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Covered bonds continue to play a central role in the funding strategids 9 dzNR2 LISty | yA 2y
credit institutions and are in additon becoming increasingly used algside the EU They
remainakey longterm funding tool of the EU economy and have confirmed their posidisma

reasonably resilient source of financing imes of distressmost recently during the financial

crisis Until now, the framework has relied omrinciplebased EU regulation focusing on core
elements of the covered bond regulatory treatmenthereasthe actual implementation has

been left atnational level resultingin different national approaches as regards key technical

issues With the objectiveof strengthenng the EU covered bond regulatiom 2014 the EBA

identified a series of best practice recommendations to cover areas not redléetcommon EU

legislation.

The present EBA report on covered bormslds on the previous work and provides additional
recommendations on how to further harmonise the natioieEdmeworls. This is done in the
context of overall assessment the functioring of national covered bond frameworks under the
EBA) &est practices from 2014as requested under theecommendation of the European
Systemic Risk Board (E$&Bfunding of credit institutions.

In response to the ESRB recommendation, the EBA hastakelera comprehensive analysis of

regulatory developments in covered bond frameworks in individual Member States, avith

particular focus on the level of alignment with the EB@est practicesThe results of thsanalysis

are presented in Chaptdr of ths report. Thisis complemented byan assessment of the latest

market trends as well agegulatory developments that have taken placetla European level,

which is presented in Chapt@rof the report. Building on the results of this study, the report

presents in Chapte, a comprehensive LINR LJ2 & | f FRINS LI | WIIRRE HKQ
harmonisation of covered bond frameworks in the EU.

Developments in national covered bond frameworks #raimplementation of the EBRlgest
practices

The analysis of nanal regulatory covered bond frameworks in the EU, based on self
assessments by competent authorities and covering 22 Member Sfatgading the ones with
the most active covered bond markgthas revealed that the ERPMBest practices have been
implemented divergently across the EWhile the level of alignment is relatively hidgar the
majority of best practicegwith more than halfof the jurisdictions assessed as fully aligned with
these best practics), inthe case of five best practicethe levd of adherence is low (with less
than halfof thejurisdictions fully adhered to theebest practices).

Furthermore, the analysis has confirmed an existing diversity of legal, regulatory and supervisory
covered bond frameworks across the EU. It has atésmimbserved that onl§Ojurisdictions have

undertaken action since the publication of tt#914 EBA report to amend their covered bond
frameworks, while- pending the results of theEuropean/ 2 YYA 88N BB QF 2YYA & aA2
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ongoing review of the coveredond framework¢ majority of the responding jurisdictiond.2)
have either not implemented any changes to their frameworks or the action has been put on
hold.

The EBR Eeview indicates a strong adherence across Euaspeovered bonds systenis the
core structural pillars of covered bonds related to dual recourse, segregation of assets the
guarantee of the coverage principlas well as structural features of the bankruptcy remoteness
of covered bonds.

On the other hand, the analysis demonstrathe existence of significant differences between the
individual Member Statesparticulaty in special public supervision frameworks, as welliras
terms ofimplementation ofaliquidity buffer to address liquidity risks associated with the covered
bond programme, composition of the cover pool, stress tesfioithe calculation of the coverage
requirement, and transparency vesvis covered bond investors.

In particular, the analysis of frameworks for special public supervision cadiffarences acres

the EU in the content and level of deteélgardingthe rules on special public supervision, scope of
duties andthe powers of supervisory authorities regarding ongoing supervision of covered bond
issuers and programmes, as well #® rules on approvaland licensing of covered bond
programmes. Furthermore, the EBA notes that the divergences extend beyond the regulatory
frameworks and are also observed in actual supervisory practices of individual competent
authorities in theexecutionof special publisupervision.

Latest market trends and regulatory developments in relation to covered bonds

Overall, the observed market and regulatory developments confirm the traditional positive
approach of both regulators and market participants towards covered bohde existing EU
banking prudential regulatianparticulaty in the area of liquidity and resolutianremains
covered bondtriendly. Furthermore, regulatory and market developments seem to be particulary
intertwined in the case of covered bonds, with the dynics of covered bond marke¢specially
affected by continued extraordinary monetary policy measures inetin® area. The analysis in
the report focuses on the following key trends observed since the publication oRQhd EBA
report:

1 Dynamics in issuae and outstanding volume of covered bonds, showing increasing issuance
of covered bonds both in the EU and wordwide and the expansiotheofcovered bond
market outside the EU, including first issuances by Asian countries in 2015 and confirming the
trend of globalisation of the covered bond market;

1 Changes in the composition of the covered bond investor base, with central banks
substantially expanding their share as a consequencehef9 dzNEP & & ébveBdvbond
purchaseprogramme 3 CBPP3)and banks miataining their position as the largest covered
bond investorgreflecting favairable regulatory treatmentin the B{J
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1 Continuation of a trend observed in the last decadamincreasing use of mortgages as cover
pool collateral, conversely coinciding tivithe declining volume of public sector loans and
other asset classes in the cover pools;

f Spedial treatment of covered bonds A 0 A y (i K £BPB,dzNigh Zeprésénss heriost
important factor of the covered bond primarsupply and of the increased share of central
olyl1aQ Ay@SaiysSyl(an thh FUigOdnZoSviiEgetati® (RORRanework,
which allowsthe inclusion of covered bonds the liquidity buffer andis a crucial driver for
bank<Linvestments in covered bonds;iifi in the EUbanking recovery andresolution
framework, which exempts covered bonds from the scope of theilpaistrument;

1 Developments in relation to rating agencies, mainly (i) changes in their rating methodologies
due to exemption of covered bondsom the baitin tool and improvement in sovereign
ratings and related country ceilings of covered bond ratings in peripheral Ewdpeh is
reflected in upgrades of covered bond ratings aimcturn, in the extension ofthe eligibility of
covered bondsinder the LCRand (ii) new rating agencies entering the market for ratiofgs
covered bonds;

1 Innovation and changes in covered bond structures, which have leghdtdrom traditional
WK NR o0dA f SGQ O2 @vBobkd iaturily 2cshRot ke feditied fodzB @an
AYONBIFaSR dzaS 27F Wa 2 Fiik NpddiPIRea afs fot cyvRredWB@dsy RA (i A 2
allowingan extension of maturity to lyearusuallyfor soft bullet structures or to more than
30years forCPTtructures;

1 Increase in transparencfor the covered bond market through several market initiatives,
particulaty the development of the Harmonised Transparency Templ@#d T)by the
European Covered Bond Courf&CBC)

The report also provides an overview of retigrfinalised, ongoing and upcoming regulatory

initiatives that are expected to have implications for covered bonds in the near future. They

include the regulatory technical standard®TS)on risk mitigation techniques foroverthe-

counter OTQ derivative contracts not cleared by a central counterpa(@CP)the implementing

technical standard¢§ITS)on mapping ofSEGSNY I f ONBRA G ladasadSyd Ao
FaaSaaySydaz YR GKS /2YYAaaArz2yQa Llkeicdi® O2Yy a«
made to the EBA recommendation on the needdbolistic review of the regulatory framework,

which also has direct relevance for covered bonds.

TheEBA recommendations on a threstep approach téhe harmonisation of covered bond
frameworks irthe EU

Building on the conclusions of the EBAnalysiswhich confirmed existing diversity in national
covered bond frameworks, significant market and regulatory developments with direct impact on
covered bonds, anthe overall importance of coveredonds forthe funding of the EU econonjy

the EBA has developed a threp approach to the harmonisation of covered bond frameworks
inthe EU and presents a fuflgdged proposal athisframeworkin this report
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The framework builds on the strengths thfe existing national frameworks, whjlat the same

time, allowing better protecion for the covered bond product by ensuring more consisteincy

terms ofdefinition and regulatory treatment of covered bosioh the EU. Thisrameworkaims to

ensure thatonly those financial instruments that comply with the harmonised structural, credit

NAal FYyR LINUzZRSYyGALFf &adlFyRFENRaA OFly o©6S o0N}YyRSR
regulatory treatment and preferential risk weights, as offered in the current Eldntial

regulation.

Importantly, the proposal seeks to provide a balanced and pragmatic solution to harmonisation
that meets harmonised prudential objectives whijlat the same timebuilding on existing wel
functioning national covered bond markets, k&eg flexibility and specificities of national
covered bond frameworks and leag room for varying national implementati@n(where
appropriate).

Stepl ¢ EU Covered Bonds Directive

The EBA recommends develnp a new covered bond framework applicable across different

financial sectors and based on the minimum harmonisation principle, the objective of which
aK2dd R 0SS (2 RSTAYS (KS WO20SNBR 02YRQ & |y &
to harmonse minimum quality standards of covered bonds across the EU.

The covered bond framework should replace the existing prindpked provisions on covered
bonds in the UCITS Directiwéth a detailed set of requirements applicable to all covered bonds
across the EU and covering a wide range of areas necessary for underpinning the quality of the
product, including requirementfor: (i) the dual recourse ad covered bond, segregation of cover
assets and bankruptcy remotenessatovered bond; (iithe coverage principle, liquidity risk
mitigation and cover pool derivatives; (iid system of special public supervision and
administration, as well as (iv) transparency and disclosure.

The covered bond framework should also provide a single and consistentgdamference for
prudential regulation purposes: all EU regulations that set out specific treatments for covered
bonds, such as in relation to liquidity and bai] should make reference to the covered bond
instrument as defined in the covered bond framork.

Furthermore, the covered bond framework should specify additional conditions for the soft bullet
and conditional pass througbtructures,that would need to met in order to allowuchcovered
bondstructures qualify as covered bonds

Stepll ¢ Amendments tathe CRR

The EBA recommends enhargthe conditions for preferentiatisk weight treatmen2 ¥ o0 I y 1 a Q
investments in covered bonds, currently specified inidatl29 of the CRR. All covered bonds

across the EU that seek preferential risk weigltitment would thus need to comply with the
requirements specified in the covered bond framework, as well as with the strengthened
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conditions in the CRR. Apart from these changes, the EBA does not suggest amendments to other
coveredbondrelated provisios of the CRR.

Besides the existing conditions on the eligibility of cover aggédisch should be reassesseahd
the loanto-value(LTYV limits for mortgage cover pooksvhich shouldbe amended tcspecify the
type of the LTV limitsladditional conditions should be introduced in the CRR distdblishlimits

on substitution assets angkquirement onovercollateralisation. Existing disclosure requirements
for the covered bond issuer should become a standard requirement for all covemeds (i.e.
should be treated in the covered bond framewori&ap|).

With regardto cover assets, in line with the concusions from the 2&BWAreport, the EBA
recommends that the scope of the cover assets should not be widened. Furthermore, the EBA
considers that loans temalt and mediumsized enterprisesSME} infrastructure loans and
loans toadditional nonpublic debtors should not be considered as eligible cover assets for
preferential treatment, and further impact analysis should be conddaia the eligibility of ship

loans as eligible cover assets.

Steplll¢ Voluntary convergence

The EBA recommends that some specific areas of the covered bond business are subject to
voluntary convergence, taking into account that their harmonisation dgio a legally binding
instrument is less relevant from the perspective of the overall robustness of covered bond
frameworks and/or could potentially have an unintended disruptive effect on twod
functioning of national markets.

Irrespective of the typeof instrument that would be chosen to achieve such voluntary
convergence, the EBA recommerttist the areas covered relate tacomposition of the cover
pools, requirementsfor cover pools with underying assébbligors located in jurisdictions
outside theEuropean Economic AréBEA, LTV measurement and frequency of revaluation, and
stress testing by the covered bond issu@n a longetterm, also greater harmonisation could be
pursued in these areas, but at the curtestage, these issues are assessed to be secorfolaitye
soundnessf the covered bond product.

10
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Recommendation X Threestep approach tathe harmonisation
of covered bond frameworks in the EU

The EBA recommends a thrstep approach to the harmonisation of covered bond framewc
in the EW i.e. it recommends strengthemg the currently applicable regulatory rules in relatic
to covered bond and harmonisg the practices observed in various areasttid covered bond
business within one of the following three steps:

1 Within Stepit i.e. in the newly developed covered bond framework, which would ain
provide a definition of the covered bondrgduct as an instrument recognised by the |
financial regulation (implementation via directive is recommendedl) covered bonds
seeking regulatory recognition would need to comply with the requirements specified in
I;

1  Within Steplit i.e. through airgeted amendments to the CRR provisions on covered hc
which would aim to enhance conditions for the access to preferential risk weight treat
of covered bondsAll covered bonds seeking preferential risk weight treatment would n
to comply with he requirements specified in the Step | as well asin Step Il;

1 Within Stepllt i.e. through norbinding instruments with a view of stimulating volunta
convergence between national frameworks in specific areas (taking into account that
compliance wih the recommendations in this area would not have impact on the eligit
of the covered bonds for preferential regulatory and risk weight treatment).

Recommendation Z; Development of a covered bondirective

The EBA recommends the development of a new covered daedtive, the objective of which
would be to define the covered bond as an instrument recognised by EU financial regulatio
covered bond framework should specify the core elements of the cavieand mechanism and
set of harmonised minimum quality standards of regulated covered bonds. It should replica
further specify the aspects currently regulatbgthe UCITS Directiv@hichin substancalefines
the covered bond produt as well asnclude a number of additional elemenfsredominantly
structural in nature and not covered by the UCITS Diregtiveat are considered relevant fc
underpinning the quality standards of the product.

The covered bond framework would provide a single, tesi and sufficiently detailed point ¢
reference for prudential regulation purposeall other EU regulations that set out speci

11
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treatments for covered bondshould make reference to the covered bond instrument as defi
in the covered bond framework.

The covered bond framework should be applicable across different financial sectors and be
on the minimum harmonisation principle. It should replace a# txistingprovisionsrelated to
covered bondin the UCITS Directive (in &ie52(4)).

The areas covered by the covered bond framework should include the following structural ¢
requirements:

1 Requirements on the dual recourse afcovered bond, seggation of cover assets an
bankruptcy remoteness of the covered bond;

1 Requirements on the coverage principle, liquidity risk mitigation and cover pool derivativ

1 Requirements omsystem of special public supervision and administration related to eov
bonds, including requirementfor a cover pool monitor, supervision of the issuer on
ongoing basis, supervision in the event d¢ie A a A dz2SNDRa Ayazft @
administration of the covered bond programme ptistA 4 8 dzZSNRa A ydn2f g

1 Transparency requirementsi.e.scope, format and frequency of disclosure.

With regard to coverd bonds involving soft bullet anaonditional pass through QPT
amortisation $ructures, the EBA recommends thegealify as covered bondsis long aghey
comply withsome additionalrequrements Under theserequirements the maturity extension
may not be effected at the discretion of the issyand may only be effected subject specific
triggers/conditions.

Apart from the requirement on dual recowgscoverage principle and disclosure requireme
(which represent extensiaof existing regulatory requirements ithe UCITirective or the
CRR), all the above areas represent new rules currently not covered by EU legislation.

Recommendation I Introduction of amendments to CRR

The EBA recommends amengand enhanimgthe conditions for the access of covered bonds
preferentialrisk weight treatments specified in Artle 129 of the CRR, as follows:

1 Additional (new) conditions for prefereati risk weight treatmentshould be introduced,
setting out (i)limits on substitution assets, and (ii) minimusffective overcollateralisation a
the covered bond level

9 Existing provisions on LTV limits for cover assets collateralised by physical pr@gerfor
mortgage cover pools) should be amended so as to specify the type of the limits (whi

! Such as inclusion of covered bonds in the LCR liquidity re quirements, exclusion of covered bonds fromirthe bail
underthe BRRD, exemption of the cover pool derivatives fronmibegin requirementsinder RTS on OTC derivatives
notcleared by a CCP

12
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current levels of the LTV limits should be maintained);

i Existing provisions on disclosure requirements for the covered bond issuer shou
enhanced ad shifted to the covered bond framework (i.e.$ep |) and should thus becom
a standard requirement for all regulated covered bonds rather than a specific conditic
those covered bonds seeking preferential risk weights;

i Existing provisions on theligibility of cover assets should be reassessed. In line with
conclusions from the 201EBAreport, the EBA recommends that the scope of cover as
should not be widened. Furthermore, the EBA considers that loans to SiMiEstructure
loans and loans to additional non-public debtors should not be considered eligible co
assets for preferential treatment, and further impact analysis should be conducteitheoi
eligibility of ship loans as eligible cover assets.

All in all, the EBA recommends that the criteria for preferential risk weight treatment st
include the following fourelements (i) requirements on eligible cover assets; liiits on
substitution assets; (iii) LTV limits for mortgage cover pools] @) minimum effective
overcollateralisation at the covered bond level. Apart fritose mentionecabove, the EBA doe
not suggest amendments to other coverdond-related provisions of the CRR.

Recommendation 4 Voluntary convergence of national coverec
bond frameworks

The EBA recommends that some specific areas are subject to voluntary convergence, tak
account that their harmonisation through a legally binding instrument is considered less m:
from the perspective of the overall robustness of the covered bond frameworks and/or ¢
potentially have an unintended disruptive effect on theodfunctioning of national markets.

These areas relate to: (i) composition of cover pools; (i) requirementgaver pools with

underlying assetsbligors located in jurisdictions outside the EEA; (i) LTV measurement
frequency of revaluation; and (iv) stress testing by the covered bond issuer.

13
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On 1July 2014, the EBA issuetReport on Eltoveredbond frameworksand capital treatmentQ

(2014 EBAreport),® whicht in line with the mandate given to the EBA in the ESRB
recommendation on the funding of credit institutions from December 2012 (ESRB
recommendition)’t identified best practices with a view tensuing robust and consistent
FNFYS62Nl & TFT2NJ O209SNBR o02yRa | ONRaa (G(KS 9! & ¢F
adequacy of the current prudential treatment of covered bonds, following afeaddvice from

the Commission from December 2013 based on the ArEi@Bof the CRR.

ESRBecommendatiork related to covered bonds:

Whl A2y &dzLISNIDAA2NE | dzi K2NARGASA I+ NB NF
bonds and encourage haryfohA &+ G A2y 2 F G KS A NIJThelEBAILrgtonimerEl
to coordinate actions taken by national supervisory authorities, particularly in relation tc
guality and segregation of cover pools, insolvency remoteness of covered bonds, the as
liability risks affecting cover pools and disclosure of the composition of cover pools.

X

W, &Jures2014 the EBA is requested to deliver to the ESRB an interim report setting o
principles of best practice in relation to covered bonds which st idantified together with
YEGAZ2Y | adzZLISNIDAA2NE | dZziK2NAGASaPQ

The comprehensive assessmentlie 2014 EBAeport on national legal and regulatory covered
bond frameworks, supervisory practices and standards of transparency towards investors found
generalheterogeneityamong applicable rules across jurisdictions. With the aim of ensuring a
common minimum level of quality across the covered bond products issued in the Ebf and
strengthening the prudential justification for preferential regulatory treatmesft the product
across the Single Market, the EBA identified a list of crucial &meesvered bond regulation and,

for each of those areas, best practrezommendations

The areas covered by best practices include the following: dual recourse meuhéoest
practicel); segregation of cover assets and bankruptcy remoteness of covered bonds (best
practices 2A, 2B and 2C); characteristics of the cover pool (best pra@fcand 3B); valuation of
cover assets, LTV limits and other requirements on mgegeover assets (best practseA and

4B); coverage principles and legal/regulatory overcollatsatibn (best practiceé); assets and
liability risk management: use of derivatives, liquidity buffer and stress testing (best pes@dice

ZEBAeport on EU covered bond frameworks and capital treatment,Ziy:https ://www.eba.europa.eut/eba-
supportscapitattreatment-of-cove redbondsb ut-callsfor-additionateligibility-criteria

® ESRB recommendation on funding of credit institutions (ESRB/2012/2, Recommerijafi@te mber 2012
(ESRB/2012/2):

https ://www.esrb.europa.eu/pub/pdfrecommendations/2012/ESRB_2012 2.en.pdf?8de3922e 86b0f4863bc6e 748f1f1
a4cQ

4 Following the extensioof the deadlines for the fulfilment of the re commendation:

https ://www.esrb.europa.eu/pub/pdf/recommendations/2014/40916_ESRB_Decision_annex.en.pdf?31fa4d50a75b9f
c04dcf937a2d60d8ac
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6B and 6C); role of the competeatithority and monitoring of the cover pool (begtactices 7A,
7B and 7C); and disclosure to investors (Ipesttices8A and 8B).

Furthermore, while expressing support for the current approach laid down in the CRR,Ahe EB
recommended additional criteria for covered bonds to qualify for preferential risk weight
treatment. In particular, the EBA recommended that the additional qualifying conditions should
cover minimum regulatory overcollateralisatiamquirements for ligudity risk mitigation amore
detailed role for competent authorities and special public supervisipand more detailed
specification of disclosure requirements (recommendations EU GC@ANb 1D).

Finally, the 2014 EB#eport advised on preferential trement of some specific cover assets. It
concluded that residential guaranteed loans should be maintained within the scope of
preferential risk weight treatment. However, it recommends nebcludng aircraft liens in the
scope and notenewing the derogatim on the use of residential mortgadecked securities
(RMBSs) and commercial mortgamgcked securities (CMBSs) as cover assets beyond December
2017.

As a followup to the identification of best practices, the ESRBommendation stipulates the
following:

ESRBecommendatiork related to covered bonds:

We¢KS 9. Ad NBO2YYSYRSR (2 O2yaARSNI g¢
recommendations endorsing best practices, after monitoring the functioning of the mark
covered bonds by referenteethese best practices for a period2fears. If the EBA identifies tt
need for a legislative proposal in this regard, it should report to the European Commissit
inform the ESRB.

X

By 30June 2016, the EBA is requested to deliver a final répatie ESRB and to the Cour
containing an assessment of the functioning of the framework for covered bonds under tr
practice principles and its view on recommended further action if deemed desable.

In response to this recommendation, the EB#shundertaken a comprehensive analysis in 2016
focused onan assessment of main market trends and latest regulatory developmanid) level
since the publication of th014 EBAreport, as well asan assessment of legal and regulatory
developments innational covered bond frameworkgincluding the level of alignmenf the
national frameworksvith the EBA e st practicey

&\
>
(Vp))
[

This report presents the results ofdlanalysisr & ¢St a (GKS 9. ! Qa
action as a followp to that anaysis.

15



2016 EBA REPORT GVERED BONDS w7
W
i - BANKING
) “‘ AUTHORITY

[ KI LJNSNJIEveYaAda 2F RSO
yIdA2ylt O2ZOSNBR 02y

1.1 Methodology, coverage and principles of the analysis

For the purposes of the assessment of the developments in national covered bond frameworks,
the EBA has substantially relied on sedbessments made by national competent authorities,
which were provided to the EBA via responses to a dedicated questrertiisiributed by the

EBA infirst half of 2016.

The seHassessments by the competent authorities have been reviewed by the EBA and
moderated for consistency purposes across jurisdictions limited number of casesvhen
considered necessary. The arsid/has been supported, to a limited extent, by the data published
inthe2014EBAeportl YR 60& GKS RIFGF F@FHAf IS 2y GKS 9/ .

The questionnaire focused on the implementatioireach best practice identified in the 2014 EBA
report by the Member States in their national covered bond frameworks, and on other relevant
developments irthese frameworks that have taken place since the publication of the 2014 EBA
report.

The information has been collected from, and validated theg competent authofiies of the
following EU Member State&ustria, Belgium, Cyprus, the Czech Republic, Denmark, Finland,
France, Germany, Greece, Ireland, Italy, Luxembourg, the Netherands, Poland, Portugal,
Romania, Slovakia, Slovenia, Spain, Sweden and the United Kmgdiaformation collected
from Norway s also included in this report. The assessment thus cd®&jarisdictions in total
(referred to hereafter as the responding jurisdictiongjcluding jurisdictions with the most active
covered bond markets

Bulgara, Hungaryand Malta have notresponded to the questionnaireEstoniaand Croatia
informed the EBAthat they do notcurrently have a legal/regulatory covered bond framework in
place Lithuanianoted that existing covered bond regulation is not applied in practice due to
absence of covered bond market activities, hence it has not been changed sincelL20i4d
informed that there have been no covered bond issuances since the last mortgage cdand
matured in 2012 and the covered bond legislation has not been amended since RO0&.
consequence, these seven jurisdictions systematically do not appear in this report.

In the analysis, the EBA took account solely of the national legal and t@gufeameworks in
place and did not giveconsiderationto the supervisory frameworks and the contractual
specificities that may exist under individualvered bongrogrammes within a given framework.
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It should be highlighied that the assessment has nditeen subject to a peer review by the
competent authorities and as mentioned above builds substantially on the sedissessmeist
made by the national authoritied\s suchitmaycontain elements of subjectéconsiderations

The national frameworks onlyconsidered fully aligned with best practice under consideration
in situationswhere a mechanism exists in national legal and regulatory framework that is
specifically designated to address the regulatory concern behiadl liest practice. When the
framework addresses some but not alf the aspects of tht best practice, the framework is
assessed as partially aligned. One shém@lepin mind the broadness of the category of the partial
assessmentas it covers a wide rangef gituations ranging fromoverall compliance withthe
majority of the individual aspects othe best practice to compliance with a minsubsetof it.
Those frameworks that do not address any of the issues covered by the best practioese
frameworks hat are silent on the issuemre considered as ncaligned with the best practice.
Therefore, he criteria used for classifying a certain jurisdiction as fully, partially oraligmed
disregards those situations where, in practice, issuers in a cenaisdiction are effectively
compliant with a certainbest practice although their national legal framework does not
specificallyaddresssuch a matter or addresses the sammatter differently from the EBA
recommendations.

Furthermore, one should takieto account that different best practicasay havedifferent leves

of importance and weight from the perspective of the overaiergth and quality of the covered
bond businessA comparison of the individual frameworks based solely on quantitative factors
without considering wider qualitative considerations, shathidreforebe avoided.

Lastly, it is to be noted thatn a number of jurisdictions, thereoexistmore than one type of
regulated covered bondshe assessment in this report generally covdtsohathese. This is with
the exception of Spain, where assessment is focused on the céghdtecariag CH), which ithe
most common type of covered bonds representthg majority of the outstanding bonds in this
jurisdiction.

For information on thedrminology used throughout the document, see Figlre
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Figurel: Terminology used in the report

Terminology used in the report

WwwS a2t dzil A 2syhe lesidiitioreaNthaii#y &3 defined by the Banking Recovery and Resolution
Directive (BRFQE)[ i.e. the authority empowered to apply the resolution tools and exercise the resolutio
powers in accordance with the BRRD.

W/ 2 YLIS G Sy lis the duihkrlyNds @b the national covered bond regime with the function of
exercising special public supervision for the benefit of the covbmt investors In this sense, the
competent authorityis not necessarily the same authority as the ongpensible for the general prudentia
supervision of creditinstitutions.

WYw S a 2 imeaisitie gplication of resolution tools in order to achieve one or more of the resolution
objectives, as defined by the BRRD.

WLy az2tv@By @e @y 2 NIV I NB O S/SRAfyESYO & LIRS EdllettvRinsoléenci K S
proceedingghat entailapartial or total divestment of a debtor and the appointment of a liquidator or ar
administrator normally applicable to institutions under national law and either specific to those institut
or generally applicable to any natural or legal person.

The erm Wo I y | NsahljiuSed (h this document in the contexttoé bankruptcyremotenessof the
covered bond from the covered bond issuer. This term is use@tcordance wittrticle300 ofthe CRR
relating to own funds requirements for exposures t©@RE. ¢ KA OK RSFTAy Sa GKS (ini
relation to clientassefsas a condition when effective arrangements existensuring remoteness of clien
assets in the event of insolvency of the CCP or clearing member or in the evdierdafiefault. The term
Wol y{ NUdzLJG O@ Q A a v 2 (iTheBeBeFal yhdeRtaridiylg i Othat while hdobvdndylib A 2 v
financial state of being unableto pay off the debts on time, bankruptcy is a legal process availablein
legal systems of some but not Mlember Statesand whichserves the purpose of resolving the issue of
insolvency. Insolvency is thessentiallyunderstoodas the state of being that prompts one to file for
bankruptcy i.e. bankruptcy is one of a number of solutions offered under national insolvency laws to
address the state of insolvency.

Woveredd 2 Y R LINZrafeMd tortiepe@imeter of claims and obligations as well as activiteated toa
specificcovered bondproduct ofthe issuerand to which protective measures of the respective covered
02yR NBIAYS g2dzt R | LILIDEferdnyfssiiakcBs (diferantiedidaal Secratiast
Identification NumbersISINg) of the same covered bonprogrammedo not constitute separate covered
bond programmesC2 NJ G KS LJdzN1J2aSa 2F (KA A& NI LI2 NJbE read&sS |
also referring tocovered bond activities executed by specialised covered bond isgusmne jurisdictions,
where a licencing procedure refers tmvered bond activitiesather than tocovered bondporogrammes

WhiversalONB RA (i kefess ioia Gredit tithtdnhatis allowedby law to diversify itsbusiness and
funding sourcesandisnot required tofocus on a specific business line (e.g. mortgage lendihg)
liabilities side of their balance sheet is rmtlycomposed of equity and covered bondsit also of other
types of liabilities, including deposits, unsecured liabilities and sdibatted liabilities.

$oecialisedcredit A y & (i Aréfeisitd 2 speRial type of credit institution thistrequired by law tepecialise
ina given lending activity (e.g. mortgage lending) #rat tends to financeitselfalmostexclusively, or
exclusivelyby issuing covered bond3hus as suchithasits activities restricted by law.

Y& & dzsféidoacreditinstitutionwith its registered officein a Member Stateeingauniversal or
specialised credinstitution, thatissues coveredonds.

® Directive 2014/59/EU establishes the framework for the recovery and resolution of credit institutions and investment
firms:http://eur -lex.europa.eu/legatontent/EN/TXT/PDF/?uii=CELEX:32014L 0059&from=en
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1.2 Overview of amendments in national covered bond
frameworks since 2014

The EBA has observed that almost half of the responding jurisdictiOru( of 22 altogether)
have undertaken action since the publication of the 2014 E®#ort to amend their covered
bond frameworks, some of whorhave had theparticularaim of adoping the identified best
practices. More than half of the responding jurisdiction® @ut of 22) have either not
implemented any changes to their frameworks atian is on hold pending the results of the
/| 2YYAAaaArzyQa 2y32Ay3 NBROASSs 2F GKS 9! O2@0SNBR
9 Sixjurisdictions have amended their framework (Germatig Netherdands, Norway, Poland,
Romaniand Sweder),
9 Four jurisdictions arein the process of amending their frameworks or proposing to amend
them (the Czech RepubliErance, GreecandSlovakia)
9 Inthreejurisdictions the action (either intended or already started) is on hold pendimey
I 2YYAaaAz2yQa NB @AdSpaindo ! dzaG NA X LNBf I yR
91 Innine jurisdictions no changes were implemented to their frameworks (Belgium, Cyprus,
Denmark, Finland, Italy, Luxembourg, Portugal, SlowrdaheUnited Kingdom)

1 Sevenjurisdictionsare not covered in the repoitBulgaria,Croatia,Estonia,Hungary, Latvia,
LithuaniaandMalta).

See Anneg for detailed information on national covered bond frameworks and the changes
introduced to the frameworks following th2014 EBAeport.

Figure2: Overview of amendmets in national covered bond frameworks sindee 2014 EBAreport

Amended Amend Onhold Nochanges Not
10 mentsin  pending covered
9 progress [ 2 Y Qi
8 review
; Gemany Czech Austria  Belgium Bulgaria
s Netherlan Republic Ireland  Cyprus Croatia
ds France Spain Denmark Estonia
4 .
3 Norway Greece Finland Hungary
Poland Slovakia ltaly Latvia
2 . ) .
1 Romania Luxemburg Lithuania
0 Sweden Portugal Malta
Amended Amendments Onhold Nochanges Not covered Slo_vema
in progress  pending United
Commission's Kingdom
review

Amended covered bond frameworks

The followingsixjurisdictions have amended their national covered bond frameworks since the
publication of the 2014 EB#port with the purpose obetter aligning the respective frameworks
with the EBA I3est practices and/or further strengthening the legislative regimese generally:
Germany, the Netherlands, Norway, Polajfdomaniaand Sweden
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Two main amendments have been made to the Pfandbrief (k& German covered bond
framework in the context ofthe implementation of theBRREand the transposition of theSingle
Resolution MechanisnfSRM) The amendments entered into force in December 2014 and
November 2015 respectivelgnd have introducednter alia, the following changes: (i) attribution

of power tothe competent authority (BaFiny require individually higir coverage thathe legal
minimum; (ii) introduction of regular reporting on covered bonds, generally on a quarterly basis;
(iif) modificationsto disclosure requirements, includiniipe introduction of a loarsizebased
distribution for public sector cowed bonds; and (iv) adjustments to deal with the implications of
the involuntary transfers of cover assets and liabilifeg. in the context of the implementation

of the BRRP

At the time of publication of the 2014 EB&port, the covered bond law ithe Netherdandswas

in the process of being revised and the EBA report had taken into account the draft of the reform
available at the time. The final revised covered bond law was subsequently incorportieian
2dzZNRAARAOQGA 2y Qa , twHdA Jedidred (infkoZ&ce HMhuais @023Ndd which
implemented additional changes with respect to the draft reform considered in 2014. Among
other requirements, the 2015 reform introduced (i) a minimum nominal overcollateralisation
requirement (ii) a liquidly buffer; (iii) the requirement of appointing an external auditor (i.e. a
cover pool monitoy; and (iv) regular reporting requirementds a consequence of the changes,
the following elements of the Dutch covered bond law have been amended, comparee to th
2014 EBA report: (i) the legislation now spedcifically setshmitypes of assets allowed as covered
assets; (i) market value is used for cover pool valuation purpdstereas previously the
foreclosure value was usgand (iii) the definition of liquid assete&s beemmade broader.

Within Poland2da O2 3SNBR 02yR FTNIYSG2N] > | ydzYoSNJ 27F
amended since the 2014 EB&port. Firstly, amendments to the bankruptcy legislattbat were
introduced in January 2016) repealed former barriers to smooth and timely servicing of the
bondholders inthe case ofthe A & & dzS NI a; arid \(ih thifoduSed @ &oft bullet clause
according to which the dateof the maturity of the bonds is automaticgll postponed by
12months at the bankruptcy of the issuer. Secondiyendments to the covered bond legislation
were introduced in July 2018hat incorporated (among others): (i) an overcollateralisation
requirementfor covered bondsf at least 10% of th@ominal value of the issuangéi) liquidity
buffers and (iii) increased limits for refinancing future mortgage loans by covered bonds to up to
80% of the mortgage lending value of a property. Additional amendments made within the Polish
covered bond framework include: (8Bmendmentsof detailed requiremerd on carrying out
mortgage cover calculatigr(i) amendmentsof coverage and liquidity testgiii) amendments
relating to the cover asset registeand (iv) amendments to criteria for determining the mortgage
lending value of the property.

In Norway, the legislative framework entered into force in January 2016 and introduced the
following main changes: (i) the framework treats the covered bond the same as banks in the
event of insolvencyas such, they are no longer able to be dedared bankrupt but axeegl
under public administration if facing solvency or liquidity problenasd (i) the ministry of
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finance is vested with a power to set a legal minimum overcollateralisation, laselell ago
specify more detailed regulation in a number of areas

In Romania the new covered bond framework currently in place has been developed with the
main objectiveof complyng with the EBAR Best practicesThe main areas addressed by the new
framework includei(i) principles for achieving an effective segregatidntlie cover assets(ii)
eligibility criteria for the cover assetqiii) conditions for structuring the cover paqol(iv)
supervisory reporting and disclosure obligatipasid (v) requirements for the management of
assets and liabilities risks in the covered bonds (including the calculation of overcollateralisation
requirements, the liquidity risk management, conditions for using derivative financial instruments
for hedging the inteest rate and foreign exchange risk, stress test factofsle changes also
relate to (vi) responsibiliies and authorisation of the cover pool monii™i) procedure for the
approval by theNational Bank of Romania (NBR, as competent authority in clargeudential
supervision of credit institutionsjand(viii) administration of the covered bonds ¥ G4 SNJ G4 KS A a &
defaultand the involvement of the NBR in this process

In Sweden,an amended covered bond legislation entered into force in June @Gdténcludes an
overcollateralisation requirement of at least 2%.

Amendments in progress

There arefour jurisdictions that are in the process of amending their covered bond frameworks
The legislative reforntsin most casesdriven by the objectiveto incorprate the EBR &est
practices are scheduled for 2018017. These jurisdictions includbe Czech RepubliGreece,
Franceand Slovakia

Amendmentson hold pending theCommissiofr@view

On 30September 2015, as part of its Capital Markets Union agenda launched in February 2015,
0KS /2YYA&aaAz2y Lzt AaKSR b2 yORay adsf (i K3 2 Y dzNER LORIFYVS
consultation paper, supported by the accompanying impact assessment analyesilight on
fragmentation and market efficiency issues in relation to the European market for covered bonds,
andofferedpotential ways forward relating tthe regulation of covered bonds in thelJ

Given these developmentthree jurisdictions(Austria Ireland and Spainhave informed the EBA

GKIFIG GKS@ NP AyGSyRAy3I G2 GF1S FOGA2Yy F2if26;
on the review of the regulatory framework for covered bonds, or that they were in the process of
implementing amendmnts to their covered bond frameworks and have decided to suspend the

process pending the outcome of the reform.

In Austria, it is intended to hammonise the three existing legislative acts and to strengthen the
legal requirementsespeciallyfor transparency and risk management. A concrete timeline has not
been fixed yet.
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Following the publication of the 2014 EB&port, a working group was formed iSpainat the
regulatory levelandwas tasked with formulating a reform of the existing framewdtéllowing a
comprehensive analysis, the main areas identified for improvement were as follows: (i) possible
reduction of the levels of asset encumbrance of issuing institutions, especially regarding CH; (ii)
clarification of the rights of the coveredond investos in case of insolvency of the issuing
institution by segregating the cover poal; (iii) indexation of the value of the cover pool assets and,
when needed, of their collateral; (iv) redefinition of the eligible assets for each type of covered
bonds (v) additional liquidity management measures; (vi) publication of more complete,
transparent and homogeneous information by issuing institutions; and thaiintroduction of

the asset pool monitor to supervise thgsuer in terms ofulfilling their obigations. The work has
0SSy Llzi 2y K2f R LISYRAYy3 GKS O2yOf dzarzya 2F (K

After the publication of the 2014 EBAport, the authorities ofireland afforded consideration to

align the existing covered bond legislation with the BHa&st practices, notably in relation to
stress testing, liquidity buffers and disclosure, as well as the interaction between the covered
bond regime and the BRRD. The reform has been put on hold to await the conclusion of the
/| 2YYAaaA2yQa NBOASG®

Covered boim frameworks with no amendments

There arenine jurisdictions where no changes to national frameworks have been introduced:
Belgium, Cyprus, Denmark, Finland, Italy, Luxesalg, Portugal, Slovenia andhe United
Kingdom.

It is acknowledged that where no ahges were introduced to the national covered bond
frameworks this does not imply objections to the best practices identified on the 2014 EBA
report.
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1.3 Summary of theevaluation of nationaf NI YS ¢ 2 N] & Q
alignmentwitht KS 9.1 Qa 06Sad LN OiAOSa

The EBR analysis indicates a divergence in the leveblognmentwith the EBA Best practices
across individual jurisdictions, with 12 best practices where more than half of the responding
jurisdictions are assessed as fully aligned and 5 best practices wtbezeace is low (i.e. less
than half of the jurisdictions are fully adhered to). The analysis also demonstrates an existing
diversity of national covered bond frameworks from legal, regulatamyd supervisory
perspective.

In particular, the best practicahat relate to the core structural features of covered bonds have
been very well adhered to, such bsst practicel on dual recoursgéwhere every jurisdiction is
fully aligned and best practice2 ¢ A on segregation of eer assets(where all but one
jurisdictions are fully aligngdBest practice2 ¢ B on bankruptcy remotenessanother essential
feature directly related to the dual recourseseems to be moderately adhered;thowever, this

is principally due to lacf requirementsin the national regulatory frameworkggardingissuers)
operational procedures to be in place to ensure a smooth switch to administration function upon
insolvency/resolution The structural features of bankruptcy remoteness seem to be fully
complied with.

Other best practices with a high level of adherence inclbést practices on the coverage
principle (another fundamental element of covered bonttet ensuesfull coverage of liabilities

of covered bond programmes throughout the valydivf the programmess as well asbest
practice4¢ A onLTVIimits (whichdetermiresthe portion by which loans secured by immovable
property contribute to the coverage requirement and which is hence strictly connected to the
coverage requirement Other best practices with a high level of adherence hest practices6 ¢ A

on the use of derivatives aiming to prevent the issuer from entering into speculative transactions,
and best practice3 ¢ B, aiming to provide criteria for the robustness of host coveieahd
frameworks in cases whe the underlying assets are located in different jurisdictidnsall these
areas, at least 70% of the responding jurisdictions are assessed as fully aligned.

Despite a number of individual covered bond frameworks beingessiéssed as aligned wlile st
practices on the supervision of covered bonds pest practice7 ¢ A onthe cover pool monitor;

best practice7 ¢ B on supervision of the issudrest practice7 ¢ C on supervision in case thie

A dadsSNDa A yienzbesd Fatte® g 6lBnih2 fadiministration ofthe covered bond
programme posthe A 4 & dzS ND& Ay a2t @S pamlysiBoafienis dnatkhdrg arg § K S
significant differences between the individual framewaqubarticulaty with regardto the content

and level of detail of the rules on special public supervision of covered bonds, scope of duties and
powers of supervisory authorities regarding ongoing supervision of covered bond issuers and
programmesand rules on approval/licensing of @ed bond programmes and hentiee overall
strength of the national frameworks for special public supervision. The EBA notes that the
divergences extend beyond the legal/regulatory frameworks and are also observed in actual
supervisory practices of individl competent authorities in the exercise of special public
supervision.
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Overall, the EBR analysis indicates thatvhile there is a strong adherence across Europe to the
core pillars of the covered bond business related to dual recourse and the covpragle,

there are significant variances in the robustness of regulatory frameworks in the area of special
public supervisioras well as in the application of such supervision.

Best practice4 ¢ B on LTV measurement and frequency of revaluation steowederate level of
alignment however, more than half of jurisdictiongre still fully aligned this being in most
casesdue to norrcompliance with the recommendation on the frequency of revaluation, rather
than with recommendations on the independenceddrnansparency of the revaluation process.

For 5 (out of 17) best practices, the alignment with the best practice has been low, with each of
them being followed by less than half of the responding jurisdictions. This concerns the following
areas: scope ahfrequency of disclosure of data on cover assets and covered bonds, existence of
liquidity buffer to address liquidity risks associated with covered bond programmes, compaosition
of the cover pool and stress testing thre calculation of the coverage reqgqeiment.

With regardto the scope of disclosurdést practiceB ¢ A), the EBA recommended thab order

to enable investors to carry out a comprehensive risk analysis, covered bond frameworks should
require covered bond issuers to disclose aggregate datacredit, market and liquidity risk
characteristics of cover assets and covered bonds, including information on counterparties
involved in the programme and levels of ntactual (i.e. effective) and voluntary
overcollateralisation. Whilein a number of jurisdictions fully comprehensive disclosure
requirements are laid outhe majority of frameworks do not necessarily reflect all the factors
identified as best practice, or requirements on disclosure are absemtthe framework.

With regard to the frequency of disclosurebést practice8 ¢ B), the EBA recommendétie
disclosure of the information mentioned in the previous recommendation, at least on a quartery
basis. The EBA observed that the required frequencthiodisclosure is either less frequent than
the identified best practice or not specified witrime majority of frameworks.

Concerning the liquidity buffetbgést practices ¢ B), the EBA recommended that liquidity risks in
the covered bond programmes shoubg mitigated bythe introduction of liquidity buffers, by
means of liquid assets available at all times to cover the cumulative net outflows of the covered
bond programmes over a certain time framéhis buffer should be distinct from the existing
prudential regulation on liquiditythe LCIR The EBR analysis shows that a liquidity buffer is
absent in a majority of jurisdictions. Alternative measures are in place in a number of jurisdictions
to tackle the liquidity risks; theséowever, do not fully repicate the requirement for a separate
liquidity buffer to be in place fothe exclusive purpose of the covered bond programme
particulatyinthecase otheA 3 a dzZSND&a Ayazf gSy oe o

In relation tothe composition ofthe cover pool best practice3 ¢ A), theEBA recommended that
cover pools should consist of one primary asset class. With respect to mixed mortgage cover
pools (i.ethosecomposed of residential and commercial mortgages), the EBA recommended that
frameworks should ensure consistency and stabihtthe composition of such mixed cover pools.
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This is to ensure that the risk profile is stable throughout the life of a covered BdrelEBA
observed thatthe majority of jurisdictionsare not fully aligned with the EBABest practice, as
they eitherallow mixed pools and/or do not set out rules on maintaining consistency of mortgage
cover pools lfowever, it has to be noted thatin many jurisdictions the majority of the
outstanding covered bonds aren practica collateralised by one asset class, aligh this
requirementis not anchored in the regulatory framework).

Lastly, in the best practice on stress testibggt practices ¢ C), the EBA recommended that
covered bond frameworks should require covered bond issuers to carry out stress testexercis
on the calculation of the coverage requiremeiitie EBA also set out a number of factors that
need to be taken into accountin such stress tests. For a majority of jurisdidtiisbest practice

is not met as the national frameworks require some huit all factors to be incorporated into
stress testing or there remains a lack of requirement to conduct stress tests altogether.
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1.4 Detailed analysis of thelnG A 2 Y I € T NI YSwithN] & Q
the EBA) Best practices

Best practice 1: Dual recourse

In accordance with ArticlB2(4) of the UCITS Directjvihe (covered) bond must grant

investor: ) a claim on the covered bond issuer limited to the complete fulfilment of the payment
obligations attached to the covered bond, and iiXie case ofthe A 4 & dZSNDa Ay apft gSy o
claim on the assets included in the cover pool limited to the cotedelfilment of the payment
obligations attached to the covered bond. Should the assets included in the cover pool|prove
insufficient to fully meet the payment obligations towards the covered bond investor, the coyered

bond investor should be granted dch ¥ 2y (KS O2@3SNBR 0 2yMichfk & & dzS N
NIyla LINR LIaadz gAdK GKS Of FAY 2F GKS AlaadzSNK

Figure3: Member State$alignment with best practicel

0 5 10 15 20 25
H Fully aligned 22
H Partially aligned 0
® Non-aligned
No response 7

Full alignment

The EBA observes that pllisdictions are aligned with the identified best practice relating to the
dual recourse i.e. recourse to the covered bond issuer and to the assets in the cover pool (for
clarification purposes, recourse to the insolvency estate can be understood aseansier of the

first limb of the dual recourse principlejull alignment reflects that the dual recourse is
considereda sine qua norof the concept of a covered bonas defined in Articl®2(4) of the
UCITS Directive

There exist slight variations the transposition of the dual recourse principle in national
frameworks, which are considered in line with the EB# st practice:

1 Inone jurisdiction (Spain), the investor is granted a priority claim on the entire mortgage loan
book of the issuefunless secific exposures are pledged to other parties)d not on a
portion of the assets included in the cover ppol
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T In two jurisdictions (Denmark and France), the national frameworks applicable to the
spedialised institutioieestablish that the investors areranted a priority claim against the
insolvency estate of the specialised issuer (i.e. the claims of the investors rank senior rather
than pari passu to the claim of the unsecured creditors). This particularity is directly linked to
the covered bond issuanodels being specialiseatedit institutions, and is considered to be
compliant with the EB® &est practice. It takesnto account the fact that the asset
encumbrance is of less relevance for this specific issuance maslefinancial payment
obligationsof the issuer exist exclusively Jdwis its parent institution oanother member of
the same consolidated group (in contrast to the universal credit institytvwhich has
payment obligations towards unsecured creditors).

No jurisdictions have been assessed as being partially aligned ealigmed with theEBAQ Best
practice.

®In Denmark, a framework applicable to the universal banks issuing covered fraats the investors a claim that
ranks pari passu with the claims of the unsecured creditors.

27



2016 EBA REPORT @YVERED BONDS

EUROPEAN
BANKING
AUTHORITY

Best practice Z A: Segregation of the cover assets

The identification and effectiveegregation of all the assets over which the investor has a priprity
claim should be ensureddepending on the issuer model adopted at the national lewether by
registration of the cover assets in a cover register or by transfer of cover assets toia spec
purpose vehicdegSPY or specialised institution. The covered bond legal/regulatory framework
should ensure that the establishment of the cover register and/or the transfer of cover assefs to a
special entity result in legally binding and enforceabieiagements, including in the event pf
insolvency or resolution of the issuer.

The segregation arrangement should include all primary assets covering covered donaddl ag
substitution assets and derivatives entered imtoorderto hedge the risks asing in the covered
bond programme.

Figured4: Member Statesalignment with best practice2 ¢ A

E——

0 5 10 15 20 25

M Fully aligned 21
Partially aligned

H Non-aligned

No response 7

Due to intertwined historical and regulatory factors, the covered bond business has developed
across Member States in accordance widifferent models, particuldy with regard to the
issuance of covered bonds and the segregation of cover assets. While the universal credit
institution model is the predominant one, a number of jurisdictions have implemented specific
models of covered bahbusiness via specialised institutionsSéh\s.

At the time of the 2014 EBAeport, the EBA refrained from specifying a preferred model.
Although different systems may expose the issuers to different risks (for example, asset
encumbrance is of less relevance for the specialised issuers), it is recognised that the typical
models observedare well established and perform the task of issuing covered bonds, ensuring
dual recourse and segregating cover assets effectiviély choice of the model is henceforth not
consideredo bedecisive for establishing these core principles of the cove maibnstrument.
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Figure5: Methods of covered bond issuance and cover assets segregation

Model of cover assets Model of covered bond  Number of Jurisdictions
segregation issuance jurisdictions
Coverregister Universal credit 13 Austria, Belgium, Cypruthe Czech Republic
institutions Denmark* Germany, Greece, Finlarid
Portugal* Romania, Sweden, Slovenia,
Slovakia
Transfer tos peciaed Specialisedredit 8 Denmark** Portugal** Finland** France,
institutions, cover institutions Ireland, Luxembourg, Norway, Poland
register
SPVs Universal/specialised 3 Italy, the Netherlands, th&/nited Kingdom
creditinstitutions
No segregatiorRecourse Universal credit 1 Spain
to the entire portfolio institutions

* APPLICABLE ODBIVERSAL COVERENBI3SSUERS
** APPLICABLE $OECIASEDINSTITUTIONS

The EBA observes that there is a very high level of alignment with the identified best practice, as
all but one (21pf the responding jurisdictions arkilly aligned. The segregation of cover assets is
achieved by applying one of three typical modéskouldbe noted thatin three jurisdictions
Denmark, Portugal and Finlandhere coexistmodels ofboth universal and specialisededit
institutions). In all 21 jurisdictions, the segregation arrangement covewss only the primary
assets, but also substitution assets and derivative contfadtere appropriate)

1 Segregation of the cover assets by way of thegistration in the cover registés the most
common practice, typically observedday A @S NE I £ ONB R A wher figdcaver( dzii A 2 v
assets remain on the balance sheet (this system is observed in 13 responding jurisdictions:
Austria, Belgium, Cyprus, the Czech Republic, Denmark, GernraegeCGFinland, Portugal,
Romania, Sweden, Slovenia and Slovakia)

1 Inthe case of eight responding jurisdictions (Denmark, Portugal, Finland, France, Ireland,
Luxembourg, Norwaynd Poland)that implement a model of specialised institutions, the
cover asets are segregatedn the respective specialised institutiowhich is also typically
accompanied by the registration of cover assets in a cover register. Furthermaoine, ¢ase
of specialised mortgage institutions in Denmark, the segregation of cogetsas achieved
by a system of capital ceefs: in this system, the issuer gramtedit loans and issigcovered
bonds in series called capital cesdy each of which disposes of an individual serial reserve
fundthat remains separate from other fundsthfe issuer

91 In three jurisdictions (ltaly, the Netherdandsid the United Kingdor) the segregation is
achieved through thesale/transfer of ownership of cover assets byrdversal or specialised
credit institution to aSPVwhichisoften supported bya guarantee agreement.
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The framework in Spain f@@Hprovides that the whole mortgage portfolio of the issuenather
than just a relevant portion of it representsthe cover pool (excluding some specific assets). The
framework provides thathe claims of the holders of th€Hare also secured by substitution
assetsandthe economic flows generated by the financial instruments linked to each bond issue.

The framewok, therefore, does not requirethe segregation of the cover assgisr se However,

there are some legal procedures in place in order to reassure the priority claimtrend
enforceability of mortgage loansgs well asto track eligibility for the purposef limiting the
issuance level. In particular, all mortgages serving as collateral for this type of covered bond must
be registered in the land registrin addition a special accounting register is kept by the issuers
andregisters collateralas well asubstitute assets and derivative financial instrumeBgsed on

this, the covered bond framework for this type of covered bond in Spain is considered partially
aligned with the best practice under consideration.

No jurisdictions have beersaessed as nealigned with the EBRlZest practice.
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Best practice2 ¢ B: Bankruptcy remoteness of the covered bond

The legal/regulatory covered bond framework should not require the paytmebligations
FGaGr OKSR (2 GKS O20SNBR o02yR (2 ldzi2Yl
resolution, in order to ensure that the options available to the covered bond administratig
achieve full and timely repayment of the bonds are mmtstrained.

The legal/regulatory covered bond framework should ensure that the assets registered
cover pool and/or transferred to a special entity are treated within insolvency proceedings rg
G2 GKS A&dadzSNDRa Ay az2céodRy dadinvestar @idyady othdNpagi

LIS NI A G ¥ Of FAY o@ GKS A &aadzSNDa A)féZféS)
subordinate basis.

The covesd bond legal/regulatory framework should ensure that the issuer has a plan in pl
all times specifying the operational procedures aimed at ensuhegrdery functioning of the

A O ff
n to

n the
vl ated
pdh G &

whose claims rank at least pari passu with the claim of the covered bond investor, and dp not

roe Sa

nce at

covered bond programme upon insolvency or resolution of the issuer.

Figure 6: Member Statesalignment with best practice2 ¢ B

——

0 5 10 15 20 25
m Fully aligned 14
Partially aligned 8
B Non-aligned
No response 7

Bankruptcy remoteness forms another core concept of the dual recourse structure of co

vered

bonds. According to the ERMSest practice, the covered bond framework should incorporate two

aspects of bankruptcy remoteness:

9 Structural aspect, according to which the framework should prevent an automatic
acceleration of the outstanding covered bonds and ensure pridatyinves2 N&E Q Of | A Y &

assets inthe cover pool;

1 Operational aspect, according to which the framework should specify the operational
procedures that the issuer should have in place, s &nsure a smooth transition of duties

from the issuer tothe spedial admmistration function inthe Ol &S 2 F
insolvency/resolution.
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Fourteenjurisdictions are fully aligned with tHEBA2I3e st practice on the bankruptcy remoteness

of covered bonds and both its structural and operational aspects. These are Austria, Belgium,
Denmark, Finland, Greece, lItaly, Ireland, Luxembourg, the Netherlands, Poland, Romania, Spain,
Sweden and thé&nited Kngdom

In all these jurisdictionghe covered bond frameworks incorporate necesssryictural features

to ensure the remoteness of the covered bond from the bankruptcy of the issuer and a
preferential claim of the covered bond investors on cover assélgse structural features also

prevent an automatic acceleration of payment obligations attached to covered bonds upon the
AdadSNDna Ayazf gSyOekNBazfdziAz2yd® Ly &2YS 2dzNX al
launch an acceleration of the paent obligations upon specific triggers and conditionsluding

by order ofthe majority of covered bondholders and approwithe competent authority.

With regardto the operational proceduresall 14 jurisdictions have sedissessed their legisiae
frameworks as incorporating the obligation for the issuer to have such operational procedures in
place. Tie degree of comprehensiveness of such operational procedures required by the
regulation varies from one jurisdiction to another, from some bagiquirements to fairy
comprehensively mappedut sets of operational processes and internal contrdisat are
updated regularly and discussed with the competent authoritigs.some jurisdictions, the
operational procedures are specified in the recovamyg resolution plans as developed under the
BRRD. Ithe majority of cases, the regulaty frameworksexplicitly specif the requirement on
operational procedures; ithe case of one jurisdiction (th&nited Kingdor the assessment of
whether issuers have plan specifying the operational procedures is a requirement for the
supervisor and is deakltith through ongoing supervision.

Eight jurisdictions are assessed as partially aligned with th@BBgt practice: Cyprus, the Czech
Repubic, Germany, France, Norway, Portugal, Slovakia and Slovenia.

The EBA found thatvith respect to the structural aspects of this best practice, these jurisdictions

appear fully aligned; howevethe reason for partial compliance is the absence of the liatguy

requirementt as part of the covered bond framewarkor the issuerto have operational

LINE OSRdzZNB & Ay LI IFOS F2NI Iy 2NRSNI & FdzyyOQUuA2yAy:
insolvency/resolutionThe following has been observed in thartially compliant jurisdictions:

1 In some jurisdictions,here is no obligatiomegarding operational procedurdsr the issuer
enshrined in the regulatory framework, although operational plan may be required by the
competent authorities on an ad ho@seby-case basis in the context of supervision

91 In other jurisdictions, the requirement for operational procedures is limited to specific
situationg e.g. in the case of resolution proceedings (and not in the case of insolvency
proceeding$orinthe casg of liquidity shortages in the market.
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Furthermore, in the framework of the Czech Republic, the covered bond payment obligations
I OO0OSEtSNIGS +d GKS FAyFE adr3asS 2F Ayazf gSyoes
court of law.

No alignment

No jurisdictions have been assessed as-abgned with the EBRlZest practice.
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Best practice2 ¢ C: Administration of the covered bond programme potite A & & dzS NI &
insolvency or resolution

_ o

The legal/regulatory covered bond framework should provide thigbnthe A & & dzZS ND &| Ay & 2 f
or resolution the covered bond programme is managed in an indeperianannerand in the
preferential interessof the covered bond investor.

The legal/regulatory covered bond framework shouwdfer clear and sufficiently detailed
provisionsregardingthe duties and powers of thadministration functiorso as to ensure it the
latter can take all actiothat may be necessary for the full realisation of the interests of [the
covered bond investor, while maintaining a high level of legal clarity and transparepr&yisis
the investorin terms ofcovered bond management itanarios of potential distregsuch as thg
AdadzSNDa AyazX gSyoOe 2NINBaz2fdziazy

Figure7: Member State$alignment with best practice2 ¢ C

E——

0 5 10 15 20 25

M Fully aligned 20
W Partially aligned

= Non-aligned

No response

C2fft26Ay3a GKS AaadSNDRa Ayazf gSyoOekNBazfdziaAzys:
ensuring the fulfilment of all scheduled payment obligations attached to the aedebond
LINEAINF YYS yR aldArateraya (KStistheddr deeNdar@to Of | A Y
ensure independence of susipecialadministration functios and establish clear and sufficiently

detailed provision$or duties and powers.

Full alignment

There is a high level of alignment with the best practice identifiedhis area: almost all
jurisdictions (20 in total) set out duties and powers of gmecialadministrative function in case

oftheA 3adzSNNRa Ayazf gSyoOesz a2 a (2 SyadaNF GKIG
independentmannerand in the preferentlinteressof the covered bond investor.

In the majority of these jurisdictions, the administration function is delegated to an entity
separate from the insolvency court that deals with the insolvency of the isgusational public
authority (competen authority, resolution authority or central banigenerallyplays adecisive
role in the appointment of this independent administrator. In some jurisdictions, the
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administration function is executed by the general insolvency court that deals with thivemsy

of the issuer. In this case, it is understood that the legislation stipulates specific provisions or
separate functions of the general insolvency cowth respect to the treatment of covered
bondholders.

With regardto the scope and level of detail of the duties and powers of the administration
functionregardingcovered bonds, these vappnsiderablyfrom one jurisdiction to another: from
abasic set of duties and powers to act in the interest of covered bondholdet$cacomplete the
fulfilment of liabilites attached to the covered bond, to a large and detailed toolkit of
responsibilities and competences enabling the administrator to maximise the returns for covered
bondholder®) 6 Sayidefigctively covering compences of the issuer prior to the insolvency.
This includes, for examplthe power to sell/transfer part/allof assets and liabilities to another
institution, reinvest proceeds in eligible cover pool assets, enter into arrangements to secure
liquidity, u® derivatives to hedge risks, renegotiate contractual clauses with defaulted obligors in
the interest of covered bondholders, issue new covered bonds on behalf of the bank, and various
requirements including reporting obligations towards the competent awity.

In some cases, the competences of the special administration function extend beyond the phase
of resolution/insolvency of the issuer and cover a wider range of circumstances, such as
reorganisation and restructuring measures against the issamt other situatiors that may
seriously adversely affect the interests of the covered bondholders.

In the case of Spain, it is the general insolvency practitioner of the issuer that is in chahge of
administration of the covered bond progmme during insolvency proceedings. The covered
bondholders are treated as preferential creditors and the competences of the insolvency
practitioner towards preferential creditors include: (i) to cover payments to preferential creditors
without disposingof assets assigned a special preference; and (ii) to reqpfetite insolvency

court the continuation of the encumbrance of assets assigned a special preference, in case of
theirsale. Thisis considered to be partially aligned witrEB& e st practice

In one jurisdiction the Czech Republic), no specific regulatory framework is in pgledesets out
the administration function of the covered bond pdbeA & 4 dzZSNRa Ay az2f gSy O& k NB
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Best practice3 ¢ A: Composition of covepools

Cover pools which comprise primary asset classes other than residential or commercial
mortgages (not taking into account asset classes included in the pool as substitutionagsets)
should consist exclugly of one primary asset class.

Cover pools comprising both residential mortgage (or guaranteed) loans and commercial
mortgage loans should be structured and managed so as to ensure that the compositjon by
mortgage type (residential vs commercial) whidhaxacterises the pool at issuance does not
materially change throughout the life of the covered bond for reasons other than| the
amortisation profile of cover assets. The EBA considers that regulatory limits on the compjosition
of such mortgage pools couletpresent a best practice to ensure that a certain degreg of
consistency is maintained in the risk profile of the cover pool throughout the life of the coyered
bond. The EBAowever also acknowledges that other tools may equally ensure consistency and
stability in the composition of mixed cover pooals, including contractual arrangemimtghe
composition of mixed cover pools and supervis@rthe composition of mixed pools based pn
supervisory guidelines.

Figure8: Member States§alignment with best practice3 ¢ A

0 5 10 15 20 25
m Fully aligned 8
Partially aligned 14

H Non-aligned

No response

The type of primary cover asset has a direct impact on the overall credit risk characteristics of a
covered bond. The EBA h#werefore, recommended separatgdifferent types of cover assets in
different cover pools and only allomg one type of primary cover assets in each cover pool.
However, oncerning the cover pool composed of mortgages, the EBA acknowledged a market
practice of mixing residential and conemtial mortgage loans in one cover polilhas therefore
recommended that a proportion of the residential and commercial mortgages in the cover pool
should remain stable throughout the life of the programme so as to avoid wbkse covered

bond investos areconsiderablgxposedo change during the life of the investment

Based onthe EBA analysis of primary asset classes, all the responding jurisdictions allow
mortgages as primary asset class (at least for one of their covered bond programmeskhevhile
majority of them also enable public sector loans. Covered bond frameworks only allowing
mortgage cover pools exist in a limited number of jurisdictions (e.g. the Czech Republic and
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Romania). A few jurisdictions allow for securitisation notes as pyrmaver assets (e.g. Frahce
Ireland and Italy). Covered bonds primarily backed by ship loans exist in a few jurisdfetions
covered bond framework@&.g. Cyprus, Denmar®ermanyandGreece).

There is a low level of alignment with this best practice, as @iglytjurisdictions are fully aligned
(Belgium, Finland, Ireland, the Netherlands, Rom&iiayakiaSlovenia and th&lnited Kingdorjp

With regardto the requirementfor one primary assetlass, in all these jurisdictionthe national
regulations allow one primary asset class in the cover pool and explicitly define the allowed
primary asset classes. For the purposes of assessment, primary assets are understood as cover
assets excluding &stitution assets oasotherwise predominant asset classes in the cover pool.

With regardto the requirementfor mixed mortgage cover poaols, the regulatory frameworkalin

these jurisdictions contain provisions that aim to ensure consistency and istalil the
composition of suchmulti-assetcover pools. Irthe majority of cases, this is achieved through

setting out a minimum percentage amount or proportion of one asset class (usually commercial
Y2NI3F3Sao GKFG | LINE I NI reiged Qith, o0i @Sindiity 62 cades, Y dza i
through a requirementor the maintenance ofa consistent/fixed proportion among the asset

classes throughout the life of the programme.

The jurisdictions also generally apply other restrictions on the composifitime cover pool, such

as limits on the exposures to financial institutions, quantity and quality of substitution assets,
liquidity buffers, rules on the use of derivative instruments, rules on preventing concentration
risks,andLTV limits These ruleare disregarded for the purposes of the assessment of alignment
with the best practice.

Fourteenjurisdictions are partially aligned with the EBest practice (Austria, Cyprus, the Czech
Republic, Denmark, Germany, Greece, Frandgy, Neorway, Luxembourg, Poland, Portugal, Spain
and Sweden).

The regulatory frameworks in these jurisdictions either allow mixed pools and/or do not set out
rules on maintaining consistency between residential and commercial mortgage loans in the
mortgages pools. The frameworksiowever, provide for other restrictions on the composition of

the cover pool that are aimet ensuing quality of the cover assets and hence safety and
stability of the covered bathprogrammes.

While acknowledging the importaneaf maintaining homogeneity and high quality of assets in
the cover pool, some jurisdictions noted the benefits of mixed pamdsthey allowthe covered
bond issuers to retain the possibility of replacing collateral or adding additional-dighity

" Limited to up to 10% of the cover pool from 31 December 2017
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collaeral to the pool(if needed in order to fulfil the coverage requiremengalso under periods
of stres$. Some jurisdictions noted thad restriction on mixed pools may potentially lead to
reduction in covered bond issuances, especially for small issuers.

It has also been observed thah a numberof these jurisdictions, the majority of outstanding

covered bonds argin practicg collateralised by one primary asset class, and mixed pool§rare
practice) very limitedor evennon-existent

No jurisdictions have been assessed as-atigned with theEBAIZe st practice.
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Jurisdiction  Primary asset classes allowedftime More detailed information on cover pools Substitution assets Derivatives allowed
cover pool in the cover pool
Austria Mortgages, public sectorloans, eligible Under thePfandbriefgesetdPfandBGand HypothekenbankgesetplypBGframeworks, the legislation 15% ofthe amount Yes
bonds stipulates separation between mortgage and public sector covered bonds. of issued covered
Under theGesetz betreffend fundierte Bankschuldverschreibun@@SchVi@ramework, the cover  bonds
pools can comprise mortgages, public sector loans andleligonds in one cover pool. Regulatory
limits onthe composition of the cover pool are not establistrexivever,in accordncewith the law,
issuers magstablishseparate reserve funds for public sector covered bonds and for other covere
bank bonds (ipractice,under that law issuers indeed form separate pools with mortgages and pu
sector assetas well each backing a separate class of covered bonds).
Belgium Residential mortgages, commercial The cover pool must contain one of the three primary eligible asset classes (residential mortgage 15% of the amount Yes
mortgages, public sector loans commercial mortgage, public loares)d itmust represent atleast 85%thfe value of the outstanding ofissued covered
covered bonds. The reaiming cover pool (substitution assetsaimum 15% of the issued bonds) me bonds.
contain assets of the other two types butalso exposures to credit institutions and derivatives.
Cyprus Residential mortgagespmmercial The cover pool can be composed of residential mortgages, commercial mortgages, publicloans, 15% ifissued cover: Yes
mortgages, public loans, ship loans and loans and any other loans determined by the compétamthority. Mixed pools are allowed. The bonds for basic
any other loans determined by the framework sets out criteria and conditions for the cover assets. collateralisation, 5%
competent authority for supervisory
collateralisation
Czech Residential mrtgagescommercial Mortgages (residential and commercial) are the only asset classes allowed in the cover pool. Ho 10% of the amount No
Republic mortgages no restrictions existon mixed mortgage poals. of issued covered
bonds
Denmark For universal bank#lortgages ship The primary asset classes are limited to mortgages or ship loans (for universal banks) and to mc 15% of the amount  Yes
loans (for specialised mortgage institutiond)/ithregardto the universal banks, the cover paannot of issued covered
contain both mortgages and ship loans. The balancing and match fypriihaiples arecorefeatures bonds for exposures
Forspecialsed mortgage institutions of the Danish system, implying a close match between the loan and the bonds funding the loan. to credit
Mortgages Furthermore, the covered bond issuer describes the casiipn of the cover pool in detail in the institutions.
prospectus and discloses information heréafnsistencyand stability isthus, achieved througthe
match funding principle and transparency.
Finland Residential mortgages, commercial At least 90% of the cover pool must be formed by residential mortgages, public sector loans or  20% of cover assets Yes
mortgages, public sector loans substitution assets, ar@maximumof 10%canbe assigned to commercial mortgages.
France Obligations Foncierd®R: Publicsector ~ The composition athe cover pool depends on the type of covered bond isggeciete de credit 15% ofthe amount Yes for OH and OF,

loans, mortgage loans, guaranteedreal
estate loans, grouypriginated senior
mortgagebacked securitieMBS),
seniorMBSissued by third parties,
exposures to creditinstitutions.

hot A3FGA2ya RS CAy
(OFH: Arstrank mortgages, guaranteed
home loans (commercial real estate loal
not eligible), stateguaranteed real estate
loans, securitisation of the above (subje

F2YyOASNE OFAaasS RS NBTAYIFYyOSYSyl .Rvbilemnicedpodst
are allaved, most othe existing French covered bond issuers do not apply mixed cover poals. Fa
those who have mixed poole poolshave remained stable itheir composition.

of issued covered
bonds

no for CRH
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Jurisdiction  Primary asset classes allowed time More detailed information on cover pools Substitution assets Derivatives allowed

cover pool in the cover pool
to specific rules).
/' A834aS8S RS wSTFAYIl y¢(
(CRHt Homeloans to individuals defined
by lawc first rank mortgages, guarantee:
loans

Germany Mortgages, public sector loans, registere The framework pemits the issuance of either mortgage or public s@&adbriefe based on a 20% ofthe amount Yes
ship mortgages, registered liens on principle of unitary cover. Mixing primary asset typesasallowed. With regard to mortgages, there ofissued covered
registered aircrafts no limitation on changing the residentiabmmercial composition over time. The framework uses tt bonds

mortgage lending value, which is mostly conservative on commercial propéntiaddition it requires
disclesure onthe distribution of nominal values of cover ass$@tsesidential or commercial use.

Greece Residential mortgages, commercial The framework does not provide regulatory limits on the composition of mixed cover pools or Only allowedas Yes
mortgages, public sector entities, ship  measures maintaining consistency of mixed type assets. Howdiveovared bonds issued alreadya overcollateralisation
loans, exposures timstitutions composed of one primary asset class. .

Ireland Residential mortgages, commercial The issuers mustregister as either a credit, commercial or padsignateccreditinstitution (DCI). 15% ofthe amount Yes
mortgages, public sector loans (dependi This directly affects the type of primary assets that can be included in the cover pool, whetherth. ofissued covexd
on the type of issuer), seniMBSs. residential mortgages, commercial mortgages or public sectorloans, corresponding to the desig bonds

of the DCI. Certain other assets can hided in the pool but such assets are subjectto specific lit

(this includes a requirement that cover pools comprising residential mortgages may include

commercial mortgages up to a maximum of 10% of the cover pool).

Specifically, eligible assets thie three different types of DCls are as follows:

1  Mortgage DClgResidential mortgage loarmmmercialmortgages up toa maximum of 10% ¢
the cover pool assets may also be includaad nior MBSissued by third parties orthe group
(subject tocreditquality step CQ$1 and limited to 10% of the nominal or principle amount of
the outstanding mortgage covered securities issued

1  Commercial mortgage D@J€ommercial mortgage loarsnd snior MBS issued by third
parties or the grouggsubject toCQSL and limited to 10% of the nominal or principle amount of
the outstanding commercial mortgage covered securities ispued

1  Public DClg Exposurego public entities in and outsidine EEA, subject to specific conditions.

Italy Residential mortgages, commercial The issuers decide the composition of cover pools on their own in order to deftakirtg into 15% of cover assets No rule
mortgages, public sector loans, and sen account the different risk profiles of investors. Therefore, the Italian covered bond framework dot
MBSs. include regulatory limits on the composition of mixed asset cover pools. However, where limits ir

composition of mixed asset cover ge@re established by voluntary contractual arrangements, the

consistency and stability of such mixed asset cover pools must be ensured throughout the life of
associated covered bond, also by means of mandatory disclosure Artitde 1290f the CRR.

Restrictions are applicable on the primary asset classes (this incuelgsirementwith regardto

seniorMBSghat must have underlying exposures represenfatlieast 994 by the other primary
assets).

Luxembourg Residential mortgages, commercial The cover pool must contain one of the following primary asset classes: residential mortgages, 20% of the amount Yes
mortgages, public sector loaréBS, commercial mortgages, public sector loans, mortgbgeked securities, exposures to credit of issued covered
exposures to creditinstitutions, aircraft  institutions, aircraftloans, ship loans and other movable as&4iténg of primary assets is not bonds

loans, ship loans, other movable assets

allowed.An issuer can apply for a combination of residential and ceroi@ mortgages. The
legislation provides for measures to maintain consistéfocyll eligibleasset typsof coverpools
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throughout the life of the associated covered bonds. For example, the special statutory auditor s
ensure that the collateral tbe provided is duly furnished and registerttht its value is in the
prescribed amountand that it continues to exist.
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Substitution assets

Derivatives allowed
in the cover pool

Netherlands Residential mortgages, commercial The cover pool must contain one of the following primary asset classes: residential mortgages, 20% of the amount Yes
mortgages, public sector loans, liens on commercial mortgages, public sector loans, liens on ships and other assets. An issuer can apply ofissued covered
ships, other assets combination of residential and commercial mortgages proditi&t it commits itself to a fixed bonds
relationship between these types of cover assets.
Norway Residential mortgages, commercial Thecover pool can be composed of residential mortgages, commercial mortgages, public sector 20% of cover Yes
mortgagespublic sector loans, loans loans secured on other registered assets (subject to further regulations) and derivative contracts as<ets.
secured on other registered assets framework allows mixed pools. With a few exceptionsptihe specialised covered bond issuers on
use residential mortgages in the cover pool (covered bonds from the issuers using commercial o
sector loans constitute no more tha®@f the total outstanding volume of covered bonds).
Poland Mortgages, public sectorloans Only two types of primary asset classes are allowed, being either mortgages or public sector loa 15% of the amount Yes
Combining the two types of assets is not allowed. The teawever, no prescription for maintaining  ofissued covered
the consistency of mortgage cover pools between residential and commercial mortgages. The  bonds
mortgage loans have to be noless than 85% of the nominal value of covered bianasaxmum
15% can be formed by the substitutiossets. There i@hanalogous requirement for public sector
covered bonds. Inaddition, receivables secured by mortgages established on btiildirgygunder
construction may nofin total) exceed 10% of the overall value of mortgamgeured receivablas the
cover pool.
Portugal Mortgages (residential and Only mortgages (both residential and commeramlpublic sector loans are allowed as a primary as 20% of cover assets Yes
commercia), publicsector loans classin the cover pool; the framework does not allow for mixing these primary assets into one si
pool.With regardto mortgage pools, itis legally admissible to mix residential and commercial
mortgages in one pool. No measures are applied so as to ensure consistency of mortgage pools
practice, the cover pool is comprisedaflyone assettype.
Romania Mortgages (residential and The cover poolis restricted to mortgages (both residential and commercial). The framework prov 20% of cover assets Yes
commercia). that the issuer must determine the proportion between claims secured by residential property an
claims backed by commercial property, with the conditiomiaintain this proportion throughout the
life of the covered bonds. Furthermore, other regulatory limits are applicable on the composition
the mixedasset type cover pool (mortgages on land without construction and on buildings under
construction shalhot exceed 10% of the value of residential mortgagasimortgages on land
without construction shall not exceed 1% of residential mortgages).
Slovakia For mortgage bondvortgages The composition of the cover poal is restricted to mortgages (residential mortgages for mortgage 10% of the amount No
(residential only. bonds,andpublic sector (municipality) mortgages for municipal bgnkixingof these asset classes ofissued covered
For municipal bondPublicsector one cover poals not allowed. Mortgages must comprise at least 90% of the cover pool. bonds
(municipality) mortgagesnly.
Slovenia For mortgage bondResidential Two types of primary asset classes are allowed, depending on the type of the covered bond: mo 20% of cover assets Yes
mortgages and commercial mortgages (for mortgage bonds) and public sector loans (municipal boiigjng of primary assets is not
For municipal bondPublicsector loans  allowed.The primary asset class for mortgage bonds campeime both residential and commercial
mortgage showever commercial mortgages may comprise no more than 20% of the cover assets
Spain ForCH Mortgagegentire portfolio). The characteristic oftheHA ya i NHzZY Sy i A a adzOK GKIF U0 U0KS O2¢ 5%oftheissued Yes for CH, no rule

ForCH

mortgages (in the case 6H or public sectorloans (inthe case of cédulas territorigldd. In case of

capital

for CT
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CH residential and commercial mortgagelts are not differentiated in the context of the evolution
the coverpool:howevet & GG KS O2@SNJ L122f Aa O2YLINMA&ASR 2
evolution of the covepool throughoutthe life of the covered bonds is not considered to have a big
impact on theguaranteegranted.
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Substitution assets Derivatives allowed
in the cover pool

Sweden Mortgages, public sectorloans The cover pool can be composed of mortgages and public sector loans. While the framework all Max 20% of cover ~ Yes
mixed pools, it sets out regulatory limits on the composition of such mixed pools according towh assets
commercial loans may constitute up to 10% of the c@aml. There are also restrictions applicable ¢
assetquality.
United For single asset type programmes Issuers mustdesignate their covered bond programmes as either a mixed or single assetclass No rule, 10% in Yes
Kingdom Residentialmortgages, commercial programme. Where the designation is single asset class, the cover pool may compriseeafiihen  most cases to date

mortgages, public sector loans.

For mixed asset typerogrammes. Assets
meeting the eligibility criteria referenced
in Article 1290f the CRR

following: residential mortgages, commercial mortgages or public sector loans. This initial desigr
needs to be respectdthiroughoutthe life of the programme. At present, adigulatedcovered bond
issuers have designated their programmesiaigle asset programmes, specifically residential
mortgage assets. The potential risk of changes to the composition of the cover poolis also addre
through regulatory stress tests.
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Bestpractice3 ¢ B: Cover pools with underlying assets located in different jurisdictions

The legal/regulatory covered bond framework sho@dsure that cover pools aregenerally
limited to comprigng of assets located in the EEA, as this ensures that liquidation of collatgral in
the case ofhe issueQiasolvency is legally enforceable.

In the case of cover assets that are loans secured by mortgages on residentiahmoe ooal
property located in a notEEA jurisdiction, it should be assessed that the requirements proyided
in Article208(2) of the CRR are met and that the priority claim of the covered bond investor is
legally enforceable in acenario ofthe A & & dzSoIMeRéy in i jérisdiction under consideratign.
For cover assets other than mortgages, it shaotdsimilaly ensured that access to the coyer

assets is legally enforceable. Underwriting standards should be similar to the ones applied on

comparable loansgranted in EEA jurisdictionsand the loans should have similar risk
characteristics.

In addition non-EEA jurisdictions should apply prudential supervisory and regulatory
requirements at least equivalent to those applied in &g as per Articld07(4)of the CRR.

Figurel0: Member State§alignment with best practice3 ¢ B

——

0 5 10 15 20 25
B Fully aligned 15
Partly aligned 7

= Non-aligned

No response 7

For the purposes of this best practice, the geographical location refers to the legal location of the
underlying asset in the case of mortgage cover asartsto the legal location of the underying
obligorin the case of cover assets other than mortgage cover assets.

In its 2014 EBAeport, the EBA identified prudential concerns related to exposures outside the
EEAwBnaNB a4 LIS OG A S 2 dzNdulateyraBdiship yi<oiy franedrkihas fiot bien
assessed as equivalent to that of the ,BAhere loans under consideration have not been
underwritten according to similar standardamdwhere loandeature similar risk characteristics if
compared to compable loans granted in EEA jurisdictions.

A critical consideration in this regard is an overall robustness of the regulatory covered bond
framework in the host jurisdiction in terms of integrating the dual recourse principle, ensuring
preferential treatmen and preferential claims to proceeds from cover assets and establishing a
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robust legal position for covered borndvestois (without discriminating/differentiating between
the foreign and the domestic ongs

With respect to this practicea large number of jurisdictions aselfassessed aallly aligned (B
in total). The EBAhowever, observes a relatively high level of heterogeneity in the regulatory
rules applicable to cover assets located outside the EEA in individual jurisdictions

9 Same jurisdictionsfully restrict the geographic location of cover assets to the EEA (the Czech
Republicand Finlang or limit the geographical scope the EEAwith regardto the primary
assets while substitution/other assets are allowed to be locamtside the EEA (Belgiuamd
Sweden);

1 Some jurisdictions(Austria, Cyprus, Denmark, Greece, lItaly, the Netherlands, Romania,
Sloveniaand Spain)dlow for cover assets to be located within jurisdictsautside of the EEA
whose supervisory and regulatorgquirements have been assessed as equivalBnthe
Commissioror wheret based on selbssessment by the individual jurisdictiangegulatory
arrangements are in place to provide assurance that the cover assets are enforceable in the
respective jurisdictionsnd/or that underwriting standardsnd prudential supervisory and
regulatory requirements are equivalent or at least comparable to those applied within the EU
It is to be noted thatthe level or detail and extent of requiremenis this regardvary
signficantly from one jurisdiction to another

9 The geographical scope of cover assets is stricter than the recommendation set out in the
EBA) Best practice: this is the cader Slovakiawhich only allows domestic mortgages and
public sector (municipaljoans to be included in the cover pyahind Portugal(which only
allows for the assets to be located within the)EU

Severcountries are considered partially aligned (Frar@ermanyJreland, Luxembourg, Norway,
Poland and théJnited Kingdom) due to the fact that the regulatory framework does not limit the
geographical scope tthe EEA i.e. it allows extension to other countries. There ,diewever
generally restrictions and conditions that apply to assets located iREfEA countriesThese do

not necessarily relate to the legal enforceability of the cover assets/dual recourse and the
underwriting standards altemately, they are part of supervisory processes rather thdre
regulatory framework (they may inclugdor example,restrictions in the form ofCQS and
percentage exposures on countries outside the BEfquire assurance of preferential status in

the case oftheh 3 4 dzSNRa Ay az2f gSyoOe ¢gKSy O2@0SNJIFaasSita
in excess of certain percentag@esholds.

Nojurisdictionshavebeenassessedsnon-alignedwith the EBAldestpractice.
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Figurell: Limitations/conditions onthe geographical scope of underlying assets/obligors

Jurisdiction  Limitations/conditions onthe geographicakcope of underlying assets/obligors
Austria Bothprimaryandsubstitutionassetsare limitedto the EEAandSwitzerland.

Primary asset cdasses are limited ttee EEA. The geographical restrictifor exposures to credit
institutions and derivatives is within OECD. As an additional safeguamedomestic assets are onl

Belgium eligible assets and count for the overcollateralisation and liquidity test if the applicablelomestic
law does not impede the righ of the covered bondholders to hawve full recoutsethe underying
collateral
Geographical scope of cover assets covieeEEA and Switzerland.

Cyprus The EEA(mortgagepools) The EEA Switzerand the United States Canada,hpan other counties
CQSl (publicsectorloans)

Czech . .

Republic Geographical scope is limited tioe EEA.

Provision of loans secured by assets outside of Denmark, the Faroe Islands and Greenland
pre-approval from the supenisory authority. The authoryakes an evaluation on the suitability

Denmark allowing assets to be located in the requested jurisdiction, particulady with respect to

enforceability and comparability of asset quality in the context of the application process
national framework ao grants the supenisory authority powers to decrease the lending limits
to reduce risks.

Finland Geographical scope is limited tioe EEA.

Different geographical scopes apply to different types of covered bonds:

1  For OF¢ Geographical scopéor public sector assets is France, multilateral development ba
the EEA, Switzedandhe United States Canada, Japan, New Zealand, Australia and o
jurisdictions rated at leas£Q4L;

France 1 For OFH¢ France,the EEA or a jurisdicton benefiing from the highest level of cre
assessment;
1 For CRHq The EEA (byaw restricts the geographical scope to France and overseas territ
only).

Itis required thatfor cover assets outside the Hid excess otertain thresholdy, the preferental
status of covered bonihvestos must be ensured ithe case othe A & & dzS N dor & gainfdr
indemnification for sequestration of such assetsaigs a public sector entity of high credit qualgy
typically a statesponsored export credit agenaymust existfor the benefit of the covered bonc
programme and be registered to the cover paghe thresholds are: 10% of cowver assets
Germany mortgage and public sector covered bonds, and 20% of cover assets for ship and aircraft ¢
bonds).
Furthermore, the cover asset eligibility criteria require that foreign security intsleeste to provide
security comparable to German mortgages aimdthe case of ship and aircraft covered bonds, it
alsorequired that legal action is not made significantly more difficult for foreigrestos (i.e. the
German covered bond issuer) compared to domesticcone

The loans secured by mortgages can be included in the cowver pool if the mortgage is gover
Greek law. Before an asset govemed by +lmmestic law can be considered eligible for bei
included in the cover pool, a legal confirmation mustdmnducted concerning legal validity, bindit
effect and enforceability under the relevant jurisdiction of the collateral.

Greece

The framework sets certain restrictions to assets located in-B&A jurisdictionsand the Central
Bank of Ireland also has discretionsisgsue for example, regulations and regulatory notices furtr
prescribing requirements that ® Clmust comply withwhen maintaining its cover assets pool. Tt
framework groups nofEEA jurisdictond y 12 WIOR 1S @R NI 8 &ZER ARA O
jurisdictions are Australia, Canada, Japan, New Zealand, Switzedand abuitad Statesand any
other countrythat the Minister for Finance may desighafey Ministerial ordey as acategoryA
jurisdiction. CategorB jurisdictions (which may not be includedtive cover pools of mortgage an
commerciaDCI3 are those that are neither EEA nor Category A, aradgfjll me mbes of the OECC
and (ii) have not rescheduledtheir extemal debt at ay time during the immediately precedin
5years. Assets located éategoryA jurisdictions may be included in cover pools.

Ireland

Italy Geographical scope of cover assets cotieeEEA and Switzerland.

Geographical scope is limited tioe EEAQECD and other countries CQ&imited to 50% of cover
pool)or CQQ (limited to 10% of cover poolyhe pledge or lien over movable and immovable
properties located in these countries must be registered in a public register in these countries ¢
enforceable against third parties.

Luxembourg

Nethedands The scope is restricted the EEA or a thirgharty country considered by the Commissifmased on
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Jurisdiction  Limitations/conditions onthe geographicakcopeof underlying assets/obligors
Artice 107(4) ofthe CRRasa country having in place supenisory and regulatory requirements
least equal to those of the EU.
Norway Geographical scope covethe EEA and OECD jurisdicti_ons. Where loans are granted oracquire
central authoiities in the country where the collateral is present shall qualif¢@® or better.
Poland Mortgage cowvered bonds can be collateralised by cover assets located indRotyn Public secto
covered bonds are limited to cover assets with obligors incorporated in the EU and the OECD.
Portugal The regulatory framework restricts the geographical scope ofthe cover ptiobtEU
The scope is restricted tihe EEA or a third country subject to restrictions (i.e. the maximum limi
mortgage claims from third countries to be induded in the cover pool cannotbe higher than 1
Romania the value of mortgage claims in the cover poth)addition the issuer must obsee the provisionof
Article 208(2) and submit its policy on the inclusifin the cover podl of loans for the purpose o
propertyinvestmentin a third country tthe central bank.
Slovakia Qovered bonds can be collateralised by cover assets located in Slovakia only.
Slovenia Geographical scope of cover assets coteeEEA and Switzerland.
The scope is not restricted the EEAhowever, the mortgage loan assets f@Hlocated outside the
. EU hawe to be considered equivalent to mortgage loan assets located in Spain. This is subge(
Spain L . e X . .
condition that their legal enforceability is equivalent to that of Spanish assets. For this purpt
specificassessmentofeachjuas RA Ol A2y Qa fS3aFf TN YSG2N] A
Mortgage loans in the cover pool are limited ttte EEA. Sovereigns outside the EEA are allowe
Sweden . . .
counterparties to assets in the cover pool and to substitute cover assets.
Cover assets are restricted to being located within Switzedand Uhided States Japan, Canade
United Australia, New Zealand, the Channel Islands and the Isle of Man. FeEEWrassets, issuers a
Kingdom required to obtain local legal advice dne enforceabilityof loans and security, as well as tre

perfection of security and priority.
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Best practice £ A: LTV limits

The legal/regulatory covered bond framework should establish maximum LTV parameters to
determine the percentage portion of the loan that contributes to the requirenfentcoverage o
liabilities of the covered bond programme (soft LTV limits).

While the BBA sees merits in the LTV limits being not only coverage limits (soft LTV limits) Qut also
eligibility limits (i.e. limits whose breach determines the full rigibility of the loan for inclusio

Ay GKS O2@SNJ L2t | f awheNBgvéhNohidbisindidad irltiie ¢ I NR
pool for the first time, the EBA is concerned about the ongoing application of eligibility LTV limits

to loans already included in the cover pool. A severe downturn of real estate prices In the
presence of hard M limits may determine coverage disruptions in covered bond programmes.

Figurel2: Member State€alignment with best practiced ¢ A

0 5 10 15 20 25
® Fully aligned 18
Partially aligned 4
= Non-aligned
No response 7

The coverage of the cover paolhich Article52(4) of the UCITS Directive explicitly requires to
be guaranteed for the whole period of validity of the bonds strictly connected to the LTV
performance of cover assets antherefore, to the ongoing application of the LTV requirement.
Besides establishing the general coverage principle, there ardYidiinits set out in the UCITS
Directive that should be applied to all covered bonds (the Iiififs are set out in the CR&hd
need to be applied by covered bonds seeking preferential treatment).

Two types of the LTV limits should be distinguished: {t)@ocoverage LTV limifge. the limits
that determine the portion by which the loan is contributing to the coverage of liabilities attached
to the covered bonds (i) hard or eligibility LTV limitvhich determine the eligibility of the loan
for itsinclusion in the cover poar exclusion from the cover poolinthe case ofapplyingthe

soft limits, the loans with higher LTV limits cankaptin the cover poglhowever, soft LTV limi

set out the maximum amount by which the loan contributes to theerage.

In the case ofpplyinghard limits, the loans with highg¢han-prescribed hard LTV limitge not
eligible for being kepin the cover pool and cannot contribute to the coverage atdird LTV
limits can be applied either at the inclusiontbe mortgage loan in the cover pool or during the
whole existence of the loan. In the second case, once the loan breaches the hard LT{guichits

47



2016 EBA REPORT @YERED BONDS

A
7

0 (e EUROPEAN
| BANKING

)] AUTHORITY

({({

=

as inthe case ofadecrease in the property valletis usually taken out of the cover pool (or kept

in the cover pool but excluded from the coverage) to be subsequently replaced with an eligible
loan or a supplementary asset. The CRR does not specify whether the LTV limits are to be applied
on a soft or a hard basis.

There is a very high level of alignment with the identified best practice (altogett@er
jurisdictions). This means that an overwhelming majority of jurisdictions athessU apply the
LTV limits on the mortgage loans they grant. The,EB&ever, obsenes that there is a high level
of diversity between the LTV policies applied in individual jurisdictions.

It has been observed that mortgage loans can be collateralised by different types of assets,
including in most cases residential and commercial mortga loans, but also by ship loans,
aircraft loans, loans on agriculture properties, and other type of loans.

In most jurisdictions, the different types of assets are assigned different LTV ratios in
acknowledgment of different default risks linked to thesgset classes. In most jurisdictiotise
covered bond frameworks distinguish between LTV for residential and commercial mortgages;
only a limited number of jurisdictions set out uniform LTV levels for these two types of loans.
Three jurisdictionsalso distinguish LTV limits for other asset classes (Cyprus for ships, Germany
for ships and aircrafts, and Sweden for properties used for agriculture).

The LTV limits are normally set out at the same percentage limits as prescribed by the CRR (i.e.
80% for reddential mortgagesand 60% for commercial mortgages). In a few jurisdictions, the
framework allows the possibility of applying higher LTV limits in specific circumstances, normally
for residential mortgages (i.e. the case of high overcollateralisation ibtthe loan is backed by a
guarantee or insurance).

Frameworks in Qjurisdictions establish soft LTV limitse. LTV limitshat determine the portion

of the loan that can be taken into account for the coverage calculation requirement. These
jurisdictians include Belgium, France, Germany, Greece, Ireland, Luxembourg, the Netherlands,
Sweden, Slovenia and thénited KingdomThe najority of these jurisdictions explicitly establish

the LTV percentages, while minority of them make reference to LTV limiés set out in
Article 129 ofthe CRR.

Eightjurisdictionsallowthe application of both soft and hard limighard limits at the inclusion of

the loan in the pool and/or during the life of the Ioganwhile the rules differ considerably
between individual frameworksThese include: the Czech Republic, Denmark, Finland, Italy,
Poland, Portugal, Romaniand Norway. For the purposes of this assessment, all these
jurisdictions have been assessed as faligned, as their framework incorporates soft LTV limits.

No jurisdictions apply maximum soft LTV limits (i.e. maximum LTV ratios of the contribution of the
individual loans to the coverage).
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Specific LTV frameworks are applicable in Denmarkase othis jurisdiction differentiation is

made between the specialised mortgage credit institutions and universal banking models. For
specialised mortgage credit institutions, thereaibard LTV limit applied at the inclusion of loans

in the cover podl i.e.only loans within the LTV limit can be placed in the cover pool. In addition,
soft LTV limits apply during the existence of the loanthe case of LTV limit breachésans
cannot be taken out of the cover pool and issuers are required to add additienalisy in the

form of supplementary collateralneligible collateral cannot be taken out of the cover pead

(iKS 6K2tS Aaad8SNDRa olflyOS aKSSd Al comtmsyt y OSR

specialised institutionsssuersoperating umer the universamodelhavethe possibilityof taking
the loan out of the cover poaluring the lifetime of the loaand replangit with an eligible loan

There argfour jurisdictionsthat are considered partially aligned, as thiEameworks do not apgl
Soft LTV limits butard LTV limits only (Austri@yprusSlovakiand Spain

Cyprus introduces hard limits (75% for residential mortgages, 60% for commercial mortgage and
60% for ship loans)Austria hosts three covered bond freworks.In one framework (the
HypBG), a hard LTV limit is in place (60%)ewintler the other two frameworks (PfandBG and
FBSchVGho maximum LTV limit rule is in pladdowever, the authorities intend to introduce a
consistent LTV requirement at thevel of 60% throughout the existing legislation.

In Slovakia, the hardTV limit of 70% is applied at the inclusion of the loan in the cover pool.
Furthermore, he framework allows that loans exceeding the 70% limit are added to the cover
pool; the tal anount of such mortgage loans exceeding the 10%t may not surpass 10% of
the total amount of mortgage loans.

In the case of Spain, the framework distinguishes between cover assets and eligible assets. Cover
assets consist of the entire mortgage loan book, and there are no LTV limits applied to them. Part
of the cover assetis formed by eligible assets for the purposédetermining the amount of CH

that can be issued. There are restrictions applicable to the eligible assets, including the LTV soft
and hard limits (60% for commercial mortgages and 80% for residential mortgages, while the
latter can be increased to 95%der certain circumstancesi.e. in case the loan is covered by a
guarantee or insurance).

No jurisdictions are assessed as raligned with theEBA @ st practice on LTV limits.
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Figurel13: Overview of the LTV lintg applied in individual jurisdictions

Jurisdiction Type of LTV limit Details of the LTV limit
Austria Hard/no LTV limits HypBG framework: Hard LTV limits 0860
PfandBG and FBSchVG frameworks: No LTV.limits

Belgium Soft LTV limi 80% for residentiainortgages, 60% for commercial real estate

Cyprus Hard LTV limst 75% for residential mortgages, 60% for commercial mortgages, 60% for ships

Czech Republic Soft + hard LTV Soft limits:70% &ppliedon an aggregated basis.e. at the level of théssue}
limits Hard limits: 200%

Denmark Soft + hard LTV Specialised mortgage credit institutions: Hard limits at the inclusion of the loan ir
limits + demand for cover pool, soft LTV limits duriitg lifetime (handled by additionalecurity).
additional security  Universalinstitutions: Hard limitst inclusionof the loan in the poahnd soft limits

duringits lifetime (handled by additional securitgnd possibility taemoe theloanin
breach oL TV limits fronthe cover pool)

Finland Soft + hard LT\ Soft+ hard LTV limits (applied at the inclusion of the loan inthe:pool)
limits 70% for residential mortgages, 60% for commercial mortgages

Furthermore anadditional hard LTV limit of 100% s applied during the life of the
programme i.e. loans of 100% LTV shall be excluded from the cover pool; loan:
LTV between 60/70% and 99% are allowed to stay inthe cover pool.

France Soft LTVimits OFH: 80% for firstank residential mortgage loans and guaranteed home loans, 1
for state-guaranteed rea¢state loans
OF: 80% for firstank residential mortgage loans and guaranteed home loans, 60
for first-rank commercial mortgage loans, 100% for stgiE@ranteed reaé¢st loans
CRH: 80% for residential mortgage loans (9@#ere is arovercollateralisation of
25%), 100% for statguaranteed mortgage loans

Germany Soft LTV limg 60% for each of mortgage, ship and aircraft laans

Greece Soft LTVimits Reference td\rticle129 ofthe CRR

Ireland Soft LTVimits 75% foresidential mortgages, 60% for commercial mortgages

Italy Soft + hard LTV 80% for residential mortgages, 60% for commercial mortgages
limits Hard limits apply atthe inclusion of the loanin the cover pool. Wheneverthe LT

threshold is not met for apecific loan already included in the cover pool, the issu
shall altematively: substitute the asset with a loan taampiieswith the eligibility
criteria, reduce the amount of the loan computable in the cover pool in orderto
respectthe LTV limitand, if needed, add new eligibility loans.

Luxembourg Soft LTV limi 60% for commercial mortgage®)% for residential mortgages

Netherlands Soft LTVimits Reference tdticle 129 ofthe CRR

Norway Soft+ hardLTV limit Soft LTV limits + hard LTV limits (applicable at the inclusion of the loan in the po

75% for residential mortgages, 60% for commercial mortgages

Poland Soft + hard LTV Soft limits: 60% for commercial mortgages, 80% for residential mortgages
limits +additional Hard limits (applied at the moment of granting the loan or atthe moment of
LTMimits acquiring the loan from a third party): 190

Additional requirementTotalamount of mortgage loans, in the part exceeding 60¢
ofthe value of propertigsy I @ y 20 &dNLJ aa ox: 27F 0|

Portugal Soft + hard LTV 80% for residential mortgages
limits 60% for commerciahortgages

If these limits and requirements are breached, the issuer is legally required to re
the situation immediately by (i) allocating new mortgage credits (with or without
replacing the credits which LTV was breached), (ii) purchasing outstamdieged
bonds in the secondary market and/or (jii) allocating other eligible replacement
assets withinthe set legal limits. The LTV limits apply at the initial inclusion of th
loan on the cover popas well as on an ongoing basiewever, since the iaser has
the possibility of removinépr not) the credits affected by a LTV excgbgse limits
can be considered to be both hard and soft (atismiediscretior).

Romania Soft + hard LTV Reference tArticle1290f the CRR
limits Hard limits areapplied when a loan is included in a cover pool

Spain Hard LTMimits 60% for commercial mortgages

80% for residential mortgages (or 9%the mortgage loan has a bank guarantee
provided by a different creditinstitution to thievestororis covered by credit
insurancé.

Sweden Soft LTVimits 75% for residential mortgages, 70% for properties used for agriculture, 60% for

commercial mortgages

Slovakia Hard LTWmits+ Hard LTWmitsof 70%applied atthe inclusion of the loanin the cover poal.
additional LTVimits Additional requirementTotalamount of mortgage loans exceeding the 7%kt that

can be addedto the cover pool may not surpass 10% of the total amount of the
mortgage loans.

Slovenia Soft LTVimits 80% for residential mortgages, 60% for commercial mortgages

United Kingdom Soft LTV lim# Reference td\rticle 129 ofthe CRR
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Best practice 4 B: LTV measurement and frequencyrefvaluation

The legal/regulatory covered bond framework should establish that the value of the property
securing a particular loan and the corresponding regulatory LTV limit determining the
contribution of that loan to the coverage requirement be moméd and updated (e.g. at least Via
an indexation or other statistical method)n at least a yearly basis for both residential gnd
commercial properties, and more frequently where either the management of the covered |bond
programme the cover pool monitor othe competent authority deem appropriate.

The framework should specify that the valuation of the properties securing the loans should be
based on transparent valuation rules and be carried out by an agent who is independent frgm the
credit granting proess. As a minimupthe valuation process should be compatible with the

conditions laid down in the first and second sparagraplsof Article229(1) of the CRR.

Figurel4: Member State§alignment with best practice4 ¢ B

E— W

0 5 10 15 20 25

H Fully aligned 14
Partially aligned

H Non-aligned

No response

In addition to ensuring that mortgage loans comply with LTV limits, the measurement of the value
and frequency of therevaluationsof the propertiesare also important factors impacting the
coverage requirement. The CRR prescribes the frequency of théuadiea in Article 208(3),
according to whiclit must take placgasa minimun) once every year for commercial immovable
property and once evergyears for residential properties. The EBA recommendedts best
practice that the revaluation should takeplace yearly for both residential and commercial
properties It should be noted that revaluation performed on a statistical basis (i.e. through
indexation benchmarks and automated valuation models) has been considssedlid method.

Full alignment

The following X jurisdictions are assessed as aligned with the best practice: Belgium, Denmark,
Germany, Greece, Finland, France, Ireland, Italy, the Netherlands, Norway, Paendal Spain

and the United KingdomThese jurisdictions generally requia¢ least anannual revaluation of

both residential and commercial properties and set out provisions ensuring the independedc
transparency of the valuation process.
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A limited number of these jurisdictiorfe.g. Belgium, Denmark, Greetaly and Portugdl follow
the frequency as established iArtice 208(3) ofthe CRR (i.e. evergyears for residential
properties and every year for commercial properties); howevaeir regulatory frameworks
require a more frequent revaluation in specifi@ircumstancegsuch as upon deteriorating
market indicator$ and/or require more frequent monitoring and verification of the valuation of
properties to be performed in the context of the duties of the cover poohitor.

In two jurisdictions (Germany an®oland),the framework establishes the use of mortgage
lending value forthe valuation of properties securing mortgage loaris Germany, the
assessmenof the value ofa property is conductesn an ad hoc basis rather tham a regular
basisithe inputs of the mortgage lending value calculation have to be reassessed in the case of a
non-insignificant deteriorationn the base of the assessmeat material arrearsPoland has a
similar framework in placelhesystems in plachave been selas&ssed asustainableand long
termvaluation conceptsand hencearefully in line with theEBAl@e st practice.

Sevenjurisdictions are partially aligned with this best practice, these being Cyprus, the Czech
Republic, Luxembourg, RomanSlovenia, Slovakia and Sweden. While these jurisdictions have
regulation in place dealing with the revaluation of the properties, the regulations are not
necessarily fully aligned with all aspects of ERA Idest practice. In most casgbe framewoks

are not aligned with the prescribed frequency of revaluation, while being compliant with the
recommendatioronthe independence and transparency of the revaluation process.

Onejurisdiction is not aligned with the best practice (Austresg,no specific legal requirements
exist concerning the valuation and frequencylaod revaluation of properties.
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Best practiceb: Coverage principles and legal/regulatory overcollateralisation

The legal/regulatory covered bond framework should ensure that all the liabilities of the coyered
bond programme, including liabilies towards counterparties in dervative contracts (asd
applicabl¢ liabilities towards managers/adinistrators, servicers, trustees, cover pool monitprs

and similar entities involved in the process of covered bond issuance are covered by cover pssets.

The EBA considers that a legal/regulatory minimum overcollateralisation level constitutes a
regulatory best practice. The recommendation of a quantitative legal/regulatory minimum

overcollateralisation level would require further analysas it depends on several factors
including but not limited ta the class of cover asse@nd, crucially, the chosen gerage
principle among the several different coverage principles currently adopted across jurisdictions
(nominal, net present value, prudent market value, pegsent value under stress, etc.).

Figurel5: Member State€alignment with best practice5

EE———
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H Fully aligned 19
Partially aligned 3

= Non-aligned

No response

Requirementfor a minimum level of overcollateralisation is a fundamental method used for
mitigating the most relevant risks to which covered bonds are exposed, including liquidity,
market, refinancing and operational rigjparticulaty in case ofthe A 8a dzSNRa Ayazt g
resolution. The following assessmeminly takes account of regulatory overcollateralisation
requirements; it does not give account of overcollateralisati@smming from contractual
arrangements or applied by issuers on a voluntary basiaddition it is noted that apart from
overcollateralisation, other specific forms of coverage are applied by some jurisdictions, such as
interest matching, currency meliing, duration matching or maturity matchinghese are also

disregarded in the assessment.

Full alignment

There is a very high level of alignment with this best practice, with all but three responding
jurisdictions (Austria, the Czech Republic and %iayabeing fully aligned. Legal/regulatory
frameworks in all theseomplyingjurisdictions incorporate a requiremefidr a minimum amount

of cover assets to be available to cover claims attached to covered bonds during the whole period
of validity of thesebonds.
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There exists a wide range of minimum overcollateralisation levels (i.e. minimum excess of cover
assets wer liabilitie9 across jurisdictions, up to 25%hose jurisdictions that require the
minimum overcollateralisatiorto be at a levelthat is hgher than 0% are assessed as fully
compliant, enabling the issuerstiolly cover all liabilities attached to covered bond programmes.

Covered bond frameworks in two jurisdictions (Italy and Norway) require issuers to maintain a
positive (although not galified) overcdiateralisation level (i.e. a levgreater than0%) They are
considered aligned with the best practicas other requirements are in place that effectively
ensure the value of overcollateralisation, is practice above 0% and hence abl® cover
liabilities of the covered bond programmescluding liabilities towards derivative counterparties
and operational costs related to the programme.

In Denmark, the framework for the specialised covered bond issuers incorporates a capital
requirementfor a minimum of 8% rislweighted assets to be met by each individual cover pool
as well adythe issuerin general, which is considered an overcoléigation requirement of 8%.

The EBA notes that there exist a number of methods that are used for the calculation of the
overcollateralisation regiwement. The hiree most widely usethethodsarethe following

9 Calculation based on the nominal valacording to whichihe total nominal amount of all
assets in the cover pool shall always be at least as high as the total nominal amount of
outstanding covered bonds. This method is appliedh@ majority (nine)of jurisdictions:
Austria(for HypBG andPfandBG), Belgium, France, the Netherands, Poland, Portugal, Spain,
Slovakia and the Czech Repubitcsfould benoted that Austria, the Czech Republic and
Slovakiare assessed as partialijgned with this best praate);

9 Calculation based on theet present value according to whiclthe net present value of all
assets in the cover pool shall always be at least as high as the net present value of all
outstanding covered bonds. This criterion implies the use of a yield curve for discounting
future cashflows.ltis applied in three jurisdictions (Cyprus, FinlandRomani,

1 Calculation based on theet present value under stresaccording to whiclhe net present
value of all assets in the cover pool shall always be at least as high as the net pedgerdf
all outstanding covered bonds and the condition should hold even following the
implementation of stresgonditions, based on statiar dynamic simulations. This method is
applied inonejurisdiction(the United Kingdom

A number of jurisdictios use combinations ofariousmethods (such as Germany, Greece, Italy,
Luxembourg, Romani&loveniaand Sweden), usually combining calculations based on both
nominal value and net present value, or net present value and net present value under stress, or
other combinations.

Three jurisdictions use specific methogsudent market value used in Ireland and Norway and
combination of nominal andsk-weighted value methods used in France
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Three jurisdictions are considered as partiallgratid with the EBR Best practice (Austria, the
Czech Republic and Slovakia).

In Austria two of the three regulated covered bondghe PfandBG and HypB@quire an
overcoleteralisation of 2% of the nominal value of covered bonds, whereas undeFB&chVG
framework no legal requirement currently existsThe authorities intend to extend the
overcollateralisation requirement to the FBSchVG.

In the cases of the Czech Republic and Slovakia, the reguldiayeworks establisha minimum
overcollateraliation of @4 astheyrequirethat the total nominal amont of all cover assets shall
always be at leastshigh as the total nominal amount of the outstandicmyveredoonds

No jurisdictions are assessed as radigned with theEBA [de st practice.

Figure16: Minimum overcollateraligtion levels across Member States
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Figurel7: Overcollateralisation requirements across Member States

Jurisdiction  Method for Overcoll  Further information/requirement on overcollateralisation
calculation of ateralis
overcollateralis  ation
ation
Austria Nominal value 2% HypBG an@fandBG 2% of the nominal value of the covered bonds ir
circulation.
FBSchVG: No legal requirement for a mininmwarcollateralisation
Belgium Nominal value 5% First, the value of eligible assets (residential mortgages, commercia
mortgages, public loans, exposures to creditinstitutions) must be
always higher than 105% of outstanding covered bonds. Exposures
creditinstitutions may only be considered if these of highest credit
quality (and ofamaturity of less than Year if applicable) or cEQ2if
of amaturity shorter than 10@ays.
Second, the value of cover pool assets in#igctestsenséfi.e.
residential mortgages, commercial mortgages, or public loans) must
atleast 85% of the outstanding covered bonds.
Cyprus Netpresent 5%
value
Czech Nominalvalue 0% The total nominal amount of all cover assets shall always be atdeas
Republic high as the total nominal amount of outstanding covered bonds.
Denmark Riskweighted 8% Mortgage creditinstitutions are specialised institutions that grant
value mortgage credit loans and issue covered bonds in selies capital
centres, each havinan individual serial reserve furithe framework
requiresthat the solvency requirement aminimum 8% in terms of
risk-weighted assets shall be metin each individual serial reserve fu
as well as for the institution in general. This shall be fetfilvith funds
qualifyingas@mmonEquity Tied capital, additional Tiek capital or
Tier2 capital. The funds ofthe serial reserve fuathainseparate from
the other funds of the mortgage credit institutipand the capital
centres are upheléhinsolvency or re solution
Finland Net present 2%
value
France Nominal value 5%/ {20AS0Sa RS CAYHKSFBmISEFS%H RS f QI
(for covered 25% CRH25% (the higher threshold correspondstieir s pecific structure
bonds), risk which pools different sponsors within the same issuing entity).
weighted value The value of the assets within the covered pool to be used is the
(forthe cover nominal value times a factor (between 0% and 100%) dependingon
assets) nature ofthe assetand its quality, as stated inthe CRBF ReguNftior
99-10. @vered bonds are taken into account at their nominal value.
Germany Net present 2% Presentvalue (daily) and stressed present value (at least weekly)
value + net
presentvalue
under stress
Greece Nominalvalue 5.2632% 5.2632% based onnominal value (asthe overallnominal value of
+ netpresent mortgage bonds in circutn, plus accrued interest, may not exceed
value + net 95% of the nominal value of assets inthe cover pool, excluding
presentvalue derivatives used for risk hedging purposes)
under stress 0% based on net present value, including derivatives used for risk
hedging purposes
0% based on net psent value under stress, including derivatives use
forrisk hedging purposes
Furthermore, during al2-month period, the amount of interest
payments tobond investosmay not exceed the amount of interest the
is expected to be received on the assets of the cover pool inthe sar
period. This check shall also encompass financial derivatives used f
hedging purposes.
Italy Nominal value + 0% The assets must bi@t a minimun) equal to covered bonds based on

net present

the nominal value as well as net present value.
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Jurisdiction  Method for Overcoll  Further information/requirement on overcollateralisation
calculation of ateralis
overcollateralis  ation
ation
value Furthermore, interests owed on cover assets must be at least equal
interests owed on covered bonds.
Higher levels of over collateralisatiame usually provided on a
voluntary basis by contractual provisions and, in such a case, must
complied with as they were setin a binding regulation.
Ireland Nominal value- 3%/ For mortgage DCIs: 3% for residential and f@@6ommercial
prudent market 10% mortgages, after taking into account the effect ofany cover assets
value hedge contract comprised in the cover assets pool.
For public DCIs: 3%.
Calculation based on prudent market value of mortgage credit asset
Luxembour Nominal value + 2% 2% of both nominal and net present value.
g netpresent
value
Nethedand Nominalvalue 5% 5% based on nominalvalue
s 0% based on calculatigiaking into consideration the restrictions
provided for inArticle 129(1)(d) underi, e, funderiand gtbe CRR as
faras applicable to the type of cover assets used
Norway Nominal 0% The value of the cover pool shadt alltimes exceed the value of bond:
coverage + with a preferential claim over the cover pool.
prudent market Upon inclusion of loanis the cover pool, a prudent value shallbe
value established for the asset furnished as security for each loan. Pruder
market value may not exceed the market value resulting from a caut
assessment.
Poland Nominal value 10% 10% of the nominal value coverddnds
Portugal Nominal value 5.2632% The overall nominal value of mortgage bonds in circulation may not
exceed 95% of the nominal value of mortgage credits and other ass
assigned tdhe cover poal That means a mandatory
overcollateralisation of 5.282%.
Romania Net present 2% 2% of the net present value of all liabilities arising in the programme
value + net 0% of the net present value under stress scenarios.
presentvalue 0% of the accounting value of &llbilities(i.e. the accounting value of
under stress + the cover assets needs to be at least equal to the accounting value «
accounting the liabilities; avalue ofderivativecontracts is not taken into account
value
Slovakia Nominal value 0% The total nominal amount of all covassets shall always be at least a:
high as the total nominal amount of outstanding covered bands
Slovenia Nominal value + 2% 2% underthe net present value under stress
net present 2% of the net present value
value + et 0%of the nominal value
presentvalue
under stress
Spain Nominalvalue  25% For CHs: 25% of the nominal value. This is a consequence of the is:
limitratio by which institutions shall not issue CHs for an amount
greaterthan 80% of the outstanding eligible mortgage loans andtsre
in their portfolios.
Sweden Nominal + net 2% 2% based on nominaland net present value.
presentvalue Furthermore, the institution must also make sure that the cash flows
are such thatthe payment obligations to the liability holders Grall
times, be fulfilled.
United Net present 8% 8% of total principal amount outstandinghe coverage principle is net
Kingdom value under presentvalue under stress. In addition, theCA applies a specific
stress regulatory minimunovercollateralisatioteveldepending on

programme features and cover pool characteristics.
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Best practiceb ¢ A: Use of derivatives

The legal/regulatory covered bond framework should specify that derivative instruments are
allowed in coveretond programmes exclusively for risk hedging purposes.

The legal/regulatory covered bond framework should provide that derivative contracts entered
into by the covered bond issuer with a derivative counterparty and registered in the cover pool
cannot beterminated uporthe issueQiasolvency.

Figurel8: Member State§alignment with best practices ¢ A

0 5 10 15 20 25
® Fully aligned 17
Partially aligned 3
B Non-aligned 2
No response 7

Derivative instruments are tools often used in covered bond programmeth&mitigation of
market risks, particuldy risks ¢£€mming from interest and/or currency mismatches. While
providing protection to the covered bondholders, they also introduce an element of counterparty
credit risk to the structure of the covered bond programmes, as the counterparties usually rank
pari pasu with the covered bondholdergith regardto claimsfor covered bond assetsn
addition where derivatives are permitted to be used for purposes other than risk hedthigy
opens up the possibilitpf issuersudng derivatives in speculative transaatis that in the end

may result in harming the covereldondholders The EBA hasherefore, recommended that
derivative instruments are only allowed to be used for risk hedgungosesand they cannot be
terminated when the issuer enters the stage of insolvency, so as to feepdingprotection to

the covered bond programme in theterestsof the covered bond investor.

Besides the use of derivatives, other arrangements are put icepglaa number of jurisdictions to
addresgshe market risks associated with covered bonds, such as requirenfiertse eligibility of
RSNA DI GA@SaQ 02 dzyintéagdfihediirig ansattighihede drevdisieégarde?l y
for the purposef thisassessment.

Full alignment

There is a relatively high level of alignment with the best practice, as 17 jurisdictions have been
selfassessed as fully aligned (Austria, Belgium, Cyprus, Denmark, Finland, France, Greece, Ireland,
Italy, the Netherlands, Nwvay, Portugal, Romania, Slovenia, Sweden, Spain andJitied
Kingdom. Regulatory frameworks in these jurisdictions allow derivatives only for the purposes of
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hedging risks, and establish that tderivative contractsin the cover pookannot be terminged
dzLR2 Yy (GKS A&aadzSNDa Ayazf gSyoeo

Threejurisdictions are considered to be partially aligned (Germany, Luxe mizoutBoland. This

is due to the national frameworks either not requiring that derivative instrumemesonly used

for riskhedging (Germany) or not requiring that fheannot be terminated in case dfe A & & dzS5 ND &
insolvency (LuxembouandPoland)

1 In Germany, the framework requires that derivative instruments entered into by covered
bond issuers are registered in the coyrol and cannot be terminated updhe A & & dz5 N &
insolvency, to the exterthat the cover pool derivative shall be taken into account as cover
assets. However, no requirement exists to only use derivatives included in the cover pool
for risk hedging purpose It has been clarified that the reason for not establishing this
requirement is that it would have to be met at all times, which was deemed impractical in
terms of administration (addition and removal of derivatives from the cover pool) and cost
of implementation

1 In Luxembourg, théramework allows thassuer to use derivatives to ensure coveragel
requiresthe derivativesto beregistered in the cover pool. However no specific provision is
foreseen on the exdusion of a termination of the derivatoomtract in case ofhe A & & dzS N &
insolvency

i In Poland, the covered bond framework requires the issuer to take appropriate measures to
mitigate exchange rate and interest rate risks. The derivativesrapiicitly registered in
the cover asset register and hence are protedwadn theinsolvencyof the issuerThere is
however, no explicit requirement that the termination of the derivative contract uptne
AadadzsSNRa Ayazt @gSyoe aklrftf y24 6S Iff28SRD

Two jurisdictiors (the Czech Republiand Slovakia are considered as nomligned. The
regulatoryframeworks do not regulate theuse of derivativegxplicitly. ere are no provisions
that would limit the use of derivative instruments for risk hedgingyambrthe requirement for

the derivative contracts to continue iihe case otheA 8 4 dzZSNRa Ay az2ft gSy oe o
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Best practiceb ¢ B: Liquidity buffer

The EBA considers that a requirement to mitigate liquidity risk ircdwered bond programme by
means of liquid assets available at all imes to cover the cumulative net outflows of the cqvered
bond programme over a certain time frame constitutes a regulatory best practice. Determining
the calibration and scope of a best ptece requirement would require further analyssnca as
the report acknowledges different structures of the covered bond programrf@g. hard bullet,
soft bullet andCPTstructure9 expose the covered bond programme to liquidity riskdifferent
extents.

Figurel9: Member State$alignment with best practices ¢ B

0 5 10 15 20 25
H Fully aligned 9
Partially aligned 10
® Non-aligned
No response 7

With the aim to address in a comprehensive way the different factors behind the occurrence of a
liquidity shortage, the EBA recommended the presence of a liquidity buffer. The 2014 A

specified that theliquidity buffer (as recommended by the EBShould be distinct from, and

should not be related to, the already existing prudential regulation on liquidity and particular

the LCRprovisionsapplicableto covered bond issuers. While the LCR requirements are calibrated

to address d-month interval d liquidity stress hitting the covered bond issuer, the objective of

the liquidity buffer is to target the needs of the covered bond programme, particularthian

scenario ofthe A 4 adzSNDa Ayazt gSyoe gKSNB GKS f krljdzA RA
available.

For the purposes of the assessment, the EBA only considered requirements on specific liquidity
buffers, distinct from the general liquidity requirementsther measures used to address the
liquidity risk such asinterest/maturity matching,overcollateralsation, substitution assets and

soft bullet/CPT structureshave been disregarded in the analysis.

Full alignment

The EBA observes that nine jurisdictions have a specific liquidity buffer in place (Belgium, Cyprus,
Denmark, France, Germanygthetherlands, Poland, Romania and Slovenia).

The frameworks in these jurisdictions require the liquidity buffer to be in place to cover outflows
due from both principal and interest (in Polandnly interests are covered). Other additional
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outflows are overed in some jurisdictions, such as outflows related to derivative financial
instruments, or other costs incurred during the issuance. The framae of the liquidity buffer is
usually émonths (i.e. the outflows for the upcomingwonths are to be coved) and the type of
coverage is full coverage (i.e. the fullamount, rather than a portgin,be covered).

With regardto the contribution of the liquidity buffer to coveragehe substantialmajority of
jurisdictions allow the buffeto be a part of the cover pool (i.e. part of the cover pool must be
sufficiently liquid and generate sufficient liquidity), whtlee minority requires the buffer to be
seton top of coverage requirements.

In Denmark, specialised mortgage credit institutionsplement the match funding model,
applying a match between the loan and the bonds issues, hence also between payments on the
borrower (collateral) side and the investor (bond) side. The borrower knainel times which

bond is funding his loan and thedio and the bonds are tied together. When a loan is refinanced,
the underlying bonds are replaced and the match funding principle applies continuously. When
refinancing takes place, the new interg@trespective of whether it is higher or lower than the
previous interestis transferred fully to the borrower. The genetahlanceprinciple relating to
liquidity requires at least 10% of the uncalled drawing facilifegll times As the borrower is
contractually obliged to pay interest and instalments beftie investors are entitled to receive

their payment, this reduces thavestosQiskin terms ofthe credit risk.
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Figure20: Liquidity buffer coverage for due obligations

Jurisdiction
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More detailed information on the liquidity buffer

Full coverage, fo6 months, including all outflows (principal repayment, interest payments, any other cos
be paid out of the cover pool).

The cover pool must generate sufficient liquidity such that all outfiows in the relevant time horizol
covered. The issuing bamkay also use liquidity facilities dslfilment of the liquidity requirement, whereas
the liquidity line must be for the exclusive use for the cover pool (and not cover any liquidity needs
issuing institution) and must be provided by a credit ingiidn (not within the perimeter of consolidation ¢
the issuing creditinstitution) aQSL located within the EEA.

If a cover pool breaches the liquidity test, the issuing credit institution must take measures witllayd4and
is barred from issuingry further covered bonds (under the same or a differpnbgranme).

Cyprus

30-180
days

180 No
days

Yes

The coverage requirement increases as the time to payment obligation approaches. For interest ar
obligations full coverage must be provided 1&@ays prior to the obligation falling due. Regarding princi
repayments the degree of coverage required is as follows: 50% coverage for principal repayments falli
within 31-180days;and 100% coverage for principal repayments falling due withinl@9s or less.

The issuer shall maintain the required liquidity either as a pathetover pool in the form of complementar
assets or outside the cover pool inthe form of liquid assets.

France

180
days

180
days

Yes

Yes

The framework requires the SFhd SCF to cover, at all times, its treasury needs over a period ofah&0
taking into account the forecasted flows of principal and interest on its assets and net flows relat
derivative financial instrumentsThe potential liquidity needs may beoveredeither by substitution asset:
(which may consist of up to 15% of the cover pool) or by assets that are eligible for refinancing with thte
is not possible to cover the existiBgmonth liquidity gap with intragroup liquidity lines.

The framevork provides further liquidity means by allowing, as ad@stourse funding option, ta SFH and
SCF to subscribe to itava privileged covered bondsup to 10% of total privileged liabiliiesprovided that
the institution uses theseovered bondss collderal with the central bank or cancels them withinl8ys.

Germany

180
days

180
days

Yes

Yes

The framework requires the liquidity buffer to be in placeorderto cover (based on full coverage and for tt
next 180days) payments due of circulatedvered bond€principal and interest.

The amount necessary as liquidity buffer is calculated (on a daily basis) as follows: (1) daily netting
inflows on cover assets and cash outflows due to principal and interest owed for each of the nelays8(2)
for each day, summing up all previous daily net amounts including the actuals; (3) largest single n
amount of (2) within next 18@ays is the buffer amount necessary.

The buffer amount is not necessarily on top of cover assets but a reqairteon the liquidity properties of
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cover assets (i.e. a certain amount within coverage has to consist of highly liquid cover assets).

Netherlan 6
ds months

6
months

Yes

Yes

The framework requires a liquidity buffer to cov@for at least the next6 months) interests, redemption
amounts on the outstanding bonds, and other obligations.

The framework requires that the issuer either holds sufficient liquid assets or generates sufficient liquid
via the cover assets.

The obligation to pay the redemptioamounts shall not apply if the owner of the cover asset is entitlec
defer payment of the redemption amount by at ledstonths compared to the original redemption date.
When calculating the amount of the liquidity buffer, the expected cash flows fdenvatve contracts anc
other riskmitigation instruments used for covering these obligations shall be taken into consideration.

Poland Not
covere
d

6
months

Yes

No

The framework requireshe establishment ofa liquidity buffer (separately formortgagecovered bonds anc
public sector covered bonds) consisting of an amount of liquid assets (securities issued by goverr
central banks, etc., deposited in the central bank or cash) thatis no less than the shennafminal value of
interest due on covered bonds in the followiGgonths.

The amount is excluded from the amount funded by covered bonids. the surplus has to be maintaine
independently from the cover bonds register.

Romania 180
days

180
days

Yes

Yes

The framework establishes a 1-8@y prematurity test that requires the issuer to compardor this period

on a daily basisincoming and outgoing cash flows (generated by the repayment of principal, interest a
the other costs incurred during the isancg and to ensure that any gaps are fully covered by liquid assets
For this purpose, the liquid assets need fiolfil both of the following conditons: (i) they satisfy tr
requirements applicable to substitution assets; (ii) they are eligible as ealafor monetary policy operation
of the central bank.

Slovenia 180
days

180
days

Yes

Yes

The framework requires thdollowing conditions for thdiquidity buffer. The maximum liquidity gap (.
cumulated net cash outflows) calculated on a ddifigis for the next 18@ays is required to be covered at ¢
times by the liquid assets eligible for the substitute cover assets. The obligations covered are all
liabilities fromissued covered bonds and matured liabilities from derivativesr(ieeest and principles).
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In 10jurisdictions, no specific liquidity buffer is required to be established (Greece, Finland, Italy,
Ireland, Norway, Spain, Portugal, Slovakia, Sweatehthe United Kingdom However, these
frameworks incorporate other measures with the objective to address liquidity @sle widely
usedtype of measureis the requiremenfor WY I G OKA y3Q 06 S ( ¢ SuBty, intérdstS R dzNJ
or cash flows of assets and liabilities in the @ad bond programmes. According to interest rate
matching, it is required that the total amount of interest/cash flow paymentsévered bond
investors shall not exceed the total amount of interest/cash flow received on the assets in the
cover pool in a igen time frame (usually for the next 1&honths). This also usually covers the
payments to the counterparties in the derivative contracts and possibly operational costs.
According to duration/maturity matching, the duration (or weighted duration)/maturiafy
covered bonds shall not exceed those of the assetsin the cover pool. Fenalgntly matching is

also used, requiring that both covered bonds and the assets in the cover pool must be
denominated in the same currency.

Figure21: Measures addressing liquidity risk

Jurisdiction Measures addressing liquidity risk

Interest and maturity matching requirements are in place.

Interest rate matchingroves a period of 12nonths and takesnto account payments to derivatiw
counterparties.

In additionan assessment of maturity mismatches between covered bonds and cower assets, int
derivatives, is reported to the central banks quartedy well as the weighted average interest rate
asset category and the weighted average interest rate of cover assets as a whole.

Greece

Interest and maturity matching requirements are in place.

Interest rate matching covers a period of mdnths and takesnto account payments to dervatiw
Finland counterparties.

Maturity matching requires that the remaining average maturity of the covered bonds does

exceedthe remaining average maturity of the loans entered in the register.

Interest matching requirement is in place and taketo account operational costs ohe special

Italy purposeentity and payments to derivative counterpatrties.
Interest, maturity and currecy matching requirements are in place.
Interest matching coars a period of 1#honths.
Maturity matchingrequires a maturity for the cover asset pookhat is not less than that of the
Ireland mortgage/public cove red sepuritieslated to the pool. _ _
The currency matching requires that the currency of assets in the pool is the same as the curn
which those securities are denominated.
In addition, prudent market value of the poshould begreater than the total of the principal amount
of thosesecurities.
Cash flowmatching requirementis in place.
CGashflow matching requires the issuers to ensure that the payment flows from the cover pool er
Norway . o .
them to honaur their payment obligations towards holders of covered bonds and countermtte
derivativecontracts at all times.
Liquidity test requirement is in place: institutions are required to draw up and submit to the ce
bank aliquidity mapwith the detaik of liquidity mismatches in accordance with at least flaowing
deadlines: (i) up tol month; (i) one to3months; (iii))3 to 6months; and (iV)6 to 12months. The
central bank may determine, on a calsgcase basis, liquidity requirements considered appropfii
Portugal after taking into account, inter alia, the spificity of the assets and liabilites, other operatiol

contracted, the different scenarnoggarding markeevolution and other elementin terms of the
manage ment of liquidity by the institutionThe issuer must be able to demonstrate, at all imeat fi
possesses an adequate lewvel of liquidity and the competent authority may also make use
regulatory role torequestadditional steps by the issuers to meetall the adgaility criteria it finds
prudent and adequate. Additionally, whenevervesed bonds and cover assets are denominatec
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Measures addressing liquidity risk

different currenciesthe issuer must ensure the hedging ofthe currency risk.

Furthermore, there are specific legal provisions in place to account for the major liquidity risks
could flow from possiblenaturity (and/or inflows/outflows) mismatches, such as: (i) the medii
maturity of all outstanding bonds cannot surpass, in each moment, the medium maturity ¢
mortgage credits and cover assets; and (ii) the overall amount of interests to benphidespect to
the cover bonds cannot exceed, in each moment, the amount of interests to be reasitedespect
to the cover assets.

Slovakia

Interest matching requirementis in place.

Spain

Cash flow matching requirement is in platesuersare required to adopt the necessary measures
avoid inappropriate imbalances between the flows from the cover assets and those derived fro
payments to CH holders.

There is also a mandate by lder the insolvency practiioner to sell substituticassets osoure

additional financing to mitigate potential temporary shortfalls and to ensure timely payments ol
obligations.

In addition, the volume ofCHissued and outstanding cannot exceed 80% of the sum of the un
ptincipal amounts correspongid G2 Fff GKS Y2NIi3ar3asS ONBRAGE
portfolio. The issuer cannotissueHbeyond these percentages at any time. If the limit is sumpas
due to increases in the redemption of the eligible assets or any other eveatjstbuer shall re
establish due balance by means ofany of the following actions: cash deposit or deposit of govel
paper in the central bankacquisition ofCHin the relevant marketplace; execution of new mortga
loans or acquisition of mortgage peapations, provided that they are eligible to covwe€H;and

redemption of CHs by the pertinent amount until balance has been reinstatbath, if necessary, cal
be executed through early redemptid.n

Sweden

Cash flow matching requirement is in pla@ae national legislation requires that the cash flow fro
cover pool assets, dernvatives and bonds should be suchthbanstitution, atall imes canfulfil its
obligations towards thdondholderand dernvative counterparties. The cash flows accruingifcover
22t aasSdiaz RSNAGI GAGSE | YR 02y RAa aif@aspaific
account. The spedific account should also be sesuphthat it remainsseparatein the event of
bankruptcy.

United
Kingdom

Interest matchingequirements is in place and covers a period ofridhths.

In three jurisdictions, therare no such liquidity buffer provisions in place. These include Austria,

the Czech Republic and Luxembourg.
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Best practiceb ¢ C: Stress testing

The legal/regulatory covered bond framework should require covered bond issuers to car

stress test exercises on the calculation of the coverage requirement taking into accouime,

veryleast, the following fadairs:

1 Shifts in relevant interest rate curves based on historical performance, where da
available;

9 Shiftsin the currency pairs relevant to the covered bond programme based on hist
performance, where datais available;

9 Stresses on the credit quigl of the underlying assets based on historical performance, w
data is available;

9 Stresses on the repayment behaviour of the underlying assets based on hig
performance, where datais available;

i Stresses on the liquidation price of the undertyiassets based on historical performan
where datais available.

The stress tests should also take into account other risks, includiagnot limited tor set-off

risks and commingling risks.

ry out
at

fa is

brical

nere

torical

ce,

Figure22: Member State€alignment to best practices ¢ C

-

0 5 10 15 20 25
B Fully aligned 4
 Partially aligned 11
= Non-aligned
No response 7

In its 2014 EBAeport, the EBA identifiedas a best practigethe periodic implementation of
stress test exercises on the main risks surrounding the covered bond programme, and the
assessment of their implicatiesnon coverage and on the capability of the covered bond

programme to achieve full and timely payment of its implications.

Content of stress testing

Full alignment

There is a low level of alignment with this best practice. The EBA flmurdurisdictions ©
require covered bond issuers to conduct comprehensive stress (@sise beingFrance,the
Netherlands, Romania and the United Kinggom

66



2016 EBA REPORT @MYERED BONDS ;‘;;7
e
EBA o
), «'“ AUTHORITY

T

In France, all SCF and SFH conduct stress tests on a quarterlyinbasifer to assess
compliance with coverage rerements and to check whether a new production of loang by
mother bank would be necessarjhe stress tests are selfsessed as considering factors
covered in the EBRlest practice;

Inthe Netherlands, the framework requires the issuers to condbetstress tests on a regular
basisin relation to a comprehensive set of rigsch as credit risk, interest rate risk, currency
risk, liquidity risk and otherisks that the central bankonsides relevan). The tests take
account of risk mitigating factorsuch as derivative contracts. The objective is to chieck
banks are able to maintain the minimum coverage requirements in an adverse scenario as
well aswhether there is a healthy ratio between the totamount of outstanding covered
bonds compared tahe 6 | Y {1 Qa (igated HalanCe2slfe@t2 As sucthe stresstests
assesqot only implications on the coverage requirements, blgoaon the entire balance
sheet

In Romania, the framework requires igss to ensure that the net present value coverage
requirement is fulfilledincluding under stress scenarios. For this purptse issuer needs to
undertake stress tests on the coverage at least on a monthly basis by taking into a@ount
the verylead) the following factorsinterest rate risk, currency risk, stresses on the credit
quality and repaymenbehaviarr of the cover assets, and stresses on real estate market
prices and on the values that could be eatied by foreclosure procedurgs

In the United Kingdomthe issuers are required to conduct stress testing in view of ensuring
full coverage of the claims attached to the bonds, timely payment of the clamasufficient
quality of the assets in the cover pool. The stress tests are conductedrmnthly basis (or
more frequently depending on issuances schedule). The sourcebook indicates what factors
the competent authority takes into account when assessing compliance with the regulation
(these factorsinclude credit, concentration, market and counterparty riykas well as the
interdependency between these factors. The sourcebook also sets oidshe@ mandate to

set in place appropriate risk management, including carrying out stress testing. In addition,
the competent authority conducts its own stress testing on a quarterly basis to monitor
overcollateralisation levels in the cover pools.

Besides the aboveour Member States, 1 other jurisdictions also require the issuers to carry out
stress tests (Belgium, Cyprus, Denmark, Finland, Germany, Greece, Ireland, Neohamngd,
Sweden and Slovenia). In these instances, however, the types of stress tests do not fully align with
the stress tests identified in thEBA) Best practice. It may béhe case that manybut not all of

the identified risk factors are considered in the stress tests,avhihay also be the case that the
framework requires issuers to conduct stress tests on other fadtaasare not covered by the

best practice. In geeral, it can be concluded thathere exists much heterogeneity on stress
testing requirementsin terms ofthe risk factors considered, frequency of the tests, terms of
publication of the results, and the general objective of stress testing (i.e. wheltberesults are
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for the informative purposes of the issuer or need to be reflected in the conduct of the covered
bond business).

Figure23: Further information on the stress tests conducted by covered bond issuers

Jurisdic
tion
Belgium

Further information on the stress tests conducted by covered bond issuers

The cover asset tests aftte liquidity test mustoe met also in the case of sudden and
unexpected movements in interest rates and exchange rates (internal stress tests «
option to simulate animmediate increase or decrease of interest raye96 and of
exchange rateby8%).

Frequency of
the stress tests
Continuous
requirement

Cyprus

Sresstestingis on interest rate changes, exchange rate changes, liquidity e stimate
the setoff reserve to be maintained at all timgReportingisto the central banlandis
on quarterly basis.

Monthly

Denmark

There is a requirement for the issuer to conduct stress test exercises on credit risk
on the calculation of the coverage requirement on a regular bastsrins ofthe
assessment ofrhatisincluded in such a stresssst, itis up to the issuer to date what
factorswillbe includedhistest. In determining this, the issuer shall consider
improbable, but not entirely inconceivable, circumstances. The issuer may also cor
special circumstanceparticulatyincluding the current position in the enomic cycle.
Matters such as new legislatitinat affectbusiness anthe competitiveness of the
undertaking may also be included in these considerations. The reporting to the
competent authority is on a yearly basis.

Regularly

Finland

The issuer shoulplerform stress tests, according to the supervisory guidelines, whel
the market prices ofthe collateralsilme cover pool are stressed by decreasing mark
values.

In case of
decreasing
market values

Germany

The framework requires stress testing(ofarket) interest rate risktiie curre ncy
specific yield curve for interest rate swaps) dottigne xchange risk. Both risk types
may be separately assessed in a static scenario or dynamic scenario. Alternatively
issuers who are permitted to use a regwley market risk model for general interest
NI} GS NR a1l YIe RSGSN¥AYS | NRai | yvyz2dzi
value, where thisriskamount is determinadcordingo the parametersationre quired
foraninterest ratedynamic scenaridéxchangeate risk has to be taken into account ¢
least equivalently to the exchange rate dynamic scenario. Stessieig prepayment risk
is notrelevants in Germany(bank) creditorsire entitled to indemnification upon
prepayment Sresstesting of the liquidation price of underlying assets is not relevan
due to the longterm nature ofthe outcomesfor mortgage lendingaluation

Weekly

Greece

The net present value requirement should apply ifa hypothetical movementin inter
rates ismade.

Quarterly

Ireland

Requirements regarding interest rate risk have been imposed on all DCls such tha
net present value on the balance sheet of an issuer arising &predetermined
upward shift, downward shift and twist in the yield curve most exceed 10% of the
5/LQa&a G201t 26y FdzyRa |G ye GAYSo®

Continuous
requirement

Poland

The framework requires the issuers to carry out stresstest exercises at least every
6 months onthe calculation of coverage requirement, taking into accounettehange
risk. There is also a liquidity te st requirement thiatfact is a stress test, conducted fo
6-and 12monthtime horizons, anevhichanalysesinterest rate and exchange rate
factors. The frequencyis noless then e@nyonths.

Semiannually,
quarterdy

Slovenia

Qovered bond issuers are required to carry out stress test exercises on the calculat
the coverage requirement according to theegulationon the matching of cover assets
and issued mortgage bonds and municipal boRdstorstaken into accounares hifts

of the interest rate yield curves based on historical performaacels hifts of the
currency pairs based on historical performance.

Monthly

Sweden

The issuers are required by regulation to at least annually perform sestson the
cover poolinorderto see its implications on the matching re quirements (matching o
the cover pool to the value of claims against anissuing institution due to covered
bonds). Market values, interest rate risks and currency risks are coaslides uch
stress tests.

Continuous
requirement
(interestrate
risk and currency
risk), aanually

Norway

An issuer conducts periodic stragststo document a satisfactory liquidity reserve an
the value of the cover pool.

Regularly

68



2016 EBA REPORT @YERED BONDS

EUROPEAN
BANKING
AUTHORITY

]

il

Sevenjurisdictions have not set out a requirement for covered bond issuers to conduct specific
covered bond stress tests on their covered bond programmes. These jurisdictions include: Austria,
the Czech Republic, Italy, Luxembourg, Portugal, Slovakia and ISpaérs in these jurisdictions
may, however carry out voluntary stressests exercises in order to monitor the coverage
requirement and are, at the same time, subject to general supervisory monitthatgentails

stress test exercisdg/the issuerin gneral.

Furthermore,with regardto Spain, the covered bond framework does not require a stress test
exercise on the calculation of the covgearequirement as such, especially given the high level of
regulatoryovercollateralgation (the highest in the 8, at the level of 25%).

The EBA Best practice recommendation did netcommend a specififrequencyfor stress tests
apart from recommending they should be conducted on a regular bakis.EBA observes the
followingpractices with regard to frequency

Figure24: Practices observed for stress testing frequency

8
7
6
5
4
3
: E R R
1
o 1l
On a On an NO stress
Weekly | Monthly | Quarterly| regular | ongoing Other s
. . tests
basis basis
H Frequency 1 4 2 3 2 3 7

As displayedin the above figureone jurisdiction require stress tes$ to be condued on a
weeklybasis (Germanyjpour jurisdictions on a monthly basis (Cyprus, RomaSiayenia andhe
United Kingdor two jurisdictions on a quarterly basis (France and Greduee jurisdictionson

a regular basis (Denmarihe Netherlandsand Norway), and two jurisdictionsas part of an
ongoing requirement (Belgium and Irelandpweden requirescontinuous compliancewith
stressed requirements on interest rate risk and currency risk, defined as daily calculations,
whereas stress test on market values is required oraamualbasis.Poland conductstress tests

on the coverage requirement serannually, and the liquidity tests onguarterlybasis. Finally, in
case ofinlandstress tests are conductedthe caseof adecreasen market prices of collaterals.
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Best practicer ¢ A: Appointment of the cover pool monitor

The legal/regulatory covered bond framework should provide that, at the establishment| of a
given covered bond programme, a cover pool monitor is appdinfThe framework should: |)
ensure that the cover pool monitor is an internal or extemal entity other than the ordipary
auditor of the covered bond issueandii) provide an eligibility criteria for the appointme nof
and thecoverpoolm2 y' A (i 2 NiDti&s adl-pawérs including, but not limited to, the monitoring
of all coverage requirements and eligibility tests and random auditing of the cover pool.

Where similar tasks are directly carried out by the competent authority, the appointment| of a
cover pal monitor may notbe necessary.

The cover pool monitor and/or the issuer, based on the findings of the cover pool monitor, should
regularly report to the competent authority.

Figure25. Member State§alignment with best practice7 ¢ A

E——

0 5 10 15 20 25

® Fully aligned 20
Partially aligned

= Non-aligned

No response

Full alignment

There is a very high level of alignment with the best practice on the cover pool monitor. In all but
two jurisdictions the national frameworks establish the positionafover pool monitor separate
from the position ofan ordinary auditor of the issugrand usually with a decisive role of the
competent authority in the appointment and/or dismissal of the cover pool monitoraln
substantial majority of jurisdictions, the tasks are executed by an entity separate from the
competent aithority; in such casg the frameworks prescribe the criteria otihe eligibility,
experience and independence of the cover pool monitor. In three jurisdictions (Denmark, Finland
and Spain)the tasks of cover pool monitoring are executed by the competrihority in the
context of the general supervision of the issuer.

The frameworks in all the jurisdictions set dhe duties and powers of the cover pool monitor
There does not seem to be substantial variances in this regatdreen individual framework

The main duties observed include the following: monitoring compliance of the cover pool with the
regulatory requirements, including coverage, liqugditeligibility, overcollateraletion and
transparency requirements; checking coverage and liquidityuéations; verifying the correctness
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of the valuation of mortgages in the cover pool; performing random audits of the assets in the
cover pool; ensuring correct registration in the cover registers; approving
removal/replacement/addition of the assets ihaé cover poolandusingthe proceeds of realised
cover assets.

The national legislations also prescribe notification and reporting duties for the cover pool
monitor in terms ofthe competent authority. The frequency of regular reporting is at least on an
annual basis, but usuallglso more often, such assemtannually, quarterly or even monthly.
Additional reporting requirements may be set diatr specific circumstancesuch asn the case

of issuances above certain thresholdsd the addition/removal of the cover assets in the cover
pool.

Observed powers of the cover pool monitor includghe right to access
information/documentation, andhe right to require the issuer to ansgw any relevant questions
necessary for the purposes of exeaghis duties

One jurisdiction (Norway) is considered as partially aligraesdits framework allows that the
AdadsSNRa FdzZRAG2NI YI & 0S5 | LILEwisg thé fRamdwerk seenS O2 @S
aligned with other aspects of the best practice, as it sets out requiresremtthe cover pool
Y2YAG2NDa | LI AYGYSy i Zforrpattingfothe dupeiRisony2uthSrivg > | & 6

Only in the CzecRepublic is cover pool monitoring not required by the legislation. The issueris
however, required to keep separate records on liabilities in covered bonds, on coverage and on

the valuatondl aaSda Ay (GKS WO2@SNI IS NIhs soatehSoNtie | Yy R A
records is defined in the regulation.
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Best practicer ¢ B: Supervision of the covered bond issuer

The legal/regulatory covered bond framework should provide that deenpetent authority
approves the establishment of a covered bond programmgea given issuerA covered bon
programme shall be consideress established when a cover poal is established for the inau
covered bond issue. Within the same covered bondgsamme additional collateral may b
subsequently added to the cover pool and further covered bonds may be issued granting
investors claimshat rank pari passu with claims attached to the existing bonds collateralised by
the same cover poolinthe eveottheA & 4 dzZSNRa Ay az2f gSyOe o

At the establishment stagehe competent authority should be satisfied, at least on the basi

ural

information received from the issuer, that: i) adequate operational policies, procedureg and
controls are put in place by the issufor the management of the covered bond programme,

including inthe case otheA 8 4 dZSND& Ay az2ft oSy Oé 2NJ NBazf d
to the issuer are mefwhere provided by the national framewqrkand iii) the features of the]

cower pool meetthe applicable requirements.

The EBA acknowledges that the supervisory practice of licensing specialised covere
issuers which only carry out covered bonds issuance activity and related ancillary activi
may ensure a level of superws of the issuethat is comparable to the one achieved by t
authorisation of the establishment of a new covered bond programme. In any, edis¢he
applicable requirements attached to the grantingadficence should be regularly monitored al
the establishment of new covered bond programmes shpatda minimumbe subject to exante
notificationsto the national authority.

d bond
ties
he

hd

The legal/regulatory covered bond framework should provide a clear and sufficiently ddtailed

illustration of the duties and pwers of the competent authority regarding the ongoi
supervision of applicable activities/regulatory requirements of covered bond issuers.

Figure26: Member State€alignment with best practice7 ¢ B
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I £ S3Ff NBIAANBYSEMADt RO HRLISBKIDA aA2y F2N

idKS

constitutes one of the core features @f covered bond, as also required in accordance with

Artide52(4) of the UCITS Directive. Although there is no definitmnthe term, it can be
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expeced that these supervisomules andpractices should go beyond the ordinary supervision of
credit institutions. Involvement of supervisory authorities can take place at several stages: the
EBA) @nalysis focuses on supervision prior to issugneerelatng tothe approval of the covered
bond busineskand the ongoing supervision of the iss(iee. prior to insolvengy

Sixteenjurisdictions have been selfssessed as fully aligned with tHeBAY dest practice
(Belgium, Germany, Denmark, Spain, Finland, France, Greece, Ireland, Luxembourg, the
Netherands, Poland, Portugal, Romania, Sweden, Slovenia ardnited Kingdorjn However,

overall the EBA @nalysis confirmsconsiderable heterogeneityn the level of detail and
comprehensiveness of the rulés individual jurisdictions with regard to supervisory oversight of
covered bond programmesnith some frameworks establishing core supervisory requirements
with respect to covered bond programmesdanther frameworks setting oua comprehensive

and detailedset ofrules and requirement®r a wide range of aspects of supervision

The regulatory frameworksn these jurisdictiondave been selassessed agenerallyrequiling

that the establishment ofthe covered bond programmes is approvex licensedby the
competent authority or(as a minimum is subject to prior notification Approvallicensingis
normally performed offsite based on documentation and evidence provided by the issuer, and
can be acompanied by orsite inspections.

As part of the approvdiensing process, the competent authoritiesormally assess the
adequacy of operational policies put in place by the issuer for the management of the covered
bond programmeVarious aspects are checkaddifferent jurisdictionsin the context ofsuch
assessment, including, inter alia, adequacy of risk management strategies, governance, IT and
internal control systemghe issuef @rganisational structureand/or adequacy othese systern

with respect to the complexity of the covered bond business.

Other aspects considerelly different jurisdictionsas part of the approvalitensingprocess
include the compliance of the cover pool with applicable requiremant$other relevant aspects
as relevantsuch as impact of the covered bond programmeipiK S A BgdidigSsihation,
consistency with thé\ & & deSgefunding strategy, proper integration tfie covered bond
programme in banking activity, as well as financiat éasts for the following years.

The national frameworks in these jurisdictions also specify the duties and powers of the
competent authorities in relation to ongoing supervision of covered bond programmwik
different level of complexty in different jurisdictions Beyond duties/powers in relation to
approvallicensingof the programmes (as per above), thbserved duties and powersay cover
various aspects such as supervision of changes in the features of the existing covered bond
programmes,on-site and off-site inspections,a decisive role inthe appointment/dismissal of

cover poolmonitors, supervision of asset eligibility to be included in the cover pool, supervision of
asset valuation criteriaand supervision of coverage calculation. Furthermore, the national
frameworksgenerallyprescribe reporting requirements for the issuers, cover pool monitors and
special administrators dealing with the administration of covered bond programmes thest
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intervention powers inthe case of norcompliance with applicable requirements. The scale of
these actions variesnd includes actions from increased monitoring, establishingermtensive

or frequent reporting requirements, imposiragime period for remedial action, impasjspecific
actions to be taken by the issyesuch as higher coverage requirementsposingfines and
pecuniary sanctions, appoing imposed special admistration and revokinglicence for the
issuance of covered bonds.

Six jurisdictions are considered as partially aligned (Austria, Cyprus, the Czech Republic, Italy,
Norway and Slovakia). The frameworks in these jurisdictions are fligned with some of the
individual subrecommendations in theEBA &est practice;however in some aspecisthe
framework deviates from the best practice. the majority of casesthis is because the
framework does not specifically require the approval of individual covered bond programmes

1 In Austria, the issuer is subject to general audiysthe competent authority(e.g. onsite
visits, offsite analysis The nationalframework however, does not set ouspecific duties and
powers regarding the ongoing supervision of covered bond programmesjaes itrequest
individual approval of covered bond programmes

1 In Cyprus, the framework requires the approval of the covered bondnarame as well as
attribution for a one-off specificlicence for covered bond The framework also sets out the
duties and powers of the competent authorityith respectto covered bond programmes.
There is no specific request for considering operatiguudicies and procedures in the covered
bond approval process

1 In the Czech Republic, the competent authority carriesgmrieralongoing supervision and
periodical onsite inspections within which it focuses aspectsrelevantto covered bonds.
There is no approval of individual covered bond programnaesgeneral approval of the
establishment of covered bond programmes is encompassed in the authorisation for banking
activities. In addition, the competent authority approves poestus if the covered bond
issuance is intended to be admittéar trading on a regulated market

1 In Norway, there is no approval of individual covered bond programh@sever, issuers are
specialised institutions and are subjectltoensingrequiremens. The issuers are subject to
general supervisory rules. The framewadis out directions onassessinglifferent kinds of
risks in financial institutions but not directly in relation to covered bond issuers

1 Inltaly, the framework does not provide fdré approvalby the competent authorityof the
establishment of each covered bond programme/issuance. However, the issuance of covered
bonds is only allowedior banks that meet these two requirements (jointly): minimum own
funds of EURR50million, and atotal capital ratioof 9%. Compliance with these requirements
is assessed under the ordinary supervisory activity. The supervision of regulatory
requirements applicable to covered bond issuers is part of ahgoing supervisionfor all
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entities, both offdte (based on regular reporting by the issugasd onsite (in the context of
general and special inspectignsThe supervisory methodologies are detailed fime
supervisory guidelines. In particular, the guidelirggeciy the casesfor which on-site in
depth verifications have to be performed terms ofthe process of structuring covered
bonds, monitoring the quality of the cover pool, and ensuring compliance with the regulatory
framework for covered bonds

1 In Slovakia, the framework does ngrovide for individualapproval of covered bond
programmes. However, only those institutions that are provideth a specifidicence for the
issuance of covered bonds (extending beyond the general barikienpe) are allowed to
issuethese bonds. Furthrermore, the prospectusof the covered bond issuangs subject to
approval by the competent authority. The framework sets out a comprehensive set of duties
and powers of the competent authority vesvis the issuers of covered bonds in the context of
geneal supervisiomndprudential supervision.

No jurisdictions are considered as nrahgned with theEBAIgest practice.
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Best practice7 ¢ C: Duties and powers of the national authority in a scenario the
AdadzSNRa Ayazf gSyoe

The legal/regulatory covered bond framework should proadeifficiently detailed description gf
what the duties and powers of the competent authority doe the covered bond programme, as
well as its administration, inascenaricbéA & & dzZSNDa Ayazf gSyOe o

Figure27: Member State$alignment to best practice7 ¢ C

0 5 10 15 20 25
® Fully aligned 19
m Partially aligned 3
= Non-aligned 0
No response 7

A satisfying degree of clarity shouisobe provided for the role of the competent authority in

the case ofthe A 34 dzSNDa Ayaz2f gSyoOes RmaSnaturdldt Soveled/ 1 SY RS
bondsin terms ofthe A &4 & diSAMISy Oe Yy R (KS Ay@Saidz2Nna LINRAJA
assets irsucha scenario.

Full alignment

a2ald 2dzZNAaRAOQGAZ2ya o6mgp Ay G2aGFf0 FLILISEN G2 &LX
Ay (GKS S@Syia 27F G KSspdciicalyzSchhirad bang, althdugh $he €ient NS | (i /
of such specific duties and powers varies from one jurisdiction to another. They indtedealia:

decisive role in  approval/dismissal of the covered bond administrator,
approval/consent/consultation onthe series of actions taken by the administrator (e.g.
transfer/selling ofthe cover pool (part or whole) to another bank or accessing new funding

sources for covering liquidity deficitg}pd power to order special audits and bestowadditional

powersonthe administrator.

Partial alignment

Three jurdictions (Austria, Norway and Slovakia) are considered partially aligned, as their
frameworks describe duties and powers of the competent authority in the evethefssuef a
insolvency, buthese powers andlutiesare either not specified oare givenin less detailith
regardto covered bond programne
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Best practiceB¢ A: Scope of disclosure

The legal/regulatory covered bond framework should require covered bond issuers to digclose
aggregate data on the credit risk, market risk and liquidity risk characteristics of cover assg¢ts and
covered bonds of a given programpaes well as other relevant information, including information
concerning counterparties involved in the programme and levels of contractual and volyntary
overcollateralisation. The information should be disclosed to a level of d#étaill enabks
investorgo carry out a comprehensive risk analysis.

Figure28: Member State€alignment with best practice8 ¢ A

—— ==

0 5 10 15 20 25
m Fully aligned 10
Partially aligned 8
H Non-aligned 4
No response 7

Articde 129 ofthe CRR sets out disclosure requirements for the issuer, so that the investors
covered bonds (creditnstitutions and investment firms)can be eligible for preferential risk
weight treatment on their covered bond investment. Haviagenaccount of national practices,
market initiatives in the area of disdosure (particlyail KS  9HTTandXle International

[ FLIAGEE al N) SLi/ a) tRdspaiehdy temnp@ael and the general approach to
covered bond disclosugby major credit rating agencies, the EBA has identified a number of
areas of information that should be made available to investors &iranalysis and which should
be mandatory for covered bond issuerso disclosein the legal/regulatory covered bond
frameworks. The disclosure requirements recommended in the (EB@ést practice extend
beyond the disclosure requirements specified iniéetl29 of the CRR and are meant to be
applicable to all covered bonds (i.e. nonly to those that seek preferential risk weight
treatment).

It has been observed that many covered bond issuers disclose comprehensive information on
their covered bond prgrammedo a degree closer tar exceedingthe identified best practices

while this may not necessarly be required by national frameworKsis would appear to
demonstrate the capability of issuers to go further than the current legislative requiresmeat

the purposes of assessment of alignment witie best practice, however, voluntary disclosure
requirementsthat are not anchored in the legal/regulatory frameworks have been considered in
the assessment of alignment with the EBldestpractice.
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It should be noted that the issuers in the following jurisdictions have adopted national
transparency templateg¢NTTs)in the context ofthe 9 / . / Q &nitiabvé: tAustria, Denmark,
Finland, France, Germany, Ireland, Italye Netherdands, Norway, Portugebpain, Sweden and
the United Kingdoni The issuersn the following jurisdictions have adoptetthe HTT: Denmark,
Finland, France, Germany, lIreland, Italy, Norway, Portugal, Sgardenand the United
Kingdom and more countries are in the pipeline.

In 10 jurisdictionsa fully comprehensive disclosure requirement is laid out in the legal/regulatory
frameworks (Cyprus, Denmark, Finland, France, Germany, Greece, the Netherands, Portugal,
Spain and theUnited Kingdorip The regulatory disclosure requirements cover detailed
information in the areas of the identified best practices, and often set further disclosure
requirements beyond the best practice.

Various practices have been observed in various jurisdictguthas the information is required

not only in nominal value, but also in present and stressed present value of cover assets and
O20SNBR o02yRad® ¢KS RAaAOf 2adzZNB NBljdANBYSyida A
templates and/or are supported by the dissloe templates developed by authoritieShe

disclosure ofthe cover register or summary dhe cover register is required. The disclosure is

normally required on an aggregated basis (with the exception of one jurisdictim United

Kingdom which requiresdisclosure on loafy-loan level). Some jurisdictions also disclose
information not only on the risk characteristics of the cover assets and covered bonds, but also on

the other characteristics related to the dual recourse of the progsath aghe legd nature of

the cover pool, the segregation of cover assatsjthe insolvency remoteness of covered bonds.

The information is disclosed via different wagsdzOK a4 Ay LINRaLSOldzasSasxz
interiY NB L2 NI A FyR FAyLl y bdidsfor thraughiresistedsymaiatainedaick dzS NA
published by authorities.

There are a number of jurisdictiortbat do require disclosure of covered bond programmmes
albeit not necessarilpn all factors identified as best practice (the Czéapublic, Ireland, Italy,
Luxembourg, Norway, Polaridpmania an&lovakia).

Where jurisdictions have not adopted this identified best pragctittes is typically due to the
absence ofspecificdisclosure requiremerstwith respect tocovered bondsin some casesnd
without prejudice to mandatory disclosures temrms of securities admitted to negotiation in
regulated marketsthe issuers disclose information on a voluntary bassg. in the context of
Pillar3 reports, annual reports, voluntary disclosure templatadopting, for examplethe HTT),

8 Singapore has also adopted the NTT.
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or in voluntary registers kept and maintained by market associations. Jurisdictions where this is
the case include: Austria, Belgium, Slovenia and Sweden.
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Best pactice8 ¢ B: Frequency of disclosure

The legal/regulatory covered bond framework should provide that the disclosure of the
information mentioned undethe best practicé8 ¢ A should occur at least on a quartghasis.

Figure29: Member State§alignment with best practice8 ¢ B

0 5 10 15 20 25
H Fully aligned 9
= Partially aligned 4
= Non-aligned 9
No response 7

In addition to the disclosure requirement, the timeliness of such disclosure is also important in
ensuring the quality of information that investors receive in order to be able to conduct
comprehensive risk analyses. The EBA recommended the disclosassiabh a quarterly basis;

it should be noted that Aricle 129 of the CRRequires disclosure on serannual basis for the
purposes of preferential risk weights (i.e. this requirementis not applicable to all covered bonds).

Figure30: Frequency othe disclosure requirement

8
7
6
5
4
3
2
1
o | :
No requiremen
Monthly Quarterly Semi-annually Annual on disclose
frequency
HN. of jur. 1 8 2 5 6
Frequency Jurisdictions
Monthly/quarterly United Kingdom
Quarterly Cyprus, Germany, Denmark, Finland, France, Greece, the Netherlands, Romania
Semtannually Italy, Portugal
Annually Czech Republic, Ireland, Norw&ypvakiaSpain

No requirementwith regard

. Austria, Belgium, Luxembourg, Poland, Slovenia, Sweden
to disclosure frequency
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Nine jurisdictionsare considered fully aligned, as they require disclosure on artey basis
(Cyprus, Germany, Denmark, Finland, France, Greece, the NethedaddRomania). In the
United Kingdominformation disclosure is requiredr the asset and liability sides on a monthly
or quarterly basis. In addition, issuers are require@tiblish loarlevel data on a quarterly basis.

Fourjurisdictions are assessed as partially aligtiealy, Norway, Poland and Portugdip Italy
and Portugal the frequency of disclosure is in line with sl 129 ofthe CRR i.e. ona semi
annual basis. In Poland, the disclosure also takes place as specified in (@&, itison a
voluntary basisWith regardto the framework in Norway, covered bond issuers are required to
discose information at least on a quarterly basiswidver, information on credit, market and
liquidity risksis required to be disclosed on an annual rather than quarterly basis.

Nine jurisdictions are considered nealigned as they either require dilosureannually (the
Czech Republic, land, Slovakiaand Spair) ort without prejudice to mandatory disclosures in
terms of securites admitted to negotiations in regulated marketbere is no express
requirement regardingthe frequency of disclosuravith respect to covered bondgAustria,
Belgum, Luxembourg, SloveraadSweden).
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2.1 Summary of the analysis of the latest marketnds andEU
regulatory developments in relation to covered bonds

This section summarises the latest market trends and regulatory developments in relation to
covered bonds since the publication of thB@14EBAreport.

Overall, the observed market and regulatory developments confirm the traditional positive
approach of oth regulators and market participants towards the covered bond model. Whereas
covered bonds are becoming more and more attractive in countries outside the EU, they remain
the key funding instrument of the EU economy and have confirmed their posii@easonably
resilient source of financing also in times of market stress.HB& analysigparticuladyfocuses

on the following key market and regulatory trends observed in the gastars(with a reference

date as of end 2015)

1 Dynamics in issuance andtstanding volume of covered bonds, showing increasing issuance
of covered bonds both in the EU and worldwide;

1 Expansion othe covered bondmarket outside the EU, including first issuances by Asian
countries in 2015¢onfirming the trend of globalaionfor the covered bond market;

1 Changes in the composition of the covered bond investor base, with (i) asset managers,
insurance and pension funds showiadendency to exit the market (their share decreased
from 50% in 2009 to 32% in 2015); (ii) cenbahks substantially expanding their share as a
consequenceohe 9 dzNRP 4 8a G SYQa / . tt o théidtd Bivedidr GageladNds & | &
end 2015it doubled in a period ol year and isiow almostfour times larger than in 2009);
and (iii) banks mainteing their position as the largest covered bond investors (with 35% of
investor base in 2015), reflectif@gvourableregulatory treatmentin the EU;

1 Continuation of a trend observed in the last decadamincreasing use of mortgages as cover
pool collaeral (representing 83% of the cover pools of outstanding worldwide covered bonds
in 2014, compared to 46% in 2005), conversely coincidingthetideclining volume of public
sector loans and other asset classes in cover pools

f Treatment of covered bondsnder the euro area monetary policy andhe 9 dzZNR2 a @ a 1S Y Q4
CBPP3wvhichrepresensthe mostimportant factor of the covered bond primary supply;

1 Treatment of covered bonds under the EICRframework, which allowghe inclusion of
covered bondsin the liquidity buffer underfavourable conditions going beyond stricter
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international and Basel standards and whiahongwith the CBPP3Jepresents another key
driver of the covered bontharketin the EU;

1 Specialeatment of covered bonds under the Bainkingrecoveryandresolutionframework,
which exemptgovered bond$érom the scope of the bailn instrument;

1 Privilegedreatment of covered bonds under the EU large exposure resording to which
the covered bonds may be fully or partially exempted fithialarge exposure requirement

1 Favarrable treatment under Solvencl, which grants lowspread risk factors to covered
bondr i.e. preferential treatment under the spread risk module and concentration risk
module;

1 Developments in relation to rating agencies, mainly (i) changes in their rating methodologies,
particulaty due tothe exemption of covered bonds fromte bail-in tool and improvement in
sovereign ratings and related country ceilings of covdredd ratings in peripheral Europe
(which is reflected in upgrades of covered bond ratings ard turn, in extensiors of the
eligibility of covered bonds under the LCBnd (ii)increased competition in the market for
ratings for covered bonds;

1 Innovation and changes in covered bond structures, which have led to a move from traditional
hard bullet covered bond structuregwhose maturity cannot be extendg¢diowards an
increased ge of softbullet and CPT formats of covered bonddowing the extension ofthe
maturity usuallyto 1year(for soft bulletg or to more than 30/ears (for CPTs While these
structuresallow to mitigate the liquidity and maturity mismatchisk of traditional hardullet
covered bonds they pass the refinancing risks to the investomvolwe a high level of
complexitiesincludinglong and uncertain theoretical maturitie®nd essentially introduce
changes to the core characteristics of ttwvered bond produgt

1 Increase in transparencin the covered bond market through several market initiatives,
particulaty the development of the HTT by tiECBC

Following the summary of the main market and regulatory developments in theZpasdrs,the

last section provides an overview of recently finalised, ongoing and upcoming regulatory
initiatives that are expected to have implications for covered bonds in the near future. They

include the9 dzN2 LIS | y { dzLJS NI®PA{&)FNSEon tiskutigat®iichiniq&a for O6C
RSNAGFGABS O2y iGN} OGa y20 Ot SENBR 68 | //ts 9f!
0KS /2YYAAdaArAz2yQa LdzotAO O2yadd GFridAz2y 2y 023!
recommendations ona holistic review of the regaltory framework, which also has direct

relevance for covered bondb addition discussions are ongoing atinternational level (in the

Basel) that will also have implications on covered bonds, such as on the revision of the

®The HTT is operational since Jany6 and is a biing requirement for the granting and renewal of a Covered
Bond Label.

84



2016 EBA REPORT @YERED BONDS

WA/

7

(11 (e EUROPEAN

0 |‘ ":’ BANKING
AUTHORITY

standardisedapproachas wel as a strategic review of the internal modélscludingthe potential
introduction of a capital floor for the internal mod¢ls

TheEBA) @nalysis suggests that regulatory and market developments are particularly intertwined
in the case of covered bondas such, new EU prudential requirements in plgeticulaty in

the area of liquidity and resolutigrand continued extraordinary monetary policy measures in the
euro area have considerably affectethe dynamics of the covered bond markets, primary and
secondary trade volumes, spreads, investor base composanairating assessments by credit
rating agencies.

The most recent market developments highlight the importance of consideratibggegulators

and market participants alike as to whether further EU harmonisation and legislative
underpinning of covered bonds is warranted in order to justify a preferential prudezmiclrisk
weight treatment of covered bonds in the EU in the mid/long term. High kew#l diversity
existing in legal, regulatory and supervisory frameworks across EU jurisdictions underline the
argument for a need for further harmonisation. When considering the case of further
harmonisation, particular attention should be paid to the éoling observationgbased on the
EBAanalysis:

1 The existing EU bank prudential regulation remains extrenfryndly towards covered
bondsandthisis reflected in the fact that banke present thelargest covered bond investor
class in terms of markeghare. In particular, LCR eligibility is considered the key covered
bond market driver and a crucial factor fioank<dnvestments in covered bonds;

1 Covered bonds are important for the transmission channel ofellne® areamonetary policy.
¢ KS 9 dzN®CPRRB ie®A1Q along with the LCR, the key driver with substantial impact
on the covered bondnarket attracting new and returning issuers to the market. No clarity
exists on the consequences of an eventual unwinding of the CRPEE functioning of he
market for covered bonds Europe;

1 Covered bonds benefit from favourable rating assessments and have recently been subject to
upgrades whichhave, in turn, extendedthe eligibility of covered bonds across the EU under
the LCR;

ﬂ Use of hnovative covered bond structuresuch as thesoft bullets and CPTformats has
expanded considerably while oh being subject to specific harmonised EU regulatory
treatment that would reflect complexities involved in such structuyashich gives rise to
prudential ard regulatory concerns.
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2.2 Overview of main trends and developments in the covered
bond market

Dynamics in coverethiond supply¢ Outstandingvolume, issuance and composition of
cover pools

According to the ECBC data, the covered bond mdr&sexperiencedsmooth development over
recent years, with an average growtaite of 7.5% since 2007. Following the financial crisis, the
market contracted by 8% for the first time. This trend has attenuated in 2014, as the tightening of
the market slowed down to 4%. 18015, the contraction came to a standstill, with the
outstanding volume of covered bonds reachiBYR2.5trillion, which represents a decrease of
0.25% on a yeato-year basis. As of 2015, there were 314 active covered bond issuers and 434
covered bond ppgrammes in 30 countries both in and outside the EU. Germany remains the
largest market in terms of outstanding volumeEUWR384billion), followed by Denmark
(EURB83hillion), France EUR323billion), Spain EUR281 billion), Sweden EUR222billion), Italy
(EURL31 billion) andthe United Kingdon{EURL21 billion).

Figure31: Volume of outstanding covered bond€EURillion)
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With regardto issuance, an increasing trend can be observed since 2013,EAMEB340billion
issued in 2015. Denmark is by far the country with the largest new issuance volumes
(EURL64billion). Other major issuers are SwedeBUR61billion), Germany EURS8billion),
France EUR45 billion), SpainEURI2billion) and Italy EUR29 billion).
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Figure32: Issuance of covered bond€EURbillion)
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According to market research (Deutsche Basdnk ofAmericaMerrill Lynch(BAML), Bloomberg,

the9/ ./ 03X GKS 9dzN2aeaidsSvyQa /.tto KFa oSSy | 1Se
has spurred expansion of the coveredndissuer base. The supply was also supported by market
volatlity caused by various idiasyratic or systemic risks, such as the Greek-dvatiland

NB a 2 f dzii A 2 et ifdicdtinzahat Ndvelre@ Bonds may act as a safer funding altemative

in times of stress as the senior unsecured market may be closed or too expensive.
Macroeconomicconditions were alsofavaurable for the supply of covered bonds, as these
instruments have helped protect net interest income in a low yield environment, especially in

peripheral jurisdictions.

As illustrated in the 2014 EB&port, covered bonds have beeratitionally fundngexposures to

public sector entities and to real estate finandee toa combination of historical and regulatory
factors. The ecent 2015 ECBC data confirms the continuation of a trend in the last decade
towards the increase irthe shae of mortgage and other real estate loans in cover pools
(representing 84% of cover pools of outstanding wordwide covered bonds in 2015, compared to
40% in 2003), conversely coinciding with declining volumes of public sector loans and other
smaller assetlasses such as aircraft, ship and SME loans. The trend has been spurred by the
global financial crisis, which has had a much more severe impact on the price and availability of
other alternative funding sources for funding mortgage loans, suétMi3Ss.
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Expansion of covered bonds outside the Edoveredbonds becoming a global product

Albeit a fully European instrument by tradition, covered bonds have increasingly expanded in
recent years to being a global product, with the increasing importance ofEwbjurisdictions
from both supply and investor perspectives and Asian countries arti@nigite st newcomers (the

first Asian covered bonds were issued in 2015).

Covered bond markets currentBxistin around 40 jurisdictions across the glolBesidesactive
markets inalmost allEU countries, a number of jurisdictions outside Europe havehe past

yearg implemented covered bond legislations: Australia, Canada, New Zealand, Singapore, South
Korea, Turkey and Russia. Other major jurisdictiansluding Brazil, Chile, India, Japan, Mexico,
Morocco, Panama, Peru, South Africa and the Uni®dteg are either in the process of
adopting covered bond legislation or are investigating the introduction of covered bonds.

Changes in the composition of the investor base

The investor base has been subject to notable changes in the yasirs,particularlydriven by
two major factorsthe 9 dzZN2 & & & G S Y a latést reguladory ldefeRopmentincluding the
entry into force of the LCR Delegated Act.

As a consequence of CBPP3, the share of central banks in the primary market almost doubled in a
period of Lyear(from 16.6% in 2014 to 30.9% in 2016ompared to 2009 (8.9%), the share is
almostfour timeslarger. In relation to this, the extent of home bias has increased, as the central
banks tend to primarilyouy domestically.Asset managers, insance companies and pension
funds have showra tendency towards exiing the market: their share in the investor base
declined from 50% in 2009 to 31.9% in 2015, potentially due to reducing their covered bond
holdings in favour of other asset classes witlore tightening potential and higher yielding
alternatives.

With regardto banks, their share ithe investor base decreased to 34.8% in 2015 frond%40in
2014, although they remain the largest covered bond buyers. Market participants confirm that
bank€ddemand for covered bonds has been significarghurred due to the LCR regulatory
developments and considerations of LCR eligibilitye market bare of hedge funds, agencies,
retailinvestorsand corporates in the investor base has remained marginal.
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Figure33: Allocation ofeuro benchmark covered bond issuance by investor tyim 2000 and 2015
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Covered bonds are one of the main pillarstioé 9 dzNB & & quaniaf@ &asing policy. The

Y2aid NBOSyd

9 dinLRtackiraQc®berPal14 dnd wilt continue until at least March

2017. The purchases under CBPP3 are conducted in both primary and secondary markets (the
share of primary market purchases was28.31% as of enddctober2016). Compared to the
CBPP1 and CBPP2, the CBPP3 does not apply any minimum size or any specifidanéterity
covered bond purchased. CBPP3 requires covered bonds to have at least one rating not lower
than BBB (or be rated at the currency ceiling ithe case of Greek or Cypriot covered bonds,
subject to additional risk mitigants). Aluro benchmark covered bonds issueddyo areabanks

and compliant with the CBPP3 eligibility criteria qualify for CBPP3. Moreover, theyBienm can

also purchase EUnominated norbenchmark covered bonds issued déyro area banks, and,

unlike CBPP1 and CBPP2, also retained covered bonds. The Eurosystem holdings under the CBPP3
asat mid November2016 amounted tdEUR200.43billion. The Eurosystem thus currently owns
almost one third ofthe total euro benchmarks issued uro area issuers, while theeuropean
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Y pecisions ofthe ECB of ®tober 2014 on the implementation ofthe CBPP3:
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https ://www.ecb.europa.eu/press/pr/date/2014/html/pr141002_1 Annex_ 2.pdf?0ba2a520b8a2b7ad8ff6bfb99333ba2
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securities purchase programme (ABSRER) significantly smalle(EUR21.951billion as of mid
November2016."*

Figure34: Total holdings othe Eurosystem under the CBPRat amortised cost, EURillion)
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Figure35: Comparison othe basic characteristics of CBPP1, CBPP2 and CBPP3
CBPP1 CBPP 2 CBPP 3
Start date 7/10/2009 11/14/2011 10/20/14
End date 6/30/2010 10/31/2012 03/2017
Duration 12months 12months At least 24nonths
Total size EURS0billion EURAObillion No target size
Where will the Eurosystem Primary, secondary Primary, secondary Primary, secondagnd
buy? retained
Allocation ECB retained EURBbillion, Across theeuro area Carried out progressively by
the rest was distributed base« the ECB and thEurosystem
on ECB) @pital share national central banks
Location of issuer scope euroarea euroarea euroarea
Currency EUR EUR EUR
Maturities 3-10years, with strong focus  Up to 10.5years residual No limitations
on maturities up t&/ years maturity
Minimum rating At least one AAratingandno BBB (best rating counts) BBB (best rating counts)
rating below BBB
Minimum volume As a rule500 300 No minimum volume
(EURMillion), inany case not
below 100
Maximum purchase No explicit limit No explicit limit 70%asper ISIN (30% in case
percentage per bond Greek and Cypwt covered
bonds)
Regulatory minimum UCITS or equivalentsafeguar UCITS or equivalestfeguard ECB repo eligible and fulfilling
requirement (similar to ownuse covered  (similar to ownuse covered  the conditions for acceptance
bond rules) bond rules) as ownuse collateralmulti-
cedulas

SOURCHHEECBC, DEUTSCHE BANK

HeKS 9dzNPaeaitsSyQa SELI YyRSR a4S0 LINDKEFAS LINREINIYYS o1 tt
programme (PSPP) and corporate sector purchase programme (CSPP):
https ://www.ecb.europa.eu/mopo/implement/omt/html/index.en.html
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Treatment of covered bonds under the LCR Delegated Act

According tomarket participantsit KS Sy G NE Ay 2 F2NDOS 27F CRS [/ 2YY
(LCR Delegated Aétvasa major factor influencing covered bond markets in the pgears.

The effect on the demand is described to be significevitile, in the past investment decisions

mostly factoredin determinants such as market volatility, liquidity and market pricing, today

market participants look at LCR eligibility as a key criterion.

The LCR Delegated Aavhich entered into force on October 2015 and will beully
implemented at the beginning of 2018 and which representswidé implementation of the

I & St Qart inftrodwee sNzugakile treatment for covered bonds. The treatment is specific
to EU and aims to reflect credit quality, liquidity performaacelthe role of covered bonds in the
funding markets of the EU. It allows covered bonds to be included in Le2&l and 2B liquid
assets for the purposes of calculating thei€Runder specific criteria. Furthermore, covered
bonds can be included up t®% in the liquidity buffer (leaving 30% for the highest lidedel 1
assets such as Leviejovernment bonds).

The EU implementation of the LCR deviates fromEB#&) advice and reports addressed to the
Commission in December 20%3 various respectsincduding in relation to the treatment of
covered bondsTheBasel LCR rules set out specific conditiondhfernclusion of covered bonds

in Level2A only (covered bonds cannot be issued by the institution itself or its affiliated entities;
they must hae a rating of at least AAand there must be proven marketability even during
stressed market conditions with a maximum price decline or haircut increase of 18%80iday
stress period). Consistent with Basel and backed by prudential analysis, treeldB&d inclusion

of covered bondsn Level2A only (coveredonds must be rated ECAIL, must have a minimum
issue size of EUB0 million or equivalent, and must be subject to a minimum haircut of 15%).

In line with Basel® covered bonds independent of their currenay are restricted to Leve2A

assets in other countries such as Canada, Australia and Singaporéiniibd Statessets out

stricter conditions than Basel, as covered bemib not qualify for thd y' A (i S R LGRiiHerb& & Q

the distinct treatment of covered bonds in the EU allows tlogr inclusion of a wide range of

covered bonds in the liquidity buffer, which are not eligible in Basehpliant jurisdictions and

under the treatment recommended in the EBXAarudential advice. LCR eligibility has been the
ONHzOA 't FIF OG2NJ RSUSNNAYAY I ol yl a8thek po@tioias YSy i A
the largest covered bond investors.

2 commission Delegated Regulation (EQ)5/61 to syplement Regulation (EU) Ni@5/2013 with regard to liquidity
coverage requirements for credit institutionsttp:/eur -lex.europa.eu/legal
content/EN/TXT/PDRuri=0J:L.:2015:011:FULL&from=FR

¥The EBATe ports on liquidity: (i) the EBA report on the impact assessment for liquidity measures und&s09tigle
of the CRR; and (ii) the EBA report on appropriate uniform definitions of extremely high qualdyasgets (HQLA) and
HQLA and on operational requirements for liquid assets under AG09¢€3) and (5) of the CRR:

https ://www.eba.europa.eu#/eba-publishesreports-on-liquidity.

“Baselll: The LCR and liquidity risk monitoring toblsp://www.bis.org/publ/bcbs238.pd
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Figure36: Treatment of covered bonds in theCRacross a few countries

Basel guidelines

/ 2YYAaarzyQa 5S8StS3FGSR ! Od EBA advice United States

Canada
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Australia

Singapore

Levell - Extremely high-quality covered bondsif: UCITSor CRReompliant, - - - - -
minimum sizeof EUR500 million, minimum AA, minimum 2%
overcollateralisation
Levell covered bondsaxmum 70% of liquidity buffer+ subject to a 7%
haircut. These limitations are only applicable to covered bonds and no
other Level 1 asset classes.

Level2A Non-retained High-quality covered bondsf: UCITSor CRReompliant,minimum size Rated ECAL with a - Non-retained covered Non-retained covered Non-retained covered
coveredbondswith of EUR250 million, minimum A-, minimum 7% overcollateralisation minimum issue size of bondswith minimum bondswith minimum bondswith minimum
minimum AA, (limited to 2%for covered bondsot eligiblein Level1Bbecauseof EUR250 million (or AA, traded in AA, traded in AA, traded in
traded in minimum sizeg. equivalent), large/deep/active large/deep/active large/deep/active
large/deep/active minimum 15% repo or cashmarkets, repo or cashmarkets, repo or cashmarkets,
repo or cashmarkets  High-quality non-EU covered bondg: underanational law and subject haircut. with proven liquidity with proven liquidity with proven liquidity
with provenliquidity to specificpublicsupervisioncover pooltransparencyand asset typesin track record(i.e. track record(i.e. track record(i.e.
track record (i.e. linewith the CRRi.e. public sector, mortgageshipping) minimum AA-, maximum 10% price maximum 10% price maximum 10% price
maxmum 10%price minimum 7%overcollateralisatior(limited to 2%if minimumsizeof declineor haircut declineor haircut declineor haircut
declineor haircut EUR500 million). increase over increase over increaseover
increaseover 30days);Canadian 30days. 30day9.

30 day9. Level2A covered bondsaxmum 40% of the liquidity buffer + subject to structured covered
al15% haircut. These limitations are applicable td_allel 2A asset classes bondseligibleif they
meet these criteria

Level2B - High-quality covered bonds(no rating minimum) if: UCITSor CRR - - - - -

compliant,minimum EUR250 million size, publicsectorand residential
mortgage cover poolsonly,35%maximum risk weighed assetof
underlying assets10%minimum actual overcollateralisationreported
monthly.

Level2B covered bondmaxmum 15% of the liquidity buffer (applicable
to all Level 2B asset classes). Subject to 30% haircut (haircuts different
different Level 2B asset classes).

Additional requirements applicable to all covered bonds: UGITERR
compliant; must be compliant with transparency requirements of
Article 129(7) ofthe CRR; nofEEA covered bonds must have a national
covered bond law

Entryinto  60%asof Jaruary 60%asof October2015,70%Jaruary2016,80%Jaruary2017and 100% 80%as of 100%as of Jaruary 100%asof Jaruary 60%as of Jaruary

force 2015,70%Jaruary Jaruary 2018 Jaruary 2015, 2015 2015 2015,70%Jaruary
2016, 80%aruary 90%Jaruary 2016 and 2016,80%Jaruary
2017,90%Jaruary 100% 2017,90%Jaruary
2018 and 100% Jaruary 2017. 2018 and100%

January 2019

Jarnuary 2019,

SOURCE: EBRML
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Treatment of covered bonds under thBRRD

The BRRD?which entered into force on January 2015, has important direct and indirect
implicationsfor covered bondsparticulaty asit exempts UCIF&mpliant covered bonds from
the scope ofthe bail-in tool, under specific conditionsAfticle 44(2) ofthe BRRIR Preferential
treatment of covered bonds undghe BRRD, which prevents covered bonds from being affected
by resolution, has been a principal factortire adjustment of rating methodologies of all main
rating agencies anahincrease in covered bond niags across the EU

Apart from baHin, the application of other resolution tools might also have implicatidos
covered bonds,particulaty in the context of partial transfer of assets/liabilities to bridge
institution or asset managemewthicles

In general, the BRRD provides a very basic framework on how to deal with covered bonds in
resolution. It provides essential safeguardsetesure that the structure of covered bondsand

the link between the assets in the cover pool and the liabilis#ached to the covered bord

remain intact, and that covered bonds remain generalhaffectedby the resolution. The BRRD

is, however silent on a number of specific details relevant from gerspectiveof covered bonds

(e.g. on the treatment of overcateralisation, valuation This lack of clarity alsallowsa certain
degree of flexibility for Member States and resolution authorities on how to implement the
resolution.

Due to a lack of experience with the implementation of resolution provisionsovered bonds in
practice, details othe new resolution regime and its implications for covered bonds remain
untested.In addition covered bond documentation and national legal frameworks may need to
be updated irthe future to reflect resolution issueas envisaged under the BRRD.

It is understood thatin most cases, covered bonds would not be affected by resolution, as the
covered bond issuer would be recapitalised using the-ihatbol from which covered bonds
would be exempted. It should be highlightelatbwever, that the BRRD limits the exemption of
covered bonds from the baih up to the level of collateral in the cover podle. bailin can be
applied to covered bonds in case the liabilities from the covéads exceed the corresponding
collateral and the resolution authority believes that bailfor this uncovered part is appropriate.
The resolution authority carhowever use its discretionary power to enable the complete
exclusion of covered bonds from the bailinstrument?®

® Directive 2014/59/EU establishing a framework for the recovery and resolution of credit institutioriseestment
firms:http://eur -lex.europa.eu/legatontent/ EN/TXT/PDF/?uri=CELEX:32014L0059&from=FR

'8 Such discretionary exclusion requires prior notification to the Commission. The BRRD does not prescribe the
maximum amount of liabilities that can be excluded from the frail
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A number of issueselating to the treatment of covered bonds unddpail-in remain to be
clarified, such as: (i) how the collateral value would be valuated (it is presumed that general
valuation rules of the failing bank would be followad perArticle 36 ofthe BRRDtherefore, the
valuation underthe BRRD may challenge the valuation of the cover asset pool); (i) whether
voluntary overcollateralisation would be included in the calculation (we understand that decision
making rights for reducing the amount of voluntary overcollateralisation should remain
unchanged); (iii) what would be the mechanics of bailing in the covered bond claim in practice
(e.g. the size of the contingent claim amdwhat form the compensatiorwill be provided).In
addition, whereasthe BRRD stipulates that no creditor shouldwerse off under resolution, it
remains uncertain whethethe application of this principle could lead to corrections of decisions
already taken.

The BRRD sets out provisions for partial transfers of assets/liabildifean institution under
resolution to another entity, to be exercised ithe case ofthe application of some resolution
tools (bridge institution or asset managemeu¢hides). It also provides for safeguards for
counterparties to be applied ithe caseof partial transfers Article 76), and requests Members
States to ensure in the event of the partial transfersappropriate protection of covered bonds
and to prevent the spliting of assets, right and liabilititkeat are linked (Article 79). The
Commissin is to adopt a delegated act further specifying the types of arrangements covered by
this safeguard (at the time of writing the report, the delegdiact has at been adoptedsyet).

The available draft of the delegated act is silent on the treatnedrtovered bonds ithe case of

partial transfers, and the BRRD also remains vague in this respect (for example, there is no
clarification regarding use of overcollateralisation). This will thus be determimyellember
{GFr3SaQ AYLX SY Sy bafeduarg progided ini tka®icleNS aslwell@si the final
g2NRAY 3 27F ( Kdegate@adf WatirialAirBpje @eihtation of the safeguard should
ideally effectively ensure that all property, rights and liabilities that form part of the covered bon
programmeare transferred together. Clarification of the treatment of overcollateralisation seems
also of particular relevance in this respect.

It is understood that partial transfers of assets/liabilities to a new entity waaldhost casesalso
include covered bonds. In those cases where covered bonds would@bttnsferred toa new
entity, collateral would be left with the covered bond liability. The covered bond issuer would
most likely be a shell with few assets, which would thus impact theuevabf dual recourse.
However, if there is sufficient overcollateralisation, this option should be economically
unattractive to the resolution authority.

5SSt 2LIYSyida Ay ONBRAG NXaGAy3a |3SyOASaqQ NI {

The latest changes in relatida credit rating agencies have not only involved modifications in the
NFGAy3a 3SyOrASaQ YSiGiK2R2f 23ASa T alNihcBadd ih dzl G A 2y
competition withthe entry of new rating agencies into the rating market for covered bonds. The

impact of these developments on the covered bond market has been very relevant dbe to
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importance of covered bond ratings, which are still highly embedded in reguld@iBD{V/CRR,
Solvencyll, ECB repo criteria, LCR Delegated Act), allowing for argmngifal treatment under
these regulations if specific rating thresholds are reached.

A major development has been an adjustment of rating methodologies by all main credit rating
agencies to reflecthe implementation of the BRRD arphrticulaty the exclusion of covered
bonds from batin. The changes have led to a more pronouncedimeage ofcovered bond®
ratingsfrom issuers§xatings, whichin most caseshasresulted in upgrades of the ratings and

turn, enabled better LCR regulatory treatmie There arehowever, differences in the specificities

of themethodologyadjustmentsamongindividual rating agencies.

Another important factor resulting in upgrades of ratings, often by a number of notches, has been
the trend of improving sovereign risigs and related country ceilings of covered bond ratings in
peripheral Europe. This has enabled many covered bonds from countries such as Spain, Portugal,
Ireland and Italy to become eligible for the Letélquidity buffer undeithe LCR Delegated Act,
which requires a minimum rating of Aér equivalent.

Alongside evolving rating methodologies, increased competition has been another important
development in the covered bond rating markBBRS now represents the fourth rating agency in
the market and Sipe Ratings entered the market and started evaluating covered bonds in
Q22015.

Innovation and changes in the covered bond structures

Important structural changes have been observed in the covered bond market in the past years,
particulaty a move from taditional hardbullet covered bond structureévhose maturity cannot
be extendedtowards an increased use of covered bond structures with extendable maturities.

More concretely, two structures were developed to tackle, in the first place, the liquidityof
the traditional hard bullets: soft bullet and CPTcovered bond structuresOnly very few
jurisdictions seem to now issue under a hardlet covered bond structure onlyhisis true inthe

case of Germany, Austria, Luxembourg and Spain only. Accorditige tBCBCthe share of
structures with extendable maturities (soft bullet and CPT) teésedby nearly8% from April

2015t0 45% in April 2016.
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Figure37: Main differences between hard bullet, soft bullet, and CPT structures of covered bonds

Hard bullet covered bondsire traditional covered bond structures. Their maturity typically cannot be extended. Fe
to pay on the standard maturity date triggers the default and accelerati@llobvered bondsn a programme

Soft bullet cowered bondshave al-year extended maturity. Failure to pay on the standard maturity date does
trigger the default of the covered bond. The matuiity is extended by ud year, setting a new final maturity date
which grants more time to repay the covered bonds. Faitargepay afterl year at the final maturity date triggers the
default and acceleration @l covered bondsn a programme

In case ofCPT covered bondsailure to pay by the standard maturity date does not trigger default of that cove
bond. The matuty is extended and the new final maturity date is set, beyond the maximum maturity date of the
pool assets and usualgyond 30/ears (e.g. 3§ears inthe case of UniCredit, and 32ars inthe case of NIBC and Va
Lanschot). The covered bond isigilved into passhroughmode, thus avoiding a fire sale of the cover pool.

With respect to the general differences specified abowe, it is to be noted that currently there is no commi
definition of softbullet and CPTEowered bond structures, and individual characteristics of such covered lubffds

among jurisdictions and covered bond programmes.

Soft bullet structures havbecomea new market standardn jurisdictions where they are used,
bankshave either switched to soft bullets for the new series they issued (e.g. BNP P&ighis,
Agricole Bank andthe Swedish Covered Bond Corporation), have switched their outstanding
series of covered bonds into sdftllets (e.g. ABMMROBankand Credit Suisse), or have set up
new soft bullet covered bond programmes (e.g. ING Bamdi Stadshypotek AB). The trend of
issuing sofbullets has also continued to gain momentum with issuers outside the EU, such as
Singapore, Korea and Canada, who alsthis format.

The soft bullet structures allow the extension of the maturity of the covered bonds as follows:
when the issuerof a bonddoes not have sufficienfunds to rgpay a redeeming bondat the
scheduled maturity, the issuer or the administrator (depending on the structure) can partially
redeem the bond and extend the maturity for the remainibglance The extension of the
maturity can happen either before or after the issuer defaultspeiading on the covered bond
issuance model (for SPV structures, the extension happens after the issuer defaults, while for the
balance sheet covered bond issuance models, triggering of the extension does not automatically
f SIR (2 (KS A aissoeSaNfiristra®RiSuBUallyzicantinugs te¢ Eagther partial
payments to investorson a monthly basisThe mechanism only affects the specific soft bullet
bond that is due, whileoveredbondsthat mature at a later stageetain their original maturity
dates.In case the remaininigalanceof the bond whose maturity had been extendeschot repaid

at the final maturity date, the covered bond defaults, which causes an acceleration of all other
outstanding covered bonds the programme

All the soft bullé structures are currently contractually basede. they are not enshrined in
statutory law. So far, only the covered bond law in Poland has introduced a structure combining
soft bullet and CPT features in their statutory law, following an amendrtieaitentered into

force in January 2016. In Germany,iadustryproposal has been submitted to include a specific
maturity deferral option in the covered bond legislationith some distinct features from classic
soft bullet structures (e.g. not allowing autotiextersaon of the maturity).
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Although CPTcovered bond structures were used during the financial crisis (e.g. in retained
covered bonds by a few Greek issuers), thé . wafdthe pioneer of the first CPT, issued in
October 2013, followeddy further benchmarsizedissues in April 2014 and April 20X6P§
gained momentum in 2015, with UniCredit convertimyCPT in February 2015, Van Lanschot
issuinganew CPT programme in April 2015, and Banca Monte dei Riisieina transforming its
programme intoa CPT programme in June 2015. Further CPT programmes followed in Portugal
(Novo Banco in October 2018hdthe Netherlands (Aegon Bank in November 20152016, we

have seen @ introduction of aCPT programme austrian Anadi Bank and at PortugueSaixa
Economica Montepio Geraln general, lhe issuers either converted existing covered bond
programmes into CPT or established programmes in CPT format from the very beginning.

Figure38: Recent CPT covered bond programme structures

Issuer Conversion
Date Issuer

country / New programme
October
2013 Netherlands NIBC New programme
EgbuaryZO Italy UniCredit Conversion
April 2015  Netherlands Van Lanschot New programme
Jure 2015  ltaly Banca Monte die Paschi di Siena Conversion
goc{%ber Portugal Novo Banco New programme
l;lé)l\z;mber Netherlands  Aegon Bank New programme
2016 Austria AnadiBank New programme
2016 Portugal CaixaEcommicaMontepio Geral Conversion

Covered bond law introducesoft bullet/CP$ for all

2016 Poland New programme

covered bonds

SOURCE: COVERED BSBIDPE RATINKKHEECBC

In contrast tosoft bullet structures that aim to address thdiquidity issues from a short term
perspective, the CPStructuresseekto eliminate the riskaltogetherby introducng longterm
maturity extension periods andwitchng the affected bonds to the pass through modeThis
effectively enables he covered bond to be maid according to the amortisation profile of the
cover assets after entering the pass through moaghout triggering a default of the covered
bond, andat the same time tageceive a favourable assessment by théng agencies

In case of CPT, thexensionof the maturity takesplacel ¥ G S NJ {iskdfaulk coce dz8 NI
administratordoes not havesufficientfundsto redeem the bond at the scheduled maturity date
Similarly as in the case of soft bullets, not all the bonelsessarilyneed to switch to the pass
through at once and later maturing bonds retain their original maturity datdse administrator
attemts to sell part of the cover pool every six months and in case he managedelem the
extended bond in full before the next bond becomesedithe programme behasgeas if no
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extension has taken placklowever, h case of insufficient funds to repay, the next bond switches
to pass through as well.

Many of the CPT structures involve some types ofmagurity amortisation testsfollowing the
idadSNRa RSFlLdAd yR aS{O dzLd F2NJ GKS aeywSFAG 27F
do not have uniform or standard features and haxaying implicabnsfrom one programme to

another (although theynormally involve thetest of the overcollateralisation level above 0%).
Generally the breach of the test leads tall affected covered bonds the programmeturning

into the pass througmode.

Whilst still rather a niche productCPT structures are becoming increasingly popular, eshec

FTNREY (KS A33adSNEQ LISNBRLISOGAQPSE |a GKS& YAGASZ
associated with covered bonds. They can help redbegorobability of default of covered bonds

by adjusting cash outflows to match cash inflowswhich enablessisuers to maintain lower
overcollateralisation andn turn also toreduce asset encumbrance. They also allow issuers to
reachhighratings, as rating agencies-tlek the covered bond rating frorthat of the issuer and

positively evaluate limited refinanchg risks associated with CPTs. Furthermore, duehig

ratings CPTscurrently are CBPP3 eligible and benefit frdiavourable regulatory treatment

(taking into account that European legislation currently does not differentiate between CPT, hard

or soft bulet covered bonds, and is reliant on ratings).

/[ t¢ F2NXIGA FNBE FOGGNY OGAGBS FNRY Ay@Sailiz2NRQ LI
regulatory treatment as hard bullet structures. Thdywever incorporate various riskghat

warrant consideration.In particular, they involve higlsomplexity relating to long theoretical

maturity and the complex amortisation profile of cover pool$hey may posdlifficulties for

investors irthe pricingof suchCPT covered bondis addition theyreallocate the refinancing risk

of cover assets to investors, which may pose significant risk of illiquidity for the investors. All in

all, the complexity of thestructures that essentially introduce changes to thstructural
characteristics of the covetebond producton one hangand the absence of specific regulatory

treatment at the EU levethat would address the distinct characteristics of the new prodwarts

the other handgiveriseto significant prudential and regulatory concerns.

Moreover, this highlights the importance for investors to fully understand CPT products and the
rationale for issuers to issue such structures, as well as the importance of enhancing transparency
of the structures of covered bonds and their repayment profiles.
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Market initiatives towards increasing transparency and disclosure

In the pastiew years, several market initiatives have been undertakéth the view of enhancing

disclosure and transparency on covered bond markets, among whrehthe European
Transparency Stal NRa AYAGALF GABS RSGSt 208Rand CMAI(KIE Ay @S
templates published in 2012), aswellthe 9 / . / Q& Aughiasi theEotieke@Boad Label and

NTE (operational since January 2013) aihe HTT(operational since January 2016).

Altogether, 14 NTTs have been developed by 14 jurisdictions and their use has basorsetf

the conditions for covered bond issuers in these jurisdictions to apply for the Covered Bond Label.
As of August 2016, 91 lals were granted to 77 issuers from the 14 countries, covering
EURL.4trillion of covered bonds outstanding.

In the 2014 EBAeport, the EBA acknowledged thathile constituting a valuable starting point

for the harmonisation of disclosure standards, T8Tincorporated various weaknesses

particulaly, they were not aligned with the disdosure templateseated 6 @8 Ay @S ad 2 Nk
associationgi.e.CBIC and ICNlAor with the disclosure requirements undérticle 129(7) ofthe

CRRwhich spedcifies informationhtat covered bond investors must receive from the issuer to
seekpreferentialrisk weightreatment on their covered bond investments

In the report, the EBA recommended that the legal/regulatory covered bond framework should
require covered bond issuers tdisclosure aggregate data on credit, market and liquidity risk
characteristics of the cover assets and covered bonds, as well as other relevant information
including the levels of contractual and voluntary overcollateralisatitmallow investors to carry

out a comprehensive analysishe EBA also recommended a disclosure at least on a quartery
basis. Furthermore, it recommended thtte disclosure criteria irArticle 129(7) ofthe CRR be
specified inthe technical standards, wbh would allow forthe inclusionof additional variables if
appropriate.

Following the limitations identified in relation to NTTs, the HTT has been devebmgadplaced
NTTs as of January 2016TheHTT is a binding requirement for the granting andereal of the
Covered Bond Label with a phaiseperiod oflyear. The reporting based dhe HTT will be at
least on a quarterly basis.

The HTT addresses a number of shortcomings identified by investors in relahidmsdt present

cover pool informatn in a harmonised formatvhich allows for both the recognition of national
ALISOATFAOAGASE YR (UKS O2YLINIXYoAtAGE 2F AYyTF2NXYI
requires harmonised definitions by issuers and disclosure of key details asiaegulatory

treatment, maturity structures, involved counterpartes and levels of committed
overcollateralisation i{ should be noted no loanby-loan data is disclosed, as this was only
requested by a small minority of investors).

Addressing the weal@sses of NTTs as identified in the 2014 Efprt, as well as by the market
participants, the HTT is considered a welcome market initiatmnet incorporates a number of
disclosure requirements in line with the recommendations in the ERArt.

99



2016 EBA REPORT @YERED BONDS

7
i = BANKING
I“((‘(‘(: AUTHORITY

Once fuly implemented by end 2016, it is expected that the HTT will have a direct impact on
more than 70% of covered bonds compliant with CRR, in Europe and globally. Singapore was the
first country to launch the HTT in February 2016, followed shortly after grakissuers across
Europa e.g. France, Italy, Spain and tbaited KingdomOther EU and no#itU countries plan to
implementthe HTT in due course, makingthe HTT a global transparency product.

2.3 Overview of upcoming regulatory developments with
possible implicationgor covered bonds in the near future

The following section provides an overview of recently finalised, ongoing and upcoming
regulatory initiativeghat are expected to have implicatisrior covered bonds in the near future.

¢tKSe AyOf dzRS i KiSgatidr téclnQuewfdr DTERriyativldodtrhcts not deared

o I //tX 9{!'aQ L¢{ 2y YFILIWLAyYy3I 2F 9/ ! LAQ ONI
consultation. They also reféo the EBA recommendations on the halistic review of the regulatory
framework, which also has direct relevartoeovered bonds.

TheEBArecommendationon the holistic review of the regulatory framework

On 7July 2015, the EBA published a report and a&dticthe Commission on a framework for
qualifying securitisatiof, In the first recommendation to the Commission, the EBA recommends
undertaking a holistic (i.e. crosproduct and crossector) review of the regulatory framework
and of the proposed reformgelating to various investment products, including covered bonds
and securitisation.

The EBA underlined that the review should take into account the relative treatment of
securitisation and covered bonds, considering different objectives of the appicalglulatory
frameworks. Furthermore, the EBA noted that the capital requirements for securtisation and
covered bonds should be calibrated to reasonably conservative standardsedimgdto the risk

of the corresponding exposures. The capital requiretaestnould also be broadly consistent with
the capital requirements for the underlying portfoliavhile taking into account the different
structural, transparency and risdpecific characteristics of the debt products. The EBA also noted
that the differences in regulatory treatment have significant impact on incentives to issue/invest
in the respective instruments from both arssuef) &nd an investoQ @erspective, andit
recommended to the Commission to take action following the systemic reiehere
appropriate).

Y The EBA report on qualifying s ecuritisatibitps /ivww.eba.europa.eu//eba-issuesadviceon-securitisation

100


https://www.eba.europa.eu/-/eba-issues-advice-on-securitisation

2016 EBA REPORT GVERED BONDS w7
“"” X EUROPEAN
) mi RUTHORITY
(({

RTS on risknitigation techniques for OT@erivative contracts not cleared by a CCP

Thefinaldraft9 { | aQ w¢{ 2y NRA] Y Adérikaiveé dontracys nai Ge@r&dyby |j dzS &
a CCPP1 developed under Articla1(15) of the EMIRregulatiort specify risk mitigation
techniques including the exchange and proper segregation of collateral for that class of
derivatives, anget out specific provisions for those derivative contracts assocatéid covered

bonds used for hedging purposes

The senior rights of coverdabnd investorsoften prescribed by existing covered bond regulations
across theEUmay prevent giving the dervative counterparty a preferential claim to assets in the
cover pool over the coveretdond investos. Since this mght be incompatible with the margin
exchange, the RTS thus allow for some flexibility to covered bond issuthes asver pool, while
providing the derivative counterparty with a certain level of protection.

In fact, Redita®4 of EMIR highlights thatnder certain condionsaO2 S NFR 02y RQ&a | &.
provide equivalent protection against counterparty credit risk. Therefore, the RTS prescribe a
specific set of conditionsA¢ticle 30(2) under which covered bond issuerstbe cover pool may

be subjet to preferential treatment. For preferential treatment to be applicable, all the
conditions have to be met at the same time by the covered bond issughe@over pool. These
conditions are thefollowing: (a) the OTCderivative contract is not terminatel in case of
resolution orinsolvency of the covered bond issu@rcover pod (b) the counterpartyo the OTC
derivative concluded with covered bond issuerswoth cover pools for covered bondsnks at

least paripassu with the covered bond holdeexcept where the counterparty to the OTC
derivative concludedwith covered bond issuers or with cover pools for covered bonds is the
defaulting or the affected party, or waives the pari passu rgnkthe OTC derivative contraist
registeredor recordedin the cover pool of the covered bond in accordance with national covered
bond legislation; (d) theDTCderivative contract is used only to hedge the interest rate or
currency mismatches of the cover pool in relation to the covered bée)the netting st does

not include OTC derivative contracts unrelated to the copeol of the covered bond(f) the
covered bondto which the OTC derivative contract is associateelets the requirements of
Artide 1291), (2)and 3) ofthe CRR(g) the cover pool of tle covered bondo which the OTC
derivative contract imssociateds subject to aegulatorycollateralisation requirement of at least
102%.

It has to be noted that all the conditions should be met at the same timeaddition the
condition on overcollaralisation can be considered met only where it is prescribed in national
regulation; voluntary or contractual overcollateralisation cannot be taken into account to obtain
preferential treatment.

Bog1aQ we{ 2y NRA] YAGAIFIOGAZ2Yy G(SOKyAljdzSa F2NI he/ RSNRGDE (A
Article 11(15) of Regulation (ENp 648/2012:https://www.eba.europa.eudrequlation-and-policy/market

infrastructures/draftre qulatoryte chnicatstandardson-risk-mitigationtechniquesfor-otc-derivativesnot-clearedbya-
centrakcounterpartyccp-
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Where those conditions are met, covered bond issuers or ceamls are(i) exempted from
posting variation marginsand (i) exemptedfrom posting and collecting initial margiflowever,
covered bond issuers or cover pools are required to collect variatiarginsin cash and to retum
the collected amount whered is no longer due

The finaldraft RTSvere developed line with the mandate in Artidgl(15) of EMIRndpublished
by the ESAs in March 2016. The Commission has proposed amendmentditaltbdeaft RTSto
which the EBA submitted its opinion in September 2016. The finawRTS adopted by the
Commission in October 20f@ndare expected tenter into forcein December 2016’

Le{ 2y YIFILIWAY3I 2F 9/1LaQ ONBRAG laasSaayvySyia

Thedraft ITS on the mappingof B L & Q ONXB R db ddvelopeshy theYI&iny CGommittee
of the ESAsnder Article136(1) and3) of the CRR and Articdl®9a(1) of the SolvendyDirective

T will also have a direct relevance for covered bonds dhe calculaton of own fund
requirements for covered bond exposures under teandardised approach to credit risk. The
ESAs finalised and submittédaldraft I TS to the European Commission in November?2015

The draftITS undetthe CRRset out the correspondencéh ®S & Y Ydtwekdihy eedit
assessments of ECAIs (via credit quality steP®Sspand the risk weights of nesecuritisation
exposures, under thestandardised approach to credit risk the CRR. Thesedraft ITS also

stipulate factors, both quantitative and quediive, and benchmarks that should be taken into
account to produce such mappings. Furthermore, thaftL ¢ { | NB F 002 YLJ y A SR
mapping reportghat containexplanationsof how the ITS principles have been employed in each
ECAQGase to producéhe mapping.

In the context of covered bondsredit ratings assigned by ECAIs to these types of exposures are
also covered by the mappings under thedeft ITS. Institutions should therefore consider the
relevant mappings provided as part of these IT&mvcalculating their capital requirements for
creditrisk on covered bonds when using #tandardised approach

Thesedraft ITS set out default rates as the main quantitative factor that characterises the risk
underlying credit assessments of ECAilsparticular,thesedraft ITS specify how shertin and

YFinalRTSas adopted by the Commissitin://ec.europa.eu/financeffinanciamarkets/docs/derivatives/161004
delegatedact_en.pdf

“The final RTS will apply from one month after the date of entry into force, for initial meangivariation margin for
counterparty above 3000 bn EUR. For counterparty below the 3 0@Ufhreshold, the variation margin will apply
from the date thatis the latest of 1 March 2017 or 1 month following the date of the entry into force of th@RISr,
initial margin according to the international timeline agreement setinthe RTS.

A5 NI TG Le¢{ 2y GKS YFLILAY3I 2F 9/1LaQ ONBRAG | aa
CRRuttp://www.eba.europa.eu/re qulatiorand-policy/exte rnalcre ditassessmeninstitutions-ecai/draft-
implementingtechnicatstandardson-the-mappingof-ecaiscreditassessmenigiraft ITS developed under the
Solvency Il Directivérttps://eiopa.europa.eu/Publications/Technical%20Standards/JC%202015%20068%20
%20Final%20Draft%201TS%200n%20ECAIs%20mapping%20under%20Solve ncy%2011.PDF

“The draftITS under the Solventpirective apply, mutatis mutandis, the mapping under the CRR to the imseira
framework. The only difference is that the mapping under the SolvHrgirective is characterised by seven CQSs,
compared to the six CQSs under the CRR framework.
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longrun default rates of rating categories shall be calculated and compared with the benchmarks
when performing the mapping, and how shaun default rates should be used for monitoring
purposes.

Theg draft ITS alsproposed aspecific treatmenfor ECAIs for which there is limited quantitative
data availableon their rating history Which is usually the case for small and newly established
ECAIls For these ECAIs, with a view gifiking a balance between prudential and market
competition objectivesthe draft ITS put forward by the ESAs proposkd application of a
phasein period of three years until 31 December 20b8~hich those ECAIs with small pools of
ratings were grantd mappings based on relaxed quantitative requiremeRtdlowing this phase

in period, the ESAs proposed tgrescribe the application of nerelaxed quantitative
requirements.As a consequengehe draft ITSdeveloped by the ESAsoposed two mappings for
those ECAIs for which there is limited quantitative data available.

The Commission proposed amendments to the draft ITS put forward by the ESAS, in particular it
proposed the removal of nerelaxed quantitative requirements to be applied for ECAIs with
smdl pools of rating data at the end of the phasse period, thus extending indefinitely the
validity of mappings based on relaxed quantitative requirements applied in the first 3 years also
afterwards?

Subsequently, in October 2016 the Commission finatippted the ITS under the CRR and
Solvency |l Directi%& As a consequenceredit ratings issued by the ECAIls covered by these ITS

may now be used by institutions for calculating capital requirements of institutions and insurance
undertakings in accordaecwith the mappings established in those ITS. NeverthelesdTS as

I R2LIGSR o0& (GKS /2YYA&dairzy RAR y24 G118 GKS 9
application of norrelated quantitative requirements following the elapse of the phasgeriod.

The ITS entered into force in October 2016.

The/ 2YYA&daA2yQa O2yadAZ GFriAazy 2y O20SNBR 62YyF

As part of its Capital Markets Union initiative, the Commission launched a public consultation on
30September 2015 on the possible development of an integratedfgan covered bond

*The amendments proposed by the Commission were driven by the policy objective of promoting market competition
in the credit rating industry. In May 2016, the ESAs submitted an Opinion to the Commission in response to the
proposed amendments to the finalaft I TS (available undeéttps:/iwww.eba.europa.eut/esasclarify-their-position
on-technicalstandardson-the-credit-quality-stepsfor-ecaiscredit-assessmenjs in which the ESAs expressed their
disagreement with the amendmenta the grounds that they would ultimately jeopardise the prudential purposes of
the mappings and would be prone to underestimatiof ca pital re quire ment for institutions. The ES¥sed that
favouring competition over prudential considerations increases risk to financial stability and would not be in line with
the mandate ofthe ESAs.

**Final ITS as adopted by the Commissizailable underhttp:/eur -lex.europa.eu/legal
content/EN/TXT/?uri=uriserv:0J.L_.2016.275.01.0003.01.ENG&toc=0J:L:2016:ZAtxdh@g://eur -
lex.europa.eu/legatontent/EN/TXT/?uri=uriserv:0J.L_.2016.275.01.0019.01.ENG&toc=0J:L:2016:35thiOCRR

and Solveoy |1 Directive, respectively.
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framework® In the consultationthe Commission took on board many of tE8A) ldest practice
recommendations on national frameworks as made in the July 20pért, having recognised

that disparity between legal frameworks asdpervisory practices of the various Member States
may be of hindrance and result in obstacles to market depth, liquidity and investor access. The
consultation paper explores the case for a more integrated covered bond framework and
presents two main policoptions for the integration of the covered bond markets:

1 CANRGSE @2fdzydF NE O2y@dSNEBSYOS 27F a&g¥aveNI { 0 {
coordination measures, such as targeted Aonding Commission recommendations that
g 2dzZ R A YLX SY Supiactice&irsnatibnal legal framé&norks;

1 Secondadirect EU legislative framework on covered bonds that would harmonise existing
national laws and regulate covered bonds as a legal instrument rather than just regulating
their prudential treatment. Thepaper suggests the following three possible instruments
under this option: a directive; a directly applicable regulation that would at least partly
replacethe covered bond laws of Member States; and a comprehensive EU law framework
for covered bondthatg 2 dA R F OG Fa | WHpIK NBIAYSQ Ff3dSH
national frameworks.

The consultation paper also discusses a tegkl design for a hypothetical EU covered bond
framework, and consults on each of the proposed elements of the podsiigework, building
on the structure and the proposals made in the EBA report:

1 Covered bond definitions and protection of the term;

1 Covered bond issuers and system of public supervision: issuer models and licensing
requirements andthe role of SPVs; ongoing supervision and cover pool monitoring (pre
insolvency)andcovered bond and th8ingle Supervisory Mechanis83MV;

9 Dual recourse and insolvency/resolution regime: definitiontle dual recourse principle;
segregation of cover astse administration and supervision of the cover pool pistolvency;
andinteraction betweerthe cover pool andhe issuer imninsolvency/resolutiorsituation

1 Cover pool: qualifying criteria and requirements for eligible assets; coverage requiement
and overcollateralsation; and market and liquidity riskrelated to cover/asset liabilities risk
mitigation;

i Transparency requirements.

BLAyl G2 GKS /1 2YYA&aA 2y QahthdledeSropd. gu/fitekcd cohddiatibrs/D150ravyraddzt G | G A 2 y
bonds/index_en.htmLink to the consultation documentitp://ec.europa.eu/finance/consultations/2015/covered
bonds/docs/consultatiordocument_en.pdf
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The public consultation ended orJ@nuary 2016Altogether, 72 responses were submitted.

The Commission is currentiy the process of considering future action on harmonisation. In the
Capital Markets Union communitian from 14 September 2016the Commission recogniseie
importance of covered bonds for the long term financing of the real economy and, in particular,
of the real estate sector. The Commission announced that based on the results of the recent
public consultation and ongoing study, it will set out as drthe CMU midterm review which
legislative changes may be needed to support the development of covered bond markets
throughout the EU.

International developments

Discussions are ongoing ah intemational (Basel) levelvhich will also have implicationsn
covered bonds, such ascussionon the revision of the standardiseapproach as well as a
strategic review of internal models includirige potential introduction of a capital floor for
internal models.

?® Link to responses to the consultation authorised for publicatibttps:/ec.europa.eu/eusurvey/publication/covered
bonds2015?surveylanguage=en
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3.1 Rationale and objectivef the EBA) groposalon the
harmonisation of covered bond frameworks in the EU

Based on the analysis of the latest market and regulatory trends and developments in the
nationalcovered bond frameworks, the following conclusions can be drawn:

1 The dynamics in covered bond markets confirm the position of covered bonds as key funding
instruments of the EU economy. Despite global expansion of covered bonds, European credit
institutionscontinue to leadn covered bond issuange

1 The market and regulatory developments in the past two years confirm the traditional
positive approach of both regulators and market participants towards the covered bond
model. The existing EU banking prudential regulation continues to be coveredfibendy,
lff26Ay3 o6lyl1aQ SELR&AMINBE (2 O2gfawBaRle 02y Ra
treatment. In addition merits of the covered bond instrument have been recently recognised
at the global level which further underlines the importance of monitoringnd maintaining
the quality of the product

1 The recent market developments may give rise to some prudential considerations,
particulaty: (i) innovations in covered bond structurethat essentially change the
characteristics of the produdtvhile they are not subject to specific regulatory treatmextt
the EU leveland benefit from the same regulatory rules as traditional covered bond
productg; and (ii)covered bond instruments with differerquality characteristicacross the
EU that areeligible forthe sameavourable regulatory treatment

1 Regulatory and market developments are particulary intertwined in the case of covered
bonds. As such, dynamics of covered bond market® been considerably affected by new
EU prudential requirementsniplace,particulaty in the area of liquidityand by continued
extraordinary monetary policy measures in thgroarea.

Furthermore, the assessment of national covered bond frameworks amdanalysis ofthe
implementation of EBA dest practices by indidual jurisdictionshave confirmed existing
diversity in the legal, regulatory and supervisory covered bonds frameworks acrost EU
addition it shows adivergence in the alignment with the best practices among individual
jurisdictions. While the analysisdemonstratesa strong adherence across Europe to the core
pillars of the covered bond busine§slated to dual recourse and the coverage pringptbeere
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are significant variances in the regulatory frameworks in the area of special pupécovsionas
well asin relation to the scope and frequency dhe disclosure of data on cover assets and
covered bonds liquidity buffers to address liquidity risks associated with covered bond
programmes, composition of the cover poahd stress testingon calculation of the coverage
requirement.

Last but not least, it has been observed that less than H#élfolt of 22) of the respondent
jurisdictions have undertaken action since the publication of 20€4EBA report to amend their

covered bond framewdss.t SYRAY3I (KS NBadAd Ga 2 Faoityk& / 2YY]
jurisdictions (12 out of 22have either not taken action or the action has been puton hold.

Building on the conclusions of tHEBA analysis(confirming in particularexisting diversity in
national covered bond frameworksignificant market and regulatory developments with direct
impact on the covered bondsndthe importance of covered bonds funding the EU econony
the EBA considers relevant to incentivise harmonisation of the coed bond frameworksand
proposes athreestep approach to achieve this objective.

Importantly, the proposed threestep approachbuilds on the strengths of theexistingnational
frameworks, but allows better protecion of 1 KS W02 3SNBE R engiyiRmord NI y R Q
consistencyin definition and regulatory treatment of covered bond produtitsoughoutthe EU

so that only those financial instuments that comply with the harmonised structeraldit risk

and prudential standarsl can be branded covered bonds ah can have access tespecial
regulatory treatment andpreferential risk weights as offered in the current EU financial
regulation

All in al] the proposal should provide a balanced solution towamisimum harmonisation of
national covered bond frameworks #te EU level, allowinthe meeting of prudential objectives
while building on existing wefunctioning national covered bond markets, keeping flexibility and
specificites of national covered bond framerks and leaving room for varying national
implementation(where appropriaté.

The proposal of a threstep approach has not been subject to a cost and benefit analysis. In case
a legislative proposal is developed taking into account the EBA proposahpaict assessment
should be conducted in line with standard and wedtablished legislative procedures. Such
impact assessment should cover all the main recommendations in the proposal and it should also
specifically assess the implications of the ligyidbuffer (with a specific focus on the
recommendations regarding soft bullets and CPTSs), level of overcollateralisation, and eligibility of
ship loans as a cover asset for the purposes of preferential capital treatment.
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3.2 Current EU covered bond legistat

The current EU covered bond regulatioriasl down in a number of EU legislative acthie o

core legislations are the UCITS Directive, which defines the core features of the covered bond
product, and the CRR, whi¢most importantly) sets out preferentialisk weighttreatment for
UCITSompatible covered bonds meeting specified conditions.

The LCR Delegated Act, the BRRD and the RfiSk anitigation techniques fo©OTC derivative
contracts not cleared bg CCP set out conditionsifepecific regulatory treatments of UCITS/ERR
compatible covered bonds in relation to resolution matters, liquidity requirements raaggin
requirements

The UCITS DirectivéAiticle 52(4)}’ defines the following conditions necessary for a bond to be
defined as a covered bond:

9 Issuer characteristios The bond must be issued by a credit institutidmat has its registered
office ina Member State;

9 Dualrecourseprinciple¢ Sums deriving from the issue of those bonds shall be invested in
accordance with the law in assetsat, during the whole period of validity of the bonds, are
capable of covering claims attaching to the bonds #mat, in the event of failure of the
issuer, wald be used on a priority basis for the reimbursement of the principal and payment
of the accrued interest;

1 Special public supervisigmhe issuer of the covered bond must be subject, by law, to special
public supervision to protect theondholders

Article 52(4) of the UCITS Directive:

Wlember States may raise the 5% limit laid down in the first subparagraph of paragraph 1 to a maximum of 259

bonds are issued by a creditinstitution which has its registered office in a Member State and is lsykgecto special

public supenvsion designed to protelsbndholders In particular, sums deriving from the issue of those bonds shal

invested in accordance with the law in assets which, during the whole period of validity of the bonds, are cap

covering claims attaching to the bonds and which, in the event of failure of the issuer, would be used on a priori
F2N) GKS NBAYOdANESYSYyid 2F GKS LINAYOALIF t | yR LI} &YSyi

The CRRestablishes criteria imArticle 129 that needto be fulfiledr in addition to those
foreseen under the UCITSor covered bondinvestors (credit institutions or investment firms) to
be granted preferential risk weight treatment on their covered bond investment. The criteria
relate to (i) collateralArticle 129 specifies types of eligible underlying asgedsd (i) disclosure
(Article129 sets out disclosure requirements for the issuer to disclose information to the
investon. Additionally, the CRR sets out valuation criteria for exposures collatdtalby
immovable property irArticle 208 andArticle 229(1), vidArticle 129(3), which equally need to be

2 UCITS Directive, Dittiaee 2009/65/EC on the coordination of laws, re gulations and administrative provisions relating
to undertakings for collective investment in transferable securitteisp ://eur 1ex.europaeu/eli/dir/2009/65/2014-09-

17

% The CRR, Regulation §05/2013 on prudential requirements for credit institutions and investment firhigy://eur -
lex.europa.eu/legatontent/EN/TXT/?qid=1395835882223&uri=CELEX:32013R0575
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complied with for the purposes of preferential risk weights. Furthermore, some specific
derogations apply to some cover assets asAwicle 496 ofthe CRR.

The CRR sets out the risk weights of such preferensialweighttreatment, with regardto the
standardised approach to credit riskr(icle 129), preferentialoss given defaultLGD treatment
of exposures in the form of covered bonds under the (foundatiatgrnal ratingsbased (RB
approach Article161(1)(d), as well as preferential specific risk treatmeAtiicle336(3))

In addition, the CRR stipulates specific provisioneelation to covered bonds compliant with
UCITS andArticle129 of the CRR under (i) the financial collateral framewdikide 207)
according to which retained covered bonds qualify as eligible collateral when they are posted as
collateral for a repo trasaction; and under (ii) the large exposures regirgi€le 400) according

to which covered bonds may be fully or partially exempted from large exposure requirements.

1 The LCR Delegated Adtwhich entered into force on October 2015, allows for the inclusion
of covered bondsn the liquidity buffer (more concretelyit allows the inclusion of covered
bonds compliant with the UCITS and CRR critetiavell and LevePA of the liquidity buffer
and covered bonds compliant with the UCITS critéma_evel2B assets, under specific
conditions).

1 The BRRP which entered into force on danuary 2015, allows for the exemption of covered
bonds, as defined by the UCITS, frdm bailin instrument (the exemption is limited up to
the level of collateral in the cover poal), as wellthe establisiment of safeguards when
applying resolution instruments tive coveredoonds.

f The RTS on riskitigation techniques for OT@erivative contracts not cleared by a CEP
developed under EMIRrovide for a specific treatment of cover pool derivatives (derivatives
entered intoby covered bond issuers fohe hedging ofthe cover pod enarket risks and
included within the scope of the protective measures established by the respective covered
bond regime). The RTS set aauspecific set of conditions under which such cover pool
derivatives, which are concluded with regard to covered boom®pliant withArticle 129 of
the CRR, are exempted fromargin requirements in the context of bilateral clearing (i.e.
clearing not executed through a CCP)

To sum up, the core elements of the EU covered bond definition are regubsteédde UCITS
Directive and the CRR, while other pieces of European legislation set out specific treatments for
covered bonds compliant with either the UCITS and/or the CRR.

2 Commission Delegated Regulation (EQ)5/61 to supplement Regulation (EU) Bltb/2013 with regard to liquidity
coverage requirements for credit institutionsttp:/eur -lex.europa.eu/legal
content/EN/TXT/PDF/?uri=0J:L:2015:011:FULL&from=FR

¥ The BRRD, Directive 2014/59/EU establishing a framework for the re coveergsaiution of credit institutions and
inve stment firmshttp://eur -lex.europa.eu/legatontent/EN/TXT/?uri=uriserv:0J.L_.2014.173.01.0190.01. ENG

¥ @mmission Delegated Regulation (EU) supplementing Regulation (EU) No 648/2012 with regard to RTS for risk
mitigation techniques for OTC derivative contracts not cleared by ah@@RP/ec.e uropa.eu/finance/financial
markets/docs/derivatives/161004lelegatedact_en.pdf
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The core elements of the covered bond definition enshrinedha existing EU legislatian
including tke dual recourse structure, the coverage pringe well as special public supervision
and coveredbondinvestorgprotectiont have been incorporated in a diverse manner in national
legal and regulatory frameworks, with a variety of additional spe cifioati

The principles of best practice identified by the EBA in the BB&report have been developed

to cover crucial areas of the covered bonds regulatitat are currently not sufficiently reflected

at the EU level and are addressed at national lewseloading to a wide range of approaches. The
EBA) &est practice recommendations have been based on common patterns observed and
strengths identified in most dhe developed national frameworks.

3.3 TheEBA auggestionfor athree-step approach tdhe
harmonisation of covered bond frameworks

The EBA recommends a thrsep approach to the harmonisation of covered bond frameworks
in the EW i.e. it ecommendstrengthenng the currently applicable regulatory rules in relation
to covered bonds antiarmonisngpractices observed in various areas of covered bond business
within one of the following three steps:

1 Within Steplt i.e. in the newlydeveloped covered bond frameworkyhich wouldprovide
a definition of the covered bond produess an instrument recogsed by the EU financial
regulation (implementation via directive is recommended)l covered bondsseeking
regulatory recognition would need to comply with the requiremespecifiedn Step ;

1 Within Steplft i.e. throughtargeted amendments to the CR@tovisions on covered
bonds which would enhance conditions for the access to preferential risk weight
treatment of covered bondsAll covered bonds seeking preferential risk weight treatment
would need to comply with the requiremenspecifiedn the Ste | as well asin Step I1;

T Within Sep it i.e. throughnon-binding instruments with a view atimulatng voluntary
convergencebetween national frameworksn specific areagtaking into account that
non-compliance with the recommendationa this areawould not have impact on the
eligibility of thecovered bonds for preferential regulatory and risk weight treatment)

This approach builds substantially on the best practice recommendations identified in 2014, as all
of the areas covered by the best praetscare treatedin one of the three steps (whereby the
choice of the most appropriate stage is dependent on the nature and ultimate rati@haach

best practice considered). The best practices are developed fromldwgh principles to more
specified dteria, where appropriate. The threstep approach also involves other areas not
covered by theEBA Best practice, and inclusion of which is considered important to strengthen
the robustness of the overdilamework.
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In the development of the frameworldue considerations should also be givieninteractions
between kevel land level 2in the context of the Lamfalussy procggspecially with respect to
areas covered in Step | and Step ilh view of achieving an appropriate balance between
establishingthe core requirements at Level 1, while allowing technical clarifications in Level 2
measures.

The EBA also recommenidérodudnga grandfathering provisiorsimilarto the one currently set
out inArticle 129(6) ofthe CRIRso as to enable covered bostthat would be issued and would be
eligible for preferential treatment since a cuoff date (prior to the entry into force of the new
covered bond legislatignto remain eligible for such preferential treatment until maturity,
irrespective of whether or ot they would meet the new proposed requirements. The EBA
recommendsncludinga similar grandfathering provision in the LCR Delegated Act.

Stepl ¢ Development ofacovered bond framework

The first step envisages the development of a covered bond framework, the objective of which
would be to define the covereldond as an instrument recognised by EU financial regulation. The
covered bond framework should specify the core elements of the eml/bond mechanism and a

set of minimum quality standards of regulated covered bonds. This would provide a single,
consistent and sufficiently detailed point of reference for prudential regulation purposes,
effectively replacingall the existing coveredbond-related provisions in the UCITS Directive
(presented in Articléb2(4). Taking this into account, the covered bond framework should be
applicable across different financial sectors and be based on the minimum hamonisation
principle.

All the financiainstruments in the EU that seek to be recognised as coveogdisacross all EU
financial regulation would have to comply with these minimum standard require mdliits
would effectively distinguish covered bonds from other types of bond instruments thightm
exist atthe EU or nationalevels and whichmight have some similar characteristics but do not
comply fully with all the quality characteristics.

In addition all other European regulations that set out specific treatments for covered bonds
(such asnclusion of covered bonds in the LCR liquidity requiremeaxslusion of covered bonds
from baikin under the BRR@Rndexemption of cover pool derivatives fromargin requirements
under the RTSon risk mitigation techniques foOTC derivatives natleared by a CCRhould
make reference tohe covered bond instrument as defined in the covered bond framework.

The standards specified in the covered bond framework would inevitably include most of the
characteristics that market participants curren#iyd historically have been attaching to the label
and reputation of a regulated covered bond. However, it should be clarified that this would not
include all the standards that currently define a @RRipliant covered bordi.e. a covered
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bond that is eligle for preferentialisk weighttreatment according tobanking regulation.
Preferentialrisk weighttreatment would still be detemrmined by banking sectoral legislation (i.e.
by the CRR in the context 8fep Il) on the basis of specific requirements to bensidered in a
modular fashion on top of the minimum standards provided in the covered bond framework.

The covered bond framework should replicate and further specify the aspects currently regulated
in the UCITS Directitbat define thecovered bond product, as well as include other additional
elements predominantly of structural natur@and not covered by the UCITS Directivecluding
specific conditions for soft bullet and CPT covered bontat are considered relevant for
underpinningminimum standards of quality.

The framework should be applicable tmvered bonds issued by credit institutions having their
registered office in &UMember State(as currentiyrequiredunder the UCITS Directiveubject

to establisiment of a mechanism for assessing equivalenc¢hefcovered bondnstrumens®, a
possibility could be exploret allow the 3 country covered bondso have access to the same
regulatory treatment as currently extended to covered bonds isdnedredit institutonsin the
EU.

This should also allowthe captuiing of all the aspectsthat would justify a specifiecegulatory
treatment of covered bong compliant with ths definition, under the specific EU financial
regulatiors(e.g.inrelation to liquidity, resolution anchargin requirementsas specified aboye

More concretely, the areas covered in the covered bond framework should be as specified in
Figure39.

Figure39: Areas covered ifep | (covered bou framework)

Relation to the current regulatory treatment
(new rule¢ not covered by currentEU
legislation; extension/amendment of the
existing rule)

Areas covered irfstep | (covered bond frameworlk

Dual recourse, segregation of cover assets laanalkru ptcy
remoteness of covered bonds:

Extension/amendment of the existing rule

a. Dualrecourse (UCITS Directive Art. 52(4)

b. Segregationof cover assets New rule
c. Bankruptcy remoteness of the covered bond New rule
Requirements on coverage, liquiditgk mitigation and cover pool
derivatives

Extension/amendment of the existing rule

d. Coverage requirements (UCITS Directive Art. 52(4))

e. Liquidity risk mitigation re quire ments New rule

f. Requirements on cover pool derivatives New rule

%2 The principleslaid downin Articlel1 (1) (d) (ii) of the LCR Delegateddaaild possibly be considered as a starting
pointin thediscussions on the equivalence criteria.
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Relation to the current regulatory treatment
(new rule ¢ not covered by currentEU
legislation; extension/amendment of the
existing rule)

Areas covered irstep | (covered bond frameworlk

System of speciglublic supervision and administration

g. Coverpool monitor New rule
h. Supervision ofthe covered bond issuer New rule
i. Supervisioninthe eventtiieA & a dzS NI a
. . New rule
insolvency/resolution
j-  Administration ofthe covered bond programme pdsé
New rule

A & & deSoN&nay/resolution

Transparency requirements

Extension/amendment of the existing rule

k. Scope andrequencyof disclosure (CRR. Art. 129(7)

Conditiors for soft bullet and CPT covered bonds New rule

Stepll ¢ Introduction of targeted amendments tathe CRR

Within Sepll of the suggested approach tilve harmonisation of covered bonds, targeted
amendments should be introduced to the CRR provisions on covered bibvadswould
specifically focus on crediisk related features of covered bonds and the prudential risk
weight treatment of investments in covered bondall covered bonds thaisk weight treatment
seek preferentiatisk weighttreatmentwould need to comply with the standard requirements o
covered bonds as specified 8ep |, as well as with the enhanced conditions poeferential risk
weighttreatmentas specified i&epll.

ThecurrentCRR regulates the following aspects in relation to covered bonds:

1 Criteria for investors (credit institutions and investment firms) covered bonds for
preferential risk weight treatment of their covered bond investmenteese being the
eligibility requirements for collateral andhe disclosure requirements foran isswer
(Article129);

1 Risk weight treatment under the standardised approadkrti¢le 129), preferential LGD
treatment of exposures in the form of covered bonds under the (foundation) IRB approach
(Article161(1)(d)), as well as preferential specific risk treant (Article 336(3);

1 Criteriafor the valuation of immovable property collateralising mortgages in cover pools
(Article208 andArticle229(1) vidArticle129(3);*

¥ See alsothe EBA opinion on the mortgage lending valDet&ber 2015, EBA/Op/2015/17:
https://www.eba.europa.eut/eba-seekslegislativeclarificationson-mortgagelendingvalue
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1 Specifictreatment of covered bonds in the financial collateral framewaitic{e207);
1 Specifictreatment of covered bonds under the large exposure re ghmtiele 400);
1 Derogations on some type of cover assetgicle 496).

In Sep Il of the approach tohe harmonisation of covered bongdshe EBA suggesésnendngand
strengthering the conditions for access to preferentiabk weighttreatment of investments in
covered bondsas mentioned in the first bullet abovét is not suggestedto amend other
coveredbondrelated provisions of the CRR. More concretely:

9 Additional (new) condiions underpinning preferentiakisk weight treatment should be
introduced toestablish(i) limits on substitution assets andi) requirements onminimum
effectiveovercollateralisatiorat the covered bond level

9 Existing provisions on LTV limits for coassets collateralised by physical property (i.e. for
mortgage cover pools) should be amended so as to specify the type of the limits (while the
current levetsof the LTV limits should be maintained);

i Existingprovisions on disclosure requirements for the issuer shouldimended andshifted
to the covered bond framewor{Step ) and should thus become a standard requirement for
all regulated covered bonds, rather than a specific condition only for those abusreds
seeking preferential risk weights

1 Existingorovisions on the eligibility of e@r assetshould be reassessed.

All in all, taking into account th&BA2 &uggestions, the criteridor preferential risk weight
treatment should include the followigfour criteria: (i) requirementdor eligible cover assets(ii)

limits onsubstitution assets;i{i) LTV limits fomortgage cover poolsand (/) minimumeffective

overcollateralisation at the covered bond level.

The areas to be covered bye CRR requements aresummarsedin FiguredObelow.

Figure40: Areas covered it®ep Il (amendments tahe CRR)

Relation to the current regulatory treatment (new
Areas covered irtep Il (amendments tothe CRR rule ¢ not covered by currentEUlegislation;
extension/amendment of the existing rule)
Conditions for preferential risk weight treatment

Extension/amendment of the existing rule

I.  Requirements for eligibleover assets (CRR Art. 129(1)

m. Limits orsubstitution assets New rule

Extension/amendment of the existing rule

n. LTV limitfor mortgage cover asset (CRR Art. 129(1)

0. Minimum overcollateralisation New rule
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Steplll ¢ Voluntary convergence of national covered bond frameworks

In the context of Sep Il of the suggested approach to harmonisatiofurther convergence
between national frameworks should be encouraged a voluntary basis in areabat are
considered to have less material impact on safeguarding the quality of the covered bond product,
and/or where convergence is seen as beneficial but harmonisation by means of a binding legal
instrument could potentially have an unintended disruptiveeeff on the good functioning of
national markets.

The areas covered by the third step should include the following:
Figure41: Areas covered if®ep Il (voluntary convergence)

Relation to the current regulatory treatment (new

Areas covered irgtep Ill (voluntary corvergence rule ¢ not covered by currentEUlegislation;
extension/amendment of the existing rule)
p. Composition of the cover pools New rule

g. Coverpool withunderlying assétbligorsiocated in

e . N I
jurisdictions outside the EEA ewruie

Extension/amendment of the existing rule

r. LTV measurement and frequency of revaluation (CRR Art. 208 and Art. 229(1) via Art. 129]3)

s. Stress testingbythe covered bond issuer New rule
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