. The economic environment has been stable through
2010, with modest recovery in certain sectors. In response, the Bank of Canada has resumed caution-
ary interest rate increases.

The mortgage and consumer fundamentals in Canada continue to remain solid. The mortgage products
available in Canada are conservative (typically a one to five year term with up to thirty five year am-
ortization period, with very limited teaser rate or hybrid products). In addition, prepayment penalties
discourage refinancing booms. Sub-prime mortgages make up a very small and declining component
of the Canadian mortgage market. The market is dominated by the big five Canadian Chartered banks
(over 60% of the market), which retain the majority of mortgages on their balance sheets. This encour-
ages strong underwriting discipline based on high credit and documentation standards. A key difference
between the Canadian and US mortgage market is that mortgage interest in Canada is not deductible
for tax purposes. As such, Canadian borrowers have little incentive to carry mortgage balances and in
general are less leveraged than their American counterparts (see figure 4). Despite the conservative
mortgage market, home ownership in Canada is comparable to that of the US at approximately 68%.

House prices in Canada have remained steady and according to the IMF in March 2009 the Canadian
housing market was the least over-valued leading up to the crisis (see figure 5). The conservative lend-
ing practices in Canada and the strong economic and consumer fundamentals have resulted in stable
mortgage delinquency rates (90+ days) compared to the US (see figure 6). In addition, equity invest-
ment in Canadian homes is significant and has remained stable (see figure 7).
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FiGure 1: OverviEw — CANADIAN CoOVERED BOND PROGRAMMES

RBC BMO CIBC BNS TD
Programme Size €15bn €7bn €8bn US$15bn €10 billion
Outstanding Cov- | €2.00bn due US$2bn due €2.32bn due US$2.5bn due US$2bn due
ered Bonds Nov12 Juni5 Sep10 Julls Julls
€1.25bn due €1bn due Jan13 | CHF375m due
Jan18 Janl5
C$750mm due CHF300m due
Nov14 Decl1
C$850mm due CHF500m due
Marl5 Junl7
US$1.5bn due US$2bn due
Aprl5 Jan13
US$1.25bn due
Jull5s
LTV cap 80% 90%, subject to | 90%, subject to 90%, subject to 90%, subject to
a CMHC rating of | a CMHC rating of | a CMHC rating of | a CMHC rating of
at least AA (low), | at least AA (low), | at least AA (low), | at least AA (low),
otherwise 80% otherwise 80% otherwise 80% otherwise 80%
Asset percentage 93% 95% 96% 95% 95%
applied in ACT
Overcollaterali- 107.5% 105.3% 104.2% 105.3% 105.3%
sation
Non performing No recognition | Multiplied by a Multiplied by a Multiplied by a Multiplied by a

mortgages for the ACT factor of 0.9, factor of 0.9, factor of 0.9, factor of 0.9,
subject to a subject to a subject to a subject to a
CMHC rating CMHC rating CMHC rating CMHC rating
of at least AA of at least AA of at least AA of at least AA
(low), otherwise | (low), otherwise | (low), otherwise | (low), otherwise
no recognition no recognition no recognition no recognition

Soft / Hard Bullet | Soft Bullet Soft / Hard Soft / Hard Soft / Hard Soft / Hard
Bullet Bullet Bullet Bullet

Asset monitor Deloitte KPMG Ernst & Young LLP | KPMG Ernst & Young LLP

Asset Type

Conventional
Mortgages

CMHC Insured
Mortgages

CMHC Insured
Mortgages

CMHC Insured
Mortgages

CMHC Insured
Home Equity
Lines of Credit

Source: Transaction documents
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> FIGURE 2: G7 ReaL GDP GrowtH (%) — 1998-2009
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> FIGURE 3: UNEMPLOYMENT RATE (%) 1982 - 2010
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> FiGure 4: HouseHoLD DEeBT As % ofF DisposaBLE INCOME
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> F1Gure 5: Averace House Price (INDEXED, 1998)
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> FIGURE 6: MORTGAGE DELINQUENCIES (90+ DAYS)
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> FIGURE 7: HoMEOWNERS' EqQuITY AS % oF ToTaL VALUE oF REAL ESTATE ASSETS
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> Ficure 8: Coverep Bonps Outstanbing 2003-2009, €m
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> FiGure 9: Covereb Bonps Issuance, 2003-2009, €m
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Issuers: Canadian issuers as at July 31, 2010 were Bank of Montreal, Bank of Nova Scotia, Canadian Imperial Bank of Commerce, Royal Bank of
Canada and Toronto Dominion Bank
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3.4 CZECH REPUBLIC

By Pavel Kuhn, Ceska Sporitelna a.s.

LEGAL REGULATIONS

It has been possible to issue the mortgage Covered Bonds (“Hypotecni zastavni list” - hereinafter re-
ferred to as "MCB”) in the Czech Republic from January 1, 1992 on the basis of the general regulation
contained in the Commercial Code.

At present, the MCBs, the mortgage credits (hereinafter referred to as "MC”) and the other terms and
conditions of mortgage financing are regulated in detail in the Covered Bond Act (hereinafter referred
to as "DBA") which entered into force on 1 July 1995. Since, the DBA was amended on 1 April 2004.

Mortgage Covered Bonds may be issued by any bank complying with the terms and conditions of the
Act on Banks. However, the right to issue MCBs is subject to a specific license granted by the Czech
National Bank.

COVERAGE OF MCBs

Pursuant to the DBA, the MCBs are such covered notes the nominal value of and revenue from which
are fully covered with (i) receivables from mortgage credits or parts of these receivables (the so-called
“regular coverage”) and (ii) possibly also in an alternative manner specified in the Act (the so-called
“substitutive coverage”). The text “mortgage Covered Bond” has to make a part of the name of this
Covered Bond. No other securities and/or Covered Bonds are allowed to use this name. The Czech legal
framework does not provide the possibility to create public sector cover assets.

MORTGAGE RIGHT

The repayment of the MC including accessories has to be secured with the mortgage to a real estate,
even to a real estate under construction. The real estate under the mortgage right has to be located on
the territory of the Czech Republic, a member state of the European Union or another country making
a part of the European Economic Area. The credit is considered to be the mortgage credit on the day of
origin of legal effects of the mortgage right registration.

The mortgage right ensuring the MC used to cover the MCBs has to be in the first position in the Real
Estate Register. There are two exceptions to this rule: the real estate under mortgage may have a prior-
ity mortgage right securing a credit which

1) is extended by a construction savings bank or a credit extended for a cooperative housing construction
supported by the State. The precondition for this is that the construction savings bank or the creditor
of the cooperative housing construction credit that have the priority sequence of the mortgage right
have given a written consent to the issuer of MCBs to establish the mortgage right in the following
sequence. The receivable from the MC secured with a mortgage right not in the first position may
not be used to cover the MCBs without such consent.

2) will be repaid so that the mortgage right related to the MC will move from the second position to
the first position of registration in the Real Estate Register.

The sum of all the liabilities from all the MCBs in circulation issued by one issuer has to be fully covered
with the receivables or their parts from the MC (regular coverage) or possibly in a substitutive manner
(substitutive coverage).
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REGULAR COVERAGE OF MCB

Only such receivables from the MC or their parts may be used for regular coverage of the liabilities
from all the MCBs in circulation that do not exceed 70% of the mortgage value of the real estates under
mortgage.

If any mortgage rights in priority sequence are attached at the same time to any real estate that serve
to secure the construction savings credit and the housing construction credit, only the receivable from
the mortgage credit or its part in the maximum amount of the difference between 70% of the mortgage
value of the real estate under mortgage and the sum of the receivables from the credit extended by
the construction savings company and the cooperative housing construction credit may be used for the
purposes of coverage of the MCBs.

SUBSTITUTIVE COVERAGE

Substitution cover assets are restricted to 10% of the nominal amount of MCBs outstanding. The fol-
lowing substitution assets are eligible:

> cash;
> deposits of the issuer at the Czech National Bank (hereinafter referred to as "CNB");

> deposits at the Central Bank (National Bank) of a member state of the European Union or another
country making a part of the European Economic Area or at the European Central Bank;

> government bonds and/or securities issued by the Czech National Bank;

> government bonds and/or securities issued by the member states of the European Union or by
other countries making a part of the European Economic Area, their Central (National) Banks and
the European Central Bank; and

> government bonds issued by the financial institutions established with an international agreement
the contracting party of which is the Czech Republic, or the financial institutions with which the
Czech Republic entered into an international agreement.

MORTGAGE VALUE

The issuer of the MCBs determines the mortgage value of the real estate under mortgage, and namely
as the customary price, taking into consideration

> the permanent and long-term sustainable characteristics of the real estate under mortgage,

> the revenues attainable by a third party at regular management of the real estate,

> the rights and defects associated with the real estate, and

> the local real estate market conditions and impacts and presumed development of this market.

The customary price is considered to be such price that could be achieved in the event of the sale of
the same or similar real estate as at the valuation date and in dependence on its condition and quality.
The customary price should not reflect the extraordinary market circumstances, the personal relations
between the participants and the subjective assessment of the interest of one of the parties. The mort-
gage value shall not exceed the customary price of the real estates.

The conditions allowing the use of the receivable from the MC to cover the MCBs have to be complied with
throughout the period for which the receivable from the MC is included in the MCB coverage.
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RECORDS

The issuer of the MCBs is obligated to keep separate and conclusive records on the summary of all of
its liabilities from the MCBs in circulation issued by it and on its coverage. The content of the records is
defined in an obligatory regulation by the CNB. Pursuant to this regulation, the issuer of the MCBs shall
keep the Coverage Register and the Coverage Ledger.

The Coverage Register contains a summary of how the liabilities of the issuer of MCBs are covered - with
both the regular coverage (i.e. the list of the receivables from the MCs used to cover the MCBs) and
with the substitutive coverage, if applicable. The records in the Coverage Register shall be updated by
the issuer continuously as the changes occur.

The Coverage Ledger contains the full summary of the liabilities of the issuer from its MCBs in circulation
and the valuation of the assets of the Coverage Register.

The records shall be kept in CZK in paper form or in electronic form. The recordkeeping including the
insertion of the MCs for coverage and elimination of the MCs from the coverage shall be made by the
departments independent of the departments responsible both for the extension of MCs and for issuance
of the MCBs and namely up to the managing Board member.

POSITION OF THE HOLDER OF THE MORTGAGE COVERED BOND IN THE BANKRUPTCY PROCEEDING
OF THE ISSUER

In the event of bankruptcy or bankruptcy proceedings of the issuer of the MCBs, the receivables from
the MCBs in circulation issued by it have a priority rank for satisfaction. The assets (the receivables
from the MC) serving to cover the MCBs of the bankrupt issuer constitute the mortgage substance. A
special administrator may be appointed to administer the mortgage substance and to satisfy the claims
resulting from the MCBs in circulation. The yield from the encashment of the mortgage substance shall
be first used to satisfy the costs of administration and encashment of the mortgage substance and then
immediately to satisfy the receivables of the MCBs without limitation of their amount. Only the rest shall
be used to satisfy the other receivables from the bankrupt.

ISSUER AS MORTGAGE CREDITOR

In the event of default of the MC, the issuer may enforce its mortgage right by selling the real estate
in a judicial sale pursuant to the rules of civic court proceedings, in a voluntary or non-voluntary public
auction pursuant to a special law or by selling the real estate in an execution proceeding via an executor
and pursuant to the rules of execution.

The receivables from the mortgage credits or their parts that serve to cover the nominal value of the
mortgage Covered Bonds enjoy an elevated protection in the enforcement of the mortgage right by the
issuer. After the sale of the real estate under mortgage, the receivables from the mortgage credits that
serve to cover the nominal value of the mortgage Covered Bonds are satisfied from the auction yield im-
mediately after the costs of the auction and before the other receivables secured with the mortgage right.

Upon the bankruptcy order against the debtor from the MC, the issuer gets the position of a separate
creditor that has the right that its receivable is satisfied from the encashment of the subject of mortgage
(real estate) after deduction of the costs related to the maintenance, administration and sale of the real
estate (encashment yield) at any time during the bankruptcy proceeding. The separate creditors are
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satisfied up to 70 per cent of the encashment yield falling on them. The non-satisfied portion may be
satisfied within a distribution and in the class the receivable belongs to as per its nature.

STATE SUBSIDIES

The debtor from the MC may reduce his income tax base with the interests he has paid to the issuer
from the MC used to finance his housing needs.

The interest revenues from such MCBs are so far exempt from the income tax that are covered by the
issuer with the receivables from the MC for housing investments.

SUPERVISION OF THE ISSUER (BANK)

The activities of the issuer of MCBs are regulated by the law and are subject to the supervision by CNB.

The issuer of MCBs is obligated to require prior approval from the CNB for a number of important deci-
sions, for example the sale of the enterprise or its part, cancellation or merger of the issuer, decrease
in the issuer s registered capital, etc.

The issuer has a number of information obligations towards the CNB. For example, it is obligated to
inform the CNB on presumed modifications of any of the provisions of its Articles of Association, on the
proposals for personal changes in its statutory body and in the managing staff, on the intention to open a
branch office or an agency abroad, or on the intention to establish a legal entity abroad or to participate
in such entity with its assets. Besides, the issuer in the capacity of the bank is obligated to prepare and
to submit information on its business activities in the extent and within the dates determined by the CNB.

The CNB has integrated and continuously integrates to the domestic regulations binding on the issuers
any and all regulations, directives, rules, normative, principles and recommendations by the EU and the
European Commission that regulate the activities of the issuers — banks, in particular in relation to their
cautious business (including, for example, the BASEL II rules). Such regulation applies for example to
(a) the standards of liquidity management and creation of minimum obligatory reserves, (b) capital ad-
equacy and credit involvement, or (c) classification of receivables from credits and creation of reserves
and adjustments to such receivables.

The CNB also supervises the issuer activities from the position of a Government supervisory body over
the capital market. Each issuer having its MCBs in circulation is obligated to send to the CNB the reports
showing its economic results and its financial situations in the determined intervals and to immediately
notify of the changes in its financial situation and of other matters.

A breach by the issuer of the obligations supervised by the CNB is considered to be the so-called defi-
ciency in bank activities. If a deficiency in bank activities is identified, the CNB may assume any of the
measures pursuant to the Act on Banks. For example, it may require the issuer to make good, it may
change the license of the issuer, impose a fine upon the issuer, suspend (for a maximum of one year) the
right of the issuer to issue Covered Bonds, prohibit the issuer to issue the Covered Bonds or order the
issuer to repay prematurely the nominal value of the MCBs issued by it, including the aliquot revenue.

COMPLIANCE WITH EUROPEAN LEGISLATION

The Czech MCB legislation complies with the requirements of Art. 22 par. IV UCITS Directive.
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> Ficure 1: Coverep Bonbps Outstanbing 2003-2009, €m
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> FiGure 2: Coverep Bonps Issuance, 2003-2009, €m
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Issuers: Czech issuers at the end of 2009 were Ceska Sporitelna, Ceskoslovenska Obchodni Banka, Hypotecni Banka, Komercni Banka AS, Raif-

feisen Bank AS, UniCredit Bank Czech Republic, Volksbank CZ AS and Wustenrot Hypotecni Banka.
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3.5 DENMARK

By Mette Saaby Pedersen, Association of Danish Mortgage Banks
and Svend Bondorf, Nykredit

I. FRAMEWORK

The Danish rules regarding the financing of real property were amended in 2007. The Danish Act on
covered bonds (SDOs) came into force on 1 July 2007. It was passed to implement the SDO rules of
the new EU capital adequacy rules (CRD). At the same time, it met the political objective of giving both
mortgage banks and commercial banks the opportunity to issue SDOs.

Danish mortgage banks and commercial banks are regulated in detail by the Danish Financial Business
Act (Lov om finansiel virksomhed). Danish mortgage banks are also governed by the Danish Mortgage-
Credit Loans and Mortgage-Credit Bonds etc. Act (the “Mortgage Act”) (Lov om realkreditldn og re-
alkreditobligationer mv.). The mortgage banks are specialised banks.

Specific bankruptcy regulations laid down in the Financial Business Act and the Mortgage Act prevail over
general bankruptcy regulations (sections 247a-247i of the Financial Business Act and sections 22-33 of
the Mortgage Act).

I1. STRUCTURE OF THE ISSUER

The Danish Financial Supervisory Authority (FSA) may license mortgage banks, commercial banks and
ship financing institutions* to issue covered bonds.

In the past, only mortgage banks were allowed to issue mortgage bonds/covered bonds. Now commer-
cial banks are also able to issue covered bonds to fund mortgage loans. However, mortgage banks still
have the exclusive right to issue covered mortgage bonds.

This leads to the existence of three types of Danish mortgage bonds:

> the (traditional) mortgage bonds (Realkreditobligationer, ROs) issued by mortgage banks. ROs are
UCITS compliant (article 22(4)).

> the (new) covered mortgage bonds (Seerligt Deekkede Realkreditobligationer, SDROs) issued by
mortgage banks, fulfilling the former as well as the new legal requirements. SDROs are both UCITS
(article 22(4) and CRD compliant (Annex VI, 68).

> the (new) covered bonds issued by commercial or mortgage banks (Seaerligt Deekkede Obligationer,
SDOs). SDOs are both UCITS (article 22(4) and CRD compliant (Annex VI, 68).

In addition, all ROs issued before 1 January 2008 maintain their covered bond status in accordance with
the grandfathering option under the CRD.

The new legislation in Denmark allows for joint funding, i.e. two or more institutions joining forces to
issue covered bonds in order to achieve larger issues.

Danish mortgage banks operate subject to a specialist banking principle in accordance with Danish legis-
lation, which confines the activities of issuers to the granting of mortgage loans funded by the issuance of
mortgage bonds. The cover pool may include unsecured loans to public authorities and guarantees issued
by public authorities. Mortgage banks may also carry on other business related to mortgage banking.

1 Ship financing institutions are regulated by the Act on a Ship Financial Institute (Act no 1376 - 10 December 2007).
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The specialist banking principle implies that mortgage banks are confined to granting loans that meet
the requirements for cover assets imposed by legislation. Similarly, the funding sources are limited to
ROs, SDOs and SDROs. This is due to the fact that Danish mortgage banks are not allowed to accept
deposits etc as a source of funding, cf section 8 of the Financial Business Act.

The issuer (mortgage bank or commercial bank) holds the cover assets on its balance sheet as well as
all rights under the cover assets. Bonds and cover assets are assigned to individual capital centres in
mortgage banks and to registers in commercial banks. The individual bonds, however, are not linked to
individual mortgage loans. In case of suspension of payments or bankruptcy proceedings, the assets of
the capital centres and registers will be frozen, and no excess funds may be transferred from them. In
a bankruptcy scenario, the assets of a/each capital centre/register constitute a separate cover pool, cf
section 27 of the Mortgage Act and section 247d of the Financial Business Act.

Issuers have their own employees. Outsourcing of activities is allowed if control measures are deemed
satisfactory by the FSA, and consumer protection regulations are observed. The valuation of property
may be outsourced provided that the issuer conducts sample valuations on a regular basis. The loan
origination process may be outsourced, whereas the final approval process related to loan applicants is
not subject to outsourcing. Loan administration activities may be outsourced.

ITI. COVER ASSETS

Assets eligible as the basis for bond issuance:
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Covered bonds - SDO Covered mortgage bonds - SDRO Mortgage bonds - RO
> Loans secured by real property > Loans secured by real property > Loans secured by real property
> Exposures to public authorities > Exposures to public authorities > Exposures to public authorities

> Exposures to credit institutions
(up to @ maximum of 15 %)

> Collateral in ships (not an option
for mortgage banks)

To serve as cover assets, mortgages must be entered in the Danish land register, which is kept by the
Danish district courts. Digital land and loan registration was launched in September 2009 and crowns
several years of cooperation in the Danish financial sector aimed at handling customers’ loans faster
and more efficiently.

With respect to SDO the cover pool may include exposures to credit institutions up to a statutory maxi-
mum limit of 15% of the nominal value of the outstanding amount of SDOs. Owing to various technical
aspects regarding the lending activities of mortgage banks or commercial banks, a number of invest-
ments are not subject to this limit.

The difference between funding and lending may be hedged through derivatives, which are included in
the cover pool assets.

In a capital centre in @ mortgage bank the cover pool is dynamic as a result of the current addition and
disposal of loans in connection with the granting and repayment of loans. In most capital centres assets
may exclusively be transferred to or from the cover pool upon new lending and (p)repayment. On (p)
repayment, the corresponding amount of issued bonds will be transferred from the capital centre. Each
mortgage loan (cover asset) refers to specific ISIN codes and both cover assets and ISIN codes are as-
signed to specific capital centres. It is therefore not possible for the issuer to (i) change the cover pool



unless in connection with new lending and (p)repayment nor (ii) transfer cover assets between different
cover pools. Such cover pools are thus less dynamic than cover pools where existing mortgages can be
transferred into and out of the cover pools. Cover assets must be identifiable, and the FSA supervises
cover asset identification.

IV. VALUATION AND LTV CRITERIA

The Financial Business Act and the Mortgage Act contain provisions on property valuation.

Where loans are funded by the issuance of SDOs and SDROs, valuations are based on the open market
value of a property. Where loans are funded by ROs, valuations are based on the mortgageable value.
In Denmark, the mortgageable value will correspond to the open market value in the vast majority of
cases, cf sections 10-15 of the Mortgage Act.

LTV limits - an overview

Loan Type Covered bond - SDO VL L Mortgage bond - RO
Property category bond - SDRO
Residential property 80% or 75%1) 80% or 75%1) 80%
Holiday property 60% 60% 60%
Agricultural property 60%?2) 60%2) 70%
Commercial property 60%2) 60%2) 60%

Note: 1) 80% for loans issued with up to 30 years maturity and 10 years interest-only period and 75% for loans with an unlimited maturity and
interest-only period.
2) The LTV can be raised to 70% if the bank adds additional collateral.

In connection with the issuance of SDOs and SDROs, mortgage banks and commercial banks must en-
sure continuous LTV compliance - ie not just at disbursement of the loan as is the case for ROs. Where
an LTV ratio exceeds the statutory limits, the bank must add supplementary security to the capital
centre/register. Otherwise, the issues will lose their status as SDOs or SDROs. Where the LTV limit of
75% for owner-occupied dwellings etc is exceeded, supplementary security will be required when the
LTV exceeds 80%.

Mortgaged property is valued (on-site inspection) as part of the processing of loan applications. If the
customer applies for a supplementary loan, a new valuation will be performed. When a loan is granted,
the LTV thereof is assessed on a case-by-case basis. A basic principle of the valuation regulations is that
valuations must be performed by a valuation officer of an issuer. Provided that a number of conditions
are met, valuations may be outsourced. The detailed conditions are set out in the Financial Business
Act and the Mortgage Act.

All valuations of mortgaged property by the Danish mortgage banks are reported to the FSA. The FSA
performs random checks of mortgage banks’ valuations by way of on-site inspections. In 2005 the FSA
approved the use of an automated valuation model (AVM) for the valuation of mortgaged property. The
AVM was approved for specific property categories only. AVM valuations are also supervised by the FSA.

V. ASSET - LIABILITY MANAGEMENT

The Financial Business Act, the Mortgage Act and the Executive Order on bond issuance, balance principle
and risk management require mortgage banks and commercial banks to observe a balance principle and
a set of rules on risk management in connection with the issuance of RO, SDRO and SDO.
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The Executive Order provides limits to the scope of differences allowed between on the one hand the
payments from borrowers and on the other hand the payments to the holders of the issued ROs, SDROs
and SDOs. The limits are adjusted by loss limits to the interest rate, foreign exchange, option and liquid-
ity risks that follow from cash flow differences in the balance sheet. The Executive Order also contains
a number of other provisions limiting financial risk.

For commercial banks, the balance principle is applicable at register level. For mortgage banks, the bal-
ance principle is applicable at the level of the individual capital centres and the institutions in general.

For each register/capital centre, mortgage banks and commercial banks must choose whether to comply
with either the specific balance principle or the general balance principle. The choice of balance principle
does not depend on the choice of bond type (RO, SDRO or SDO) issued out of the register/capital centre.
The differences between the two balance principles are as follows:

Types of risk

Interest rate risk

Specific balance principle

Stress test on level and structure
+
Loss limit of 1 per cent of capital base
+
Risks in different currencies cannot
be set off

General balance principle

Stress test on level and structure

Loss limit for mortgage banks dependent of

stress test:
1 per cent/ 5 per cent of capital adequacy
requirement +
2 per cent/10 per cent of the additional excess
cover

Loss limit for commercial banks dependent of

stress test:
10 percent/100 percent of excess cover

Currency risk

Exchange rate indicator 2
(few currencies)
+
Loss limit of 0.1 per cent of
capital base

Simple stress test
Loss limit for mortgage banks:

10 pct. of capital adequacy requirement +
10 per cent of the additional excess cover
for EUR and 1 per cent of capital adequacy
requirement + 1 per cent of additional excess
cover
of other currencies
Loss limit for commercial banks
10 percent of excess cover

Option risk

Maximum term of 4 year
+
Structural limits on call options and
index-linking

Stress test on volatility
Loss limit for mortgage banks:

0,5 per cent of capital adequacy requirement +
1 per cent of the additional ex-cess cover
No maturity or structural limits
Loss limit for commercial banks
5 percent of excess cover
No maturity or structural limits

Liquidity risk

Limitations on temporarily liquidity
deficits
25 per cent (years 1-3)
50 per cent (years 4-10)
100 per cent (from year 11)

Limitations on interest payments:
Interest (in) > Interest (out) (over a current
period of 12 months)

+
Present value
PV (in) > PV (out) (always)

Repayment of loans
by bonds other
than the underlying
bonds

Max. 15 pct.
Both own issued bonds and bonds
from other credit institutions
+
Approximately same cash flow

Max. 15% from other credit institutions
- Own issued bonds unlimited
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Despite the risk limits of the balance principle, Danish mortgage banks have in practice structured their
mortgage lending business in such a way that they do not assume significant financial risks with respect
to lending and the underlying funding activities. Thus, the mortgage banks have nearly eliminated inter-
est rate risk, foreign exchange risk and prepayment risk.

Loans granted by the Danish mortgage banks are funded exclusively through mortgage bond issuance.
Proceeds from issuance according to the loan amount must therefore be available on the date of loan
disbursement. The mortgage bank commonly achieves this through tap issuance. Each loan disbursed
is linked to certain amounts of bonds (not certain bonds) in one or several specific ISIN codes currently
open for issuance. Knowing which loans to disburse, e.g. the following day, the mortgage bank pools
the bond amounts necessary for these loans. Having done this, the total tap amount for each open ISIN
code is issued and - subsequently - sold to investors. The tap issuance thus ensures that the following
key criteria are maintained day by day:

> Provision of liquidity for actual disbursement;
> Balance of mortgages and bonds outstanding on capital centre level;
> Balance of future payments on capital centre level.

The individual ISIN code can be open for issuance for an extended period of time. With tap issuance tak-
ing place virtually every day over a period of several years there is no strict distinction between primary
and secondary markets in the Danish system. In other words: a liquid secondary market has a direct
positive impact as a catalyst for smooth operation and tight pricing in the primary market.

The Danish commercial banks are also subject to the strict ALM rules. In practice the commercial banks
operate under a general asset and liability management and do not offer pass-through products.

The FSA must be informed of any balance principle breaches without delay. Breaches are punishable by
a fine imposed by the FSA. In case of severe or multiple breaches, the FSA may revoke the operating
license and dismiss the management of the issuer.

According to the Financial Business Act, the capital base must represent at least 8% of risk-weighted
assets and at least EUR 5m. Mortgage banks must observe the capital adequacy requirement both at
individual capital centre level and at the level of the institution. Overcollateralisation forms part of the
cover pool. If this requirement is not observed, the FSA must be informed without delay. In this case,
the FSA will issue an order effecting suspension of payments and, if applicable, initiate bankruptcy pro-
ceedings against the issuer. The FSA may also grant the issuer time to secure an adequate capital base.

In addition, issuers are required to prepare comprehensive reports on asset-liability management for
the FSA on a quarterly basis.

VI. COVER POOL MONITOR AND BANKING SUPERVISION

The issuer monitors the cover pool continuously. Data from every single loan offer from the Danish
mortgage banks and thus all property valuations for new lending purposes are reported to the FSA on
a quarterly basis.

There is no cover pool monitor officer. Instead, in the mortgage banks the internal auditors are required
to monitor the existence of the mortgages in the capital centre on a current basis. The commercial banks
report on a quarterly basis to the FSA on the assets in the register. The statement of the registered as-
sets must be verified by the external auditor of the bank.

147




Banking supervision is carried out by the FSA. The FSA has the authority to issue an order with which
the issuer must comply. In case of severe or multiple breaches of Danish law or of such orders, the FSA
may revoke the operating licence and dismiss the management of the issuer, cf sections 373-374 of the
Financial Business Act.

VII. SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED BONDS

Capital centres of mortgage banks (regardless of whether the issuer has issued ROs, SDROs
or SDOs):

Cover assets, mortgages and eligible securities are assigned to specific capital centres which constitute
the cover pools of the bonds issued in accordance with Danish legislation. A capital centre consists of
a group of series with joint liability and a joint series reserve fund. To become eligible as collateral,
mortgages must be entered in the Danish land register or filed for registration in the register (under
certain conditions). Mortgages are registered at a specific level employing a property identification code.
Eligible securities are registered on an accounting basis. The registration is legally binding and will form
the basis of any bankruptcy proceedings.

The issuer - which is subject to the supervision of the FSA - keeps the cover register. The land register
is kept by the Danish district courts.

Cover assets are assigned to cover pools on an ongoing basis in accordance with Danish legislation, and
no further steps to secure a segregation of assets are therefore required.

If bankruptcy proceedings have been initiated, a trustee appointed by the bankruptcy court will adminis-
ter the cover assets. As mortgage bank creditors are essentially bondholders, no separate administrator
is appointed. Bond investors have a primary secured claim against all assets in the cover pool. Derivative
counterparties have a corresponding primary preferential right provided that the derivatives contract
stipulates that the suspension of payments or bankruptcy of the institution does not constitute an event
of default. Bonds issued to secure assets as compensation for LTV excess (also referred to as junior
covered bonds) have a secondary preferential right to all assets of the capital centre. The trustee may
re-establish the issuer, if possible, and is not necessarily required to dissolve the enterprise.

When a mortgage bank becomes subject to bankruptcy proceedings, the assets of a capital centre will
be segregated to satisfy bondholders, etc, in accordance with their legal position as secured creditors?.

Any excess funds will form part of the assets available for distribution immediately or subsequently.

Any outstanding claims against the capital centres® - also referred to as residual claims - are payable
out of the assets available for distribution. In this case, bondholders and derivative counterparties are
secured creditors ranking before ordinary creditors, including holders of junior covered bonds. Junior
covered bond holders are thus secondary secured creditors in relation to the capital centre but ordinary
creditors as regards the assets available for distribution.

The bankruptcy proceedings against a mortgage bank cannot be closed until the last creditors have been
paid or all funds have been distributed. Note that no Danish mortgage bank has ever been subject to
bankruptcy proceedings.

2 The same segregation of assets takes place in the "mortgage bank in general” as regards bonds issued outside capital centres at the level of
the institution. However, the value of such assets may not exceed the value of the mortgages under the bonds plus an amount equal to 8% of
the risk-weighted value of the mortgages.

3 Including any claims by bondholders against the “mortgage bank in general”.
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The preferential position ensures that a bankruptcy scenario will only in exceptional cases affect bond
investors and derivative counterparties, thereby rendering bonds bankruptcy remote.

Bankruptcy regulations applicable to Danish mortgage banks contain detailed guidelines which must be
observed in a bankruptcy scenario. Key points of the guidelines are:

> A trustee will be appointed by the bankruptcy court to administer all financial transactions of the
issuer;

> The trustee will be instructed to meet all payment obligations under bonds issued in due time
despite any suspension of payments of the issuer;

> All new lending activities of the issuer will be suspended;

> The trustee may issue bonds to refinance maturing bonds and raise secured loans to obtain liquidity
(cf below);

> The trustee may transfer an entire capital centre to another mortage bank;

> Payments on loans will not be accelerated, and therefore payments from borrowers will fall due
according to the original payment schedule;

> The trustee will not meet the claims of other creditors until all payment obligations under the senior
bonds have been met in full;

> Derivative counterparties enjoy the same legal position as senior bonds.
Bonds do not accelerate automatically. Payments fall due according to the original payment schedule.

The trustee is ordered by law to meet all payment obligations under senior bonds and the derivative
contracts as they fall due.

If payments from cover assets (mortgages and overcollateralisation of minimum 8%) are insufficient
to meet the payment obligations, the trustee has the authority to raise additional loans. If this fails,
the issuer will ultimately default on its payments. The trustee may raise loans to meet the payments
for bondholders and derivative counterparties and provide security for such loans in the form of assets
other than the cover pool mortgages, ie the reserve fund assets. Security can also be provided in the
form of collateralized funds from the upcoming borrower instalment. The lender will have a first priority
secured claim against the assets provided as security but not against the mortgages.

Cover assets are assets on the issuer’s balance sheet, the issuer being the mortgagee of the mortgages.
Cash flows from the cover assets must be used to meet the payment obligations under the bonds and
the derivative contracts. Only the issuer as mortgagee, not investors, is entitled to foreclose on cover
assets. Cash flows from cover assets must be used to meet firstly the payment obligations under senior
bonds and the derivative contracts, secondly the obligations under junior covered bonds.

Commercial bank registers

A commercial bank may now set up a register segregating assets, which exclusively serve as SDO cover
assets.

As is the case with mortgage banks, derivative counterparties have a primary preferential right in line
with the SDOs provided that the derivatives contract stipulates that the suspension of payments or
bankruptcy of a commercial bank does not constitute an event of default. Bonds issued to secure assets
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as compensation for LTV excess (also referred to as junior covered bonds) have a secondary preferential
right to all assets of the register.

The register is kept by the commercial bank and must at all times contain all assets, guarantees received
and derivatives contracts, clearly individualised. The commercial bank must submit statements of the
assets to the FSA. The external auditor must perform continuous regular control of the register and at
least twice a year make unannounced of register audits.

Where the FSA suspends the licence of a commercial bank to carry on banking business, the FSA or the
bank files a bankruptcy petition, or the bank is adjudicated bankrupt following the petition of a third
party, the FSA will decide whether the register is to become subject to administration by an administra-
tor as an estate in administration. The administrator (and not the ordinary trustee) will be in charge of
the assets of the register.

Any unsatisfied residual claims by SDO holders and derivative counterparties against the register may
be proved against the assets available for distribution of the commercial bank, but - contrary to the
proceedings related to mortgage banks - exclusively as ordinary claims. Residual claims from junior
covered bonds may also be proved as ordinary claims against the assets available for distribution.

The register is — contrary to the capital centres of mortgage banks - not subject to any specific statu-
tory minimum requirement as to capital adequacy. The 8% capital adequacy requirement must only be
fulfilled at the level of the commercial bank.

VIII. RISK WEIGHTING AND COMPLIANCE WITH EUROPEAN LEGISLATION

Most of the Danish covered bonds are listed on NASDAQ OMX in Copenhagen, which is a MiFID approved
Stock Exchange. The covered bonds denominated in DKK are issued via VP Securities Denmark, the
Danish CSD. The euro denominated Danish covered bonds are issued via VP Lux in Luxembourg. The
reason for this is that only covered bonds issued within the euro zone are eligible as collateral in the
ECB. VP Securities in Denmark are under supervision by the Danish FSA and VP Lux is under supervi-
sion by the FSA in Luxembourg. SDOs and SDROs qualify as covered bonds under the CRD. ROs issued
before 1 January 2008 will maintain the low risk weighting of 10% throughout the maturity of the bonds
in accordance with the grandfathering option under the CRD. ROs issued after 1 January 2008 carry a
risk weight of 20%.

ROs, SDOs and SDROs are eligible for repo transactions and may be used as collateral for loans with
the Danish central bank (Danmarks Nationalbank). Most EUR denominated ROs, SDOs and SDROs are
also eligible for repo transactions with the ECB.

When investing in ROs, SDOs and SDROs, the Danish investment legislation allows pension funds etc
to exceed the usual limits on exposures to a single issuer. thus acknowledging the reduced risk associ-
ated with covered bond assets (cf the Financial Business Act (for insurers) and the Act on Investment
Associations and Special-Purpose Associations as well as other Collective Investment Schemes etc.).
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Issuers: Covered Bonds backed by real estate collateral are primarily issued by the specialised mortgage banks: BRFkredit a/s, DLR Kredit A/S,
LR Realkredit A/S, Nordea Kredit Realkreditaktieselskab, Nykredit Realkredit A/S (incl. Totalkredit A/S) and Realkredit Danmark A/S. FIH Realkredit
A/S ceased new lending and issuance in 2004. At the end of 2009 the mortgage banks’ outstanding volume of covered bonds was EUR 327 bn
Since the new Danish regulation on Covered Bonds entered into force on 1 July 2007 only one commercial bank, Danske Bank A/S, has utilised
the possibility to issue covered bonds. Danske Bank has issued non-pass-through (euro-style) covered bonds of a value of around EUR 15 bn.
Danish Ship Finance is the only Danish issuer of Covered Bonds backed by ship loans.
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3.6 FINLAND

By Martti Porkka, Aktia Real Estate Mortgage Bank
and Ralf Burmeister, LBBW

Opening remark: The legislation on Covered Bonds in Finland is in the process of being amended by the
time this article is produced. The new legislation has already passed the parliament and needs to be
signed by the Finnish President, which is to be seen as a formal procedure. By the time of the publica-
tion of the ECBC Fact Book, the final and official law has not been available in an English translation.
Therefore, the authors kept to the translation of the draft of the government bill HE 42/2010 as of 9th
April 2010.

I. FRAMEWORK

In Finland, the legal basis for covered bond issuance is the Act on Mortgage Credit Bank Operations
HE 42/2010 as mentioned in the opening remark. The new legal framework is scheduled to be in place
on 1 August 2010. The new law will bring a major formal change in a way that the special banking prin-
ciple will be abandoned and besides other technical changes, e.g. mixed pools will be allowed.

I1. STRUCTURE OF THE ISSUER

The issuer of Finnish Covered Bonds can still be a specialized bank, but deposit banks or credit entities
are entitled to apply for a license to issue covered bonds. The existing specialized banks tend to stay in
business in the way they have been operating since being installed.

The issuer holds the cover assets on the balance sheet. A subsequent transfer of the cover assets to
another legal entity is not taking place. A direct legal link between single cover assets and the Covered
Bonds issued does not exist. All obligations from Finnish Covered Bonds are direct and unconditional
obligations of the issuing bank as a whole. In the case of insolvency, the cover pool is segregated by
law from the general insolvency estate and is reserved only for the claims of the holders of Finnish
Covered Bonds.

Under the previous legal framework, only Bonds covered by mortgages were issued by Finnish mortgage
banks. A separate cover pool was to be established if these banks were to start the issuance of public-
sector backed Finnish Covered Bonds. Under the new law, mixed pools comprising mortgage loans as
well as eligible public sector assets are allowed.

III. COVER ASSETS

The geographical scope of cover assets is restricted to the European Economic Area (EEA).

Residential mortgage loans, shares in housing companies as well as commercial mortgage loans up to
10% of the total pool are eligible as cover assets.

Public sector loans in accordance with the CRD Directive, Annex VI, Part 1, Paragraph 68 a) to f) criteria
are also eligible.

A new feature in the law is that a specialized mortgage credit bank can grant an intermediate credit to
a deposit bank or a credit entity. This intermediate credit must be covered with eligible cover assets as
stated above. These assets must also be recorded into the cover register.

Up to 20% of the mortgage cover pool is allowed to consist of substitute cover assets; bonds and other
debt obligations issued by the State, a municipality or another public-sector organisation or another
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credit institution than one belonging to the same consolidation group as the issuer; a guarantee as for
own debt granted by a public-sector organisation or credit institution referred above; a credit insurance
given by an insurance company other than one belonging to the same group, referred to in the Act on
Supervision of Finance and Insurance Groups; cash assets of the issuer deposited in the Bank of Finland
or a deposit bank.

ABS or MBS tranches are not eligible for the cover pool.
Derivatives are eligible for the cover pools, if they are used for hedging purposes.

The nature of the cover pool is dynamic. The currency risk is perfectly matched as the law requires cover
assets to be in the same currency as the covered bonds.

IV. VALUATION AND LTV CRITERIA

The property valuation within the legal framework for Covered Bonds in Finland is based on market
values. There are different LTV levels for residential and commercial mortgage loans: 70% of the value
of the residential property and 60% of the value of the commercial property accepted. This LTV is a
relative limit, i.e. when a loan exceeds the 60%/70% limit, the part of the loan up to 60%/70% LTV
remains eligible to the cover pool.

Asset-liability Management

There are legal standards for Asset-Liability Matching in the Finnish Covered Bond System. For instance,
the aggregate interest received on the cover assets in any 12-month period must exceed the interest paid
on the outstanding Covered Bonds. This regulation takes derivatives for hedging purposes into account.

The total amount of collateral of covered bonds shall continuously exceed the remaining combined capital
of the covered bonds.

The total amount of collateral of covered bonds shall continuously exceed by at least 2 per cent the total
net present value of the payment liabilities resulting from the covered bonds

In case of a breach of one of these rules mentioned, the issuer might face sanctions from the FSA. Ul-
timately, the issuer might face the loss if its licence.

V. COVER POOL MONITOR AND BANKING SUPERVISION

The issuer carries out the monitoring of the cover pool. Therefore, the issuer reports to the FSA on a
monthly basis. With regard to UCITS 22(4), this supervision of a specialized bank as issuer of the Cov-
ered Bond is compliant to the “special supervision”. The FSA has the legal power to take appropriate
measures. It is allowed to conduct inspections at the bank in question or to require documents. Also,
the FSA could issue a public warning or admonition. Ultimately, it is up to the FSA to revoke the banking
licence of the bank in question.

VI. HOW ARE SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED
BONDS REGULATED?

A cover register allows identifying the cover assets. The legal effect of a registration of assets into the
cover register is to create the priority claim of Covered Bond holders to these cover assets in case of
an insolvency of the issuer. The cover register is managed by the corresponding bank, which in turn is
supervised by the FSA.



The cover register contains information about the principle amount of Covered Bonds issued, the mort-
gages and substitute assets covering these bonds as well as derivative transactions hedging these bonds.

Asset segregation

The cover pool is a part of the general estate of the bank as long as the issuer is solvent. If the insolvency
proceedings are opened, by operation of law, the assets recorded in the cover registers are excluded
from the general insolvency’s estate. When the insolvency proceedings are opened, the FSA appoints a
special cover pool administrator. Within the insolvency procedure, the derivative counterparties rank pari
passu to Covered Bond holders. The cover assets do form a separate legal estate, which is ring-fenced
by law from other assets of the issuer.

Impact of insolvency proceedings on covered bonds and derivatives

Covered Bonds do not automatically accelerate when the issuing institution becomes insolvent. The le-
gal consequences for the derivates in case of an insolvency of the issuing bank depend on the relevant
contracts.

Preferential treatment of Covered Bond holders

Covered Bond holders enjoy a preferential treatment as the law stipulates the separation of the cover
assets on the one hand and the insolvency’s estate on the other.

The satisfaction of the Covered Bond holders is not limited to the cover assets in the Finnish system. On
the contrary, those creditors also participate in the insolvency proceedings in respect of the remaining
assets of the bank.

A moratorium on the insolvency’s estate cannot delay the cash flows from the cover assets and, there-
fore, endanger the timely payment of Covered Bond holders.

Access to liquidity in case of insolvency

With the appointment of the cover pool administrator, this person acts on behalf of the Covered Bond
holders. The pool administrator has access to the cover assets. Cover assets may only be disposed with
the consent of the FSA. Additionally, the pool administrator has also the first access on cash flows gen-
erated by the cover assets. The law foresees a possibility for the pool administrator together with the
bankruptcy trustee to take up a loan on behalf of the cover pool to create more liquidity.

Up to 20% of the cover pool may consist of liquid substitute cover assets. With the consent of the
FSA, this limit may even be higher. As all cover assets entered into the cover register are ring-fenced
in case of an insolvency of the issuer, this results also in the insolvency remoteness of voluntary over-
collateralisation.

VII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

Finnish Covered Bonds comply with the requirements of Art. 22 par. 4 UCITS Directive as well as with
those of the CRD Directive, Annex VI, Part 1, Paragraph 68 a) to f). Therefore, these bonds are 10%
risk weighted in Finland. Following the common practice in Europe, they accordingly enjoy a 10% risk
weighting in most European countries.

Finnish Covered Bonds are also eligible in repo transaction with national central bank, i.e. within the
Euro-zone.
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As far as the domestic issuers are aware, there are no further specific investment regulations regarding
Finnish Covered Bonds.
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Issuers: Finnish issuers at the end of 2009 were Aktia Real Estate Mortgage Bank, OP Group Mortgage Bank and Sampo Housing Loan Bank.
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3.7 FRANCE

By Francis Gleyze, Caisse Centrale du Crédit Immobilier de France,
Henry Raymond, Caisse de Refinancement de I'Habitat - CRH,
and Cristina Costa, Natixis

Sociétés de crédit foncier and Caisse de Refinancement de I'Habitat are governed by a special legal framework.

French structured covered bonds issuers are governed by a legal framework based on French general law
and especially those resulting from the implementation of the European Collateral Directive N° 2002/47.

A - OBLIGATIONS FONCIERES

By Francis Gleyze
Caisse Centrale du Crédit Immobilier de France

Unlike States that allow ordinary credit institutions to issue covered bonds provided that the cover pool
is segregated in their balance sheet, France requires the setting up of an ad hoc company, the société de
crédit foncier totally independent from the other companies of the group to which it belongs and specifi-
cally dedicated to the issuance of obligations fonciéres - the French special law based covered bonds.

Sociétés de credit foncier ("SCFs”), are credit institutions governed by a stringent legal framework in
order to protect the holders of the bonds they issue. They operate under the close scrutiny of France’s
Banking Authority (Autorité de contréle prudentiel), the banking industry supervisor, which requires
compliance with management rules designed to ensure control over risks.

I. LEGAL FRAMEWORK

Sociétés de crédit foncier are governed by articles L.515-13 and seq. of the French Monetary and Fi-
nancial Code (the “Code”). Licensed by the French Banking authority, they have a single purpose: to
grant or acquire eligible assets, as defined by law, and to finance them by issuing obligations fonciéres,
which benefit from a special legal privilege (the “Privilege”). They may also issue or contract other debts
benefiting or not from the Privilege.

The legal framework of the société de crédit foncier was updated in 2007 according to the implementa-
tion of the European Capital Requirements Directive N° 2006/49 (the “CRD)", and, for the last time, on
January 20009.

An update of this framework is under preparation and is expected to be adopted by the French Parlia-
ment and completed by the Ministry of Economy and Finance before the end of 2010.

I1I. COVER ASSETS

Only eligible assets, restrictively defined by law, are authorized on the balance sheet of the sociétés de
crédit foncier. All assets on the balance sheet are part of the cover pool.

Assets eligible to the cover pool are:
> loans guaranteed by a first-ranking mortgage or by an equivalent guarantee;

> loans granted to finance real estate and guaranteed by a credit institution or an insurance company
with shareholders’ equity of at least € 12 million and that isn't a member of the group to which
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belongs the société de crédit foncier. The amount of these loans cannot exceed 35% of the assets
of the société de crédit foncier;

> exposures that are totally guaranteed by:

> central administrations, central banks, public local entities and their grouping, belonging to a
member State of the European Community or party to the European Economic Area, or - under
ratings conditions - central administrations and central banks belonging to a non member State of
the European Community or to an non adherent to the European Economic Area;

> European Community, International Monetary Fund, Bank for international Settlements and mul-
tilateral developments banks registered by the French Ministry of Finances;

> others public sector entities and multilateral developments banks as more described in Article
L.515-15 of the Code;

> senior units of securitisation funds or equivalent entities subject to the law of a Member State of
the European Community or party to the European Economic Area whose assets are composed, at
a level of at least 90%, of loans and exposures directly eligible to the cover pool. The assets of the
securitisation funds or equivalent entities may only consist of mortgage loans or public sector loans,
and under no circumstances, may be backed by assets created by consolidating or repackaging
multiple securitisations. To be eligible to the cover pool, the senior units or securities issued by the
securitisation vehicle or similar entity must qualify as a minimum for the credit quality assessment
step 1 by a rating agency recognised by the French banking supervisor. AAA rated senior units of
securitisation funds may represent 100% of the outstanding covered bonds;

> mortgage notes representing loans that would be otherwise directly eligible to the cover pool and
issued in accordance with Articles L.513-42 et seq. of the Code. The mortgage notes may not
represent more than 10% of the assets of the société de crédit foncier;

> replacement assets up to 15 % of the amount of the outstanding covered bonds issued by the
société de crédit foncier. Replacement assets are defined as sufficiently secure and liquid assets
(i.e. securities, assets and deposits for which the debtor is a credit institution or an investment
company qualifying for the step 1credit quality assessment).

Loans guaranteed by a first-ranking mortgage or by an equivalent guarantee and loans guaranteed by
a credit institution or an insurance company are eligible for privileged debt financing up to a part of the
financed or pledged real estate’s value. Senior units of securitisation funds are subject to similar rules.

I1I. PRIVILEGE

Pursuant to article L.515-19 of the Code, holders of obligations fonciéres and other privileged debts
have preferred creditor status and the right to be paid prior to all other creditors who have no rights
whatsoever to the assets of the société de crédit foncier until the claims of preferred creditors have
been satisfied in full.

This legal Privilege which supersedes the ordinary French bankruptcy law, has the following characteristics.

> The sums deriving from the loans, exposures, similar debts, securities, financial instruments,
after settlement if applicable, and debts resulting from deposits made with credit institutions by
sociétés de crédit foncier are allocated in priority to servicing payment of the covered bonds and
other privileged debt;
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> the judicial reorganisation or liquidation or amicable settlement of a société de crédit foncier does
not accelerate the reimbursement of obligations foncieres and other debt benefiting from the
Privilege which continue to be paid at their contractual due dates and with priority over all other
debts. Until the holders of privileged debts are fully paid off, no other creditor of the société de
crédit foncier may avail itself of any right over that company’s property and rights;

> the common provisions of French bankruptcy law affecting certain transactions entered into during
the months prior the insolvency proceedings (the période suspecte) are not applicable to sociétés
de crédit foncier.

IV. BANKRUPTCY REMOTENESS

As an exception to the general French bankruptcy law, bankruptcy proceedings or liquidation of a com-
pany holding share capital in a société de crédit foncier cannot be extended to the société de crédit
foncier. As a result, sociétés de crédit foncier are, under a special law in accordance with a deliberate
decision of the legislator, the only French companies being totally bankruptcy remote and enjoying full
protection from the risks of default by their parent company or the group to which they belong.

V. COVERAGE RATIO

Under Article L.515-20 of the Code, the total value of the assets of a société de crédit foncier must at
all times be greater than the total amount of liabilities benefiting from the Privilege, a condition that
makes for a coverage ratio always greater than 100%.

From a regulatory standpoint, the coverage ratio is calculated on the basis of the SCF accounting data
by applying different weights to classes of assets:

> loans secured by a first-ranking mortgage or by an equivalent guarantee are weighted 100% up
to their part eligible for privileged debt financing ;

> loans guaranteed by a credit institution or an insurance company are weighted 100% if the guaran-
tor is rated at minimum AA- (Fitch and S&P) or Aa3 (Moody’s), weighted 50% if it is rated A- (Fitch
and S&P) or A3 (Moody’s), and weighted 0% if it is rated below these ratings ;

> senior units of securitisation funds are weighted 100% if they are rated at minimum AA- (Fitch and
S&P) or Aa3 (Moody’s), weighted 50% if they are rated A- (Fitch and S&P) or A3 (Moody’s), and
weighted 0% below these ratings ;

> public exposures and replacement assets are weighted 100%.

The coverage ratio is reported and published at regular intervals, in accordance with applicable laws
and regulations.

As part of the future updating of the SCF legal framework, the minimum coverage ratio is expected to
be raised from 100% to 102%.

VI. COVER POOL MONITOR

Sociétés de crédit foncier must appoint a registered auditor, with the agreement of the French banking
regulator, to act as a “Specific Controller”. To ensure independence, the specific controller may not be
an employee of either of the SCF’s independent auditors, of the company that controls the SCF, or of
any company directly or indirectly controlled by a company that controls the SCF.
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The mission of the Specific Controller involves the following verifications:

> that all assets granted or acquired by the société de crédit foncier are eligible to the cover pool,
and in the case of mortgage assets, that they are properly valued ;

> that the coverage ratio is above 100% at any moment ;

> that the société de crédit foncier comply with all the limits required by the regulation (i.e. the limit
of the loans guaranteed by a credit institution or an insurance company, the limit of the mortgage
promissory notes and the limit of the replacement assets) ;

> that the “congruence”, i.e. the adequacy of maturities and interest rates of assets and liabilities,
is at a satisfactory level ;

> and, more generally, that the société de crédit foncier complies with the law and regulations.

The Specific Controller certifies that the société de crédit foncier complies with coverage ratio rules on
the basis of a quarterly issuance program, and for any issue of an amount equal or above 500 million
euros. These coverage ratio affidavits are required to stipulate in issuance contracts that the debt ben-
efits from the legal Privilege.

The Specific Controller reports to the French banking regulator. He attends shareholders’ meetings, and
may attend Board meetings.

Pursuant to article L.515-30, the Specific Controller is liable towards both the société de crédit foncier
and third parties for the prejudicial consequences of any breach or negligence he may have committed
in the course of his duties.

VII. BANKING SUPERVISION

SCFs operate under the constant supervision of the Banking Commission.

Like listed companies, SCFs must issue periodic financial information. Moreover, SCFs are also required
to publish an annual report on the quality of their assets and the compliance with the limits, describ-
ing the characteristics and breakdown of loans and guaranties, the amount of defaults, the breakdown
of receivables by amount and by class of debtors, the proportion of early redemptions, the list and
characteristics of FCC securities and RMBSs that it holds, the volume and breakdown of replacement
securities that it holds, the compliance with the limits and the extent and sensitivity of its interest-rate
exposure. This report is filed with the Banking Commission and published in the Bulletin des Annonces
Légales Obligatoires.

The coverage ratio must be published and reported to the Banking Commission every six months.

As credit institutions, SCFs are subject to Comité de la Réglementation Bancaire et Financiére (CRBF)
regulation 97-02 on internal control. Accordingly, they must set up a system for monitoring transactions
and internal procedures, a system for handling accounting processes and data processing, as well as
risk management and monitoring systems.

VIII. ASSET - LIABILITY MANAGEMENT

Under French regulations, sociétés de crédit foncier must manage and hedge market risks on their as-
sets, liabilities and off-balance sheet items: interest rate risks, currency risks, liquidity and maturity
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mismatch between liabilities and assets. The surveillance of these points is part of the duties of the
Specific Controller.

In application of French Regulation 97.02, a report on risk management must be sent to the French bank-
ing regulator, which is also transmitted to the auditors, the Specific Controller and the Board of Directors.

In order to give protection to the hedging system in place, article L.515-18 of the Code provides that
financial instruments hedging the assets, obligations foncieres and other debt benefiting from the Privi-
lege, and financial instruments hedging the overall risk on assets, liabilities and off-balance sheet items,
benefit from the Privilege. As a consequence, they are not to be terminated in the event of bankruptcy
proceedings or liquidation.

As part of the expected update of the it legal framework, the SCF will be required to maintain at all times
a positive liquidity gap over 180 days.

IX. TRANSPARENCY, ASSET VALUATION

Once a year, after the shareholders’ General Meeting, the société de crédit foncier must publish in the
Bulletin des Annonces Légales Obligatoires, a report describing (i) the nature and the quality of its assets
and (ii) its interest rate exposure. The report is also sent to the French banking regulator. In addition,
société de crédit foncier informs twice a year the French banking regulator of the amount of its coverage
ratio and of the respect of the limits at 30 June and 31 December,

Among his duties, the Specific Controller controls the eligibility, composition, and valuation of the assets.
Real estate valuations must be based on their long-term characteristics. Under banking regulation n®
97-02, property values are considered part of the risks of sociétés de crédit foncier. The valuations are
made by independent experts in compliance with banking regulation.

X. COVERED BONDS LIQUIDITY

The French sociétés de crédit foncier which issue jumbo obligations foncieres have together signed with
23 banks a specific standardised market-making agreement, which has become a national agreement.

XI. RISK- WEIGHTING AND COMPLIANCE WITH EUROPEAN LEGISLATION

Obligations fonciéres comply with the requirements of article 22 par. 4 UCITS directive, and with the
CRD directive, Appendix VI, Pact 1, Paragraph 65 a) to f).

Consequently, and subject to local regulations, the banking risk - weighting is 10% according to Euro-
pean solvency criteria.
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B - BONDS ISSUED BY CAISSE DE REFINANCEMENT DE L'HABITAT (CRH)

By Henry Raymond, Caisse de Refinancement de I'Habitat

I. LEGAL FRAMEWORK

CRH was created in 1985 by French Government with State explicit guarantee as a central agency in
order to refinance French banks in the specific legal framework of art 13 of law 85-685 of July 1985.

Up to SFEF ‘s creation in October 2008, no other agency of that type was created in France. Since Janu-
ary 1st, 2010, CRH is appointed to control debt’ service and collateral administration of SFEF.

Today, instead of State guarantee, the French law gives to CRH’s bondholders a very strong privilege
on CRH’s secured loans to banks.

The Caisse de Refinancement de I'Habitat (previously Caisse de Refinancement Hypothécaire) is a spe-
cialized credit institution of which the sole function is to fund French banks housing loans to individuals.

CRH issues bonds and lends the borrowed amount to banks in the same conditions of rate and duration.
CRH loans take the form of promissory notes issued by the borrowing banks and held by CRH.

CRH'’s bonds are strictly regulated in order to offer bondholders a very high credit quality and benefit
from a legal privilege.

They are governed by the article 13 of act 1985-695 of July 11, 1985 as complemented by article 36
of act 2006-872 of July 13, 2006.

CRH received approval to issue bonds under article 13 of act 1985-695 by letter of September 17, 1985
from the Minister for the Economy, Finance and Budget.

CRH's operations are governed by the provisions of art L. 313-42 to L. 313-49 of Monetary and Finan-
cial Code. CRH'’s loans to banks, i. e. notes held by CRH, are covered by the pledge of housing loans
to individuals. In the case of a borrowing bank default, CRH becomes owner of the portfolio of housing
loans without any formality notwithstanding any provision to the contrary.

I1. COVER ASSETS

Eligible loans are only home loans to individuals defined by law: first-ranking mortgages or guaranteed
loans.

Guaranteed loans are loans granted to finance real estate with the guarantee of a credit institution or
an insurance company (the total amount of these loans cannot exceed 35% of the covering portfolio).

The geographical area for eligible loans is the European Economic Area in the law but “de facto” only
France and Overseas territories.

No replacement assets are allowed. RMBS and other loans are not eligible .

I1I. PRIVILEGE

Pursuant to article 13 of act 1985-695 (complemented), when the guarantee of the French government
is not accorded (this guarantee is no longer granted), the sums or amounts generated by the promissory
notes are allocated, as a matter of priority and under all circumstances, to the payment of the interest
and principal on CRH bonds.
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The provisions of Book VI of the French commercial code, or those governing all legal or equivalent
amicable proceedings engaged on the basis of foreign laws, do not constitute an obstacle to the ap-
plication of these provisions.

These provisions give to CRH’s bondholders a preferred creditor status and the right to be paid prior to
other creditors.

IV. BANKRUPTCY REMOTENESS

CRH is a company independent from borrowing banks. Bankruptcy proceedings or liquidation of a bor-
rowing bank, holding CRH’s equity, cannot be extended to CRH.

V. COVERAGE RATIO

In compliance with article 13 of act 1985-695, the only aim of CRH is to issue bonds to fund banks mort-
gage loans. Then, CRH’s debt amount and CRH's loans to Banks (represented by notes) must be equal.

According to the provisions of the law and of article R. 313-21 of Monetary and Financial code, CRH’s
statutes dictate that the covering portfolio amount (compound of home loans to individuals pledged to
cover CRH's loans to banks) must exceed 125% of the amount of notes held by CRH, and then must
exceed 125% of CRH’s bonds.

VI. COVER POOL MONITOR

CRH is an independent credit institution that doesn’t borrow for its own account but for the account of
banks and doesn’t charge any fee or interest margin on its refinancing transactions.

CRH regularly achieves, based on sampling, audits on the cover pool, carried out at the borrowing banks.
If necessary, CRH asks borrowing banks to increase the cover pool to compensate for the shortfall identi-
fied or to pay back CRH by delivering CRH’s bonds.

VII. BANKING SUPERVISION

As a credit institution, CRH is under the general supervision of the French banking authority Commission
Bancaire. Furthermore, its operations are under a specific supervision of Commission Bancaire because
of the provisions of the article L. 313-49 of Monetary and Financial Code.

CRH is also subject to audit by its shareholder banks.
VIII. ASSET - LIABILITY MANAGEMENT

As explained above, CRH’s debts and loans (represented by notes) have exactly the same characteristics.
CRH is not submitted to an interest rate risk. CRH is not affected by early repayment of loans included
in the portfolio.

According to CRH internal regulation, the cover pool must be congruent with rate and duration of CRH's
debt to protect CRH in the case where it becomes owner of the cover pool.

IX. TRANSPARENCY, ASSET VALUATIONS AND LOAN TO VALUE

Every year, the annual report publishes the size of the cover pool. This report confirms the characteristics
(nature and quality) of home loans pledged and that CRH is not exposed to interest rate risk.

The rules for real estate valuations are the same as those of sociétés de crédit foncier.
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Loan to value must not exceed 80% (de facto 90% because of the over-sizing of the covering portfolio
by 25%).

X. CRH BONDS LIQUIDITY

The size of CRH’s bonds outstanding is very important. They are very liquid, listed on MTS and several
banks are market makers for them .The average full CRH debt turnover ratio is very high. Two of CRH
issues have a size of 5 euro billion.

XI. RISK - WEIGHTING AND COMPLIANCE WITH EUROPEAN LEGISLATION

CRH'’s debt has been rated AAA and Aaa (senior unsecured) by Fitch and Moody’s since 1999.

CRH'’s bonds are compliant with criteria of article 22 par. 4 UCITS directive and with the Capital Require-
ments Directive (CRD) requirements. They are 10% weighted in standard approach.

They are included in securities accepted for the European Central Bank (E.C.B.) open market operations.

QH_ mechanism

CRH’s bondholders

Bonds issued by CRH sy

Privilege on the notes, covering bonds

Notes issued by banks
and purchased by CRH

Pledge of residential mortgage loans

EENS ;
* covering notes

Mortgage loans granted
by banks —

Individual home . ) )
Buyers * or in some case residential guaranteed

loans, NEVER RMBS
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C - STRUCTURED COVERED BONDS

By Cristina Costa, Natixis

BNP Paribas introduced the first French structured covered bond programme in November 2006. This
route was chosen to use the bank’s collateral more efficiently, than the established legal framework for
“Obligations Fonciéres”. In particular, the 20% cap on guaranteed housing loans (which was [recently]
increased to 35% in May 2007), had been a major obstacle, given that more than 50% of the bank’s
housing loans and circa two thirds of its new origination are secured by guarantees. With BNP Paribas’
position reflecting overall trends in the French banking industry, other banks followed in BNP Paribas’s
footsteps: Credit Mutuel and Banque Populaire set up structured covered bond programmes in 2007,
Groupe Caisse d’Epargne, HSBC France and Crédit Agricole in 2008, and Crédit Mutuel Arkéa in 2009.
Today there are seven active covered bonds issuers in the French market.

I. FRAMEWORK

In addition to applying structured finance techniques, structured or common-law based covered bonds
(this term will be used interchangeably throughout this chapter) make use of the implementation of
the EU Collateral Directive 2002/47/EC in the French Banking Act, which allows for a segregation of the
assets without an actual transfer of assets to the issuer. This directive was implemented into the French
Code Monétaire et Financier (Article L. 211-38 of January 8, 2009!). Pursuant to the article L.211-38 of
the French Monetary Code, the pledges and the cash collateral shall be enforceable, when the relevant
collateral provider is subject to an insolvency proceeding.

Issuers of French common law-based covered bonds use a two-step structure. A bank originating col-
lateral, transfers, pledges or assigns potential collateral to a subsidiary, which is a regulated French
credit institution with limited purpose (e.g. issuing covered bonds for the purpose of providing financ-
ing to the sponsor bank(s)). The covered bonds proceeds are used to fund advances to the respective
sponsor bank(s). The covered bonds are secured by a pledge on the issuer’s assets, which are in turn
secured by a pledge over cover assets which remain on the sponsor bank’s balance sheet (and/or on
the balance sheets of the respective subsidiaries, affiliates or group member banks). Upon a borrower
enforcement notice (for example in case of default of the sponsor bank), the respective cover assets,
including underlying securities, will be transferred to the covered bonds issuer.

Since such covered bond programs are conducted outside the obligations foncieres framework, the key as-
pects of the structure, management principles and eligible assets have been agreed on a contractual basis.

I1. STRUCTURE OF THE ISSUER

All issuers today are credit institutions regulated by the French banking regulator, “Autorité de Controle
Prundentiel” ( the former « Commission Bancaire » and « Comité des Etablissements de Crédit et des
Entreprises d’Investissement »). These specialised credit institutions are usually an affiliate of the spon-
sor bank, with limited purpose. Find below details of the seven issuers (listed in alphabetical order):

> Bangues Populaires Covered Bonds: the issuer was incorporated on 10 October 2007 as a French
société anonyme a conseil de surveillance et directoire and is governed by the French Monetary and

1 As well as previously by ordinance N° 2005-171 of 24 February 2005.
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Financial Code. The issuer is a special affiliate of the BPCE Group and has been licensed by the French
banking regulator notably for the purpose of making Borrower Loans and issuing Covered Bonds.

> BNP Paribas Home Loan Covered Bonds: the issuer is a French limited-purpose credit institution
(“société financiére™) which is 99.9%-owned by BNP Paribas, and was incorporated as a French
société anonyme a conseil de surveillance et directoire and is governed by the French Monetary
and Financial Code. The issuer is a special affiliate of the BNP Paribas Group and has been licensed
by the French banking regulator.

> Crédit Mutuel Arkéa Covered Bonds: the issuer is a special affiliate of the Crédit Mutuel Arkéa group
and has been licensed by the French banking regulator for the purpose of making Borrower Loans
and issuing Covered Bonds.

> CM-CIC Covered Bonds: the issuer is a subsidiary of Banque Fédérative du Crédit Mutuel and li-
censed as a credit institution with limited and exclusive purpose.

> GCE Covered Bonds: the issuer is a subsidiary of BPCE Group and licensed as a credit institution
with limited and exclusive purpose by the French CECEI.

> Crédit Agricole Covered Bonds: the issuer is a specialised credit institution which is 99.9% owned
by Crédit Agricole S.A.

> HSBC Covered Bonds (France): the issuer was incorporated as a French Société Anonyme a Conseil
d’Administration on 20 June 2008 and is governed by the French Monetary and Financial Code.

In all the common law-based CB programmes, the issuer is a ring fenced, bankruptcy-proof entity that
will be unaffected by the insolvency of the group to which it belongs.

III. COVER ASSETS

The covered bonds are direct, limited recourse obligations of the issuer backed by related secured ad-
vances. Under the terms of a borrower facility agreement, the issuer grants advances to the sponsor
bank. The terms and conditions of these advances are customarily designed to match those of the cov-
ered bonds. All covered bonds issued under the respective programme rank pari passu with each other
and share equally in the security. Furthermore, the covered bonds are either fungible with an existing
series, or constitute a new series with different terms.

In all existing French common-law based programmes, the collateral consists of French housing loans,
which are being secured either by a mortgage or a guarantee by an eligible insurance company or credit
institution. Being a structured program, geographical restrictions to date have been self imposed. Al-
though the BNP Paribas and CM-CIC covered bonds programmes consist exclusively of French housing
loans, their respective legal documentation allows for the inclusion of loans from other jurisdictions. In
contrast, the programmes of Banque Populaire, Groupe Caisse d’Epargne, Crédit Agricole, Crédit Mutuel
Arkéa and HSBC France that were set up more recently only allow the inclusion of French housing loans.

For all programs, the LTV limit is set at 80%. When calculating the appropriate loan balance within the
asset coverage test (ACT), higher LTV loans are included in the pool, but loan amounts exceeding the
respective cap are not. For all programmes, the LTV ratio of the mortgage loans cannot be more than
100% (however, the portion that is above 80% will be disregarded in the ACT). In addition, the ACT
gives no value to the loans in arrears or defaults.
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Substitution assets can be included in the cover pool. Their aggregate value can make up to a maximum
of 20% of the cover pool and may consist of short-term (<1 year) investments, namely bank deposits,
at least rated P-1, A-1+4, F14+, RMBS notes or government debt, which all must be at least rated triple A.

IV. VALUATION AND LTV CRITERIA

The properties are valued according to the French mortgage market accepted practice. The property
values are indexed to the French INSEE (“Institut National de la Statistique et des Etudes Economiques”)
or PERVAL (Notaries) house price index on a quarterly basis. Price decreases are fully reflected in the
revaluation, while in the case of price increases, a 20% haircut is applied.

In order to ensure that the overcollateralisation (OC) level is compatible with the triple-A rating objec-
tive, the programmes include a dynamic Asset Coverage Test (ACT) that requires the balance of the
mortgages in the collateral pool to significantly exceed the balance of the outstanding covered bonds. The
level of OC will depend on the credit quality of the mortgages in the cover pool as well as other risks as
assessed by the rating agencies. For all the existing contractual-based covered bonds programmes the
maximum asset percentage applied in the ACT is 92.5%, which translates into a minimum OC of 8.1%.
However, that being said all programmes currently exceed the minimum amount due to adjustments to
the rating agency methodologies.

V. ASSET-LIABILITY MANAGEMEMT

All the French structured covered bonds programmes include a number of safeguards:

> Interest rate and currency risks need to be neutralised (the hedging strategy); Subject to certain
rating triggers, swaps with suitable counterparties have to be entered into to ensure that exposure
to market risk is properly hedged.

> Liquidity is ensured through a pre-maturity test (designed to ensure that sufficient cash is available
to repay the covered bonds in full, on the original maturity date in the event of the sponsor bank’s
insolvency) and possible maturity extension;

> Cash flow adequacy is secured through the asset-coverage test and the contractual obligation to
neutralise any exposure to interest rate and currency risk.

> Commingling risk is mitigated by the hedging strategy and the Collection Loss Reserve Amount.

> Minimum rating requirements in place for the various third parties that support the transaction,
including the swap counterparties and account banks. There are also regular independent audits
of the calculations undertaken on a regular basis.

As a default of the sponsor bank does not accelerate the covered bonds, an amortisation test has been
created to ensure that no time subordination exists between the covered bonds series (this mechanism
is supplemented by the inclusion of a SARA? clause). It only applies after a borrower enforcement notice
has been delivered and, therefore, covered bondholders will be relying on the proceeds from the cover
assets. The amortisation test will fail if the aggregate loan amount falls below the outstanding balance
of all the covered bonds.

2 The Selected Assets Required Amount (SARA) clause prevents the alternative manager from liquidating additional cover pool assets (above
the maturing covered bond’s proportional share of total assets), post issuer default, to meet payments on short-dated covered bonds, which
would result in fewer assets being available for covered bonds that are maturing later.
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VI. COVER POOL MONITOR & BANKING SUPERVISION

The issuer is a regulated French financial institution, which is subject to regulation, supervision and exami-
nation by the French banking regulator (Autorité de Contréle Prudentiel). In its role as collateral security
agent, the issuing bank is responsible for the monthly pool monitoring, with the asset coverage test calcu-
lation being checked by an independent asset monitor: under the terms of the asset monitor agreement,
the asset monitor tests the calculation of the asset coverage test annually. In case of non-compliance
with the asset coverage test or in case the senior unsecured rating of the sponsor bank drops below a
predefined trigger rating level, the test has to be performed on a monthly basis. In addition, rating agen-
cies are involved in the programme and re-affirm the ratings of the program upon a pre-defined issuance
volume. They also monitor the amount of overcollateralisation required to maintain the triple-A ratings.

VII. SEGREGATION OF COVER ASSETS & BANKRUPTCY REMOTENESS

In all French structured covered bonds programmes, the cover assets are owned by the covered bond
funding entity. As creditors of the issuer, the covered bondholders benefit from the automatic segrega-
tion of assets in case of insolvency of the sponsor bank.

There are a number of trigger events for default in the French structured covered bond structure, the
first being a borrower event of default. This can occur in a number of situations including the following:

> Failure to pay any interest or principal amount when the borrower advance is due;
> Bankruptcy or legal proceedings being taken by the borrower;

> Failure to rectify any breach of the asset coverage test;

> Failure to rectify any breach in the pre-maturity test;

> Failure to rectify any breach of reserve funding requirement; or

> Failure to enter into hedging agreements following a downgrade of the sponsor bank below a prede-
fined level.

A borrower event of default would not accelerate payments to covered bondholders, but would allow
the issuer’s security agent to start proceedings against the borrower and enforce securities over cover
assets in an orderly fashion.

The second event of default is the issuer event of default. This would arise after a borrower event of
default if the issuer failed to make any payments when due, legal proceedings were started against it,
or if an amortisation test failed. This would cause the acceleration of payments to covered bondholders
and their early redemption at the amount relevant to that particular covered bonds serie.

VIII. RISK-WEIGHTING AND COMPLIANCE WITH EUROPEAN LEGISLATION

In France and abroad, French common-law based covered bonds have a 20% risk-weighting under the
CRD Standard Approach.
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D - OBLIGATIONS A L'HABITAT

By Cristina Costa, Natixis

The Obligations Foncieres Framework is currently being modified and complemented (introduction of a
new Section 5 of Chapter V of book 5 of the French Monetary and Financial Code) to introduce a new
type of issuer “les sociétés de financement de I’habitat” (Art. L.515-34 and seq.), issuing a new type
product “obligations a I’habitat” (Art. L. 515-36) with the aim to set up a legal framework to the current
structured covered bonds to which they will be substituted.

The draft text makes reference to articles L515-14, L515-16, L515-17, to L515-32-1 of the French Mon-
etary and Financial Code (articles concerning Obligations Fonciéres) and adds new articles concerning
the possibility to either transfer the assets or pledge them (Art L515-35-1, 1°) as well as non-application
of the limit on the inclusion of guaranteed home loans (Art L515-35-II, 2°). Thus, it is intended that
Obligations a I’'Habitat (OH) will be fully UCITS-compliant French covered bonds in order to exclusively
finance home loans , without a limit to amount of guaranteed loans (as opposed to the 35% limit in the
Obligations Fonciéres). Furthermore, the law envisages the appointment of specific controller (Art L515-
37), who would be in charge of monitoring respect of the law and cover assets as for OF-programmes.

The regulatory framework (under discussion) also envisages introducing for both OF and OH-pro-
grammes, inter alia:

(i) A minimum coverage ratio of 102%;

(i) A minimum 180-day liquidity rule to ensure all issuers have at all times sufficient liquidity available
to cover all liquidity needs for the next 180 days;

(iii) The possibility for issuers to auto-subscribe their own bonds and place them with the Banque de
France (French central bank), in the event of an acute liquidity crisis.

On 10th June 2010, the Lower House of the French Parliament (“Assemblée Nationale") adopted the
draft law on banking and financial regulation, which includes an amendment to Section 5 of Chapter V of
France’s Monetary and Financial Code (i.e. the section dealing with the creation of sociétés de finance-
ment de I’'habitat and obligations a I’'habitat). The financial reform package is expected to be tabled
before the French Senate in September. Once the law has been passed, the regulatory framework will
be implemented thereafter, with a view to entry into force by end-2010.

Once the law is passed, it is expected that certain French common-law based covered bonds will seek
to operate as a Société de Financement de |'Habitat (SFH) provided compliance with the new legal
framework.
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Note: For CFF, the mortgage and public sector assets are put in the same pool. As such, the cover pool acts as global coverage for privileged li-
abilities, i.e. no specific asset is linked to a specific bond issue. Therefore, CFF Covered Bonds are under the “mixed assets” category.

Issuers: There are currently 14 covered bond issuers in France: BNP Paribas Home Loan Covered Bonds; BNP Paribas Public Sector SCF; Cie
Financement Fonciers (CFF); CIF EuroMortgage; Credit Agricole ; Credit Foncier et Communal d’Alsace et Lorraine (CFCAL); Credit Mutuel Arkea
Covered Bonds; Credit Mutuel CIC Covered Bonds; CRH; DEXIA Municipal; General Electric SCF; Groupe Caisse d’Epargne; HSBC Covered Bonds
(France); and Société Générale SCF.
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3.8 GERMANY

By Wolfgang Kalberer and Otmar Stocker
Association of German Pfandbrief Banks

I. FRAMEWORK

In Germany, the legal basis for Covered Bond issuance is the German Pfandbrief Act (PfandBG - Pfand-
briefgesetz) dated 22nd of May 2005. It supersedes the general bankruptcy regulation (§§ 30-36 of the
Pfandbrief Act).

In addition and for historic reasons, three further legal frameworks are existing in German law for the is-
sue of Covered Bonds (DZ-Bank Covered Bonds, DSL Covered Bonds and Landwirtschaftliche Rentenbank
Covered Bonds). The range of cover assets is slightly different compared to Pfandbriefe (they may include
for instance a much higher portion of claims against credit institutions), but their insolvency regime is
rather similar to the Pfandbrief rules. For more details, see ‘Das Pfandbriefgesetz’, Textsammlung und
Materialien, edited by the Association of German Pfandbriefbanks, Frankfurt a.M. 2005, page 277-280.

On 26 March 2009 amendments of the PfandBG came in force introducing a new Pfandbrief category, the
Aircraft Pfandbrief, and furthermore enhancing the attractiveness of Pfandbriefe for investors. Among
many improvements, a further liquidity safeguard has been implemented by introducing a special li-
quidity buffer of 180 days. Since spring 2010, further amendments have been discussed in Parliament
in order to strengthen the position of the special cover pool administrator; they probably will come in
force in the end of 2010 (see below).

I1I. STRUCTURE OF THE ISSUER

Since 2005, the issuer of Pfandbriefe is no longer required to be a specialised bank. Instead, Pfandbrief
issuers are allowed to exercise all activities of a credit institution, although a special licence for Pfandbrief
issuance is required. The minimum requirements to obtain and keep the special licence are as follows:

> core capital of at least 25 million euros

> general banking licence which allows the issuer to carry out lending activities

\%

suitable risk management procedures and instruments
> business plan showing regular and sustainable issues as well as necessary organisational structure

Since the German outsourcing guidelines of the BaFin do not allow for the outsourcing of important and
decision-making sections of the credit institution, the issuer is required to have its own employees. In
addition, the PfandBG requires Pfandbrief banks to manage their own risk and take their own credit
decisions on their own.

The issuer holds the cover assets on his balance sheet. A subsequent transfer of the cover assets to
another legal entity does not take place. Given that a direct legal link between single cover assets and
Pfandbriefe does not exist, all obligations relating to Pfandbriefe are obligations of the issuing bank as
a whole, to be paid from all the cover assets of the issuer, recorded in the cover register. In the case of
insolvency, the cover pool is segregated by law from the general insolvency estate and is reserved for
the claims of the Pfandbrief holders. Even then, Pfandbrief holders still have a claim against the general
insolvency estate.
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III. COVER ASSETS

Cover assets are produced by mortgage lending, public sector lending, ship and aircraft financing activi-
ties. ABS/MBS are not eligible. A specific class of Covered Bonds corresponds to each of these cover asset
classes: Hypothekenpfandbriefe, Offentliche Pfandbriefe, Schiffspfandbriefe and Flugzeugpfandbriefe.
The respective Pfandbrief must be fully secured by its specific cover asset class (§ 4 PfandBG). Detailed
transparency requirements are regulated in § 28 PfandBG, enhanced by the amendments 2009 and
2010.

Up to 10% of the nominal volume of Pfandbriefe outstanding may consist of money claims against the
European Central Bank, central banks in the European Union or against suitable credit institutions,
which fulfil the requirements of credit quality step 1 according to Table 1 of the Annex VI of Directive
2006/48/EC.

The geographical scope of eligible mortgage assets is restricted to EU/EEA countries, to Switzerland,
USA, Canada and Japan. Public sector loans to these countries are eligible for the cover of Offentliche
Pfandbriefe (§ 20 PfandBG). The total volume of loans granted in non-EU countries where it is not cer-
tain that the preferential right of the Pfandbrief creditors extends to the cover assets, may not exceed
10 % of the total volume of the cover loans (§§ 1312, 201 2 PfandBG) and 20 % for ship and aircraft
mortgages (§§ 22 V 2, 26b IV PfandBG).

Derivatives are eligible for cover pools under certain conditions. They must not exceed 12% of the cover
assets when calculated on a net present value basis (§ 19 I 4. PfandBG).

IV. VALUATION AND LTV CRITERIA

Property valuation is regulated in § 16 PfandBG. This provision refers to the mortgage lending value
(Beleihungswert) which is, in contrast to the market value, based on sustainable aspects of the property.
Details about the valuation process and the qualifications of valuers are regulated in a specific statu-
tory order on the mortgage lending value (Beleihungswertermittlungsverordnung, BelWertV), § 16 IV
PfandBG.

Monitoring requirements result from the Capital Requirements Directive (once a year for commercial
real estate and once every three years for residential real estate). In addition, § 27 BelWertV requires a
review of the underlying assumptions when the market has declined substantially; a review of property
values is also necessary when the loan has defaulted.

The BelWertV requires personal and organisational independence of the valuer (internal or external
valuer)

For both commercial and residential property, the LTV limit is 60 % of the mortgage lending value of the
property. This LTV is a relative limit, i.e. when the loan exceeds the 60% limit, the part of the loan up
to 60% LTV remains eligible for the cover pool.

V. ASSET - LIABILITY MANAGEMENT

§ 4 PfandBG stipulates that the total volume of Pfandbriefe outstanding must be covered at all times by
assets of at least the same amount. Thus, the nominal value of the cover assets must permanently be
higher than the respective total value of the Pfandbriefe.



In addition, the Pfandbrief Act requires that Pfandbriefe are covered on a net present value basis even
in the event of severe interest rate changes or currency fluctuations. The issuer has to provide an over-
collateralisation of at least 2% after stress tests which have to be carried out weekly. Both the maturity
of outstanding Pfandbriefe and the fixed-interest periods of the cover pool are disclosed on a quarterly
basis. Details about the calculation are regulated in a special statutory order Net Present Value (Barw-
ertverordnung).

Furthermore, each day Pfandbriefbanks have to calculate the maximum liquidity need within the next
180 days. This amount has to be covered by liquid assets (§ 4 Ia PfandBG).

Every quarter, the stress-tested NPV of outstanding Pfandbriefe, the cover pool and the overcollaterali-
sation have to be published (§ 28 I PfandBG). The stress tests apply not only to interest rate risks but
also to foreign exchange risks.

Cash flow mismatch between cover assets and covered bonds is furthermore reduced by the prepay-
ment rules applicable to fixed interest rate mortgage loans. Prepayments of mortgages during fixed
rate periods are only permitted in cases of ‘legitimate interest’ of the borrower or after a period of ten
years. If the mortgage is prepaid, the borrower has to compensate the damage of the lender caused by
the prepayment (§ 490 II German Civil Code).

VI. COVER POOL MONITOR AND BANKING SUPERVISION

A cover pool monitor (Treuhdnder) supervises the cover pool. He is appointed by the BaFin and must
possess the expertise and experience necessary to fulfil all duties. A qualification as a certified auditor
suggests that the necessary expertise is provided.

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, §§ 7, 8 PfandBG. Without his approval, no assets
may be removed from the cover pool. The BaFin has published a specific statutory order on details of the
form and the contents of this cover register (Deckungsregisterverordnung — DeckRegV), § 5 III PfandBG.

In addition, BaFin carries out a special supervision on Pfandbrief banks. The former division on mort-
gage banks (Referat Hypothekenbanken) was transformed into the divison “Pfandbriefkompetenzcenter
I - Grundsatzfragen”, which is responsible for all fundamental issues regarding the PfandBG. In January
2006, the BaFin set up a special division for cover pool audits (“Pfandbriefkompetenzcenter II — Deck-
ungsprifungen”).

Furthermore, the BaFin has to monitor the cover pool on average every two years (§ 3 PfandBG) and
to this end it may appoint auditors with special knowledge in this area. Finally, BaFin carries out the
general banking supervision on German Pfandbrief banks.

VII. SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED BONDS

A cover register (Deckungsregister) permits the identification of the cover assets, § 5 PfandBG. The
register records the cover assets being used to cover the Pfandbriefe as well as claims under derivatives
(8§ 511 PfandBG).

The legal effect of registration is that in the case of insolvency of the issuer, the assets which form part
of the cover pool can be identified: All values contained in the register would not be part of the insol-
vency estate.
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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, § 8 I, II PfandBG. Copies of the
cover register shall be transmitted to the supervisory authority on a regular basis.

Asset segregation

The cover pool is a part of the general estate of the bank as long as the issuer is solvent. If insolvency
proceedings are launched, by operation of law, the assets recorded in the cover registers are excluded
from the insolvency estate (§ 30 I 1 PfandBG). Those assets will not be affected by the launching of the
insolvency proceedings (§ 30 I 2 2. HS PfandBG).

After the launching of the insolvency proceedings, a special cover pool administrator (Sachwalter) car-
ries out the administration of the cover assets (§ 30 II 1 PfandBG). Through the appointment of the
cover pool administrator by the court, on proposal of the BaFin, the right to manage and dispose of the
recorded assets will be transferred to him automatically by law (§ 30 II 2 PfandBG). Regarding cover
assets and timely payment of Pfandbriefe, the cover pool administrator represents the Pfandbriefbank (§
30 II 5, 6 PfandBG). He is allowed to use premises and staff of the Pfandbriefbank (§31 VIII PfandBG).

The cover pool administrator may even be appointed before the insolvency proceedings have been
launched (§ 30 V PfandBG).

Impact of insolvency proceedings on Covered Bonds and derivatives

Covered Bonds do not automatically accelerate when the issuing institution is insolvent, but will be
repaid at the time of their contractual maturity. The same applies to derivatives which are registered
in the cover register and form part of the cover pool. Accordingly, the German master agreements for
cover derivatives stipulate that the bankruptcy of the Pfandbrief issuer does not signify a termination
event. Article 13 N° 6 DeckregV stipulates that the collateral provided by the derivative counterpart or
the Pfandbrief bank has to be registered in the cover register. The consequence of such registration is
that the collateral belongs to the separate legal estate.

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, § 30 I PfandBG.

The satisfaction of the Pfandbrief creditors is not limited to the cover assets. On the contrary, these credi-
tors also participate in the insolvency proceedings with respect to the Pfandbrief bank’s remaining assets.

Only in the case of over-indebtedness or insolvency of the cover assets, the BaFin may apply for a spe-
cial insolvency procedure relating to the cover pool and Covered Bonds (§ 30 VI PfandBG). Insolvency
of the cover pool is the only reason, which might trigger acceleration of Pfandbriefe.

As long as the cover pool is solvent, a moratorium on the insolvency estate cannot delay the cash flows
from the cover assets and, therefore, endanger the timely payment of Covered Bond holders.

Access to liquidity in case of insolvency

Through the appointment of the cover pool administrator, the right to manage and dispose of the re-
corded assets is transferred to him by law (§ 30 II 2 PfandBG). Thus, the cover pool administrator has
first access to the cover assets and collects the cash flows according to their contractual maturity (§ 30
III 2 PfandBG).
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No explicit regulation exists with respect to the insolvency remoteness of voluntary overcollateralisa-
tion (OC). However, the insolvency administrator may only demand that the overcollateralisation be
surrendered to the insolvency estate if those amounts will obviously not be necessary as cover for the
respective Pfandbrief category (§ 30 IV 1 PfandBG). The burden of proof that OC will never be necessary
for the timely payment of the Pfandbriefe, lays with the insolvency administrator.

The cover pool administrator is entitled to contract loans in order to obtain liquidity. According to § 30
I1, 5 PfandBG, the cover pool administrator may carry out legal transactions with regard to the cover
pools in so far as this is necessary for an orderly settlement of the cover pools in the interest of the full
and timely satisfaction of the Pfandbrief creditors.

Pfandbriefbank with limited business activities

The amendment of the PfandBG 2010 is focusing on the legal nature of cover pools in the event of a
Pfandbrief bank’s insolvency and on the access of a cover pool administrator to liquid funds during dif-
ficult times. A cover pool will be given the status of a non-insolvent part of the bank of the insolvent
Pfandbrief bank. Thus, the cover pool administrator could act as head of a bank in respect of transactions
with the Deutsche Bundesbank; he would also be entitled to issue Pfandbriefe.

More precisely, § 2 IV PfandBG stipulates that the banking license will be maintained with respect to
the cover pools and the liabilities covered there from until the Pfandbrief liabilities have been fulfilled in
their entirety and on time.

A revised version of § 30 PfandBG addressing the ring-fencing of the cover assets from the insolvency
estate confirms this new approach by introducing the new heading ‘segregation principle’ and by refer-
ring to the cover assets as ‘insolvency-free estates’. Consistently, the amended PfandBG incorporates
the term ‘Pfandbrief bank with limited business activities’.

Thus, the amendments ensure that the cover pool administrator acts on behalf of a solvent Pfandbrief
bank that is in possession of a license to engage in banking business in general and in Pfandbrief business
more specifically, even if the bank itself is insolvent and the general banking license withdrawn. Hence,
the Pfandbrief bank with limited business activities is treated as a solvent bank in order to comply with
the eligibility criterion ‘counterparty’ for central bank open market operations with the perspective to
satisfy its liquidity needs.

Sale and transfer of mortgage assets to other issuers

According to § 32 I PfandBG, the cover pool administrator may transfer all or a part of the assets re-
corded in the cover register as well as liabilities from Pfandbriefe as a whole to another Pfandbrief bank.
This transfer requires the written approval of the supervisory authority.

According to § 35 I PfandBG, the cover pool administrator may also agree with another Pfandbrief bank
that the assets recorded in the insolvent Pfandbrief bank’s cover register may be managed in a fiduci-
ary capacity by the insolvent Pfandbrief bank’s cover pool administrator for the other Pfandbrief bank.

Thus, particular provisions allow for an easy “transfer” of mortgages outside of the common provisions
of civil law, e.g. the management in a fiduciary capacity of registered land charges (so called “Buchgr-
undschulden”) and foreign mortgages. Both forms require the written approval of the BaFin.

177




178

VIII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

The risk weighting of Covered Bonds (German Pfandbriefe and foreign Covered Bonds) is regulated by
Article 20a Kreditwesengesetz (KWG) and the Solvabilitdatsverordnung (SolvV), transposing the Capital
Requirements Directive into German law.

German Pfandbriefe comply with the requirements of Art. 22 par. 4 UCITS Directive as well as with
those of the CRD Directive, Annex VI, Part 1, Paragraph 68 a) to f). Therefore, they enjoy a 10% risk
weighting. Foreign Covered Bonds enjoy a 10% risk weighting in Germany, provided that they comply
with the requirements of § 20a KWG.

Derivatives which are part of the cover pool are now 10% risk weighted, granting the derivative partners
the same risk weighting as Pfandbriefe (§ 25 VIII SolvV).

Finally, German investment legislation allows investment funds to invest up to 25% of the fund’s as-
sets in Pfandbriefe and furthermore in Covered Bonds issued by credit institutions complying with the
requirements of Art. 22 par. 4 UCITS Directive (Article 60 par. 2 German Investment Act).
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Issuers: There are currently about 70 Pfandbrief banks in Germany, including banks from all three pillars of the German banking industry (pri-
vate banks, public banks and co-operative banks). They include 18 former mortgage banks, 10 Landesbanks and circa 30 savings banks. Also, an
increasing number of private universal banks became Pfandbrief banks within the last years.
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3.9 GREECE

By Alexander Metallinos, Karatzas & Partners Law Firm

I. FRAMEWORK

In Greece, the primary legal basis for Covered Bond issuance is article 91 of Law 3601/2007 “On the
Undertaking and Exercise of Activities by Credit Institutions, Sufficiency of Own Funds of Credit Institu-
tions and Investment Services Undertakings and Other Provisions”, which entered into force on 1 August
2007 (the “Primary Legislation”). The Primary Legislation supersedes general provisions of law contained
in the Civil Code, the Code of Civil Procedure and the Bankruptcy Code. By way of implementation of
the Primary Legislation and pursuant to an authorization provided by the latter, the Governor of the
Bank of Greece has issued Act nr. 2598/2.11.2007 (the “Secondary Legislation”). Finally the legislative
framework in Greece is supplemented by Law 3156/2003 “On Bond Loans, Securitization of Claims and
of Claims from Real Estate” (the "Bond Loan and Securitization Law”), to the extent that the Primary
Legislation cross-refers to it.

I1I. DIRECT AND INDIRECT ISSUANCE OF COVERED BONDS

The Greek legislative framework permits the issuance of Covered Bonds in two ways, either directly by
a credit institution, or indirectly by a subsidiary of a credit institution. In the direct issuance structure
the Covered Bonds are issued by a credit institution and the segregation of the cover pool is achieved
through a statutory pledge over the cover pool assets. In the indirect issuance structure the Covered
Bonds are issued by a special purpose entity being a subsidiary of a credit institution, which purchases
the cover assets from the credit institution by virtue of the provisions of the Bond Loan and Securitiza-
tion Law, and are guaranteed by the credit institution.

The reason for introducing the indirect issuance structure was that historically most Greek banks had
issued a significant amount of notes under medium term note (MTN) programmes containing negative
pledge covenants, which did not allow the creation of security over the cover pool, as is necessary for the
direct issuance of Covered Bonds. While all Greek banks having MTN programmes have now amended
the terms of such programmes to carve out the security provided to holders of Covered Bonds from
the scope of the negative pledge covenants, there are still vast amounts of notes issued under the old
programmes, rendering the direct issuance of Covered Bonds by most Greek banks impractical, until
such notes have been repaid.

III. PREREQUISITES FOR THE ISSUANCE OF COVERED BONDS

According to the Primary Legislation, Covered Bonds may be issued by credit institutions having Greece
as home member state. However, in case of issuance of Covered Bonds by a credit institution having
as home state another member state of the European Economic Area (EEA) and provided that they are
characterized as covered bonds in accordance with the law of such member state, the provisions of the
Primary Legislation on the creation of a statutory pledge will apply in relation to claims governed by
Greek law, as well as the tax exemptions which apply to Greek bonds. Therefore foreign banks estab-
lished within the EEA having a significant loan portfolio in Greece may use the loans of such portfolio
as part of the cover pool.

The Secondary Legislation sets additional prerequisites for the issuance of Covered Bonds. Specifically
the credit institutions issuing Covered Bonds:
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(a) must have certain minimum risk management and internal control requirements including suit-
able policies and procedures for the issuance of Covered Bonds, organizational requirements, IT
infrastructure and a policy for the reduction and management of risks deriving from the issuance of
Covered Bonds, such as interest rate risk, counterparty risk, operational risk, FX risk and liquidity
risk; and

(b) must have aggregate regulatory capital of at least 500 million Euros and a capital adequacy ratio
of at least 9%.

IV. COVER ASSETS

Cover assets are primarily residential mortgage loans, loans secured by a mortgage on commercial
properties, loans secured by a mortgage on ships and loans to or guaranteed by state entities. Residen-
tial and commercial mortgage loans may only be included in the cover pool if the property subject to
the mortgage is situated in Greece and hence is governed by Greek law. The loans may be secured by
mortgage prenotations instead of full mortgages (as is the practice for cost reasons in Greece) provided
the credit institution has adequate internal procedures to ensure the timely conversion of mortgage
prenotations into mortgages. In addition openings to credit institutions and investment services un-
dertakings may be included in the cover pool up to an aggregate limit of 15% of the nominal value of
the outstanding covered bonds. Derivatives may also be included in the cover pool to the extent that
they are used exclusively for the purpose of hedging the interest rate, FX or liquidity risk. To the extent
that the counterparties to such derivatives are credit institutions and investment services undertakings
(as opposed to state entities or central counterparties in organized markets), the net present value of
derivatives included in the pool is included in the above 15% limit. Finally, the cover assets may be
substituted by certain tradable assets but only up to the amount by which the aggregate nominal value
of the cover assets including accrued interest exceeds the nominal value of the outstanding covered
bonds including accrued interest.

V. VALUATION AND LTV CRITERIA

Loans secured by residential mortgages are required to have a loan to value (LTV) ratio of 80%, whereas
loans secured by mortgages over commercial properties and ships are required to have an LTV ratio of
60%. Loans with a higher LTV ratio may be included in the cover pool, but they are taken into account
for the calculation of the statutory tests described below only up to the amount indicated by the LTV
ratio. Thus by way of example a loan of 900.000 Euros secured through a residential mortgage over a
property valued at 1.000.000 Euros may be included in the cover pool but will be deemed for the pur-
poses of the calculation of the statutory tests to be equal to 800.000 Euros.

The valuation of properties must be performed by an independent valuer at or below the market value
and must be repeated every year in relation to commercial properties and every three years in relation
to residential properties.

VI. STATUTORY TESTS

The Secondary Legislation provides for the following statutory tests:

(a) The nominal value of the Covered Bonds including accrued interest may not exceed at any point
in time 95% of the nominal value of the cover assets including accrued interest.
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(b) The net present value of obligations to holders of Covered Bonds and other creditors secured by
the cover pool may not exceed the net present value of the cover assets including the derivatives
used for hedging. This test must be met even under the hypothesis of a parallel movement of the
yield curves by 200 basis points.

(c) The amount of interest payable to holders of Covered Bonds for the next 12 months must not ex-
ceed the amount of interest expected to be received from the cover assets over the same period.
For the assessment of the fulfilment of this test derivatives entered into for hedging purposes are
taken into account.

Tests (b) and (c) are performed on a quarterly basis. In case any of the tests is not met, the credit in-
stitution is obliged to immediately take the necessary measures to remedy the situation.

The results of the tests (a) to (c) above and the procedures used to monitor the compliance with such
tests are audited on a yearly basis by an auditor independent of the statutory auditors of the credit
institution.

VII. PROTECTION OF DEPOSITORS

In order to not jeopardize the interests of depositors in case of insolvency of a credit institution due to
the segregation (discussed below) of high quality assets in favour for the holders of Covered Bonds, the
Secondary Legislation provides that, in case the cover assets exceed significantly the amount of 20%
of the available assets of the credit institution on an unconsolidated basis, the Bank of Greece may
impose additional capital adequacy requirements. For the purposes of this calculation available assets
are considered to be all assets of the credit institution excluding (i) assets subject to securitization,
(ii) assets subject to reverse repo agreements and (iii) assets encumbered in favour of third parties.
In exercising its discretion to impose additional capital adequacy requirements the Bank of Greece will
take into account qualitative considerations such as (i) any deterioration of the average quality of the
remaining available assets after the issuance of covered bonds, (ii) the increase of the liquidity of the
credit institution combined and any positive effects it may have on its credit rating and prospects and
(iii) the results of additional stress tests.

IX. SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED BONDS

In case of a direct issuance the cover assets are segregated from the remaining estate of the credit
institution through a pledge constituted by operation of law (statutory pledge). In case of assets gov-
erned by a foreign law (which will typically include inter alia claims from derivative contracts) a security
interest must be created in accordance with such foreign law. The statutory pledge and the foreign law
security interest secure claims of the holders of Covered Bonds and may also secure (in accordance with
the terms of the Covered Bonds) other claims connected with the issuance of the Covered Bonds, such
as derivative contracts used for hedging purposes. The statutory pledge and any foreign law security
interest is held by a trustee for the account of the secured parties.

The claims constituting cover assets are identified by being listed in a document signed by the issuer
and the trustee. A summary of such document is registered in the land registry of the seat of the is-
suer. Claims may be substituted and additional ones may be added to the cover pool through the same
procedure.
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The Primary Legislation creates an absolute priority of holders of Covered Bonds and other secured
parties over the cover pool. The statutory pledge supersedes the general privileges in favour of certain
preferred claims (such as claims of employees, the Greek state and social security organization) provided
for by the Code of Civil Procedure. Furthermore upon registration of the summary of the document list-
ing the claims included in the cover pool, the issuance of the Covered Bonds, the establishment of the
statutory pledge and the foreign law security interest and the entering into of all contracts connected
with the issuance of the covered bonds are not affected by the commencement of any insolvency pro-
ceedings against the issuer.

In case of an indirect issuance the cover pool assets are segregated from the estate of the credit insti-
tution by virtue of their sale to the special purpose entity. For such transfer the provisions of the Bond
Loan and Securitization Law apply, which provide equivalent protection from third party creditors and
insolvency to the one the Primary Legislation provides in case of direct issuance.

It is worth noting that according to the Primary Legislation both in case of direct and of indirect issuance
the cover assets may not be attached. This has the indirect result that the Greek law claims constituting
cover assets are no longer subject to set-off, because according to article 451 of the Greek Civil Code
claims which are not subject to attachment are not subject to set-off. This is important because under
generally applicable law borrowers the loans to whom become cover assets would have had a right to
set-off, which would reduce the value of the cover pool, for all counterclaims (including notably deposits)
predating the creation of the pledge or the transfer of the claims, as the case may be.

No specific provisions exist in relation to voluntary overcollateralisation. As a result the segregation
applies to all assets of the cover pool, even if their value exceeds the minimum required by law. The
remaining creditors of the credit institution will only have access to any remaining assets of the cover
pool after the holders of the Covered Bonds and other creditors secured by the cover pool have been
satisfied in full.

X. EXERCISE OF THE CLAIMS OF COVERED BONDHOLDERS AGAINST THE REMAINING ASSETS
OF THE CREDIT INSTITUTION

The purpose of the Primary Legislation, as was expressly stated in the introductory note to the law, was
to ensure that holders of Covered Bonds would have dual recourse both to the cover pool as secured
creditors and to the remaining assets of the credit institution ranking as unsecured and unsubordinated
creditors. This was also expressly stated in the Secondary Legislation. However, this legislative aim was
put in question due to the introduction shortly before the Primary Legislation of the new Bankruptcy
Code. Article 26 of the latter provides that creditors secured by a pledge may not apply to rank as un-
secured creditors in the liquidation of the remaining assets of an insolvent creditor, unless they waive
their rights under the pledge. While it is arguable that this provision is unconstitutional (because it
imposes disproportionate conditions on the exercise of the right to apply for ranking in the proceeds of
the liguidation of the remaining bankruptcy estate, which is part of the constitutionally protected right
to judicial protection) and hence unenforceable and that in any case it does not apply to the statutory
pledge, the existence of article 26 rendered it impossible to issue unqualified legal opinions on directly
issued covered bonds. In order to solve this problem a draft law has been prepared to specifically exclude
Covered Bonds from this provision and is expected to be submitted to Parliament soon.

It should be noted that article 26 does not affect indirectly issued Covered Bonds, because the holders
of Covered Bonds in that case do not have a pledge over assets belonging to the credit institution and
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therefore have the right to appear as unsecured and unsubordinated creditors in the liquidation of the
estate of the credit institution.

XI. IMPACT OF INSOLVENCY PROCEEDINGS ON COVERED BONDS

According to the Secondary Legislation Covered Bonds do not automatically accelerate upon insolvency
of the credit institution having issued (in a direct issuance structure) or guaranteed (in an indirect one)
the Covered Bonds. In such a case a servicer is appointed who collects the proceeds of the cover assets
for the purpose of servicing the Covered Bonds. In case of an indirect issuance the obligations of the
credit institution under the Guarantee are automatically accelerated in case of bankruptcy by virtue of
the generally applicable provisions of bankruptcy law, but this does not lead to automatic prepayment
of the Covered Bonds. To the contrary the terms of the Covered Bonds may provide that the proceeds
of the Guarantee will be placed in a special account to be used for the servicing of the Covered Bonds.

XII. ACCESS TO LIQUIDITY IN CASE OF INSOLVENCY

According to article 1254 of the Civil Code, the pledgee of a claim has the right upon default to either
collect it on maturity, or to assign it to himself at the face value, but not to dispose of it in another way.
Therefore, as a matter of the law of pledge, the trustee for the Covered Bondholders cannot cause the
sale of part of the pool to provide liquidity in case of insolvency of the credit institution. However, as
a contractual matter and provided the relevant contracts are subject to a foreign law, the issuer may
agree to consent to the sale of part of the cover assets to provide liquidity. In a direct issuance, however,
such a contractual clause would not be enforceable against the bankruptcy representative (syndikos)
of the credit institution and for this purpose the draft law intended to amend the primary legislation
specifically provides for an exemption from article 1254. Indirect issuances with special purpose enti-
ties established outside of Greece can be structured in a way that ensures the effectiveness of such
contractual arrangements.

XIII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

The risk weighting of Covered Bonds (both Greek and foreign) is regulated by Part B par. 8 2588/20.8.2007,
transposing part of the Capital Requirements Directive into Greek law. According to this bonds falling
within the provisions of art. 22 par. 4 of the UCITS Directive are considered to constitute Covered Bonds,
provided that the cover pool consists of the assets enumerated in the Capital Requirements Directive.
By way of exception, bonds issued before the 31st December 2007 and falling within the provisions of
art. 22 par. 4 of the UCITS Directive are considered as Covered Bonds, even if the cover assets do not
comply with the Capital Requirements Directive. Covered Bonds have a risk weighting of 10%, if openings
to the issuing credit institution have a risk weighting of 20%, and a risk weighting of 20%, if openings
to the issuing credit institution have a risk weighting of 50%.

Directly issued Greek Covered Bonds comply with both the UCITS Directive and the Capital Require-
ments Directive and therefore have the reduced risk weighting mentioned above in Greece and should
also have it in other EU member states. In relation to indirectly issued Covered Bonds it must be noted
that they do not fall within the letter of art. 22 par. 4 of the UCITS Directive, because they are not is-
sued by a credit institution, but according to a purposive interpretation of such directive they should be
deemed to fall within its scope, as they offer protection to the holders of the Covered Bonds, which is
fully equivalent to that of holders of Covered Bonds issued directly by credit institutions.
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Issuers: There are three issuers in Greece: Alpha Covered Bond Plc, Marfin Egnatia Bank S.A. and National Bank of Greece.
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3.10 HUNGARY

By Andras Gabor Botos, Association of Hungarian Mortgage Banks

I. LEGAL FRAMEWORK

Act No. XXX of 1997 on Mortgage Banks and Mortgage Bonds (Mortgage Bank Act) contains the specific
rules applicable to mortgage banks and mortgage bonds. Act No. CXII of 1996 on Credit Institutions and
Financial Enterprises is applicable generally to the establishment, operation, supervision and liquidation
of mortgage banks, unless otherwise provided by the Mortgage Bank Act.

II. STRUCTURE OF THE ISSUER

Mortgage banks are specialized credit institutions in Hungary whose business activity is restricted in prin-
ciple to mortgage lending and auxiliary financial services: mortgage banks grant financial loans secured
by mortgages - including independent mortgage liens - on real estate property located on the territory
of the Republic of Hungary and other EEA countries. Funds will be raised by way of issuing mortgage
bonds. In the Hungarian banking sector only mortgage banks are entitled to issue mortgage bonds
(“jelzaloglevél”). Cover assets will be held on the balance sheet of the mortgage bank. All the mortgage
bonds of a single mortgage bank are covered by the same coverage pool which is only open to changes
with the prior permission of the coverage supervisor, acting in the interest of mortgage bond holders.

III. COVER ASSETS

The Mortgage Bank Act provides that mortgage banks shall always possess cover surpassing the principal
of outstanding mortgage bonds and the interest thereon both on a nominal basis and based on present
value calculation. Decree No. 40/2005. (XII. 9.) of the Minister of Finance contains the detailed provisions
on the present value calculation of cover assets and the methodology of stress tests to be published on
a regular basis. Furthermore, mortgage banks shall prepare a manual of keeping the register of cover
assets (“fedezet-nyilvantartas”), which also needs the approval of the Hungarian Financial Supervisory

Authority (HFSA) and the coverage supervisor.

Loans secured by a residential real estate can be taken in cover up to 70 per cent of the mortgage lend-
ing value of the property. In case of loans secured by commercial real estate the limit is 60 per cent.

Mortgage bonds are covered by loans secured by mortgages (“jelzalogjog”), independent mortgage liens
("6nallé zalogjog") or by joint and several surety assumed by the Hungarian State (“allami készfizet6
kezességvallalas™). Supplementary coverage may exclusively consist of liquid assets listed in the Mort-
gage Bank Act and may not exceed 20 per cent of the coverage. Pursuant to the Mortgage Bank Act,
cover assets must be entered into the register of cover. The availability and quality of cover assets is
permanently monitored by the coverage supervisor, reports on availability and quality of cover assets
are disclosed on a daily basis.

According to Section 14 (5) of the Mortgage Bank Act, in case mortgage bonds and their coverage are
not denominated in the same currency, the mortgage bank is obligated to hedge the currency exchange
risk by entering into derivative transactions. Section 3 (10) of the Mortgage Bank Act provides that
mortgage banks are entitled to conclude such transactions exclusively for hedging purposes, i.e. risk
management and liquidity. The Mortgage Bank Act entitles mortgage banks to include derivatives in the
ordinary coverage as well.

187




IV. VALUATION AND LTV CRITERIA

The rules of calculation of the mortgage lending value (“hitelbiztositéki érték”) are included in the Decree
of the Minister of Finance No. 25/1997. on the Calculation Methods of the Mortgage Lending Value of Real
Estate not Qualifying as Agricultural Land and the Decree of the Minister of Agriculture No. 54/1997 on
the Calculation Methods of the Mortgage Lending Value of Real Estate Qualifying as Agricultural Land.
Both decrees prescribe the use of comparative methods, and prescribe the application of the principle of
carefulness in the valuation process. Furthermore, they also determine the validity of the valuation report.

Mortgage banks may also provide appraisal services to determine the market value and the mortgage
lending value of real properties.

Mortgage lending value calculation provisions refer to the sustainable aspects of the property. The
mortgage bank’s internal regulation for determining mortgage lending value is based on methodologi-
cal principles defined in the above decrees. Such internal regulations are also subject to the former
approval of the HFSA.

V. ASSET - LIABILITY MANAGEMENT

As indicated above, the Mortgage Bank Act provides that mortgage banks shall always possess cover
surpassing the principal of outstanding mortgage bonds and the interest thereon. Mortgage banks shall
comply with the above requirements as follows:

> The aggregate amount of the outstanding principal claims considered as coverage, reduced by the
amount of any value adjustments, shall exceed 100 per cent of the amount of the nominal value
of the outstanding Mortgage Bonds; and

> The aggregate amount of interest accrued on the outstanding principal claims considered as cover-
age, reduced by the amount of any value adjustments, shall exceed 100 per cent of the amount of
interest accrued on the nominal value of the outstanding mortgage bonds (Section 14 (2) of the
Mortgage Bank Act).

Mortgage banks shall publish the amount of the nominal value and the accrued interest of the outstand-
ing mortgage bonds as well as the value of the coverage assets in a national daily newspaper and in the
Exchange Journal as of the last day of each quarter, before the last day of the next month. Such figures
need to be certified by the coverage supervisor and disclosed to the HFSA as well.

Under Section 14 (4) of the Mortgage Bank Act the amount of coverage for mortgage bonds shall always
be calculated and published at their present value as well.

Cash flow mismatch between cover assets and cover bonds is furthermore reduced by the prepayment
rules of the Mortgage Bank Act. Pursuant to Section 7, mortgage banks may claim their costs emerging
in connection with the prepayment.

VI. COVER POOL MONITOR AND BANKING SUPERVISION

The coverage supervisor (cover pool monitor) shall be appointed by the mortgage bank and approved by
the HFSA. According to Section 16 of the Mortgage Bank Act, a company auditor or an auditor may be
appointed; however, the coverage supervisor may not be identical with the auditor of the mortgage bank.

188



As a matter of fact, Hungarian mortgage banks have had one of the “big four” audit companies as
coverage supervisor from the beginning of their operations. The coverage supervisor is responsible for
monitoring and certifying, on a permanent basis:

> the existence of eligible security; and

> the registration of the eligible security in the coverage register. In accordance with Section 11 (2)
(n) of the Mortgage Bank Act, a certificate from the coverage supervisor shall be attached to each
mortgage bond regarding the existence of the coverage.

According to section 16 (7) of the Mortgage Bank Act, a coverage supervisor may be appointed for a fixed
period of time, not exceeding five years, however, he may be re-appointed following the termination of
the period of his appointment. Although the contract of appointment concluded between the mortgage
bank and the coverage supervisor is governed by civil law, it may not be lawfully terminated without the
approval of the HFSA. Within the scope of his coverage supervision activities, the coverage supervisor
may not be instructed by the mortgage bank.

The HFSA is responsible for verifying the compliance of the credit institutions, including the mortgage
banks, with the Credit Institutions Act and other acts e.g. the Mortgage Banks Act, and applicable
banking regulations. The HFSA is entitled to impose various sanctions on credit institutions, including
warnings of non-compliance, withdrawing licences and imposing fines on credit institutions and their
management. Section 22 and 23 of the Mortgage Bank Act provides that the Hungarian Financial Super-
visory Authority shall exercise special supervision over mortgage banks in addition to the provisions of
the Credit Institutions Act and the provisions of the Capital Markets Act. Within the framework of such
special supervision, HFSA shall draw up an analysis schedule and conduct on site audits of mortgage
banks according to the analysis schedule it compiles.

VII. HOW ARE SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED
BONDS REGULATED?

The sophisticated regulation effective since 1 January, 2007 should provide for the timely satisfaction
of principal and interest claims of bondholders and derivative partners in case of a possible insolvency
situation. The cover pool administrator will only safeguard the interests of bondholders and derivative
partners and will also have an access to the part of assets not qualifying as coverage and those not
recorded in the cover register. The transfer of the portfolio or parts of it to another mortgage bank may
grant for liquidity, however, the transfer of the portfolio or parts of it requires the prior written consent
of the HFSA in order to avoid “cherry picking”.

As a general rule, Section 20/A (4) of the Mortgage Bank Act declares that the cover pool administrator
is obliged to maintain the liquidity of the pool on a constant basis, allowing transfer of the pool or parts
of it to another mortgage bank and to enter into derivative transactions. Within two years after the com-
mencement of the liquidation procedure, both the cover pool administrator and the bondholders may
request the court to complete the cover from the general insolvency estate. The cover pool administra-
tor shall be entitled to receive remuneration for his work and refund of appropriate expenses. Although
holders of the mortgage bonds, derivative partners or the coverage supervisor may inform HFSA or the
only competent Metropolitan Court Budapest on issuer default, after proving all relevant circumstances,
it is only the HFSA who is entitled to initiate an insolvency proceeding against the mortgage bank.
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Hungarian legal provisions also provide for a wide-range of measurements, including extraordinary
measurements, to be taken by the HFSA prior to any insolvency situation.

For example, the HFSA is entitled to delegate a Supervisory Commissioner to the mortgage bank. This
extraordinary measurement may be taken by the HFSA prior to the commencement of any insolvency
procedure - in accordance with Section 157 (1) of the Credit Institution Act. In this case both the rights
of the owners of the mortgage bank and the rights of the management of the mortgage bank will be
restricted in order to guarantee the satisfaction of the claims of the mortgage bank’s creditors, e. g.
bondholders’ and derivative partners’ claims.

VIII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

Hungarian mortgage bonds comply with the requirements of Art. 22 par. 4 of the UCITS Directive as well
as with those of the CRD Directive, Annex VI, Part 1, Paragraph 68 a) to f) as have been reported to
the Commission in accordance with Article 63 of the Directive 2000/12/EC and published on its website.

Hungarian covered bonds issued in euro zone countries qualify as ECB eligible; furthermore, in Febru-
ary 2008 one of the Hungarian mortgage banks successfully closed its debut transaction in the “*Jumbo”
covered bond market.
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Issuers: There are three mortgage banks issuing mortgage bonds on the Hungarian market: OTP Jelzdlogbank Zrt. (OTP Mortgage Bank Ltd.),
FHB Jelzélogbank Nyrt. (FHB Mortgage Bank Ltd.) and UniCredit Jelzélogbank Zrt. (UniCredit Mortgage Bank Ltd).

191




192



3.11 IRELAND

By Nicholas Pheifer, Depfa Bank
Ray Lawless, Bank of Ireland
Russell Waide, Anglo Irish Bank

I. LEGAL FRAMEWORK AND STRUCTURE OF THE ISSUER

Irish covered bonds benefit from the protection of specialist covered bond legislation under the Irish
Asset Covered Securities Act, 2001 and the Asset Covered Securities (Amendment) Act 2007 (the "ACS
Act”) and the regulations thereunder. The ACS Act follows the specialist banking principle by requiring
an Irish asset covered securities issuer (an "ACS Issuer”) to have, or to obtain, a banking licence and
to limit the scope of its banking activities. As a bank an ACS Issuer is regulated by the Irish Financial
Regulator. Furthermore each ACS Issuer must be registered as a designated credit institution to issue
asset covered securities ("ACS"”) in accordance with the ACS Act. Each ACS Issuer will be registered
as one or more of the following: a designated public credit institution (authorised to issue public credit
covered securities); a designated mortgage credit institution (authorised to issue mortgage credit cov-
ered securities) or a designated commercial mortgage credit institution (authorised to issue commercial
mortgage credit covered securities).

The ACS Issuer holds the assets backing the ACS on its balance sheet. The collection of either mortgage
credit assets, commercial mortgage credit assets or public credit assets (the “cover assets”) backing
the issue of ACS (the “cover pool”) is described as dynamic or open in the sense that the ACS Issuer
may move cover assets in and out of the cover pool provided they do so in accordance with the controls
and other terms and conditions set out in the ACS Act. One such control is that the ACS Issuer must
maintain a register (a “cover register”) of all ACS issued, all cover asset hedge contracts and the
cover assets (including any substitution assets and any assets providing ‘over-collateralisation’) and any
amendment to the cover register can only be effected with the approval of a cover-assets monitor (the
“CAM") which is an independent professional third party.

Statutory Preference

The claims of ACS holders are protected by a statutory preference under the ACS Act. As preferred credi-
tors ACS holders are entitled to have recourse to the cover assets included in the cover pool ahead of
other creditors (who do not benefit from the statutory preference under the ACS Act) such as members
of and contributories to the ACS Issuer and all other creditors of the ACS Issuer, its parent entity or any
company related to the ACS Issuer. In this way the ACS holders have protection against the general
Irish insolvency laws.

Restriction on business activities

An ACS Issuer’s primary focus will be to issue ACS for the purpose of financing its public sector financing
or mortgage or commercial mortgage lending activities.

The ACS Act provides that an ACS Issuer may not carry on a business activity other than a permitted
business activity as set out in the ACS Act. Under the ACS Act permitted business activities are restricted
to dealing in and holding public credit, mortgage credit assets or commercial mortgage credit assets
and limited classes of other assets, engaging in activities connected with the financing and refinancing
of such assets, entering into certain hedging contracts, holding pool hedge collateral and engaging in
other activities which are incidental or ancillary to the above activities. The ACS Act limits the scope
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of non-core ACS business that an ACS Issuer can undertake by restricting its dealing in or holding of
financial assets that are not otherwise eligible for inclusion in the cover pool to 10% of the total of all the
ACS Issuer’s assets. There is also a similar 10% limit imposed on the volume of non cover pool eligible
OECD assets that an ACS Issuer can acquire.

For designated mortgage and commercial mortgage credit institutions the aggregate prudent loan to
value (LTV) of its overall mortgage book cannot exceed 80%.

II. COVER ASSETS

The classes of assets which are eligible for inclusion in a cover pool is dependent upon whether the ACS
Issuer is a designated public credit institution; a designated mortgage credit institution; or a designated
commercial mortgage credit institution.

For a designated public credit institution eligible public credit assets are financial obligations (including
obligations given as a guarantor or surety, and may be indirect or contingent) in respect of money bor-
rowed or raised (whether in the form of a security that represents other public credit that is securitised
or not) where the person who has the obligation is any one of the following:

(a) central governments, central banks, ("Sovereigns”) public sector entities, regional governments or
local authorities ("Sub-Sovereigns”) in any EEA country;

(b) Sovereigns in Australia, Canada, Japan, New Zealand, the Swiss Confederation or the USA (the
“Non-EEA countries”);

(c) Sub-sovereigns in the Non-EEA countries; and

(d) Multilateral development banks or international organisations (which qualify for the purposes of
the Capital Requirement Directive, also known as the Codified Banking Directive, "CRD").

Risk weighting and credit worthiness tests apply to the categories of cover assets outside the EEA coun-
tries to comply with the CRD Covered Bond eligibility requirements. This means that any Sovereign or
Sub-sovereign entity within a Non-EEA country must have an independent credit rating of at least A-/
A3 and any Sub-sovereign entity within a Non-EEA country must have, in addition, a risk weighting at
least equal to that of a financial institution (i.e. 20% or lower). In addition the aggregate nominal value
of any such assets included in the cover pool from Non-EEA countries with credit ratings below AA-/AA3
(but at least A-/A3) cannot exceed 20% of the total aggregate value of the cover pool.

Eligible assets for a designated mortgage credit institution include mortgage credit assets which are
financial obligations in respect of money borrowed or raised that are secured by a mortgage, charge,
or other security on residential or commercial property that is located in any of the EEA or Non-EEA
countries described above. A mortgage credit institution is limited in the amount of mortgage credit
assets secured on commercial property that it can include in a cover pool. Such commercial mortgage
credit assets cannot exceed 10% of the total prudent value of all mortgage credit assets and substitution
assets in the cover pool. A mortgage credit institution may also include securitised mortgage credit
subject to certain credit quality criteria and limits as to percentage of the cover pool.

Furthermore a mortgage credit asset may not be included in a cover pool if a building related to that
mortgage credit asset is being or is to be constructed until the building is ready for occupation as a
commercial or residential property, or if it is non-performing.



Eligible assets for a designated commercial mortgage credit institution are financial obligations in respect
of money borrowed or raised that are secured by a mortgage, charge, or other security on commercial
property that is located in any of the EEA or Non-EEA countries described above.

‘Substitution assets’ can also be included in the cover pools provided they comply with the CRD require-
ments and certain other restrictions. Effectively these are deposits with eligible financial institutions
or property of institutions with minimum independent credit ratings of at least Step 2, with a limited
duration of 100 days and where the total volume of such assets is limited to 15% of the outstanding
ACS secured on the pool.

ITI. COVER ASSET MONITOR AND BANKING SUPERVISION

One of the key features of the ACS legislation is the strong monitoring requirements undertaken by the
CAM. The CAM is appointed by the ACS Issuer and such appointment must then be approved by the
Financial Regulator.

There are strict eligibility requirements for a CAM. A CAM must be a body corporate or partnership,
comprising personnel or partners who are members of a professional representative body. They must
demonstrate to the Regulator that they are experienced and competent in (i) financial risk management
techniques, (ii) regulatory compliance reporting and (iii) capital markets, derivatives, public credit busi-
ness. The CAM must demonstrate that it has sufficient resources at its disposal, sufficient academic or
professional qualifications and experience in the financial services industry to satisfy firstly the designated
credit institution and secondly the Financial Regulator, that it is capable of fulfilling this role.

The CAM is responsible for monitoring the cover pool, the ACS Issuer’s compliance with specific provi-
sions of the ACS Act and to report breaches to the Financial Regulator. The CAM issues regular reports to
the ACS Issuer (every 1-4 weeks) and submits a report on a quarterly basis to the Financial Regulator.

Some of the CAM’s principal obligations include: ensuring that the matching requirements of the ACS Act
with respect to the cover assets and the ACS are met; ensuring that the asset eligibility requirements
are met; approving any inclusion or removal of a cover asset, ACS or hedge contract from the cover
register; checking the level of substitution assets included in the cover pool doesn’t exceed the required
percentage; and ensuring the contracted level of over-collateralisation is maintained.

The Financial Regulator is responsible for supervising each ACS Issuer. The Financial Regulator may,
with the consent of the Minister for Finance, revoke the registration of an ACS Issuer and/or suspend
its business if an ACS Issuer breaches any provision of the ACS Act.

IV. VALUATION AND LTV CRITERIA

Mortgage ACS Issuers

For a mortgage ACS Issuer the maximum prudent LTV levels for mortgages in the cover pool are 75%
for residential and 60% for commercial. Prudent LTV levels for loans in the cover pool can exceed the
75% threshold, however the balance of the loan above the 75% is disregarded for valuation purposes.
The inclusion in the mortgage cover pool of mortgage credit assets secured on commercial property
is restricted to 10% of the prudent market value of all mortgage credit assets and substitution assets
included in the Pool at any time.

A mortgage ACS Issuer is first required to determine the market value of the property asset at the time
of origination of the mortgage credit asset secured on it. The mortgage ACS Issuer is then required to
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calculate the prudent market value of each property asset at the time of inclusion in the cover pool and
also at such intervals (at least once a year) as may be specified by the Financial Regulator so that it can
demonstrate compliance with the asset-liability requirements of the ACS Act and any over-collaterali-
sation commitment. In practice the CAM imposes additional requirements on the mortgage ACS Issuer
to ensure that the requirements are met at least on a quarterly basis.

It is a legal requirement for a mortgage ACS Issuer to obtain a valuation report on the property before
the loan is advanced and it is market practice that such valuation report is provided by an independent
valuer. This initial market valuation is used to calculate the prudent market value going forward using
a recognised house price index. This calculation is verified by the CAM on a monthly basis.

Commercial Mortgage ACS Issuers

For a commercial mortgage ACS Issuer the maximum prudent LTV levels for mortgages in the cover
pool is 60%. Prudent LTV levels for loans in the cover pool can exceed the 60% threshold, however the
balance of the loan above the 60% is not considered for eligibility purposes.

The prudent market valuation of a commercial property asset is its market value at the time of origina-
tion or, where relevant, the most recent independent valuation of the property asset, reduced to take
account of any declines in the designated commercial property reference index since the valuation was
carried out.

The market value of a commercial property asset must be reviewed by an independent valuer where the
reference index falls by more than 7% in any 6 month period or where information indicates that the
value of the property asset has declined materially relative to general market prices. For commercial
mortgage loans greater than €3million, the valuation must be reviewed by an independent valuer at
least every 3 years.

A commercial mortgage ACS Issuer is required to calculate the prudent market value of each property
asset at the time of inclusion in the cover pool and at least once every 3 months thereafter.

V. ASSET-LIABILITY MANAGEMENT

The ACS Act includes important asset-liability controls to minimise various market risks.

Duration matching: The weighted average term to maturity of the cover pool cannot be less than that
of the ACS that relate to the cover pool.

Over-collateralisation: The prudent market value of the cover pool must be at least 3% (10% for com-
mercial mortgage ACS issuers) greater than the total of the principal amount of the ACS in issue. (For
contractual levels of over-collateralisation see further discussion below under separate heading.)

Interest matching: The amount of interest payable on the cover assets over a 12 month period must
not be less than the amount of interest payable on the ACS over the same period.

Currency matching: The currency in which each cover asset is denominated has to be the same as the
currency in which the ACS are denominated, after taking into account the effect of any cover assets
hedge contract.

Interest rate risk control: The net present value changes on the balance sheet of an ACS Issuer arising
from (i) 100bps upward shift, (ii) 100bps downward shift and (iii) 100bps twist, in the yield curve, must
not exceed 10% of the ACS Issuer’s total own funds at any time.
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Hedge contracts

Hedge contracts are used in the cover pool to minimise risks on interest rates, currency exchange rates,
credit or other risks that may adversely affect the ACS Issuer’s business activities that relate to an ACS
or cover asset. All such hedge contracts are entered on the cover register. Hedge counterparties rank
as preferred creditors, pari passu with the ACS holders, provided they are not in default of any of their
financial obligations. Upon an ACS Issuer insolvency the hedge contract will remain in place subject to
the terms of the underlying hedge contract. No collateral can be posted by an ACS Issuer to a hedge
counterparty. Any collateral posted under a hedge contract by a hedge counterparty will be maintained
on a separate register within the cover pool.

Over-collateralisation

There is a minimum 3% over-collateralisation of cover assets in the cover pool required by law for public
credit and mortgage ACS. The minimum over-collateralisation for commercial mortgage ACS is 10%.
In addition, each existing public and mortgage ACS Issuer has committed to a minimum level of 5%
over-collateralisation by contract (on a nominal basis) which is then specified in the documentation for
each programme. The commercial mortgage ACS Issuer has committed to a minimum level of 10.5%
over-collateralisation by contract. The CAM is responsible for monitoring the level of regulated and
contractual over-collateralisation. Upon an ACS Issuer insolvency the ACS holders will benefit from any
cover assets which make up the over-collateralisation.

Cover Asset Register

Each ACS Issuer must maintain a cover register including the details of the ACS in issue, the cover assets
and substitution assets backing the ACS and any cover asset hedge contracts in existence. The cover
register is important as a cover asset or a cover asset hedge contract cannot be described as such un-
less and until it is recorded on the register. Their registration is prima facie evidence of such assets and
hedge contracts being in the cover pool entitling the ACS holders and hedge counterparties to benefit
from the insolvency protection specified in the ACS Act. It further means that their removal from the
pool can be achieved only with the permission of the CAM as entries or amendments to the cover register
can only be made with the consent of the CAM or the Financial Regulator.

Impact of Insolvency Proceedings on ACS and Hedge Contracts

Upon insolvency of an ACS Issuer all ACS issued remain outstanding and all cover asset hedge contracts
will continue to have effect, in both cases subject to the terms and conditions of the documents under
which they were created.

Upon an ACS Issuer becoming insolvent the claims of ACS holders on the cover pool are protected by
operation of law. Cover assets and hedge contracts that are included in a cover pool are not liable to
interference by a bankruptcy custodian or similar person whether by attachment, sequestration or other
form of seizure, or to set-off by any persons, that would otherwise be permitted by law so long as claims
secured by the insolvency provisions of the ACS Act remain unsatisfied. ACS holders have recourse to
cover assets ahead of all other non-preferred creditors regardless of whether the claims of such other
creditors are preferred under any other enactment or any rule of law and whether those claims are
secured or unsecured.
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The Role of the Manager and Access to Liquidity in case of Insolvency

The ACS Act makes provision for the management of the cover pool upon an ACS Issuer insolvency
through the services of the Irish National Treasury Management Agency (*"NTMA”). If no suitable man-
ager can be found by the Financial Regulator or the NTMA then the NTMA will attempt to locate an ap-
propriate body corporate as a new parent entity for the ACS Issuer. Failing that the Financial Regulator
will appoint the NTMA to act as a temporary manager until a suitable manager or new parent is found.
Upon their appointment the manager will assume control of all the cover assets of the ACS Issuer and
its ACS business. The manager shall manage the ACS business of the ACS Issuer in the commercial
interests of the ACS holders and the hedge counterparties. The manager shall have such powers as
may be divested to it by the Financial Regulator under its notice of appointment. It is possible for such
manager to obtain a liquidity facility through the use of a hedge contract which would rank such facility
provider pari passu with the bondholders and other hedge counterparties.

Preferential Treatment of ACS holders

ACS holders are preferred creditors in relation to the cover assets (ranking after the CAM and the NTMA
and equally with the hedge counterparties). Cover assets included in a cover pool do not form part of
the assets of the ACS Issuer for the purposes of insolvency until such time as the creditors benefiting
from the insolvency protection under the ACS Act have been satisfied.

If the claims of the ACS holders (and other parties benefiting from insolvency protection including the
hedge counterparties) are not fully satisfied from the proceeds of the disposal of the cover assets, such
parties are, with respect to the unsatisfied part of their claims, to be regarded as unsecured creditors
in the insolvency process.

VI. RISK-WEIGHTING AND COMPLIANCE WITH EUROPEAN LEGISLATION

The ACS meet the requirements of UCITS 22(4) and currently benefit from a risk-weighting of 10% as
applied by the Financial Regulator. The eligibility of cover assets set out in the ACS Act also match the
criteria for the preferential risk weighting of covered bonds set out in the CRD.

198



> Ficure 1: Coverep Bonbps Outstanbing 2003-2009, €m

90,000
80,000
70,000
60,000
50,000
40,000
30,000
20,000
10,000 :.
2003 2004 2005 2006 2007 2008 2009
M Mortgage M Public sector

Source: EMF/ECBC

> FiGure 2: Covereb Bonps Issuance, 2003-2009, €m

25,000
20,000
15,000
10,000
5,000 I
0 . . . .
2003 2004 2005 2006 2007 2008 2009
B Mortgage M Public sector

Source: EMF/ECBC

Issuers: There are 6 issuers in Ireland: Bank of Ireland Mortgage Bank, Depfa ACS, West LB Covered Bond Bank, Allied Irish Mortgage Bank, EBS
Mortgage Finance and Anglo Irish Mortgage Bank.
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3.12 ITALY

By Alfredo Varrati, Italian Bankers Association

I. FRAMEWORK

The Italian Legislator enacted a new regulation (Law no. 80/2005) in May 2005, by means of which two
specific articles (article 7-bis and article 7-ter) were inserted into the existing Italian securitization law
(Law no. 130/1999), providing for covered bonds.

The legislator decided to supplement Law no. 130/99 rather than adopt a separate and autonomous
law/legal framework, in light of the markets’ and international operators’ positively assessing Italian
securitization law. They found that the law introduced an established and reliable legal framework (e.g.
from a standpoint of “bankruptcy remoteness”).

Pursuant to paragraph 5 of the first of the two articles mentioned above, on 14 December 2006, the
Ministry of Economy and Finance issued secondary rules in relation to some key issues of the structure.
In particular, implementing rules have been enacted with respect to the type of assets eligible for the
cover pool, the maximum allowed ratio between transferred assets and issuable securities, the type of
guarantee to be provided to bondholders by the SPV.

As for the last procedural step, which formally allows Italian banks to start issuing covered bonds, the
Bank of Italy enacted its implementing measures on 17 May 2007, in relation to the requirements to be
complied with by issuing banks, the criteria to be adopted to evaluate the cover assets and the relevant
formalities to integrate such assets, as well as the formalities to check that the banks are complying
with their obligations under the same article 7-bis, also through auditors.

I1. STRUCTURE OF THE ISSUE OF COVERED BONDS

Pursuant to the abovementioned article 7-bis, the structure of a covered bond transaction is as follows:

1. a bank transfers eligible assets to a special purpose vehicle (SPV), whose sole corporate purpose
is the purchase of such assets and the granting of a guarantee for the issued securities over which
bondholders have a senior claim;

2. the SPV purchases the transferred assets by means of a loan granted or guaranteed to it by a bank
(not necessarily the same bank transferring the assets);

3. the bank transferring the assets (or another bank) issues covered bonds;

4. the assets purchased by the SPV are applied to satisfy the rights attaching to the covered bonds
and the counterparties of derivative agreements entered into for hedging the risks related to the
assets, and to pay the costs of the transaction.

According to the Bank of Italy’s regulation, covered bonds can be issued only by banks with the follow-
ing prerequisites:

> a consolidated regulatory capital not lower than EUR 500 min
> a total capital ratio not lower than 9%

It is also provided that these requisites must be fulfilled by the transferring banks as well (i.e. cover
pool providers), if they are not the issuers.
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There are no business restrictions to the issuer’s activity, hence there is no special banking principle that
needs to be enforced. Bondholders hold a preferential claim on the cover assets and the covered bonds
are direct, unconditional obligations of the issuer.

III. COVER ASSETS

As provided for by paragraph 1 of Article 7-bis of the securitization law, the eligible assets as coverage
for covered bonds are:

a) residential mortgage loans with a maximum LTV of 80% or commercial mortgage loans with a
maximum LTV of 60%;

b) claims owed by (or guaranteed by) the following entities, up to 10% of the cover pool:
- public entities of EEA member countries and Switzerland with a maximum risk-weight of 20%;
- public entities of non-EEA member countries with a risk weight of 0%;
- other entities of non-EEA member countries with a risk weight of 20%.

c) notes issued under a securitisation transaction backed (for a minimum of 95%) by the claims under
the abovementioned letters a) and b) with a maximum risk weighting of 20%.

As regards the transferring of such eligible assets to the SPV, the Bank of Italy sets different limits ac-
cording to the different regulatory capital levels of the issuer (see Table 1)

> TaBLE 1

Class A Total capital ratio = 11% and, No limitations
Tier 1 ratio = 7%

Class B Total capital ratio = 10% and < 11% and Eligible assets can be transferred up to 60% of
Tier 1 ratio = 6.5% total

Class C Total capital ratio = 9% and < 10% and Eligible assets can be transferred up to 25% of
Tier 1 ratio = 6% total

As provided for by the secondary legislation enacted by the Italian Ministry of Economy, assets must at
least equal liabilities both on the nominal and NPV bases, and the revenues arising from cover assets
must be sufficient to pay coupons to bondholders and to cover the cost of derivative transactions.

The integration of cover assets can be performed through:
1. the transfer of additional eligible assets to the pool;

2. the opening of deposit accounts at banks located in an EEA member country, or in other countries
with a 0% risk-weight;
3. the transfer of banks’ own debt securities (with maturity of less than 1 year) to the pool.
It is also provided that integration through assets under points 2 and 3 is allowed only up to 15% of the

cover pool’s nominal value. With respect to such provisions, the Bank of Italy established that integra-
tion is allowed only to:
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> maintain the ratio of issued bond to cover assets up to the abovementioned level provided for by
the Ministry of Economy;

> in case of voluntary over-collateralisation, maintain the ratio of issued bond to cover assets up to
the contractually-agreed limit;

> respect the abovementioned 15% limit for eligible supplementary assets.

IV. ASSET-LIABILITY MANAGEMENT

In order to allow the SPV to fulfil its obligations, issuing banks are required to adopt proper asset-liability
management techniques and to perform specific controls at least every 6 months, to ensure that the
proceeds from the cover pool assets are always sufficient to pay the coupons on the covered bonds, and
the overall cost of the transaction.

V. COVER POOL MONITOR AND BANKING SUPERVISION

As far as regulatory supervision is concerned, the Bank of Italy sets and monitors, on an ongoing basis,
the abovementioned specific eligibility requirements for issuing banks which are stricter than those pro-
vided for traditional banking activities. These parameters require, in particular, a consolidated supervisory
capital of at least €500 million and a consolidated total capital ratio of at least 9%. It is also provided
that eligible assets may be assigned to the SPV only subject to a series of restrictions, graduated based
on the total capital ratio and Tier 1 ratio at the consolidated level.

Although in some European countries the issuance of covered bond is subject to a “licence” granted by
the Supervisory Authority upon the fulfilment of specific requirements, the Italian legislator has decided
to make a different choice. Rather than introducing a “licence” system, it has defined a series of require-
ments and limitations to issuance which together can be de facto considered as the objective basis upon
which to grant an issuance authorization. Moreover, it must be considered that such requirements and
limitations are in most cases stricter than those required by other regulatory frameworks.

Furthermore, Italian regulation prescribes that the monitoring of the regularity of the transaction and
of the integrity of the collateral securing investors must also be performed by an external asset moni-
tor (AM) appointed by the issuer. The AM must be an auditing firm possessing the professional skills
required to perform such duties and must be independent from the bank engaging it (e.g. it cannot be
the same firm appointed to audit the accounts of the issuing bank) and of any other person participat-
ing in the transaction. It has to report at least once a year to the Board of Directors and to the internal
audit department of the bank.

Although no specific reporting to the Bank of Italy is prescribed by law, in practice the AM will report to
the Supervisor any material anomaly found. It must also be considered that the AM’s report is reviewed
by the bank’s auditor which reports regularly to the Bank of Italy. Should such report contain negative
evaluations, the bank’s auditor is obligated to bring the issue to the Bank of Italy’s attention.

In general terms, specific control requirements on banks issuing covered bonds find their primary source
from EU and national legislation. Additionally, in consideration of the peculiarities of a covered bond
transaction, the Bank of Italy assigns to issuers the primary responsibility to evaluate the risk involved
in the operations, to arrange a proper control mechanism and to ensure its functioning through the time.
In particular, at least every six months and for each operation, issuers have to check: i) the quality of the
cover pool; ii) compliance with the predetermined ratio between outstanding covered bonds and cover
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assets; iii) compliance with transfer limitations and asset integration requirements; iv) the performance
of any derivative agreement entered into in order to hedge risks.

As far as information flows are concerned, it is provided that issuing/transferring banks shall acquire,
from all the parties involved in the structuring of the covered bonds, information relating to:

e the possessory titles of the transferred assets (in order to be able to track down each borrower
whose loan has been transferred to the SPV);

e the performance of the transferred assets (in order to monitor the “health” of the cover assets).

This information is necessary to issuing/transferring banks in order to perform both the abovementioned
controls in terms of cover pool monitoring and the regulatory reporting (i.e. reporting of defaulted loans
to the Bank of Italy’s Centrale dei Rischi).

VI. ASSET SEGREGATION AND IMPACT OF INSOLVENCY PROCEEDINGS ON COVERED BONDS
AND DERIVATIVES

As provided for by the secondary legislation enacted by the Italian Ministry of Economy, the guarantee
granted by the SPV to the covered bondholders, must be irrevocable, first-demand, unconditional and
independent from the issuing bank’s obligations on the covered bonds. It will be callable upon non-
payment and bankruptcy of the issuing bank, and it will be limited to cover pool asset value to ensure
bankruptcy remoteness of the SPV.

The SPV is a financial intermediary, registered in the “special list” provided for by article 107 of the
Banking Law, and therefore subject to the Bank of Italy’s supervision.

Covered bondholders will have the right, represented exclusively by the SPV, to file a claim with the issu-
ing bank for full repayment of the covered bonds. In case of liquidation of the issuing bank, the SPV will
be exclusively responsible to make payments to covered bondholders (as well as other counterparties)
and will represent covered bondholders in proceedings against the issuing bank.

All the amounts obtained as a result of the liquidation procedure will become part of the cover pool and
therefore used to satisfy the rights of covered bondholders. The redemption of the subordinated loan
granted by the issuer of the covered bonds to the SPV is junior to any outstanding claims of covered
bondholders, swap counterparties and transaction costs.

In case the proceeds obtained as a result of the liquidation procedure are insufficient to meet the obli-
gations to bondholders in full, investors would still have an unsecured claim against the issuer for the
shortfall.

VII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

Italian covered bonds fulfil both the criteria of UCITS 22(4) and Annex VI, Part 1, Paragraph 68 (a) to
(f) of the Capital Requirements Directive. They are also eligible in repo transactions with the Bank of
Italy. The risk-weight is 10%.
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> FiGure 2: Covereb Bonps Issuance, 2003-2009, €m
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Note: Figures for the years 2005 and 2006 relates to public sector covered bonds issued by Cassa Depositi e Prestiti.

Issuers: There are 5 active issuers in Italy: Banca Carige SpA, Banca Popolare die Milano, Intesa Sanpaolo, UBI and UniCredit.
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3.13 LATVIA

By Kaspars Gibeiko
Mortgage and Land Bank of Latvia

I. FRAMEWORK

In Latvia, the legal basis for Covered Bond issuance is the Law on Mortgage Bonds (HKZL - Hipotekaro
kilu zimju likums) from 10th of September 1998 and subsequent amendments to the HKZL (1%t of June
2000, 5% of July 2001, 6% of November 2002 and 25 of October 2006). The insolvency and bankruptcy
procedure is captured both by the HKZL (Section 4) and the Law on Credit Institutions (Articles 56¢,
161 and 191).

II. STRUCTURE OF THE ISSUER

There is no specialised banking principle in Latvia. As a result every registered bank can issue mortgage-
backed Covered Bonds. The minimum requirements a bank must fulfil in order to issue mortgage bonds
are as follows:

> Tierl and Tier2 capital should be not less than stated in the Law on Credit Institutions;

> Provision of the banking services specified in Article 1, Clause 4 of the Law on Credit Institutions
without any restrictions imposed by the Financial and Capital Market Commission (FCMC);

> Submission of rules approved by the bank’s supervisory board regarding the valuation of the real
estate to be mortgaged and the management of the mortgage bond cover register to the FCMC.

The issuer holds the cover assets on his balance sheet and the cover assets are not transferred to a dif-
ferent legal entity. All obligations from mortgage bonds are obligations of the issuing bank as a whole,
to be paid from all the cover assets of the issuer. In the case of insolvency, the cover pool is segregated
by law from the general insolvency estate and is reserved for the claims of the mortgage bond holders.

The HKZL does not prescribe the issuing bank to have separate employees to manage the cover pool, but
it prescribes that the cover assets are managed separately from other assets of the issuer. Therefore, if
employees of the bank are involved both in the management of the cover assets and the management of
non-cover assets, separation of the duties and responsibilities should be clearly stipulated in the bank’s
by-laws and internal procedures. There are also no specific requirements regarding the outsourcing of
the management of cover assets in the Latvian Covered Bond legislation.

III. COVER ASSETS

Cover assets can be eligible mortgage loans or loans secured by either guarantees of the Latvian Gov-
ernment or guarantees of the local governments.

Up to 20% of the nominal volume of outstanding mortgage bonds and interest expenses (substitute
cover) may consist of

(a) cash,
(b) balances with the central banks of the EU member states and

(c) securities issued and guaranteed by the EU member state’s government up to 95% of their market
value whilst not exceeding the face value of these securities or securities issued by the EU member
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state’s financial institution and traded on the EU regulated securities market up to 95% of their
market value whilst not exceeding the face value of these securities.

The eligible mortgage assets are restricted in geographical scope to the extent that a property that se-
cures a mortgage loan should be registered with the EU member state’s property register. This means
that only properties which are registered in the EU member state can be used as collateral for mortgage
loans included in the cover pool. The loans secured by Latvian sovereign and sub-sovereign guarantees
are not restricted by geographical scope, but they are restricted by loan purpose; loans which finance
public and infrastructure projects are eligible.

Derivatives are eligible for cover pool inclusion for the purpose of mitigating currency - and interest
rate risk. The volume of derivatives is not limited and the general documentation used is the standard
for derivatives.

IV. VALUATION AND LTV CRITERIA

Property valuation is regulated in Article 15 of the HKZL. Property valuation is carried out according to
the international valuation standards. The basis for property valuation is market value. Professionals
responsible for the determination of the market value of a property must be in possession of a relevant
professional qualification. In addition to that, Article 15 (introduced by the amendment to the HKZL on
25% of October 2006) stipulates that the market value of property registered in the EU member state is
determined by the persons who have received professional, real estate valuation, licence according to
the legislation of particular EU member state.

The issuer is responsible for the monitoring of the property value. The frequency of monitoring is not
defined by the HKZL, but it is prescribed by the regulations of the FCMC and by-laws of the issuer.

Article 14 of the HKZL stipulates that a mortgage loan together with debts previously registered with the
national property register may not exceed 75% of the market value of residential property and 60% of
the market value of other type of property.

V. ASSET - LIABILITY MANAGEMENT

Article 9 of the HKZL stipulates the following requirements to the asset-liability management of the
cover pool:

> the total volume of the cover assets must be larger than the total volume of outstanding mortgage
bonds at their face value by at least 10% of the risk weighted value of the cover assets, where
risk weighted value of the cover assets is calculated based on specific weights of each type of the
cover assets;

> The currency of the cover assets and that of the outstanding mortgage bonds may differ only if the
issuer has taken all the necessary measures to prevent the currency risk in the cover pool;

> The total interest income from the cover assets must exceed the total interest expenses on out-
standing mortgage bonds;

> The cash-flows from the outstanding mortgage bonds (in accordance with the mortgage prospectus)
must always be covered by the cash-flows from the cover assets in terms of volumes and maturi-
ties.
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The issuer of the Covered Bonds has to prepare a report on the cash-flow mismatches and submit it to
the FCMC on a semi-annual basis.

The latest amendment to the HKZL stipulates that the issuer should separate loans secured by a mort-
gage and loans secured by central or municipal governments. This requirement was introduced in order
to separate mortgage bonds and public sector bonds.

VI. COVER POOL MONITOR AND BANKING SUPERVISION

The Latvian Covered Bond legislation does not require the appointment of a special entity to monitor the
cover pool. Instead, the cover pool is managed by the issuing bank and it is the issuing bank’s responsi-
bility to set up a system to ensure that the cover pool is managed properly. In some banks, monitoring
of the cover pool is executed by the internal audit department

The FCMC supervises cover pools. It inspects cover pool (quality and eligibility of the cover assets, qual-
ity of the asset-liability management) during regular banking supervisory audits which are carried out
on average every two years.

The FCMC has the right to suspend the issue of mortgage bonds under the following circumstances:
> The issuing bank does not comply with the conditions laid down in the Law on Mortgage Bonds;

> The issuer does not ensure that the redemption and interest payments on outstanding mortgage
bonds are always covered by the principal and interest payments of the cover assets of a higher
value;

> By-laws on the valuation of properties securing the mortgage assets and by-laws on the manage-
ment of cover pool submitted to the FCMC are not followed.

VII. HOW ARE SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED
BONDS REGULATED?

A cover register facilitates the identification of the cover assets, because all the cover assets, including
substitute cover as well as derivatives, are recorded in the cover register. The type and scope of the in-
formation recorded regarding the cover assets in the cover register are determined by FCMC regulations

The legal effect of registration is the fact that in the case of insolvency of the issuer, the assets which
form part of the separate legal estate can be identified and all assets recorded in the cover register
qualify as part of this separate legal estate.

Asset segregation

A cover pool is a part of the general estate of the issuing bank as long as the issuer is solvent. If the
insolvency proceedings are opened, by operation of law, the assets recorded in the cover register are
excluded from the insolvency estate of the issuer. Those assets will not be affected by the opening of
the insolvency proceedings, but automatically form a separate legal estate.

After the opening of the insolvency proceedings, a special cover pool administrator initiated by the FCMC
and appointed by court carries out the administration of the cover assets.

Impact of insolvency proceedings on Covered Bonds and derivatives

Covered Bonds do not automatically accelerate when the issuing institution becomes insolvent, but will
be repaid at the time of their contractual maturity. The same applies to derivatives which are registered
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in the cover register and form part of the cover pool. During an insolvency procedure, derivatives’ coun-
terparties have the same rights as the holders of mortgage bonds.

Preferential treatment of Covered Bond holders

Covered Bond holders enjoy a preferential treatment as the HKZL and the Law on Credit Institutions
stipulates the separation of the cover assets in a case of the insolvency of the issuing bank. According
to Article 191 of the Law on Credit Institutions, mortgage bond holders have the first access rights to
the cashflows generated by the assets recorded in the cover register

In the case of insolvency of the issuer, it is forbidden to modify the content of the cover register and
all cash flows from the cover assets must be accrued within it. As long as there is sufficient cover, a
moratorium on the insolvency’s estate cannot delay the cash flows from the cover assets and, therefore,
endanger the timely payment of Covered Bond holders.

Only in the case of over-indebtedness or insolvency of the cover assets shall the FCMC file an application
to court regarding the insolvency of the cover register (Article 26 of the HKZL). Insolvency of the cover
pool is the only catalyst which could the trigger acceleration of Covered Bonds.

Access to liquidity in case of insolvency

With the appointment of the cover pool administrator, the right to manage the cover assets is transferred
to him by law. Thus, the cover pool administrator has first access to the cover assets and collects the
cash flows according to their contractual maturity.

The cash-flows from the cover assets may only be used for the following purposes and the use of assets
in any other manner is inadmissible:

> Disbursements to mortgage bond holders if the term for interest payments or mortgage bond
redemption has become due

> Purchase of mortgage bonds issued by the issuer itself with their subsequent redemption in the
public securities market at a price not exceeding the face value of the mortgage bonds if the re-
maining cover assets are sufficient to cover outstanding mortgage bonds

> Payments under derivatives’ agreements concluded on the cover asset risk mitigation, provided
that the contracting parties have met the conditions of such agreements.

The cover pool administrator is permitted, in case of the insolvency of the issuer, to exceed the substi-
tute cover limit.

No specific regulation exists with respect to the insolvency remoteness of voluntary overcollateralisa-
tion. However, the cover pool administrator is not allowed to use voluntary overcollateralisation until all
payments to mortgage bond holders are made fully and on time.

The cover pool administrator may carry out legal transactions in respect of the cover pools in so far as
this is necessary for an orderly settlement of the cover pool and for the full and timely satisfaction of
the cover pool’s creditors.

Sale and transfer of mortgage assets to other issuers

The HKZL and the Law on Credit Institutions provide that the cover assets in a case of insolvency of issuer
are transferred to other bank chosen by the FCMC. The bank to which the cover assets are transferred,
also takes responsibility for all the obligations arising from outstanding mortgage bonds.
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VIII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

Latvian mortgage bonds comply with the requirements of Art. 22 par. 4 UCITS Directive as well as with
those of the CRD Directive. The current risk weight applied to mortgage bonds in Latvia is 20%.

Latvian investment legislation allows mutual funds to invest up to 25% of their assets in mortgage bonds
and pension funds - up to 10% of their assets.

> Ficure 1: Coverep Bonps Outstanbing 2003-2009, €m
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Issuers: At the end of 2009, there were five issuers in Latvia: A/S Privatbank (Parex Bank),GE Money, Latvijas Kraij, Mortgage and Land Bank
of Latvia and Trasta.
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3.14 LUXEMBOURG

By Frank Will, RBS
and Reinolf Dibus, EUROHYPO Europadische Hypothekenbank S.A.

I. FRAMEWORK

The issuance of Lettres de Gage is regulated by Articles 12-1 to 12-9 of the Financial Sector Act of 5
April 1993 (the Financial Sector Act). These Articles were introduced by the Act of 21 November 1997 for
banks issuing mortgage bonds and amended by the Act of 22 June 2000 and by the Act of 24 October
2008. The Lettres de Gage regulations are supplemented by the CSSF (Commission de Surveillance du
Secteur Financier) Circular 01/42 which lays down the rules for the appraisal of real estate and CSSF
Circular 03/95 which defines the minimum requirements for the maintenance and control of the cover
register, for the cover assets and for the issuance limit for outstanding Lettres de Gage. The CSSF is the
supervisory authority in Luxembourg.

The amendments in October 2008 include an increase of the loan-to-value limit for residential mortgage
loans from 60% to 80%, the stipulation of a minimum over-collateralisation level of 2% and the permis-
sion to include securitised assets. The most important modification, however, has been the introduction
of a new form of Lettres de Gage backed by movable assets including ships, aircrafts and trains.

I1I. STRUCTURE OF THE ISSUER

The Lettres de Gage issuers have to be credit institutions with a specialist bank licence. Their business
activities are restricted: In the past, the bank’s principal activities were limited to mortgage lending and
public sector financing which were primarily funded by issuing Lettres de Gage Hypothécaires and Lettres
de Gage Publiques. According to the last covered bond law amendments, the Luxembourg issuers are
also allowed to issue Lettres de Gage backed by movable assets (Lettres de Gage Mobilieres). Moveable
assets can be mortgage loans on ships, aircrafts and trains. However, other classes of movable assets
are possible as well provided that they are registered in a public register. Consequently, the permitted
principal activities of an issuer have been widened to allow the origination of those movable assets. The
issuers may only engage in other banking and financial activities if these activities are accessory and
auxiliary to their main business.

The issuer holds the cover assets on its balance sheet in separate registers. Each class of Lettres de Gage
has its own register: one for assets which are allocated to the Lettres de Gage Hypothécaires, another
one for the cover assets backing the Lettres de Gage Publiques and potentially several more for the
various forms of Lettres de Gage Mobiliéres. Each moveable asset class requires a separate cover pool
register, i.e. ship Lettres de Gage would be backed by a segregated pool of ship mortgage loans while
aircraft Lettres de Gage would be backed by a pool of aircraft exposures. The cover assets remain on
the balance sheet of the issuer. They are not transferred to another legal entity (special purpose vehicle)
like in a securitization. All obligations arising from Lettres de Gage are direct, unconditional obligations
of the issuer. In the case of issuer insolvency, the cover pools are segregated by law from the general
insolvency estate and are reserved for the claims of the Lettres de Gage holders. There is no direct legal
link between a single asset in the cover pool and an outstanding Lettre de Gage. Interest and principal
payments of the outstanding Lettres de Gage Hypothécaires, Lettres de Gage Publiques and the various
forms of Lettres de Gage Mobiliéres (including any derivatives benefiting from the preferential treatment)
are backed by the assets in the respective cover pools.
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Lettres de Gage issuers employ their own staff. The issuers have to be banks and according to the Finan-
cial Sector Act they need to have sound administrative and accounting procedures, control and safeguard
arrangements for electronic data processing and adequate internal control mechanisms which restrict
the extent of outsourcing legally possible. In addition, the way of permitted outsourcing is described in
detail in different CSSF Circulars.

III. COVER ASSETS

The eligible cover pool assets are defined in Article 12-1 of the Financial Sector Act of 5 April 1993. Since
the amendments of the covered bond legislation in October 2008, there are three asset classes: mortgage
assets, public sector exposures and moveable assets, i.e. mortgage loans on ships, aircrafts, trains or
other classes of movable assets. In each of the various cover pools the assets may be replaced by up
to 20 % of the nominal value of the outstanding Lettres de Gage by substitution assets, for example
cash, assets with central banks or with credit institutions whose head office is in a member state of the
EC, EEA or OECD or bonds satisfying the conditions set out in article 43 (4) of the law of 20 December
2002 concerning undertakings for collective investments.

The geographical scope of the cover assets is restricted to the member states of the EU, EEA and the
OECD. There is no further limit in place. It is also possible to hold the cover assets indirectly through a
third-party bank located in a member country of the EU, the EEA or the OECD.

The Lettres de Gage Mobiliéres are backed by movable assets, i.e. mortgage loans on ships, aircrafts,
trains or other classes of movable assets. In order to be cover pool eligible, the movable assets and the
charges on the property of those assets need to be registered in a public register within the European
Union (EU), the European Economic Area (EEA) or the OECD.

In addition, securitised assets are cover pool eligible if they comply with the eligibility criteria laid down
for the various types of Lettres de Gage. The amount of securitised assets that are not cover pool eligible
per se will be limited to 10% of the collateral pool. This can be achieved in two ways: One option would
be that at least 90% of the assets of each securitisation (vehicle) are cover pool eligible. The other op-
tion would be that at least 50% of the assets of each securitisation (vehicle) are cover pool eligible. In
that case, the percentage of securitisation assets shall not exceed 20% of the total collateral pool. The
issuer can choose one of the two options for each type of Lettre de Gage but cannot combine the two
options. Moreover, the securitisation tranches should have a minimum rating of Aa3 from Moody's or a
rating of AA- from S&P or Fitch. The law allows only true sale transactions and synthetic securitisations
are explicitly excluded.

Moreover, the amended law clarifies that any kind of obligations from public sector institutions including
public private partnerships (providing a controlling public sector stake; other public private partnership
structures are subject to the above mentioned 10% limit) are cover pool eligible.

There is no limitation on the volume and the types of derivatives used as long as they are employed as
hedging instruments.

The cover pools are dynamic. Assets can be included, excluded and exchanged as long as the require-
ments of the law are not breached.

There are no explicit transparency requirements regarding cover pools. However, there is common un-
derstanding among the five Lettre de Gage issuers that a broad range of information should be provided
on a voluntary basis in the interest of bond holders.



IV. VALUATION AND LTV CRITERIA

The property valuation methods are defined by a CSSF Circular 01/42 and are based on the mortgage
lending value of the property. A special auditor, who may not simultaneously hold the position of com-
pany auditor, has the responsibility of determining whether the property valuation has been undertaken
according to the valuation rules.

The LTV limit for residential property has been increased from 60% to 80% of the estimated realisation
value. The LTV ratio of 60% will remain in force for all other immovable and movable properties includ-
ing commercial real estate loans. The actual loan, however, can exceed the 60% limit (or 80% limit in
case of residential mortgages). In those cases, only the first 60% (80%, respectively) of the mortgage
lending value is eligible for the cover pool.

V. ASSET-LIABILITY MANAGEMENT

The new law has introduced a minimum overcollateralisation level of 2% on a nominal basis as well as
on a net present value basis. The Luxembourg regulator has the right to review and adjust these over-
collateralisation levels. Any mismatches in terms of currency or interest rate risk have to be hedged and
the respective hedge instruments have to be included in the collateral pool. In addition, there are the
requirements imposed by the rating agencies.

The special auditor has to ensure that there is always sufficient collateral in the pool. This has to be
certified by the special auditor when Lettres de Gage are be issued. Cover assets may only be removed
from the cover pool when the prior written consent of the special auditor has been received and provided
that the remaining cover assets are sufficient to guarantee the legally protected cover.

The calculation of the nominal value and of the net present value of the collateral pool as well of the
outstanding Lettres de Gage volume must be reported to the supervisory authority on a monthly basis.

Moreover, the law changes removed the current restriction of the outstanding volume of Lettres de Gage
to 60 times the issuer’s equity.

There is no obligation for the issuers to publish specific information referring to the collateral pool.
However, there is a voluntary practice by the Lettres de Gage issuers to publish specific cover pool data
on their respective internet pages.

VI. COVER POOL MONITOR AND BANKING SUPERVISION

The supervisory authority of covered bond issuers is the general banking regulator *"Commission de
Surveillance du Secteur Financier (CSSF)”. The CSSF has a specialised department which is responsible
for supervising the Lettres de Gage issuers. It is entitled to demand relevant reports and intercede if
liquidity problems have been identified at a bank. The Commission de Surveillance du Secteur Financier
(CSSF) is also responsible for the approval of the various types of covered bonds secured by movable
assets. Definitions, the details on which types of moveable assets qualify and other practical issues will
be clarified in a separate CSSF Circular.

For the independent control of the cover pool a special auditor which is recommended by the Lettres
de Gage issuer has to be approved by the supervisory authority. Only auditing firms which satisfy the
conditions set forth in the law of 2009 regarding réviseurs d’entreprises (independent auditors) can be
appointed as special auditors. The issuer communicates the names of the partners of these auditing
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firms who will fulfil the function to CSSF. The special auditor must have a suitable qualification and must
be able to call upon the experience and technical expertise of a recognized international auditing firm.

The special auditor is continuously responsible for monitoring the collateral pool and the outstanding
Lettres de Gage. He must ensure that there are sufficient assets in the collateral pool to service the ob-
ligations resulting from the outstanding Lettres de Gage up to the final maturity of the last outstanding
bond. He is obliged to inform the supervisory authority immediately should any of the prudential limits
be violated. The Lettres de Gage issuer is also obliged to immediately inform the supervisory authority
of the violation of any limits.

Rating agencies do not play any mandatory role in the monitoring process. The issuers comply with the
rating agencies’ requirements on a voluntary basis.

VII. HOW ARE SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED
BONDS REGULATED?

The cover registers for mortgage, public sector and moveable assets include all necessary data to identify
the assets and the derivatives included. As soon as an asset or derivative product is registered in the
official cover register it forms part of the collateral pool.

The cover register is managed by the issuer but regularly monitored by the special auditor. The special
auditor is obliged to inform the CSSF of any irregularities and provide an annual report.

Asset segregation

In the case that a Lettres de Gage issuer is declared bankrupt, the assets and derivatives in the collat-
eral pool are separated from the other assets and liabilities of the bank. The respective collateral pools
remain unchanged and are administered by the CSSF up to the final maturity of the last outstanding
Lettre de Gage. By law the derivative counterparties rank pari passu with the Lettres de Gage creditors.

Impact of insolvency proceedings on Lettres de Gage and derivatives

Lettres de Gage do not automatically become due when the issuing bank becomes insolvent. Interest
and principal are paid as per their original due dates. The same applies to derivatives registered in the
cover register which are part of the cover pool. The net present value of the derivatives after netting
ranks pari passu with the claims of the Lettres de Gage holders.

Preferential treatment of Covered Bond holders

Lettres de Gage holders benefit from a preferential treatment in case of an issuer insolvency. The regis-
tration of the cover assets in the cover register provides the Lettres de Gage holders with a preferential
right, above all other rights, preferences and priorities of any nature whatsoever, including those of the
Treasury. The general bankruptcy administrator has no direct access to the assets in the collateral pool.

If the assets in the collateral pool are insufficient to meet the demands of the Lettres de Gage creditors,
the bondholders may draw on the bankruptcy estate and the ordinary rules of collective liquidation will
apply, but restricted to the amount which has not been satisfied by the cover assets. In this case, the
Lettres de Gage holders participate in the general bankruptcy procedure and have an unsecured claim
against the issuer ranking pari passu with other senior unsecured investors.
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Access to liquidity in case of insolvency

The CSSF administers the cash flows resulting from the cover assets and according to the Article 12-8
(5) it can transfer the administration of the cover assets and the Lettres de Gage to another bank.

There is no explicit provision in the law regarding any voluntary overcollateralisation. However, Article
12-8 (5) stipulates that assets remaining after the creditors enjoying the preferential rights have been
paid off in full, those assets shall be transferred to the general pool of assets comprised in the liquidation
of the bank. From this regulation the conclusion can be drawn that the voluntary overcollateralisation
is only available to the non-privileged creditors when the claims of the last outstanding Lettre de Gage
holders have been satisfied.

VIII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

The Luxembourg Covered Bond legislation fulfils the criteria of Art. 22 (4) of the UCITS Directive (Council
Directive of 20 December 1985 on the coordination of laws, regulations and administrative provisions
relating to undertakings for collective investment in transferable securities (UCITS)) and Lettres de
Gage enjoy therefore a 10% risk weighting under Basel I rules in Europe. Derivatives included in the
cover pool are currently 0-20% risk-weighted according to the risk weighting of the counterparties. In
its current format, the Lettres de Gage legislation does not fulfil the requirements set out in Annex VI,
Part 1, Article 68 a) to f) of Directive 2006/48/EC of the European Parliament and of the Council of 14
June 2006 relating to the taking up and pursuit of the business of credit institutions (recast), the Capital
Requirements Directive (CRD). The recent amendments of the Luxembourg covered bond legislation did
not make the Lettres de Gage legislation CRD-compliant. However, it should be possible for issuers to
make their outstanding Lettres de Gage ‘CRD compliant’ by limiting their cover pool exposure.

Lettres de Gage are principally eligible for repo transactions with the European central bank. But this
applies only to Lettres de Gage issued in Euro and in New Global Note format for Euro-System eligibility.
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Issuers: There are five issuers in Luxembourg: Dexia LdG Banque S.A., Erste Europédische Pfandbrief- und Kommunalkreditbank AG in Luxemburg
S.A., EUROHYPO Europaische Hypothekenbank S.A., Hypo Pfandbrief Bank International S.A. and Nord/LB Covered Finance Bank S.A.
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3.15 THE NETHERLANDS

By Daniélle Boerendans of ABN AMRO Bank N.V.
Rezah Stegeman of Clifford Chance LLP
and Kees Westermann of Linklaters LLP

I. FRAMEWORK

The Dutch regulation for covered bonds (the “Regulation”) came into force in the Netherlands on 1
July 2008. The Regulation aims to:

> provide Dutch issuers with a level playing field with other issuers of covered bonds within the Eu-
ropean Union;

> facilitate a market in safe instruments in accordance with the applicable European directives; and
> impose solid conditions to protect covered bondholder interests.

The Regulation embraces a segregated structure, that is a structure where the cover assets are segre-
gated from the issuer and owned by a covered bond company (the "CBC"”). Under the Regulation, asset
segregation takes place on the basis of the Dutch Civil and Bankruptcy Codes. The applicable statutory
provisions are relatively creditor-friendly and have enabled the Dutch legislator to take a time-efficient
and principles-based approach without having to amend the Dutch Civil or Bankruptcy Code.

The Regulation is not a separate instrument but a collection of rules forming part of the following two
layers of secondary legislation implementing the Dutch Financial Supervision Act (Wet op het financieel
toezicht; the "FSA”):

> the FSA Prudential Rules Decree (Besluit prudentieel toezicht Wft); and
> the FSA Implementing Regulation (Uitvoeringsregeling Wft).

There is however a third Dutch regulation which contains specific covered bond provisions, being the
Regulation on Solvency Requirements for Credit Risk FSA (Regeling solvabiliteitseisen voor het kredi-
etrisico Wft; the “Solvency Requirements FSA”). An important distinction to bear in mind is that the
Regulation focuses on issuance of covered bonds by Dutch banks out of The Netherlands (which is what
this chapter is about), whereas the relevant Solvency Requirements FSA focus on investment by Dutch
banks (and investment firms) in covered bonds issued out of any country that is a party to the European
Economic Area. The relevant Solvency Requirements FSA are a number of years older than the Regulation
and stipulate the regulatory beneficial treatment for investments in covered bonds that are backed by
CRD-compliant assets. CRD-compliant assets are basically assets that meet the requirements of item 68
of Annex VI to the Banking Consolidation Directive (2006/48/EC; the "BCD"), which together with the
Capital Adequacy Directive (2006/49/EC) constitutes the Capital Requirements Directive (the "CRD").

I1I. STRUCTURE OF THE ISSUER

Under the Regulation the issuer needs to be a bank (that is a credit institution as meant in article 4(1)
(a) BCD) that is licensed by the Dutch Central Bank (De Nederlandsche Bank N.V.; “DNB”). General
banking supervision by DNB on the solvency, liquidity, business operations et cetera of the issuer falls
outside the scope of this chapter.
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The covered bonds are guaranteed by the CBC owning the cover assets, thus creating dual recourse for
the covered bondholders. The CBC is a special purpose vehicle set up as a bankruptcy-remote, orphan
entity, as follows. It is a private company with limited liability (besloten vennootschap met beperkte
aansprakelijkheid) wholly owned by a foundation (stichting), with independent directors provided by
a corporate services provider and no employees. It has a limited corporate objects clause, so that any
third party dealing with the CBC will be able to see that it is dealing with a special purpose vehicle. Non-
petition and limited recourse wording is agreed with all transaction parties that are creditors of the CBC
under the transaction documents. Any remaining third party creditors not signing up to such non-petition
and limited recourse provisions are listed high in the relevant priority of payments, so as to procure
they are timely paid. An insolvency of the issuer does in itself not result in an insolvency of the CBC.

The cover assets are owned by the CBC, but from an accounting perspective the assets remain on the
consolidated balance sheet of the issuer, which continues to carry the credit risk of the cover assets.
The CBC pledges the cover assets to a security trustee, which is a foundation especially established to
act as a security trustee in relation to the relevant covered bonds. The security trustee receives the
rights of pledge in its own name, but acts in the interest of the covered bondholders and certain other
transaction parties that are creditors of the CBC.

III. COVER ASSETS

To date all Dutch covered bond programmes (i.e. ABN AMRO, Achmea, ING, NIBC and SNS) are backed
by residential mortgage loans. In addition they allow for inclusion of substitution assets, meaning euro-
denominated:

> cash; or

> subject to minimum rating and maximum percentage requirements (this differs per programme),
other assets eligible under the CRD to collateralise covered bonds.

All programmes allow for inclusion of non-Dutch residential mortgage loans, subject to certain restric-
tions. In practice all cover pools consist of Dutch residential mortgage loans and, in one programme,
German residential mortgage loans.

Although the Solvency Requirements FSA contain detailed provisions on cover assets as prescribed by
the CRD, the Regulation only lists the general requirements of article 22(4) of the Undertakings for Col-
lective Investment in Transferable Securities Directive (85/11/EC; "UCITS"”). The Regulation therefore
regards CRD-compliance as an option, and not as a requirement. It allows issuers of (and thus inves-
tors in) Dutch covered bonds the flexibility to choose whether they wish to issue (or invest in) covered
bonds which are either:

> UCITS-compliant; or
> both UCITS- and CRD-compliant.

The ABN AMRO, ING, NIBC and SNS covered bond programmes are designed to be both UCITS- and
CRD-compliant. The Achmea covered bond programme is designed to be both UCITS- and CRD-compliant
in all respects but one: it applies a 125% rather than an 80% LTV Cut-Off Percentage. This will be ex-
plained in more detail in paragraph IV below.

UCITS- and CRD-compliance of Dutch covered bonds can only be achieved if the relevant covered bonds
are registered by DNB under the Regulation. The DNB register indicates whether the relevant covered
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bonds are CRD-compliant. All covered bonds registered by DNB are in principle UCITS-compliant. The
requirements for, and status of, registration of Dutch covered bond programmes will be set out in para-
graph VI below.

IV. VALUATION AND LTV CRITERIA

The above feature of CRD-compliance as an option, should be seen against the background that the
CRD prescribes that covered bonds may be backed by residential mortgage loans only up to the lesser
of (a) the principal amount of the relevant mortgage right and (b) 80% of the value of the underlying
mortgaged property. However, relevant Dutch residential mortgage loans may in practice have a loan-
to-value (“LTV"”) ratio of up to 125%. To date all Dutch covered bond programmes take a two-step
approach towards LTV-ratio’s of Dutch residential mortgage loans, as follows:

> the loan is only eligible as cover asset if its principal amount did not exceed 125% (subject to some
exceptions in some programmes; the “Eligibility Percentage”) of the value of the mortgaged
property at origination; and

> once a loan forms part of the cover assets, the maximum value attributed to it in valuing the cover
assets is a certain percentage (this differs per programme; the "LTV Cut-Off Percentage”) of
the value of the underlying mortgaged property at such time. For example, if (a) the relevant LTV
Cut-Off Percentage is 80% and (b) a residential mortgage loan has a principal amount of 110 and
is backed by mortgaged property with a value of 100, then such loan would be valued at no more
than 80 in the asset cover test determining the value of the cover assets. The 30 excess value of
the loan would serve as extra credit enhancement in Dutch covered bond programmes. That would
not be the case in integrated covered bond structures used in other countries applying prescriptive
(that is rule-based rather than principles-based) regulations.

The LTV Cut-Off Percentage applied to Dutch residential mortgage loans is:

> 80% in Dutch covered bond programmes which are designed to be backed by CRD-compliant cover
assets (i.e. ABN AMRO, ING, NIBC and SNS);

> 125% in Dutch covered bond programmes which are not designed to be backed by CRD-compliant
cover assets (i.e. Achmea); and

> notwithstanding the percentages mentioned in the previous two paragraphs, 100% or a differ-
ent percentage for residential mortgage loans that have the benefit of a Dutch National Mortgage
Guarantee (Nationale Hypotheek Garantie).

The CRD does not (nor does the Regulation) prescribe which value of the underlying mortgaged property
should be taken into account when calculating the LTV-ratio: the foreclosure value or the market value.
To date under the Dutch covered bond programmes:

> the Eligibility Percentage is applied to the foreclosure value at origination; and

> the LTV Cut-Off Percentage is applied to the market value of the mortgaged property at the rel-
evant time. The market value is in turn calculated at 85-90% (this differs per programme) of the
applicable foreclosure value at origination, subject to indexation. As to indexation, (a) if prices go
up, the property value is increased by 85-100% (this differs per programme) of the increase and
(b) if prices go down, the value is reduced by 100% of the decrease.
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V. ASSET - LIABILITY MANAGEMENT

Under all current Dutch covered bond programmes a total return swap is entered into at inception of
the programme in relation to the cover assets. The total return swap basically swaps the different types
of interest to be received on the cover assets to 1 month’s EURIBOR. In addition, an interest rate swap
or structured swap is entered into each time a series of covered bonds is issued. The interest rate/
structured swap basically swaps 1 month’s EURIBOR/euro’s to the interest rate/currency payable under
the relevant series of covered bonds.

All Dutch covered bond programmes require the issuer to establish a reserve fund equal to 1 month’s
interest payments on the covered bonds plus certain costs and expenses for 1 month if the issuer’s short
term rating is or falls below P-1/F1/A-1 or A-1+ (this differs per programme).

To mitigate liquidity risk on principal payments all Dutch covered bond programmes use either:

> a pre-maturity test which is taken on each business day during the following number of months
preceding the maturity of the relevant covered bonds:

(a) in the case of S&P, 6 or 12 months; or
(b) in the case of Moody’s and Fitch, 12 months.

The pre-maturity test is failed if on the relevant test date the issuer’s short term rating is or falls
below P-1/F1+/A-1+. A breach of the pre-maturity test requires (a) the issuer to cash-collateralise
hard bullet maturities or (b) the CBC to procure alternative remedies such as a guarantee of the
issuer’s obligations, a liquidity facility and/or a sale or refinancing of cover assets; or

> a one-year maturity extension. The possible extension applies only to the CBC and only to any final
redemption amount payable by the CBC in relation to a series of covered bonds under the guarantee.

For all Dutch covered bond programmes a minimum level over-collateralisation is required, which is
measured by applying an asset cover test with asset percentages ranging from approximately 70 to 80%.

VI. COVER POOL MONITOR AND BANKING SUPERVISION

Under all Dutch covered bond programmes the issuer is obliged to frequently send out investor reports
that contain detailed information about, among other things, the cover assets and the performance of a
monthly asset cover test. The accuracy of the asset cover test calculation is required to be tested at least
annually by an independent auditor. Each year the CBC is required to produce audited financial statements.

When reviewing a Dutch covered bond programme submitted to it for registration under the Regulation,
DNB requires:

> a valid safeguarding of sufficient cover assets for the covered bondholders. The assets must be
validly transferred by the issuer to the CBC and pledged by the CBC to the security trustee;

> the covered bonds to have a credit rating of at least AA-/Aa3;

> a healthy ratio between the programme/issuance amount on the one hand and on the other hand
(a) the value of the cover assets, (b) the value of the remaining assets of the issuer eligible for ad-
dition to the cover assets and (c) the consolidated balance sheet of the issuer (the latter to protect
other stakeholders); and
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> the issuer to have solid and effective strategies and procedures for verifying and procuring the
sufficiency of the cover assets, taking into account the composition of the cover assets, the over-
collateralisation and the applicable risks and stress tests.

To date the ABN AMRO, ING, NIBC and SNS covered bond programmes have been registered by DNB.
The register is available on-line and can be found at http://www.dnb.nl/openboek/extern/id/en/go/41-
194648.html (click on: Search in in the Register).

Once a Dutch covered bond programme is registered by DNB, the issuer will have ongoing administration
and reporting obligations towards DNB. If the covered bonds no longer meet the requirements set by the
Regulation or if the issuer no longer complies with its ongoing administration and reporting obligations
towards DNB, there are likely to be short communication lines between the issuer and DNB. If it comes
to sanctions, it may be that an issuance-stop is imposed on the issuer, which may be disclosed by DNB
in its register. DNB is entitled to ultimately strike the registration of a covered bond. In practice it is not
very likely that DNB would ever exercise its deregistration authority. Apart from verbal assurance this
is confirmed by the explanatory notes to the Regulation, which in short state:

> that deregistration will only occur (a) after due consideration of the interests of the issuer and the
covered bondholders and (b) in the exceptional circumstance that DNB’s supervision is no longer
in the interest of the issuer and no longer grants protection to covered bondholders; and

> that the interests of the issuer and the covered bondholders include that the registration and su-
pervision be maintained.

VII. HOW ARE SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED
BONDS REGULATED?

The regulations enabling the segregation of the cover assets and bankruptcy-remoteness of the CBC are
set out in the Dutch Civil and Bankruptcy Codes.

VIII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

As explained above, Dutch covered bonds registered by DNB under the Regulation are registered either
as UCITS-compliant or as UCITS- and CRD-compliant. Dutch covered bonds which are not registered
under the Regulation are neither UCITS- nor CRD-compliant.

It differs per type of investor whether investing in a certain category of covered bonds provides regula-
tory special treatment. For ease of reference such regulatory treatment is set out in more detail below,
focusing on Dutch covered bonds registered under the Regulation:

Dutch covered bond category UCITS -compliant UCITS- and CRD-compliant

Type of investor

UCITS and insurers Higher investment limits | Higher investment limits

Banks and invest- Standardised Approach None - Higher investment limits

ment firms using: - Lower risk weighting
Foundation Internal Ratings | None - Higher investment limits
Based (IRB) Approach - Lower loss given default value
Advanced IRB Approach None Higher investment limits
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A further regulatory special treatment which is not reflected in the above diagram, is available to CRD-
compliant Dutch covered bonds in the context of banks and investment firms entering into repurchase
transactions (repo’s) with the Dutch covered bond issuing banks. If the issuing Dutch bank posts its
own CRD-compliant covered bonds as collateral under the repo, then such covered bonds qualify as
financial collateral under the Solvency Requirements FSA for the purpose of mitigating the credit risk
of the bank/investment firm on the issuing Dutch bank as its repo counterparty if such covered bonds
are CRD-compliant.

Finally, if Dutch covered bonds are UCITS-compliant, they receive special treatment from the European
Central Bank ("ECB") in determining their eligibility for monetary policy operations (such as the marginal
lending facility to obtain overnight liquidity from national central banks), including:

> they are eligible even where the posting bank is the issuer (or has ‘close links” with the issuer or
guarantor) of the covered bonds. This means for example that a Dutch bank wishing to borrow from
DNB may use its own UCITS-compliant covered bonds as collateral (informal assurance suggests
that CRD-compliance is currently not required and that ‘own’ general-law-based covered bonds will
not be accepted);

> they need not be admitted to trading on a regulated market (as defined in the Markets in financial
Instruments Directive; MIFID); and

> unlike other asset-backed securities:

(@) they are not eligible for an exemption from the general rule that debt instruments must have
a fixed, unconditional principal amount;

(b) they may be backed by credit-linked notes or similar claims resulting from the transfer of
credit risk by means of credit derivatives; and

(c) they are exempt from certain true sale requirements. In addition, they are exempt from
certain credit quality thresholds. However, these exemptions are of lesser relevance for Dutch
UCITS-compliant covered bonds because the Regulation requires a segregated structure as
well as a credit rating of at least AA-/Aa3.
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Issuers: There are five issuers in the Netherlands: ABN AMRO Bank N.V., Achmea Hypotheekbank N.V., ING Bank N.V., NIBC Bank N.V. and SNS

Bank N.V.. Except for Achmea all issuers are registered at DNB.
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3.16 NORWAY
By Bernd Volk, Deutsche Bank

I. FRAMEWORK

The Norwegian covered bond legislation was adopted in June 2007. It was written in close dialogue
between the authorities, the financial sector and rating agencies. Thus it is a modern and up to date
legislation that provides investors with protection from the cover pool.

The legislation on covered bonds permits only specialised credit institutions to raise loans by issuing
covered bonds. These institutions are licensed credit institutions, supervised by The Financial Supervi-
sory Authority of Norway - Finanstilsynet and are subject to the ordinary Norwegian regulation of credit
institutions which is in line with the corresponding EU rules.

Already, in Dec 2002 the Norwegian legal framework for covered bonds was established by amendments
to the Law on the Financing Business. However, the necessary secondary legislation was only established
in 2007. The specialist banking principle, allowing only specialised institutions restricted in their business
to issue covered bonds, applies in Norway. These specialized credit institutions, so called Kredittforetak,
are limited to origination/holding of eligible assets and refinancing these assets by issuing Norwegian
covered bonds. These institutions are licensed credit institutions, supervised by the Financial Supervisory
Authority (Kredittilsynet) of Norway, in accordance with European banking legislation. A commercial
bank or a savings bank cannot be allowed to issue such bonds in its own name, but has to establish a
mortgage institution as a wholly owned subsidiary.

The subsidiary can also be jointly owned by banks (Sparebankl and Terra). Existing mortgage institu-
tions have to restrict the scope of their business in order to comply with the law. The term ‘covered
bonds’ (Obligasjoner met fortrinnsrett) or literally ‘bonds with preferential claim’ is protected by law.
In line with the UCITS 22(4) requirements, the issuer will be subject to specific public supervision.
Issuers have to inform the regulator Kredittilsynet no later than 30 days before the first issue. The
regulator may refuse the mortgage credit institution the right to issue covered bonds due to credit
quality reasons.

I1. COVER ASSETS

Similar to the French and Swedish legal framework for covered bonds, mixed pools of public sector and
mortgage assets are allowed.

Eligibility Criteria

The cover pool may only consist of the following assets:

> loans secured on residential property, on a document of proprietary lease of a housing unit or on a
certificate showing that the lessee owns a share in the housing cooperative that owns the housing
structure of which the unit forms part (residential mortgages), loans secured on other real estate
(commercial mortgages);

> loans secured on other registered assets;
> loans to municipalities and loans guaranteed by the State, a municipality or corresponding public;

> body in other states (public sector loans);




> assets in the form of derivative contracts which meet further requirements set in regulations; and

> assets which constitute substitute collateral under the Norwegian law.

Mortgage lending

Eligible mortgage assets are: Loans secured on residential property, on a document of proprietary lease
of a housing unit or on a certificate showing that the lessee owns a share in the housing cooperative
that owns the housing structure of which the unit forms part (residential mortgages) loans secured on
other real estate (commercial mortgages) and on other registered assets. Residential mortgage loans
qualifying for the cover pool may be secured on property to a maximum LTV of 75%, commercial loans
with 60%. Lending activity is restricted to EEA and the OECD in case of mortgage loans. Loans with a
higher LTV are allowed in the cover pool, however only accounted for up to the specified LTV limit. The
Norwegian law does not require non-performing loans to be removed from the cover pool. However, only
performing loans are accounted for i