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Quality by tradition: Even in troubled times, the Pfandbrief 

is an especially sound investment. Its first-class quality and stable returns on 

investment are valued by investors in Germany and abroad and, thanks in 

particular to the stringent German Pfandbrief Act, it will remain the bench-

mark in the covered bond market.
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As covered bond aficionados head to the Hotel Savoyen 
Vienna for the European Covered Bond Council 
plenary on 24 September, they may pass the Austrian 

parliament in its neoclassical style. The dual themes of wisdom 
and war as embodied in the Athena fountain that stands in front 
of the legislature are explored in our cover story, but perhaps an 
early warning should come from one observer’s description of 
the building: more Greek than the Greek parliament.

In spite of some early fears, Austria has avoided the worst of 
the sovereign debt crisis. But recently it has created a crisis all 
of its own doing.

Moody’s reaction to the voiding of state guarantees on cer-
tain of Hypo Alpe-Adria-Bank’s subordinated debt — that Aus-
tria’s wider banking industry has been tainted with the same 
brush — has been criticised as unfair. But the Austrian authori-
ties were asking for trouble when they messed with state guar-
antees — however limited they thought their tinkering was.

Where to start? It should hardly be necessary to discuss how 
dangerous undermining guarantees is — hence Moody’s implied 
question: where will it end? And remember: guarantees offered a 
large stepping stone out of the banking stage of the  crisis.

Contrast Austria’s moves with the rescue of Banco Espírito 
Santo in Portugal.

Although senior bondholders have again dodged the bail-in 
bullet, some observers — questioning the Portuguese authori-
ties’ claims that the structure of the rescue will not cost taxpay-
ers — have said this is wrong. But why? The bail-in framework 
has a concrete start date — keep a lid on uncertainty and pain 
until then.

With their dual recourse instruments, covered bondholders 
of course have extra protection against the whims of politicians. 
Until, that is, legislation threatens not only bank obligations, 
but the underlying collateral, too.

Across the border in Budapest hangs the threat of covered 
bond downgrades as lawmakers pursue moves to offer borrow-
ers with foreign currency mortgages the chance to reduce their 
liabilities, thereby hitting 
banks’ earnings and the as-
sets in their cover pools.

Although it is not their 
intention, politicians are 
undermining an asset class 
that can help countries out 
of the crisis. While the pub-
lic purse may benefit in the 
short term, they must con-
sider the longer term costs.

Neil Day
Managing Editor
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Markets
 CANADA

Ta-Da! Toronto-Dominion makes a splash
Toronto-Dominion Bank drew the most 
demand of any Canadian covered bond 
in a year when it launched its fi rst euro 
covered bond on 21 July, a Eu1.75bn 
(C$2.54bn, US$2.37bn) fi ve year inau-
gural legislative issue that was the joint 
largest covered bond this year.

Leads BNP Paribas, Credit Suisse, JP 
Morgan and TD priced the new issue at 
7bp over mid-swaps on the back of more 
than Eu2.5bn of orders from almost 100 
accounts, aft er having gone out with initial 
price thoughts of the 10bp over mid-swaps 
area and then guidance of the 8bp area.

A new issue had been expected af-
ter TD’s new legislative programme was 
registered on 25 June. It was the last of 
the Canadian banks that issued covered 
bonds under the country’s previous, 
contractual-based regime to have a leg-
islative programme registered, and the 
seventh overall. Christina Wang, head of 
funding management, treasury and bal-
ance sheet management, said that TD did 
not start working on its programme until 
last summer.

“CIBC and RBC were already out is-
suing in July and we honestly didn’t re-
ally start until then,” she told The Cov-
ered Bond Report. “As DBRS reported, 
we are a big CMHC MBS user and we 
didn’t have a lot of uninsured mortgage 
assets to begin with, so that delayed our 
start time.”

Th e issuer then had to undergo the 
registration process with Canada Mort-
gage & Housing Corporation (CMHC).

“Th e goal of CMHC’s programme is 
really well intended,” said Wang. “How-
ever, this process is a little bit more in-
volved than any issuer would hope for, so 
it did take a long time.”

Th e deal was TD’s fi rst in euros, with 
the Canadian bank having focused on the 
US market in the past.

“Covered bonds is a traditional Eu-
ropean product,” said Wang, “but in the 
past the pricing never seemed to work. 

If we look at the depth of the euro mar-
ket and if we want to run a good covered 
bond programme, this is not a market 
that we can ignore.

“And it just so happened that the pric-
ing worked in favour of euros at this 
point, so it was a perfect market oppor-
tunity for us to launch our inaugural deal 
in the euro market.”

TD’s transaction is the largest of any 
Canadian issuer since RBC sold a Eu2bn 
covered bond in July 2013. It also tied 
with a Eu1.75bn fi ve year for Credit Sui-
sse in March as the largest euro issue of 
the year.

“In our mind we were thinking of a 
benchmark trade, of perhaps Eu1bn or 
Eu1.25bn,” said Wang. “We did discuss 
the option of upsizing the deal, but it 
really was driven by the very strong de-
mand and really very high quality book.”

A syndicate banker noted that TD’s deal 
was considerably bigger than and matched 
the pricing of a Eu1bn fi ve year for RBC in 
June, the most recent Canadian issue be-
fore TD’s, despite the iTraxx senior fi nan-
cials index being some 14bp wider.

“It’s very strong confi rmation of the 
strength of TD’s name,” he said.

A syndicate offi  cial away from the 
leads said the deal had come at a perfect 
time because of a lack of other supply.

“Alongside this there is the desire 
from investors to diversify what they 
hold in their portfolios,” he added.

Wang said that several factors played 
into the strong demand.

“With TD’s strong credit rating and the 
bond additionally being backed by a prime 
residential mortgage pool, we believe that 
we are providing a really good investment 
to investors,” she said. “Th e ECB eligibility 
helped us in the same way as it helped the 
other Canadian banks’ issuance.

“And I think there is a little more clar-
ity on the LCR treatment that may also 
have helped us. We cannot confi rm that 
for sure, but the level of bank participa-
tion really seems to indicate to me that 
a lot of people have taken that positive 
development to heart.”

Wang said that TD expects to issue in 
a programmatic manner henceforth.

“It is important for us to do that be-
cause it’s sort of a dialogue between the 
issuer and the investor,” she said. “Coming 
to euros is not a one-time thing. We will 
come back to the euro market as long as 
the investor base and the market pricing 
works — of course, a trade is ultimately 
driven by our internal funding needs.

“We will defi nitely look at the euro 
market equally as other markets. Th at 
message is a key takeaway for investors.” n

TD-sponsored fl oat, Vancouver Pride: Toronto-Dominion wows the crowds
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 CYPRUS

Covered mulled as Bank of Cyprus eyes return
Bank of Cyprus could in September 
launch the first public bank bond from 
Cyprus since its bail-out and the financial 
institution may turn to covered bonds for 
any such issue — potentially launching 
what would be the lowest-rated deal to hit 
the public markets from the asset class.

Despina Kyriakidou, group treasurer 
at Bank of Cyprus, said that the bank is 
contemplating a benchmark bond issue 
in September and has received a num-
ber of reverse enquires regarding a cov-
ered bond issue, although it may opt for 
a senior unsecured transaction instead, 
depending on market conditions.

“Nothing is set in stone,” she said.
Kyriakidou was commenting after 

the Cypriot bank on 29 July announced 
a Eu1bn capital increase, which she said 
would help the bank access debt funding 
on more favourable terms.

“The successful capital-raising should 
strengthen debt investors’ confidence in 
the bank and the feedback received to date 

suggests that there is healthy appetite in 
the market for the bank’s debt,” she said.

A benchmark covered bond from 
Bank of Cyprus would be the bank’s first. 
It has Eu1bn of covered bonds outstand-
ing, but these were retained. They have a 
June 2017 maturity date and are backed 
by Cypriot mortgages. The bank previ-
ously had covered bonds outstanding 
backed by a cover pool of Greek mort-
gages, but these were cancelled in March 

2013 as part of restructurings in the Cyp-
riot banking sector.

A covered bond would be backed 
by Cypriot mortgages, according to the 
bank. Based on a June quarterly regula-
tory disclosure report, the cover pool 
amounts to Eu1.12bn.

A senior unsecured or covered bond 
benchmark from Bank of Cyprus would be 
the first public bond from a Cypriot bank 
since the country was bailed-out in March 
2013, with losses imposed on senior unse-
cured creditors of the country’s banks and 
uninsured depositors also shouldering a 
cost of the banks’ rescue. The sovereign has 
already regained access to the debt capital 
markets, having priced a Eu750m five year 
benchmark issue in June.

Bank of Cyprus’s covered bonds are 
rated Caa1 by Moody’s and CCC by Fitch. 
It is thought that a benchmark covered 
bond from the bank would be the lowest 
rated such issue to hit the market, and the 
first with a sub-investment grade rating. n

 NORWAY

Rating fuels Eiendomskreditt tightening, ambition
Commercial mortgage-backed covered bonds issued by Eien-
domskreditt AS tightened some 15bp after being assigned a 
first, S&P rating of AA, negative outlook, on 1 July, and the 
Norwegian issuer has ambitions to grow considerably in the 
coming years, according to its CFO.

Eiendomskreditt was founded in 1997 but after the intro-
duction of Norwegian covered bond legislation was convert-
ed into a covered bond company. It has commercial and resi-
dential cover pools, has issued out of each into the domestic 
Norwegian krone market, and is wholly wholesale funded. Its 
shareholders are 85 Norwegian savings banks.

According to a trader in Oslo, Eiendomskreditt five year 
commercial covered bonds tightened some 15bp in the wake 
of the rating being assigned, to trade at around 47bp over 
three month Nibor. He added that this is some 20bp-22bp 
wider than where triple-A rated DNB covered bonds trade.

Lars Lynngård, Eiendomskreditt CFO, said that the rating 
will help the issuer grow.

“We have the ambition to establish ourselves in the Nor-

wegian market as one of three issuers of covered bonds 
backed by commercial mortgages — alongside SpareBank 
1 and DNB — where we can be a financing instrument for 
primarily the savings banks among our 85 shareholders that 
are not already part of an alliance,” he told The CBR.

“The fact that we have taken on this rating reflects our 
ambitions to grow quite considerably in the years ahead. It 
will cut our cost of funds and regulations are moving in a di-
rection where rated bonds enjoy more favourable treatment.”

Assigning a BBB issuer rating, S&P noted that commercial 
real estate loans account for 69% of Eiendomskreditt’s lending.

“Eiendomskreditt will continue to increase its share of 
commercial real estate as it increases its role as a commercial 
real estate mortgage financier for its owner banks,” the rat-
ing agency said, although for now it considers the issuer’s 
business position to be “weak” under its methodology, citing 
total assets of around Nkr5bn (Eu600m) at the end of the first 
quarter of 2014 and “very low” market shares in residential 
and commercial real estate. n
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 AUCTIONS

Nykredit ARMs fl y, levels beat expectations
 Nykredit Realkredit got the new Danish auction season off to 
a fl ying start when its opening, Dkr7bn (Eu939m) sale of one 
year ARM bonds on 18 August attracted some Dkr27.9bn of 
bids and achieved a level inside expectations, and the follow-
ing auctions unfolded in the same vein.

Nykredit was selling around Dkr66bn overall of one year 
bonds to refi nance adjustable rate mortgages (ARMs) during 
auctions lasting until 29 August, with BRFkredit, DLR Kredit 
and Nordea Kredit joining in the last week of August and 
early September to take total sales across different maturi-
ties and instruments to some Dkr130bn, according to Danske 
analysts.

The bid-to-cover level just shy of 4 achieved on 18 August 
is the highest for one year ARMs for Nykredit on the fi rst day 
of an auction season in over a year, with it having achieved 
3.44 a year ago and then 3.38 in November 2013, 2.06 in 
February, and 3.06 in May. Bid-to-covers remained close to 4 
in the ensuing days.

“It has gone extremely well,” said Lars Mossing Madsen, 
chief dealer at Nykredit, “even better than I had expected, 
and I had been quite positive.”

The one year ARMs were initially auctioned at a spread 
of 15.5bp over Cita, according to Madsen, and went on to 
achieve tighter levels, whereas he and other market partici-
pants spoken to by The CBR ahead of the auctions had fore-
cast a wider level. Madsen said that based on tap sales its 
July one year ARM bonds had been trading at 16bp over and, 
given that the new bonds are longer dated, he was expecting 
a level of 16bp-18bp over of the new sales.

“But the interest generated a tighter spread,” he said.
Denmark’s mortgage banks have for some time been try-

ing to move borrowers away from one year ARMs to products 
with longer interest rate periods, and analysts noted that the 
refi nancing rate in one year bonds has fallen, indicating bor-
rowers are moving to different mortgage products, and that 
this is supportive of the auctions. n

 POLAND

mBank in zloty covered size, maturity records
mBank Hipoteczny has issued Pln500m 
(Eu119m) in its largest and longest dated 
domestic covered bond fundraising exer-
cise to date. Th is comprised a Pln300m 
eight year issue, sold on 28 July, and a 
Pln200m eight-and-a-half year tranche, 
sold on 4 August. 

Led by mBank, the deal’s two parts 
were priced at 93bp over six month Wibor.

Karol Prazmo, head of treasury at 
mBank Hipoteczny, told Th e Covered 
Bond Report that the bank had initially 
sought to issue a Pln200m covered bond, 
but opted to raise a larger amount in the 
two part transaction aft er collecting more 
than Pln1bn of orders. Th e issuance was 
split into two deals for administrative rea-
sons, he said.

“Early in the bookbuilding proc ess we 
observed that the demand was very sig-
nifi cant and we were able to amend the 
documentation to upsize to Pln300m,” said 
Prazmo. “However, it was too late to up-
size the transaction once we had the fi nal 
tally of orders in the bookbuilding process 

because of a lengthy administrative pro-
cess for issuing a covered bond in Poland. 
Th erefore we needed to close the additional 
interest via a follow-on transaction.”

Th e transaction represented an 
achievement for the Polish market in 
terms of size, pricing, and maturity, ac-
cording to Prazmo.

“Th is is the best result for us in the 
domestic market in the last fi ve years,” 

he said. “With this deal we have achieved 
the largest, tightest, longest dated PLN-
denominated covered bond for mBank 
Hipoteczny.”

mBank’s previous largest covered 
bond had been Pln300m, and its pre-
vious longest zloty a seven year, which 
matured in 2009. It has, however, sold 
three 15 year covered bonds in euros 
this year.

Prazmo said the covered bond was 
purchased entirely by Polish investors.

Including the Pln500m issuance, the 
bank has issued Pln700m in covered 
bonds out of a Pln1bn target for the year. 

“We would like to execute a mean-
ingful part of this via euro-denominat-
ed transactions and remain focused on 
the five to 10 year maturity range,” he 
added.

Th e deal was issued under Poland’s 
existing covered bond legislation, al-
though this is being revised.

(See separate article in Legislation & 
Regulation for more). n

Karol Prazmo, mBank Hipoteczny
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 NETHERLANDS

New ING soft bullet programme for effi ciency
 ING Bank has set up a Eu5bn soft  bullet 
covered bond programme to take advan-
tage of a lack of pricing discrimination 
compared with hard bullets and the effi  -
ciencies the maturity profi le off ers.

Th e programme was approved by the 
Dutch fi nancial supervisory authority, 
AFM, on 12 August, aft er work began on 
it some three months ago, according to 
Martin Nijboer, head of securitisations, 
global capital markets, at ING Bank.

ING Bank is sole structurer and ar-
ranger of the programme, and Cliff ord 
Chance was the legal adviser.

Th e soft  bullet programme provides 
for a one year maturity extension, and 
has been structured in accordance with 
Dutch covered bond legislation, includ-
ing to meet forthcoming amendments to 
the framework.

Th e programme will run alongside 
ING’s existing, Eu35bn, hard bullet cov-
ered bond programme, with separate 
cover pools, according to Nijboer. Th e 
programme should be registered with the 
Dutch central bank in the coming months.

Nijboer said the bank has no plans to 
issue benchmark covered bonds in the 
near future, but that the next such issue 
from ING would likely be launched off  
the soft  bullet programme.

Soft  bullet structures, which typically 
come with 12 month maturity exten-
sions, can be more economical for issuers 
than comparable hard bullet programmes 
given lower overcollateralisation (OC) re-
quirements, with Nijboer noting that the 
soft  bullet structure also dispenses with 
the need for a burdensome pre-maturity 
test and that the market does not appear 
to be discriminating against soft  bullet 
covered bonds versus hard bullet issuance.

“Th e market is in very good shape and 
the pricing diff erence between hard and 
soft  bullets has gone, so we decided to set 
up a soft  bullet programme next to the hard 
bullet programme,” he said. “In the end a 
soft  bullet programme is just more effi  -

cient — you have lower OC requirements 
from the rating agencies and your liquidity 
risk management is more effi  cient. Below 
certain ratings, under the pre-maturity 
test in hard bullet bonds you need to put 
aside cash to cover redemptions in the 
next upcoming six months, and our cen-
tral bank sees this already as an outfl ow.”

Th is could have an impact for ING 
Bank in the coming years given that it 
has some Eu4bn-Eu5bn of covered bonds 
maturing, said Nijboer. “Th at’s already 
quite a substantial number, so we asked 
ourselves how we could minimise that 
risk in the future,” he said.

ING has some Eu30bn equivalent of 
hard bullet covered bonds outstanding 
and does not intend to expand its issu-
ance, according to Nijboer.

“It should be assumed that the total out-
standing volume of covered bonds should 
stay roughly the same, between Eu30bn-
Eu35bn,” he said. “So if we issue soft  bul-
let bonds that means the hard bullet pro-
gramme will be run down. We don’t have 
the intention to issue more covered bonds, 
just off  a more effi  cient programme.”

Th e issuer considered incorporat-
ing a soft  bullet structure in its existing 
programme, but decided against this to 
be more transparent and also to ensure 
it had a programme available that would 

allow it to access the market in all con-
ditions, according to Nijboer. “We didn’t 
want to throw that away,” he said.

Florian Hillenbrand, senior credit ana-
lyst at UniCredit, pointed out that other is-
suers — including Barclays, National Aus-
tralia Bank and Westpac — have switched 
from hard bullet to soft  bullet within an 
existing programme and then stuck to 
soft  bullet only, even if they could techni-
cally alternate between the two. He said 
that having two separate programmes, as 
ING has done, off ers clarity with respect 
to cashfl ows.

He also highlighted that ING had not 
opted for a conditional pass-through 
(CPT) programme, as pioneered by 
Dutch peer NIBC Bank. Given that a 
CPT might have given it “infi nite” ef-
fi ciency, said Hillenbrand, ING passing 
on the concept was “quite a strong state-
ment” and countered any perceived trend 
towards NIBC-style issuance. He sug-
gested that a reason for ING moving only 
to a soft  bullet programme might be that 
its high senior unsecured rating lowers 
the gains to be had from CPTs.

“Another reason could be a certain 
reputational ‘damage’ for lack of a better 
word,” Hillenbrand added, “since opting 
for pass-through might not particularly 
be interpreted as a sign of strength.” n

Ex-Dutch national football team coach (bondscoach) Louis van Gaal and the 
ING lion mascot  Photo: Wim Hollemans/ING 
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Banca Popolare di Sondrio sold its fi rst 
benchmark covered bond on 29 July, a 
Eu500m fi ve year OBG that raised eye-
brows because it came via one lead man-
ager and without a preparatory roadshow.

Th e Italian co-operative priced the 
obbligazioni bancarie garantite (OBG) 
issue at 75bp over mid-swaps on the back 
of some Eu1.1bn of orders via sole lead 
BNP Paribas, which was joint structurer 
and arranger of a Eu5bn programme 
alongside Finanziaria Internazionale.

Th e deal was launched a week aft er 
the programme was signed, on 22 July, 
according to an offi  cial at Banca Popo-
lare di Sondrio, who said that the issuer 
did not see any material advantage from 
waiting to tap the market until aft er the 
summer break.

“We felt there was enough conviction to 
go ahead with the trade,” he said. “Th e cov-
ered bond market has showed to be a safe 
haven even during time of volatility and in 
addition BTPs were performing well.”

Th e transaction was met with a mix-
ture of criticism to puzzlement by market 
participants away from the deal, whose 
reaction centred on the execution of the 
deal via only one lead manager, as well as 
the decision to skip a roadshow, particu-
larly given that Sondrio was a newcomer 
to the market.

Th e decision to appoint only one lead 
manager was questioned mainly because 
of the negative implications this was said 
to have for secondary market liquidity, 
because it means the OBGs are ineligible 
for the iBoxx euro covered bond index.

“We cannot remember commenting 
about the lead manager situation ever 
in 10 years of Covered Bond & Agency 
Monitor history,” said UniCredit analysts, 
referring to their weekly research. “How-
ever, seeing a sole-lead mandate in an in-
augural transaction placed with investors 
is probably unique.”

Th ey acknowledged that having only 
one lead manager on a deal would not 

be an obstacle to pricing a Eu500m is-
sue, and said that despite the unusual 
approach the Sondrio deal “was a pure 
success”.

“However, one would expect a broad-
er ‘group’ of lead managers in aggregate 
to have a much broader client coverage, 
which usually should result in less vola-
tile trading,” they said.

A syndicate offi  cial said he did not un-
derstand the rationale for execution via 
only one lead manager, and said that it 
was a short-sighted move.

Damian Saunders, fi nancials syndi-
cate at BNP Paribas, played down the 
importance of index eligibility and any 
implications this might have for liquidity.

“Th e covered bond market is bid-only, 
in any case,” he said. “Th e bank bid is the 
driving force behind many deals and in-
dices don’t matter for those accounts.

“Some investors did say that it was a 
shame the bonds are not in the indices 
because they couldn’t participate as a re-
sult, but overall for a deal of this size and 
given the strength of the market it was 
felt that one lead was suffi  cient.”

Being the only bookrunner also made 
it easier to form a view on where the 
bond should be priced, he added.

Asked why the issuer decided to only 
appoint one lead manager and skip a 

roadshow the Sondrio official said that 
the issuer did not want to embark on a 
roadshow and “saw the opportunity to 
reach our target size of Eu500m even 
through a club deal assisted by a well re-
spected covered bond house which also 
helped us with the structuring of the 
programme”.

“Th e success of the deal demonstrates 
that a roadshow in this particular market 
juncture was not necessary as we met our 
target price and size,” he added. “It fully 
met our expectations both in terms of the 
fi nal spread and of the number of bidding 
investors.”

Saunders said that feedback gained 
from domestic investors in the lead-up to 
the announcement of th e mandate also 
informed the decision to skip a road-
show, as the response gave the issuer the 
confi dence that a deal would work even 
without more extended investor work.

Th e OBGs were fi rst marketed at the 
80bp over mid-swaps area, with guid-
ance subsequently revised to 75bp-80bp 
over. More than 50 accounts participated, 
with domestic investors taking the largest 
share of the bonds — 72.5% — followed 
by Germany and Austria with 15%, the 
UK 10%, and Switzerland 2.5%. Asset 
managers were allocated 60%, banks 
24%, and others the remainder. n

 ITALY

Sondrio sole-led debut raises eyebrows

Banca Popolare di Sondrio, Sondrio: O sole lead mio...
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German issuers dominated the primary 
market for benchmark covered bonds in 
July before it took a summer break, while 
Helaba priced one of two taps that hit the 
market when it reopened — slowly — in 
late August.

Th e tap for Landesbank Hessen-
Th üringen (Helaba) on 21 August was 
the fi rst benchmark covered bond supply 
since 29 July, when Italy’s Banca Popo-
lare di Sondrio priced a Eu500m fi ve year 
inaugural issue, although this departed 
from benchmark norms in being sole-
led, by BNP Paribas. 

Helaba’s increase added Eu500m to a 
2017 mortgage Pfandbrief and was the 
second time the issuer revisited a dual 
tranche transaction that was originally 
launched on 20 May — in the middle of 
July it doubled a seven year tranche via 
a Eu500m increase. Th e tap of the 2017 
tranche was priced at 10bp through mid-
swaps, 3bp tighter than where the initial 
tranche was priced in May.

A syndicate offi  cial at one of the leads 
said that the increase was the second 
most internationally distributed Pfand-
brief of the year, aft er the initial tranche.

“It’s pretty positive in terms of safe ha-
ven fl ows,” he said.

Th e supply came aft er German issuers 
contributed fi ve out eight deals that were 
priced in July, with their issuance total-
ling Eu2.5bn.

Deutsche Hypothekenbank was the 
last in this series, selling a Eu500m fi ve 
year at 1bp over mid-swaps on 29 July. 
Th e deal was its fi rst benchmark Pfand-
brief of the year, and met with Eu1.4bn 
of orders. 

Jürgen Klebe, deputy head of treasury 
at Deutsche Hypo, said that two main 
considerations infl uenced the timing of 
the deal: the onset of the summer holiday 
season in Germany the following week 
and the belief that spreads are unlikely 
to tighten further in any meaningful way.

He said that the outcome of the 

Pfandbrief deals that preceded Deutsche 
Hypo’s in July showed that the market en-
vironment was positive.

“What is remarkable in our view is 
that despite historically low interest rates 
and a not so straightforward geopolitical 
situation, the deal met with very strong 
demand,” he added. “We did ask our-
selves whether this was the right week to 
go ahead with a deal but together with 
the leads decided it was, and the outcome 
of the transaction shows it was the right 
decision.”

BayernLB kicked off  proceedings with 
a Eu500m seven year that was priced at 
3bp over on the back of a Eu1.1bn order 
book on 2 July. A syndicate offi  cial away 
from BayernLB’s leads said that the size 
of the order book was impressive, with 
German issues of that size normally at-
tracting signifi cantly lower investor in-
terest. He added that, based on the suc-
cess of the deal, other German issuers 
may be tempted to come to market.

This turned out to be the case, with 
HSH Nordbank, DG Hypotheken-
bank, and Helaba following ahead of 
Deutsche Hypo.

HSH Nordbank priced its Eu500m fi ve 
year no-grow mortgage Pfandbrief on 10 
July against a shaky broader market back-
drop as peripherals widened on concerns 

over Portugal’s Banco Espírito Santo, 
which ended up being split into a good 
bank and a bad bank and subordinated 
creditors bailed in alongside shareholders.

HSH’s deal, which was the issuer’s fi rst 
since September, drew Eu1bn of orders 
from some 73 accounts and was priced 
at 11bp over, with Deutsche Genossen-
schaft s-Hypothekenbank announcing 
the mandate for a Eu500m seven year the 
following day.

DG Hyp’s deal was the tightest new 
seven year benchmark Pfandbrief of the 
year and attracted the largest order book 
of  2014 for a Eu500m German covered 
bond. It was priced at fl at to mid-swaps, 
the tight end of guidance of the 1bp over 
mid-swaps area, on the back of more 
than Eu1.6bn of orders.

Patrick Ernst, head of asset liability 
and head of treasury at DG Hyp, said that 
the deal was a big success.

“It was amazing to get such a large 
order book,” he said. “We were optimis-
tic before going out with the deal. Th e 
market looked good and we had received 
positive investor feedback on the spread 
levels that we were considering.”

Th e transaction was the issuer’s fi rst 
in 18 months aft er it in January 2013 re-
turned to the benchmark covered bond 
market aft er an absence of six years. n

 GERMANY

Pfandbriefe big in July ahead of summer lull

BayernLB, Munich: kicked off German run
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 DENMARK

Danske picks FRN for Swedish krona return
Danske Bank sold a Skr5bn (Eu546m, Dkr4.08bn) April 2018 
fl oating rate covered bond backed by Swedish and Norwe-
gian residential and commercial mortgages on 20 August, 
which was the Danish bank’s fi rst covered bond issue in 
Swedish kronor in more than two years.

The deal was issued out of Danske’s cover pool “C”, which 
comprises 88% Swedish collateral alongside 12% Norwegian 
collateral. Danske had previously issued two Swedish krona 
covered bonds out of its C pool, although these were in fi xed 
rate format, in line with Swedish benchmark covered bonds.

According to a DCM offi cial at sole lead Danske, the 
choice of an FRN refl ected feedback from discussions with 
some 25 Swedish investors ahead of the new issue. He said 
that interest in the format could be explained by low interest 
rates as well as the audience for the new issue, which largely 
comprised bank treasuries.

Danske went out with initial guidance of the three month 
Stibor plus the low 20s area and after orders grew to more 
than Skr5.5bn the spread was fi xed at 20bp over Stibor, with 

little spread sensitivity seen among investors, allowing for the 
maximum targeted size of Skr5bn to be printed.

“We are very pleased with the way we were received by the 
Swedish investors,” Bent Østrup Callisen, fi rst vice president, 
group treasury, Danske Bank, told The CBR. “We had a very 
nice turnout at the meetings and they also showed good inter-
est in the actual issue when we came to the market.

“We were pleased with the size and the pricing of the issue, 
and we hope and believe that the investors are, too.”

The Danske DCM offi cial said that the pricing was roughly 
equivalent to the low single-digits over mid-swaps in euros 
— in line with where Danske’s covered bonds tr ade in euros.

Bank treasuries were allocated 72%, asset managers 16%, 
and pension funds and insurance companies 12%. Swedish 
accounts took 80%, Denmark 18%, and other Europe 2%. 

Danske noted that an appeal of the FRN to bank treasur-
ies was that, given the fi nal issue size, it could achieve Level 
1 treatment based on current expectations regarding Liquidity 
Coverage Ratio (LCR) rules. n

 SWEDEN

LF Hypotek reopens Swissies as size, price suit
Sweden’s Länsförsäkringar (LF) Hypotek 
sold a Sfr150m (Eu124m, Skr1.14bn) 10 
year issue on 19 August that was the fi rst 
new covered bond in the Swiss franc for-
eign market since January, according to a 
banker at sole lead Credit Suisse.

Th e last covered bond supply in the 
Swiss franc foreign market had been a 
Sfr225m seven-and-a-half year deal for 
Crédit Agricole Home Loan SFH on 24 
January, according to the syndicate offi  cial.

Credit Suisse opened books for the 
Sfr100m minimum LF Hypotek deal with 
guidance of 3bp through mid-swaps, and 
was able to price a Sfr150m transaction, 
the upper end of the issuer’s target range, 
at 3.5bp through mid-swaps on the 
back of good demand. LF Hypotek has 
launched several Swiss franc issues and 
the syndicate offi  cial said that the new 
deal was priced with no new issue pre-
mium versus an outstanding 2023 issue.

LF Hypotek has a Sfr150m fl oating rate 
note, launched in 2011, maturing next 

month around the time of the new issue’s 
payment date, but Martin Rydin, head of 
treasury at LF Hypotek, said that the tim-
ing of the new issue was not related to this.

“We take a somewhat opportunistic 
approach to the Swiss franc market,” he 
said. “Th is is driven of course by investor 
demand and the re-off er level, but also it is 
a question of the swap from Swissies into 

euros and into Swedish kronor — some-
times this works, and some times not.

“It looked good now and so it was in-
teresting for us to do something.”

Rydin noted that the level achieved 
is not easily comparable with the Swed-
ish market, given that domestic issu-
ance tends to be confi ned to up to fi ve or 
sometimes seven years, but he said that 
the level was roughly in line with euros.

“But euros was never an alternative 
because we would need to do much more 
volume for a benchmark and we have 
only limited funding needs,” he added. 
“We have done our yearly euro bench-
mark already.”

LF Hypotek issued a Eu500m seven 
year benchmark in March at 16bp over 
mid-swaps.

“Th e Swiss franc market is one that we 
fi nd interesting,” added Rydin. “Th e deal 
sizes suit our funding needs, it provides 
diversifi cation, and we can get longer du-
ration at good levels.” n

Martin Rydin, LF Hypotek
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 STERLING

Nationwide FRN gets big audience, big book
Nationwide Building Society priced a twice subscribed £750m 
(Eu943m) three year floating rate covered bond on 8 July, 
only the fourth new issue in the UK currency this year.

BNP Paribas, HSBC, RBC and RBS collected some £1.5bn 
of orders from 70 accounts for the UK Regulated Covered 
Bond, and priced it at 23bp over three month Libor, the tight 
end of guidance of the 25bp over area. Initial price thoughts 
had been set in the mid to high 20s over.

“We didn’t expect such a strong response,” said Jez Walsh, 
head of covered bond syndicate at RBS. “If you had offered 
me a £1bn order book I would have bitten your hand off, so 
getting to £1.5bn was pretty surprising, and 70 accounts is a 
big audience for sterling covered bonds.

“Together with their recent dual tranche euro deal, Na-
tionwide have certainly re-established their footprint in the 
covered bond market.” 

A lack of sterling supply and an expectation that UK inter-

est rates will increase supported the trade, he said, as did a 
strong bank treasury bid and Nationwide being a well-liked 
credit. 

Nationwide priced a Eu1.75bn dual tranche issue in early 
June, which was its first euro benchmark covered bond since 
October 2011. It had last tapped the sterling market in Jan-
uary 2012, with a £650m three year floating rate note at 
160bp over three month Libor.

The 23bp over re-offer spread is was equivalent to around 
2bp over mid-swaps in euros, according to Walsh, who said 
that this is roughly in line with where Nationwide would come 
in euros, but that the sterling transaction saves on cross-cur-
rency swaps.

The UK and Ireland took 83%, Asia 6%, Africa and the 
Middle East 5%, Germany and Austria 4%, and Switzerland 
2%. Fund managers bought 46%, banks and private banks 
41%, central banks and SSAs 10%. n

 GOLDMAN SACHS

No rush for FIGSCO, Fitch sees weaknesses
Goldman Sachs in July delayed issuance 
of “FIGSCO” bonds that had been ex-
pected that month after a roadshow of 
the structured secured bond programme, 
while Fitch commented negatively on 
the product and in turn was criticised by 
bankers close to the project.

An inaugural deal off a Eu10bn pro-
gramme for “fixed income global struc-
tured covered obligations” (FIGSCO) 
had been expected around mid-July, after 
Goldman Sachs, who the programme is 
for, carried out a roadshow in the first 
week of the month. Crédit Agricole, 
Natixis and UBS are on the FIGSCO 
mandate alongside Goldman Sachs.

A banker at one of the leads said that 
issuance has been put on hold until Sep-
tember, subject to market conditions, 
noting that because of the role played by 
Goldman in the FIGSCO structure inves-
tors were focussed on the bank’s second 
quarter results, and that the decision was 
taken to respect the blackout period.

Goldman is one of two joint and sev-
eral guarantors of a joint venture that is 

responsible for making interest payments 
and covering any shortfall on principal 
payments on the FIGSCO bonds.

Investor absences due to the summer 
holidays also contributed to the decision 
to postpone, according to the banker, 
while time for credit work was also said 
to a consideration.

By the end of August, a new issue was 
still not imminent, The Covered Bond Re-
port understands, with the fourth quarter 
instead likely timing for any deal, although 
this is subject to Goldman’s funding needs.

Meanwhile, Fitch on 7 July said that 
structural protections and OC levels in 
the FIGSCO bonds being marketed by 
Goldman are too weak for a rating uplift 
above the total return swap (TRS) pro-
vider, although this would in principle be 
possible. A Fitch rating of the FIGSCO 
bonds would therefore most likely be 
equalised with that of the TRS provider. 

Standard & Poor’s is the only rating 
agency contracted to rate FIGSCO issu-
ance. It has assigned a preliminary AAA 
rating, based on an AAA rating of the 

TRS provider, Goldman Sachs Mitsui 
Marine Derivative Products (GSMMDP).

Fitch said that an uplift could be as-
signed if the structural protections led 
to stressed recoveries from the portfolio 
that were above average unsecured re-
covery levels, but that “in this case, the 
structural protections and collateralisa-
tion levels are too low compared with our 
market value rating criteria”.

Fitch does not rate GSMMDP and said 
that it “believes AAA ratings are not attain-
able for derivative product companies”.

Bankers close to the FIGSCO project 
were thrown by Fitch’s comment, say-
ing that it came as a surprise, is in ways 
subjective, and is “effectively misleading”. 
They also questioned why the rating agen-
cy had published the “negative” comment.

Hélène Heberlein, managing director, 
covered bonds, at Fitch, told The CBR 
that the rating agency decided to com-
ment on the FIGSCO product given that 
it represents an innovation in the market 
and has attracted a lot of interest from 
investors. n

“There has been little impact on 
our funding plans” page 26

CBR20_MonitorMarket4.indd   13 03/09/2014   17:26:34



14    The Covered Bond Report   Jul/Aug 2014

MONITOR: LEGISLATION & REGULATION

 ICMA

CBIC to push on transparency recommendations

Legislation & Regulation

Th e ICMA Covered Bond Investor Coun-
cil (CBIC) will explore the development 
of a central portal for cover pool data and 
pursue other recommendations set out in 
a report published on 21 August on how 
progress could be made on the CBIC’s 
transparency initiative aft er a slow take-
up of its disclosure template.

Th e International Capital Market As-
sociation (ICMA) commissioned Rich-
ard Kemmish Consulting to prepare a 
report on ways to progress the Covered 
Bond Investor Council’s transparency 
initiative, aft er disappointing progress 
toward meeting disclosure standards set 
out in a standardised template and guid-
ing principles revealed in May 2012.

Other disclosure projects, such as Na-
tional Transparency Templates (NTTs) 
linked to the European Covered Bond 
Council (ECBC) Covered Bond Label 
initiative and responses to national regu-
latory requirements, have taken prece-
dence for issuers over the CBIC template, 
according to Kemmish’s report, entitled 
“Covered bond pool transparency: the 
next stage for investors”.

ICMA said that the report compares a 
sample of the national templates against 
the CBIC standard “and concludes that 
there is still a clear need for data that is 
easily accessible, comparable and which 
goes beyond the requirements of the 
ECBC label”.

Richard Kemmish — formerly head of 
covered bond origination at Credit Suisse 
and chairman of the European Covered 
Bond Council (ECBC) market-related 
issues working group — makes three 
recommendations to the CBIC, which, 
according to ICMA, are to:

 Support a single central data repos-
itory for information on cover pools;
 Refi ne investors’ data needs, par-
ticularly for structural features that 
are not readily available, for exam-
ple more details of swap arrange-

ments aff ecting the cover pool; and
 Promote, through further disclo-
sure in line with the recommenda-
tions of the CBIC template, greater 
transparency in covered bonds at 
national and European level.

Th e CBIC welcomed the report.
“Th e CBIC has always seen transpar-

ency to be key to the success of the cov-
ered bond market,” said Andreas Denger, 
acting chair of the investor body. “Th ere-
fore the CBIC template has pushed high-
er level of transparency. For the analysed 
countries, Richard’s report contributes to 
identify the gaps left  and investors’ needs 
in general.

“Th e CBIC will certainly take the rec-
ommendations forward.”

Luca Bertalot, secretary general of the 
EMF-ECBC, welcomed the CBIC’s pursuit 
of improved transparency standards, but 
cautioned against a duplication of eff orts.

“It is extremely important to bring 
together our and the CBIC’s eff orts and 
achieve synergies,” he said. “Market con-
sensus is essential in achieving trans-
parency. Indeed, looking at the call for 
harmonisation coming from European 
supervisors, it is clear that transparency 
will play a pivotal role in the upcoming 
regulatory environment.

“Th e CBIC’s goals can be integrated 
into the ECBC Label initiative and the 
investor council has an entry point for 
this via its representation on the Label 
advisory committee.”

To take forward the fi rst recommen-
dation of a central data repository, Kem-
mish suggested that the CBIC consider 
meeting with data aggregators, such as 
Bloomberg or the European Data Ware-
house, to discuss, among other aspects, 
ways in which cross-border comparabil-
ity can be improved and analytical tools 
can be developed.

A “document library”, meanwhile, 
could help meet investors’ needs for 
more information, in particular on struc-
tura l features on which data is not easily 
available in a central site but is potential-
ly signifi cant.

“In this regard for example, note 
that the Dutch national template pro-
vides information on swap counterpar-
ties and the UK template also details 
programme trigger events,” said the 
report. “As one investor in particular 
highlighted the importance of swaps to 
the overall creditworthiness of covered 
bond programmes and given the lack of 
information on this topic currently, it 
would seem important that disclosure 
of these details in particular would be 
highly desirable.”

However, it is clear that there is a need 
for increased disclosure, he added, nota-
bly with respect to cover pool data.

Martin Scheck, ICMA chief executive, 
expressed ICMA’s hopes that “this new 
initiative will facilitate further progress 
towards greater disclosure of the infor-
mation that matters to investors in a for-
mat that they can use easily”.

“We will work closely with potential 
data providers and will launch a consul-
tation of our members on the structural 
features, such as swaps, where they feel 
that disclosure currently falls short of the 
ideal,” he said. n

Martin Scheck, ICMA
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The Brazilian minister of finance has 
unveiled plans to introduce covered 
bonds in Brazil as part of a package of 
measures aimed at boosting the coun-
try’s housing market and improving the 
availability of credit.

Minister Guido Mantega (pictured) 
said on 20 August that the introduction 
of the new, dual recourse instruments, 
letras imobiliárias garantidas (guaran-
teed real estate notes), is aimed at in-
creasing the availability of funding for 
housing finance.

In a presentation accompanying the 
minister’s announcement, several advan-
tages of the new instrument were cited, 
including: legal certainty in long term fi-
nancing; a reduction in property financ-
ing costs; and the ability to attract inves-
tors, including foreign investors.

It is understood that the new instru-
ments, as long as they are of maturities 

of at least two years, will be exempt from 
income tax.

The overall package includes other 
measures relating to home equity loans, 
the creation of a new property register, 
and enhancing loan recovery prospects.

“What everyone wants is to increase 
competitiveness, reduce costs and sim-
plify transactions,” said Mantega.

Housing finance specialists in Brazil 
had been aware that the ministry of finance 
had been working on a draft law but sev-
eral recently told The CBR that they had not 
seen any progress since last year and were 
not expecting it to be finalised soon.

Interest in covered bonds in Latin 
America has been growing in recent 
years. In August 2013 Banco Santander 
Chile sold the first issue under Chilean 
covered bond legislation that had been 
unveiled the previous year, while in 
May 2012 Panama’s Global Bank issued 
a $200m (Eu150m) contractually-based 
deal. The Chilean issue was sold domesti-
cally and the Panamanian international-
ly. Covered bond projects have also been 
underway in countries such as Mexico 
and Uruguay. n

 LATIN AMERICA 

Brazilian covered unveiled in housing package

 GERMANY

Hiccups, XML accompany new Section 28 reporting
New disclosure requirements came into force for second 
quarter Section 28 reporting from Germany’s Pfandbrief is-
suers and a few issuers had to update their initial reports after 
finding errors.

Under a 2013 amendment to the Pfandbrief Act, the re-
porting requirements for German Pfandbrief issuers were en-
hanced, notably with the addition of a field providing loan-to-
value (LTV) information, although — in line with the German 
industry’s mortgage lending value (MLV) concept — it reports 
weighted loan-to-MLV figures. The mortgage lending value is 
intended to capture a property’s long term sustainable value 
and research published by Fitch earlier this year showed that 
its use provides an extra cushion for investors since on aver-
age MLVs are 12% lower than respective market values.

As a consequence of Germany’s Pfandbrief legislation, 
the weighted average loan-to-MLV cannot exceed 60%. How-
ever, Deutsche Hypothekenbank initially reported a figure of 
78.71% in its latest Section 28 report and this was quickly 
picked up on.

“They published 78% as an average, which is technically 
not possible,” said Michael Schulz, head of fixed income re-

search at NordLB, “and I got a lot of phone calls regarding 
this very high number from some big asset managers.

“It is not only the mistake that is interesting,” he added, 
“but also how people are very much looking at the details.”

Other issuers, including ING-DiBa and Helaba, also had 
to correct mistakes.

A market participant said that it was not surprising for 
there to have been a minor issue given the transition to the 
new reporting requirements and he noted that it had been 
dealt with quickly.

The Association of German Pfandbrief Banks (vdp) pub-
lishes its members’ Section 28 information on its website 
and for the first time it has published the data in XML format 
alongside the more typical PDF, Excel and CSV files. The web-
friendly XML format is already used by some in securitisation 
markets and is a further step towards improving transparency 
in the covered bond market in a practical way.

“Analysts asked for this format, and for us it is something 
of a test,” said Swen Prilla, capital markets specialist at the 
vdp. “We will see how often it is used and downloaded to 
judge the interest from analysts and investors.” n
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Issuer ratings look set to have been 
scrapped as LCR eligibility criteria for 
covered bonds but other requirements 
introduced, according to a leaked Euro-
pean Commission document, with the 
implementation date pushed back until 
an expected October 2015 start date.

A fi nal decision on Liquidity Cover-
age Ratio (LCR) requirements is under-
stood to be likely to be taken in Septem-
ber. Meanwhile, according to the latest 
leaked document, the eff ective date has 
been pushed back beyond the original 
start of January 2015, with implementa-
tion in October 2015 now expected.

Minimum issuer ratings had only re-
cently been added as a precondition for 
covered bonds to count toward LCRs, 
appearing in a leaked EC paper seen 
by Th e CBR in June. Th e move had not 
been anticipated and could have result-
ed in certain covered bonds losing LCR 
status despite meeting minimum rating 
requirements for the bonds themselves. 
However, the Commission held a meet-
ing on the LCR regulation on 18 July 
and a document linked to this does not 
include the minimum issuer rating re-
quirement.

Some new LCR eligibility criteria were, 
however, added, for Level 1 and Level 2A 
assets. One sets transparency standards 
stemming from a requirement in the Cap-
ital Requirements Regulation (CRR) thus: 
“the credit institution investing in the cov-
ered bonds must meet the transparency 
requirement laid down in Article 129(7) 
of Regulation (EU) No. 575/2013”.

Th e above changes to the precondi-
tions for LCR eligibility have been con-
sidered positive in the eyes of the indus-
try, as the scrapping of the issuer rating 
criteria would prevent certain covered 
bonds from being excluded.

And Luca Bertalot, secretary general 
of the European Covered Bond Council, 
welcomed the prospect of the transpar-
ency standards being included in the 

LCR delegated act, seeing it as a nod to 
the ECBC Label initiative.

“We are pleased that the delegated act 
looks set to include an implicit recogni-
tion of the pivotal and hard work under-
taken in the last years by the covered bond 
Label community in enhancing transpar-
ency in the covered bond market,” he said.

However, two further requirements 
in the leaked document have raised con-
cerns among some market participants: 
that covered bonds have to be made up of 
“homogeneous asset pools” and that pools 
do not include “exposures to institutions”.

SG analysts noted that the “homogene-
ous assets” clause does not refl ect CRR re-
quirements and is imprecise and therefore 
open to interpretation. Th ey said that it is 

not clear whether cover pools would be 
allowed to include, for example, a mix of 
residential and commercial loans.

Th e “exposures to institutions” clause is 
also additional to CRR requirements and 
SG’s analysts questioned its implications.

“Are substitution assets included in 
this meaning?” they said. “What about 
derivatives used for hedging purposes 
(which form part of the cover pool in the 
majority of covered bond jurisdictions)? 
And more importantly, does this word-
ing exclude the eligibility of French guar-
anteed home loans?”

However, they expect the new clauses 
to be “just hiccups”, saying they expect 
national authorities and the ECB C to 
lobby for their removal. n

 CRR/CRD IV 

Good and bad in latest leaked LCR draft

 MAS

Level 2A covered for Singapore
Covered bonds rated AA- or higher are to be included as Level 2A assets in Sin-
gapore under proposals released by the Monetary Authority of Singapore (MAS) 
on 6 August that stick closely to the framework of the Basel Committee on Banking 
Supervision. 

The draft proposals were included alongside feedback to a consultation paper 
the Singaporean regulator released in December.

“The treatment of covered bonds (which is not specifi cally defi ned in the draft) is 
generally in line with the BIS proposal, i.e. AA-/Aa3 or higher rated covered bonds 
are eligible as Level 2A assets, subject to a 40% cap and a 15% haircut,” said Jan 
King, senior covered bond analyst at RBS. “In contrast to the BIS rules, however, the 
lowest rating is relevant in case of multiple ratings/split ratings.” n

European Commission, Brussels
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The European Central Bank is renaming 
a recently introduced field in its eligible 
assets database “to avoid any misunder-
standing” that the Eurosystem is assess-
ing and deciding on the CRD-compli-
ance of certain covered bonds, which it is 
not, according to an ECB spokesperson.

In late May the ECB introduced a field 
named “CRD_or_Equivalent”, for which 
there were four possible values: CRD_
COMPL, EQUIVALENT, NO, N/A. 
However, according to an ECB document 
dated 24 July, the central bank will re-
name the field “Own-use covered bonds”.

An ECB spokesperson told The CBR 
that the change is being made to clarify 
that CRD-compliance is used by the Eu-
rosystem as a basis to assess the eligibility 
of covered bonds for their potential own-
use, and that the classification of cov-
ered bonds on the ECB’s website has no 
binding effect for regulatory treatment 
of those assets, but only relates to their 
treatment in the Eurosystem collateral 
framework, in particular the eligibility of 
certain covered bonds for own-use.

“The related name of the column in 
the eligible assets database could instead 
be interpreted in such a way that the Eu-

rosystem is assessing and deciding on 
the CRD-compliance of covered bonds, 
which is clearly not the case,” he said. 
“For this reason, the Eurosystem decid-
ed to rename the relevant field, so as to 
avoid any misunderstanding.”

Market participants had welcomed the 
introduction of the CRD_or-Equivalent 
field as a helpful tool for determining 
whether a covered bond is CRD-compli-
ant or not, in particular given the addition 
of a qualifying criterion for preferential 
risk weight treatment, via CRR Article 129 
(7), that requires investors to show certain 
transparency standards are being met.

A covered bond said that the ECB’s 
decision to rename the field is under-
standable, with the ECB having in late 
November 2012 tightened the require-
ments for own-use of covered bonds by 
banks from UCITS to CRD/CRR eligibil-
ity, or, if the bonds are only UCITS-com-
pliant, requiring that they offer compara-
ble protection to the CRD.

“That’s why they have the field in their 
own system in the first place — to iden-
tify bonds that a counterparty can use,” 
he said. “They don’t have the responsi-
bility to tell anyone anything about risk 
weights and CRR compliance otherwise. 
By changing the wording it seems they 
are renaming the field into what it was 
originally intended for.

“We had always looked at the field as 
the best option for investors to get a third 
party opinion about CRR compliance. 
But after the rewording it has become 
clear that investors can’t use the field 
for this purpose. The ECB requires CRR 
compliance or similar safeguards for 
own-use covered bonds, so a bond that is 
classified as own-use eligible in the sys-
tem going forward will not automatically 
be CRR compliant.” n

 ELIGIBLE ASSETS 

ECB renames CRD field to avoid confusion

 NEW ZEALAND

Legislative registrations set up NZ returns
The covered bond programmes of all New Zealand’s issuers 
are now registered with the Reserve Bank of New Zealand 
after four were registered on 8 August, paving the way for the 
banks to issue, with Fitch noting that the legislative backing 
will expand the pool of eligible investors.

The programmes of ANZ Bank New Zealand, ASB Bank, 
Bank of New Zealand and Kiwibank are now registered with 
the Reserve Bank of New Zealand (RBNZ). The last time any 
of these banks issued in the euro benchmark market was Oc-
tober 2013, when ASB Bank sold a Eu500m five year, priced 
at 25bp over.

Westpac New Zealand became the first of the New Zea-
land issuers to have a covered bond programme registered 
with RBNZ, on 4 April. Following its registration, it issued a 

Eu750m five year covered bond at 20bp over mid-swaps on 
17 June, drawing Eu1.4bn of demand.

According to Fitch, the new legislation — which came into 
force in December 2013 — places New Zealand issuers on 
an equal footing with other jurisdictions operating under legal 
frameworks. The legislation has widened the investor pool for 
New Zealand covered bonds, said Fitch, which noted that some 
investors had previously been precluded from investing due to 
programmes not being governed by a legislative framework.

Fitch said a 2013 year-end investor survey it conducted 
had indicated that there would be robust international de-
mand, particularly from Europe, for New Zealand covered 
bonds, with 23% of respondents expressing an intention to 
raise their holdings. n

“Europe is where the market is and has 
been for hundreds of years” page 32
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An Icelandic government-appointed 
committee has called for the establish-
ment of specialised mortgage companies 
to fi nance mortgage lending via covered 
bonds, among other changes aimed at 
reforming the coun try’s housing system.

Th e committee was established last au-
tumn by the minister of social aff airs and 
housing, Eygló Harðardóttir, to look into 
possible changes to the country’s housing 
fi nance model. Soff ía Eydís Björgvins-
dóttir, chair of the taskforce, presented 
the proposals to the minister at a press 
conference on 5 June. She previously told 
Th e CBR that adoption of a Danish-style 
system was under consideration.

According to Standard & Poor’s, the 
proposals put forward by the committee 
are for the state-owned Housing Financ-
ing Fund (HFF), to cease lending and for 
its portfolio to be allowed to expire. A new 
state-owned housing loan company would 
be established in its place, but unlike HFF 
would not benefi t from a state guarantee.

In addition, specialised mortgage 
companies should be established, which 

would only be permitted to grant mort-
gage loans and fi nance them through 
covered bond issuance. Th e new state-
owned housing loan company would op-
erate on the same terms as the proposed 
specialised mortgage companies, accord-
ing to S&P.

“Th e new proposals on the organisa-
tion of the housing system are likely to be 
considered in parliament in the coming 
months,” said the rating agency. “So far, 

the timeline for their implementation re-
mains uncertain.

Under the prevailing housing fi nance 
system in Iceland, mortgage lending has 
predominantly been channelled through 
HFF, but it had to be bailed out in 2012 
and has required further government 
support. S&P said it understands the 
committee’s proposals to be aimed at ad-
dressing the need to limit further sup-
port, and to promote the development of 
an active rental market.

Mortgage fi nancing in Iceland is also 
provided by the country’s commercial 
banks, and, to a lesser extent, pension 
funds. Arion Bank and Íslandsbanki 
have sold covered bonds under covered 
bond legislation introduced in 2008 to 
refi nance this, and there had also been 
structured covered bond issuance before 
the fi nancial crisis. Arion began issuing 
covered bonds in early 2012 shortly aft er 
Íslandsbanki sold the fi rst covered bonds 
under the 2008 Icelandic legislation. 
Landsbankinn received a licence to issue 
covered bonds late last year. n

 HFF 

Key role for covered in Iceland proposals

Eygló Harðardóttir and Soffía Eydís 
Björgvinsdóttir announcing the plans

 POLAND

Polish covered law changes ready for parliament
 A decision by the Polish ministry of fi nance in July paves the 
way for a long awaited revision of the country’s covered bond 
legislation to be passed to parliament, with the Polish FSA 
separately also approving changes.

The Polish mortgage credit industry has been pushing for 
changes to the country’s covered bond legislation for some 
time, with rating upgrades and lower funding costs among 
the hoped-for benefi ts. The development of long term fund-
ing to meet new regulatory requirements is also a motivation 
behind the drive for a revised covered bond framework.

Agnieszka Tułodziecka, president of the Polish Mortgage 
Credit Foundation, said that the Polish ministry of fi nance ap-
proved “assumptions for changes to the covered bond law” on 
20 July, and that the document has been sent to the cabinet 
for approval. With the latter largely expected to be a formality, 
the decision by the ministry of fi nance allows for the targeted 
revised legislation to be drafted and then passed to parliament.

Separately, the Polish fi nancial supervisory authority, 
Komisji Nadzoru Finansowego (KNF), on the same day ap-
proved amendments to two regulations on mortgage cov-
ered bond issuance, concerning aspects such as valuation 
procedures, technical details of the transfer of loan portfolios 
to mortgage banks, and procedures relating to the covered 
bond register.

Tułodziecka welcomed the moves, especially the ministry 
of fi nance decision.

“It is very good news,” she said. “We are now closer to 
being able to direct draft legislation to parliament and go 
through the law-making process,” she said. “I assume this 
whole process will be fi nished by the end of the year.”

She said that the changes approved by the fi nancial super-
visory authority will simplify and make more effi cient various 
processes associated with covered bond issuance, especially 
the pooling and transfer of mortgage loans. n
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Th e European Covered Bond Council 
(ECBC) has called for the European Se-
curities & Markets Authority (ESMA) 
to go beyond proposals to exempt cer-
tain covered bond derivatives from cen-
tral clearing requirements and exclude 
all such instruments given that central 
counterparties are unable to clear them.

ESMA on 11 July launched a consul-
tation, which ended on August 18, on 
the central clearing of OTC derivatives 
under the European Market Infrastruc-
ture Regulation (EMIR) whereby cov-
ered bonds that met certain conditions 
would be exempted from a central clear-
ing obligation for related derivatives.

In its response to the consultation, the 
ECBC welcomed the acknowledgement 
by EMSA that covered bond derivatives 
have special features and the regula-
tor’s outlining of conditions that, if met, 
would allow for their exclusion from cen-
tral clearing obligations.

“The exclusion of this relief is essen-
tial to the proper functioning of covered 
bond derivatives and covered bond pro-
grammes in general,” said the industry 
association.

However, it said that central coun-
terparties (CCPs) cannot centrally clear 
covered bond derivatives irrespective of 
whether or not ESMA’s conditions are 
met, and therefore called for all covered 
bond derivatives to be excluded as long 
as there are technical issues preventing 
their central clearing.

“In the meantime,” it added, “the 
ECBC would like to ensure that the ex-
pected exemption from central clearing 
will not result in a more punitive treat-
ment in terms of capital for covered 
bond swap counterparties. Swap coun-
terparties of covered bond derivatives 
are willing to clear them centrally but 
it is technically not feasible to do so for 
the CCPs.”

Th e ECBC nevertheless responded 
in detail to ESMA’s questions about the 

proposed conditions for exempting cer-
tain covered bonds so that “the full range 
of relevant covered bond derivative ar-
rangements may be eligible for relief ” 
should the regulator go ahead with using 
the conditions.

Th e ECBC’s proposed changes are 
largely of a technical nature, although the 
industry body’s responses to two condi-
tions carry wider resonance.

Firstly, ESMA proposed as a criterion 
that the covered bonds the derivatives in 
question are related to are CRR-compli-
ant (Article 129). Th e ECBC respond-
ed by calling for this to be changed to 
UCITS-eligible (Article 52(4)).

“Th ere are covered bonds in Europe 
which are based on a very strong legal 
framework, off er a high quality and cred-
it protection for investors, enjoy a strong 
special public supervision, fulfi l gener-
ally the same conditions as Article 129 
CRR-compliant covered bonds, but are 
backed by assets that are not listed in Ar-
ticle 129 CRR,” it said. “Above all, these 
covered bonds off er the swap counterpart 
the same credit protection than covered 
bonds compliant with Article 129 CRR, 
as liabilities stemming from derivatives 
in the cover pool must be covered at all 
times by law.

“Th e high credit quality of these cov-
ered bonds is recognised by regulators 

in exempting UCITS compliant covered 
bond programmes from the bail-in regu-
lations in accordance with the Bank Re-
covery & Resolution Directive,” added 
the ECBC. “Th erefore we suggest that the 
classifi cation of EU-harmonised covered 
bonds is based on the UCITS defi nition 
of covered bonds.”

Th e ECBC nevertheless noted that it 
has been pursuing its Covered Bond La-
bel initiative and that ESMA’s proposal is 
in line with the industry having adopted 
CRR compliance as a requirement for the 
Label as of 1 January this year.

Secondly, ESMA also said that the re-
spective covered bond programme would 
have to be “subject to a legal collaterali-
sation requirement of at least 102%”, in 
line with other moves towards embed-
ding overcollateralisation requirements 
in regulations.

Th e ECBC said that while it considers 
a minimum OC requirement worthy — if 
costly — ESMA should recognise as “le-
gal OC” obligations upon an issuer that 
arise either from national covered bond 
laws or contractual provisions. Th e word-
ing it has proposed is: “Th e covered bond 
programme to which they are associated 
is subject to a legal collateralisation re-
quirement (arising through operation of 
statutory and/or contractual provisions) 
of at least 102%”.

Th e industry body asked for a grand-
fathering period to allow for national 
laws to be changed in the event that 
ESMA does not recognise contractual 
provisions as “legal collateralisation”.

Th e ECBC meanwhile called for con-
sistency across regulations.

“Given that the discussion of OC is 
taking place in parallel in diff erent regu-
latory fi les, we would also encourage the 
ESMA to set the same minimum require-
ment across the board, for example with-
in the criteria for certain liquidity classes 
under the Liquidity Coverage Require-
ment (LCR),” it said. n

 ESMA 

ECBC calls for full central clearing exemption

ESMA, Paris
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Ratings
 PORTUGAL

BES OH hit, moved to Novo Banco
Moody’s downgraded Banco Espírito 
Santo (BES) covered bonds to junk as in-
creasingly bad news about the Portuguese 
group emerged through July, with the 
bank ultimately split into a good bank and 
bad bank at the beginning of August.

On Sunday, 3 August the Portuguese 
central bank announced that “the gen-
eral activity and assets of Banco Espíri-
to Santo, S.A. are transferred, immedi-
ately and definitively, to Novo Banco, 
which is duly capitalised and clean of 
problem assets”.

Shareholders and subordinated credi-
tors, meanwhile, were left with BES — 
now effectively the bad bank — to bear 
the losses for the problem assets that had 
emerged. The split was announced after 
the bank had the previous Wednesday 
reported a Eu3.6bn loss, taking Com-
mon Equity Tier 1 levels to 5%, below the 
minimum regulatory level.

Meanwhile, the central bank an-
nounced that equity capital of Eu4.9bn 
for Novo Banco will be fully underwrit-
ten by the Resolution Fund. Novo Banco 
has been described as a bridge bank, with 
the Portuguese authorities hoping that it 
will ultimately be sold.

DBRS downgraded BES obrigações 
hipotecarias (OH) from A (low) to BBB 
(low) two days after the split was an-
nounced, before switching the rating 
to Novo Banco, to which the OH were 
transferred. DBRS had cut BES from BBB 
(low) to BB (low) the previous Friday and 
this rating was also transferred to the new 
entity. The rating had been under review 
with negative implications, but this was 
changed to under review with developing 
implications, the same status assigned to 
the covered bonds’ rating.

Moody’s had cut the rating of the OH 
from Baa2 to Ba1, on review for down-
grade, on 14 July, after downgrading 
BES’s debt rating to B3 and deposit rating 
to B2, on review for downgrade.

The rating agency’s move came after 

concerns surrounding the Portuguese 
group spiked on 10 July, leading to 
Spain’s Banco Popular Español pulling an 
Additional Tier 1 transaction that it had 
been planning to launch that day.

Although the crisis at BES prompted 
widening of peripheral bonds, it came 
at a typically quiet time of year for cov-
ered bond issuance and market partici-
pants played down the impact of the 
problems for the OH of other Portu-
guese issuers. They characterised BES’s 
problems and associated spread vola-
tility as idiosyncractic and noted that 
other Portuguese banks have not been 
heavily affected.

“So far we are not aware of negative 
developments in entities apart from BES, 
at least in covered bonds,” said Agustín 
Martin, head of European credit research 
and covered bonds at BBVA, at the time. 
“All the movements are being played out 
through the senior and lower Tier 2 debt 
in BES.

“The problems are at the holding 
company and industrial conglomerate 
level and not at the bank, so unless some-
thing really dramatic happens at BES and 
it becomes a systemic issue I don’t see 
Portuguese covered bonds suffering.”

Only one OH benchmark issued by 
BES is outstanding, a February 2015 is-
sue, and after the split was announced a 

market participant said that this was bid 
at 228bp over, having tightened 30bp in 
the wake of the news.

A syndicate banker said that the mar-
ket’s response to the central bank’s meas-
ures indicated a strong level of faith in 
the support offered to BES. He said that 
he expects the spread to tighten signifi-
cantly over the coming months.

“No one expects this BES covered 
bond to default or have any issues going 
forward,” he said. “It indicates that the 
authorities have definitely made the right 
move here.

“The market has taken a relaxed ap-
proach to the BES situation,” he added. 
“There appears to be no negative spillover.”

Indeed, Moody’s on 29 July upgrad-
ed mortgage covered bonds issued by 
Banco Santander Totta from Baa1 to A3 
after raising the Portuguese sovereign 
ceiling from Baa1 to A3, a move that 
was in turn prompted by an upgrade 
of Portugal from Ba2 to Ba1. Fitch had 
earlier, on 7 July, upgraded Totta’s OH 
from BBB to BBB+ after upgrading the 
bank to BBB. 

Meanwhile, on 14 July Fitch said that 
uncertainty about the Espírito Santo 
group left the Portuguese banking system 
vulnerable to declining confidence even 
though the immediate fall-out from trou-
bles appeared contained. n
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Moody’s cut FHB Mortgage Bank cov-
ered bonds from Ba2 to Ba3 on 14 August 
after downgrading the Hungarian issuer 
from B2 to B3 in response to new and 
planned laws affecting foreign currency 
retail loans, with refinancing and foreign 
exchange risk constraining the covered 
bonds’ rating at below the maximum 
achievable level.

According to the rating agency, the 
Hungarian parliament in July approved a 
law that aims to clarify and expand on a 
June 2014 Hungarian Supreme Court deci-
sion on the legitimacy of foreign currency 
retail loans. The bill requires Hungarian 
banks to use retroactively the central bank’s 
mid rate in all foreign exchange calcula-
tions for retail loans. It also requires that 
banks demonstrate that they disclosed in 
the loan contracts their right to unilaterally 
change interest rate charges and associated 
costs to borrowers, and, if they are unable 
to do so, to compensate the borrowers.

Moody’s said that FHB Mortgage Bank 
(FHB MB) is more affected by the new 
laws than other banks it rates because of 
the impact on its capital and because FHB’s 
profitability is more limited. According 
to Moody’s, FHB estimates that potential 
losses from compensation charges for retail 
borrowers could reduce the bank’s regula-
tory capital adequacy ratio from 13.8% to 
below 10% at year-end 2013.

In addition to the July law, Moody’s 
expects that the Hungarian government 
will introduce new measures aimed at 
converting foreign currency retail loans 
into local currency-based on an exchange 
rate benefitting the borrowers by the first 
quarter of 2015.

“Given that these loans constituted 
57.2% of FHB MB’s total retail loans at 
year-end 2013, even a limited ‘haircut’ to 
the conversion rate could result in large 
losses for the bank,” said Moody’s. “The 
approximate level of such potential losses 

will likely become clearer later this year 
when the related legislation is drafted.”

According to Moody’s, foreign ex-
change-denominated (Swiss franc and 
euro) assets account for 45.9% of assets 
in FHB Mortgage Bank’s cover pool. 
Foreign exchange-denominated covered 
bonds account for 18.9% of outstanding 
covered bonds.

“In this context Moody’s believes that 
recoveries for covered bondholders may 
be threatened by political and economic 
factors, such as devaluation, redenomi-
nation and a foreign exchange debt mor-
atorium,” said Moody’s. “In this scenario, 
FHB may not be in the position to fulfil 
their obligations on their covered bonds, 
and in particular the foreign exchange 
denominated covered bonds.”

These uncertainties constrain the rat-
ing of FHB’s covered bonds at two notch-
es above the covered bond anchor, said 
Moody’s. n

 FX

Latest Hungarian measures spur FHB cuts

 FITCH

Berlin Hyp Oepfe up on BRRD, Coreal’s on OC
Berlin Hyp public sector Pfandbriefe were upgraded from AA- 
to AA+ on 4 July, with German issuers benefiting from the 
implementation of changes to Fitch’s methodology that have 
been made to reflect the impact of the EU bail-in framework.

The upgrade of the public sector (Öffentliche) Pfandbriefe 
of Berlin Hyp was the result of the issuer’s rating of A+ and 
an Issuer Default Rating (IDR) uplift of 2. This gives a floor for 
the rating on a probability of default basis of AA, while the 
programme has a Discontinuity-Cap (D-Cap) of 4. Given that 
Fitch considers the programme dormant and sees no pub-
lic overcollateralisation (OC) statement, it relies on the legal 
minimum OC for Pfandbriefe, which it said allows for a one 
notch uplift to AA+ due to recoveries in the 51%-91% range 
should the covered bonds default. 

Fitch said that 0% OC is unlikely to be sufficient to main-
tain a AA+ rating of the Pfandbriefe should Berlin Hyp be 
downgraded.

Fitch noted that alongside the Berlin Hyp upgrade, ac-
tions taken so far on German Pfandbriefe in light of the Bank 
Recovery & Resolution Directive (BRRD) had included break-

even OC levels being reduced for two programmes and an 
increase in protection against future issuer downgrades for 
most others.

Meanwhile, Fitch upgraded mortgage-backed Pfandbriefe 
issued by Corealcredit from AA- to AA on 11 August after a 
public overcollateralisation (OC) commitment related to the 
covered bonds was withdrawn.

Corealcredit in July announced that it was to remove its 
public OC commitment following an upgrade by Fitch of the 
bank to BBB/F2 at the beginning of April as a result of Coreal-
credit being taken over by Aareal Bank Group. After the with-
drawal came into effect, Fitch upgraded the covered bonds. 
The outlook is stable, reflecting that of the issuer rating.

The Pfandbrief rating is based on a long term Issuer De-
fault Rating (IDR) of BBB, an IDR uplift of 2, a D-Cap of 4, and 
14.9% OC that Fitch takes into account in its analysis.

“Following the withdrawal, Fitch bases its analysis on the 
lowest observed OC within the past 12 months, currently 
14.9%, which is above Corealcredit’s former public OC com-
mitment of 13.0%,” said the rating agency. n
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 ITALY

MPS OBGs rise above junk, 10 year emerges
 Moody’s upgraded residential mortgage-
backed covered bonds issued by Italy’s 
Banca Monte dei Paschi di Siena (MPS) 
from Ba1 to Baa3 on 30 June and the is-
suer went on to demonstrate its market 
access with a Eu1bn 10 year issue of ob-
bligazioni bancarie garantite (OBGs).

Th e covered bond upgrade was the 
result of Moody’s lift ing MPS’s senior un-
secured rating from B2 to B1 because the 
bank strengthened its capital levels with a 
fully underwritten Eu5bn rights issue.

Th e issuer upgrade lift ed the covered 
bond anchor point for MPS OBGs, which 
is set at the senior unsecured rating plus 
zero notches. Moody’s assigns MPS OBGs 
a Timely Payment Indicator (TPI) of 
“probable”.

With a senior unsecured rating of B1 
and a TPI of “probable”, MPS’s covered 
bonds are at their highest possible rating, 
with limited TPI leeway. Th e minimum 
overcollateralisation (OC) level consistent 
with the Baa3 rating is 0.5%, according to 
Moody’s, with MPS providing 12% on a 
committed basis.

A covered bond analyst noted that the 
upgrade will lead to the bonds moving 

back into Barclays covered bond indices 
and their risk weights dropping from 50% 
to 20% in the standardised approach.

MPS priced the Eu1bn 10 year covered 
bond just over a week aft er the upgrade, 
on 8 July. Bank of America Merrill Lynch, 
Deutsche Bank, HSBC, MPS and UBS 
priced the OBG issue at 148bp over mid-
swaps, the tight end of guidance of the 
150bp over area, which was in line with 
initial price thoughts, although the level 
of demand fell short of expectations. Th e 
re-off er spread was tighter than where the 

issuer priced a Eu1bn seven year OBG in 
April, 160bp over.

Noting the Moody’s upgrade, the is-
suer said the covered bond was the fi rst 
time the bank has successfully tested the 
10 year maturity, and that the transaction 
shows the bank’s ability to access the capi-
tal markets in longer maturities.

Syndicate offi  cials away from MPS’s 
deal nevertheless said they were surprised 
that demand for MPS’s covered bond was 
not stronger, citing, for instance, the is-
suer’s recent strengthening of its capital. n

Banca Monte dei Paschi di Siena

 FRANCE

Law offers Caffi l relief from interest rate cases
A law that came into effect on 30 July that limits legal risk 
arising from invalid interest rate clauses in structured loans 
granted to French local authorities is credit positive for French 
credit institutions and covered bond programmes that ac-
quired such loans, particularly SFIL and Caffi l, according to 
Moody’s.

In February 2013 a Nanterre court ruled against Société 
de Financement Local (SFIL) predecessor Dexia Crédit Local 
in a case involving this type of loan. According to the rat-
ing agency, 206 court cases were pending as of the end of 
March, with SFIL’s covered bond issuer, Caisse Française de 
Financement Local (Caffi l), citing related provisions at the end 
of 2013 of Eu66m.

Moody’s said that the law that came into effect in late July 
will end most of the current legal proceedings. It said the law 

is credit positive because it will allow Caffi l to avoid signifi cant 
losses on interest payments on its cover pool and will reduce 
the likelihood of a payment disruption on its covered bonds in 
the event of SFIL’s default.

“The law excludes or limits the potential interest claims 
from local authorities in situations where the local authorities, 
as borrowers, were entitled to avoid payment of contractual 
interest and pay only the legal interest rate because of a late 
or erroneous disclosure of the effective global interest rate 
(the TEG),” said the rating agency.

Moody’s had in September 2013 fl agged the possible 
positive outcome after reviewing the draft law.

“While this is not unexpected, it is still very positive from a 
fundamental perspective,” said a covered bond analyst after 
the rating agency reacted to the law becoming effective. n
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 S&P

Few on review, but downgrades still expected
The number of covered bond programmes on CreditWatch 
negative at Standard & Poor’s has dropped to its lowest pro-
portion since the first quarter of 2011, but the rating agency 
said on 7 July that upcoming changes to its methodology 
could lead to downgrades, in Spain in particular.

According to the rating agency, only 16% of the covered 
bond programmes it rates were on CreditWatch negative or car-
ried a negative outlook in the second quarter of this year, down 
from 30% at the end of 2012. Five programmes were on positive 
outlook in the same period, four of which were Spanish.

The rating agency noted that asset-liability mismatch 
(ALMM) risk has decreased in some of the programmes it 
rates, adding that in the second quarter of this year it classi-
fied almost 90% in the “zero” or “low” risk ALMM categories.

“Issuers’ active management of ALMM risk partly explains 
this trend,” said S&P.

As a result, close to 95% of the programmes it rates quali-
fied for a maximum of six or more notches of uplift from the 
relevant issuer credit rating (ICR) under the rating agency’s 

ALMM criteria in the second quarter, compared with 87% for 
the same period last year.

However, S&P said that proposed changes to its methodol-
ogy that are likely to become effective this year could result in 
downgrades in 2014.

“Despite the positive indicators, the risk remains that cov-
ered bond downgrades could outnumber upgrades in 2014,” 
said S&P. “In October 2013, we requested comments on pro-
posed changes to our methodology for rating structured fi-
nance transactions above the sovereign.”

These relate to single jurisdiction structured finance trans-
actions and include a proposed reduction in the maximum 
possible uplift above sovereign ratings that covered bonds can 
achieve from six to four notches. S&P said this could lead to 
it downgrading 50%-60% of Spanish covered bonds it rates.

In addition, S&P in April published an advance notice of 
proposed changes to its rating methodology to reflect the EU 
Bank Recovery & Resolution Directive, which it expects may 
lead to covered bond rating actions. n

Moody’s upgraded four covered bond 
programmes — of Alpha Bank, Eu-
robank Ergasias and National Bank of 
Greece — on 11 August, after having 
raised the Greek local currency ceiling 
from B3 to Ba3 at the start of the month 
in the wake of a sovereign upgrade from 
Caa3 to Caa1.

Three programmes were upgraded 
from B3 to B1: mortgage covered bonds is-
sued by Alpha Bank, which has an adjusted 
baseline credit assessment (BCA) of caa2; 
mortgage covered bonds issued off the 
Covered Bond Programme I of Eurobank 
Ergasias, which has an adjusted BCA of 
caa3; and mortgage covered bonds issued 
off the Global Covered Bond Programme I 
of National Bank of Greece (NBG), which 
has an adjusted BCA of caa2.

Mortgage covered bonds issued off 
NBG’s Covered Bond Programme II were 
upgraded from B3 to Ba3.

Moody’s said that the ratings of the 
covered bonds that were upgraded to B1 

are capped by Timely Payment Indicators 
(TPIs) of “very improbable”.

The TPI of the NBG CB II programme 
is “improbable” because the covered 
bonds benefit from an extension period 
of around 35 years, it added, and their 
new Ba3 rating is capped by the local cur-
rency ceiling.

The relevant ratings of the issuers are 

lower than those listed in Moody’s pub-
lished TPI table and in such instances the 
rating agency takes a decision on the TPI 
cap on a case by case basis.

Moody’s actions did not affect the rating 
of Eurobank Ergasias Covered Bond Pro-
gramme II, which are rated B3, because the 
rating agency’s expected loss analysis limits 
the rating at that level, it said. n

 MOODY’S

Four programmes lifted on Greece upgrade

“The issue boils down to the bank 
finding a middle way” page 48
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 GERMANY

Lone Star exits DüssHyp, Fitch unmoved
US private equity fund Lone Star has 
sold Düsseldorfer Hypothekenbank, but 
Fitch said that the move is unlikely to 
address funding and capital weaknesses 
at the German bank and likely to face 
regulatory scrutiny.

According to a DüssHyp statement on 
26 August, Lone Star is selling the bank 
to a group of international buyers, led by 
UK-based fund Attestor Capital, and Pat-
rick Bettscheider, who previously found-
ed and ran MainFirst Bank. Th e terms of 
the sale were not disclosed.

“Th e new owners will continue the 
current business model and consequent-
ly provide the bank, its clients and its 
business partners with a long term per-
spective in the commercial real estate fi -
nancing business,” said the bank.

Lone Star took over DüssHyp in 2010 
aft er the German bank ran into problems 
and had to be supported aft er a rescue by 
the Association of German Banks (BDB) 
and the government. Th e ownership and 
sale of DüssHyp are each the second of a 
Pfandbrief bank by Lone Star: in Decem-
ber 2013 it sold Corealcredit — formerly 
Allgemeine HypothekenBank Rhein-
boden — to Aareal Bank.

Reacting to Lone Star’s latest move, 
Fitch said that the sale to another fi nan-
cial investor is unlikely to have any rating 
implications.

“Th e German mortgage bank model, 
which combines mostly commercial 
mortgage lending with public sector 
lending, funded mainly by Pfandbriefe 
has been under severe pressure since the 
fi nancial crisis,” it said. “Almost all of the 
banks are substantially deleveraging and 
some are exiting the market completely.

“Financial investors are less strategic 
and may be less willing or able to address 
the problems.”

Fitch assigns DüssHyp an issuer de-
fault rating (IDR) of BBB+, on negative 
outlook. It said that the IDR does not 
factor in potential support as it does not 

believe fi nancial investors can be relied 
upon. DüssHyp’s viability rating is ccc, 
driven by what Fitch perceives as fund-
ing and capital weaknesses.

“We believe DüssHyp needs new ex-
ternal capital in the long term to secure 
its viability and support its protracted 
transition from public sector to com-
mercial real estate (CRE) lending,” said 

the rating agency. “Th e planned conver-
sion of Eu40m of mandatory convertible 
bonds into equity will only marginally 
strengthen the bank’s vulnerable capitali-
sation. Th is is under constant pressure 
from recurring losses, which is hindering 
the growth of the new CRE business.

“Limited access to long term unse-
cured funding other than that insured by 
the German deposit protection scheme 
complicates the establishment of a sus-
tainable franchise.”

Fitch said that a strategic buyer, such 
as a bank, could be positive for a mort-
gage bank such as DüssHyp and are pre-
ferred by regulators, but that it does not 

expect consolidation in the fi eld, partly 
due to regulatory constraints. It noted a 
recent decision by the German govern-
ment to abandon a sale of Depfa.

Th e rating agency said that BaFin, the 
German fi nancial supervisory authority, 
is likely to scrutinise DüssHyp’s ability to 
withstand a crisis, including the fi nancial 
resources and commitment of the new 
owners to support the bank.

Fitch said that the negative outlook on 
DüssHyp’s BBB- rating signals its expec-
tation that IDRs will be downgraded in 
the fi rst half of 2015 because of an antici-
pated decrease in state support under the 
Bank Recovery & Resolution Directive 
and Single Resolution Mechanism.

According to its Section 28 transpar-
ency report, DüssHyp had Eu563m of 
mortgage Pfandbriefe outstanding and 
Eu3.176bn of public sector Pfandbriefe 
outstanding at the end of the second 
quarter.

A covered bond analyst said that de-
spite the uncertainty around DüssHyp 
due to the change in ownership, as well 
as its withdrawal of a 13.2% overcollater-
alisation regarding public sector Pfand-
briefe, DüssHyp Pfandbriefe remain 
“fundamentally strongly protected” and 
off er a pick-up relative to its peers’.

The analyst noted that Erste Ab-
wicklungsanstalt (EAA), the wind-up 
entity for WestLB, is due to sell West-
deutsche Immobilienbank (Westimmo) 
by year-end, with bidders supposed to 
show their interest by the end of Au-
gust. He cited a Frankfurter Allgemeine 
Zeitung report that identified some 
12 banks and private equity investors 
as interested and echoed Fitch’s com-
ments by saying that Aareal Bank and 
Berlin Hyp would offer the best out-
come for creditors.

“Besides rating downgrades, previous 
sales of Pfandbrief issuers to private eq-
uity have all worked out nicely for Pfand-
briefe,” he nevertheless noted. n

Düsseldorfer Hypothekenbank

“DüssHyp needs new 
external capital in the 

long term”
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Industry moves, league table

EURO BENCHMARK COVERED BOND RANKING*
1 January 2014 to 29 August 2014

Rank Bookrunner Deals Amount Eu (m) Share %
1 Natixis 33 5,836.61 7.87
2 BNP Paribas 30 5,612.50 7.56
3 UniCredit 41 5,609.82 7.56
4 Commerzbank 29 4,441.67 5.99
5 Barclays 23 4,225.00 5.69
6 Crédit Agricole 26 3,820.83 5.15
7 HSBC 25 3,758.33 5.07
8 UBS 20 3,297.02 4.44
9 SG 20 3,282.74 4.42

10 Deutsche 22 3,084.52 4.16
11 DZ 20 2,297.92 3.1
12 Danske 11 1,950.00 2.63
13 JP Morgan 10 1,787.50 2.41
14 Credit Suisse 10 1,770.24 2.39
15 LBBW 12 1,550.00 2.09
16 RBS 8 1,462.50 1.97
17 Citi 9 1,429.17 1.93
18 BayernLB 11 1,325.00 1.79
19 NordLB 13 1,284.82 1.73
20 ING 8 1,116.67 1.5
21 Nordea 6 975.00 1.31
22 ABN Amro 4 871.43 1.17
23 Nomura 6 845.83 1.14
24 Goldman Sachs 6 833.93 1.12
25 Santander 4 716.67 0.97

TOTAL 74,200.00

Jul/Aug 2014   The Covered Bond Report   23

*Criteria: euro denominated syndicated covered bonds of
Eu500m or greater and taps thereof. 

This league table is based on The Covered Bond Report’s 
database of benchmark covered bonds. 

For further details visit our website at 
news.coveredbondreport.com.

Please contact Neil Day if you have any queries on 
+44 20 7428 9575 or nday@coveredbondreport.com.

 DCM

Anhamm to build at ABN, Skeet new RBS head
Tim Skeet has taken over as head of cov-
ered bond origination at Royal Bank of 
Scotland, with the departure of previous 
head Christoph Anhamm to ABN Amro, 
where he will help build the European � -
nancial institutions business.

Anhamm had been at RBS since the 
UK bank took over its share of the old 
ABN Amro’s operations. He had joined 
the Dutch bank in 2001 from HypoVer-
einsbank (now UniCredit), until 2008 
working as head of covered bond research.

Anhamm is joining the new ABN 
Amro in � nancial institutions debt capi-
tal markets where he will help build the 

European FI business.
Skeet joined RBS in April 2011 from 

Bank of America Merrill Lynch, where he 
had been head of covered bonds. He ar-
rived at Merrill Lynch in 2006 from ABN 
Amro, where he had been head of cov-
ered bonds a� er joining in 2003.

Skeet retains his responsibility for � -
nancial institutions DCM for the Nordics 
and the Netherlands. He reports to Gor-
don  Taylor, head of � nancial institutions 
capital markets, and will, among others, 
work with Jez Walsh, head of covered 
bond syndicate at RBS and another alum-
nus of the old ABN Amro. 

Tim Skeet, RBS
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Outside the Austrian parliament in Vienna stands 
a statue of Athena, possibly conceived by architect 
Baron Theophil von Hansen so that Austro-Hun-

garian lawmakers might be inspired by the Greek goddess of 
wisdom and war.

But investors in debt of Austrian bank Hypo Alpe-Adria-
Bank (HAA) were left questioning the wisdom of those inside 
the parliament today when earlier this year it emerged that 
guarantees from the State of Carinthia on certain of the bank’s 
subordinated debt would be voided under legislation — a move 
described by Moody’s as “unprecedented”.

Like many financial institutions, the Austrian regional bank 
had suffered mounting losses after the onset of the financial 
crisis, and had in December 2009 been nationalised to avert 
its collapse. Provisions to support HAA were made, but as the 
extent of its losses escalated over the years the Austrian gov-
ernment came under increasing pressure to stem the strain of 
ongoing costs of the bail-out on the public purse.

“Nearly every year the Austrian state and eventually the 
taxpayer had to support the bank with money,” says a covered 
bond analyst. “Hence, the longer this took and the more it got, 
the louder the Austrian press asked for burden-sharing with fi-
nancial markets — whatever this could look like.”

Spreads on outstanding HAA bonds took a hit at the turn of 
the year when the possibility of a two-for-three debt swap on 
its debt was floated, and then the focus switched to the creation 
of a bad bank. However, it then became clear that legislation 
framing HAA’s future included the bail-in of subordinated debt 

that had hitherto had a deficiency guarantee from the State of 
Carinthia — raising stark questions over the exact meaning of 
the “guarantee”.

“The unprecedented nature of the government’s decision 
to place taxpayers’ interests above the rights of creditors who 
had previously benefitted from a public sector guarantee 
indicates, in Moody’s opinion, that Austrian authorities are 
now generally more willing to countenance bank resolutions 
in which losses may also be imposed on senior creditors,” 
Moody’s said after the government on 11 June announced its 
legislative proposals.

The rating agency had already, on 28 May, cut guaranteed 
public sector covered bonds issued by HAA from Aa2 to A1, 
and on 24 June downgraded both guaranteed and unguaranteed 
public sector covered bonds of HAA to Baa3 (the unguaranteed 
from A3). Moody’s also cut Hypo Tirol guaranteed public sec-
tor covered bonds from Aaa to Aa1 and unguaranteed public 
sector covered bonds from Aa1 to Aa2, and Kommunalkredit 
Austria public sector covered bonds from Aa2 to Aa3, after 
downgrading 13 Austrian banks, including the three covered 
bond issuers.

Meanwhile, Austrian covered bond spreads suffered from 
the rumbling debate over the fate of HAA debt, according to 
Michael Spies, strategist at Citi (see chart over).

“While Austrian sovereign debt did not suffer any weakness 
compared to European government bond markets, Austrian 
SSA and covered bonds have not recovered from the HAA de-
cision and idiosyncratic risks of the Austrian banking sector,” 

The voiding of government guarantees on certain Hypo Alpe-Adria-Bank debt and 
the Ukraine crisis have provided an inauspicious backdrop for Austrian banks. But 
benign conditions have allowed them to stay the course, while legislative changes 

are still expected to improve their lot. Alex Whiteman and Neil Day report.

Austria
Wisdom & war?
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he says. “It remains to be seen when/if doubtful investors fl ock 
back into these markets.”

Bernd Volk, head of covered bond research at Deutsche 
Bank, says that Moody’s actions and the tone of its pronounce-
ments have been “extremely aggressive” and “clearly lack dif-
ferentiation”. He says that the HAA case is very specifi c and that 
he does not believe there will be any direct impact on the credit 
quality of Austrian covered bonds as a result of the HAA saga.

“From a covered bond perspective, this is an isolated event,” 
says Volk. “Investor confi dence is not being dented in the wider 
sphere. Rather, it is limited to investors in HAA.”

Volk says that HAA senior unsecured bonds, which still car-
ry a guarantee from Carinthia, have nevertheless weakened as 
the market expresses its lack of trust in the guarantee.

“At the same time, the sovereign is trading at an all-time 
low and honouring its own guarantees,” he says. “So as long as 
this continues, trust in the government and national Pfandbrief 
regulation will remain. If the national regulation is trusted, and 

based on the quality of the cover pools, I see very little reason 
for Austrian covered bonds to be impacted.”

Other analysts agree that HAA should be considered an iso-
lated event. Christian Lenk, fi xed income strategist at DZ Bank, 
says that the relative sizes of HAA and the size of the State of 
Carinthia guarantees lack any parallels.

“It was a political decision to withdraw the guarantees for 
the junior debt that Carinthia had, and this raised the ques-
tion: what is the value of guarantees of Austrian Länder, and 
what is the general relationship between the sub-sovereign and 
sovereign?” says Lenk. “But I doubt this is the fi rst step towards 
generalising that a sub-sovereign or sovereign is willing to 
withdraw these guarantees.”

“When the decision was made, I don’t think the government 
took into account the impact it would have on fi nancials and 
market participants,” he adds. “Th e response from market par-
ticipants gives governments a warning shot that if this is re-
peated in future then there might be a major shift  in how these 
guarantees are viewed.”

Th e voiding of the Carinthia guarantee for part of HAA’s 
subordinated debt did not aff ect other HAA subordinated debt 
guaranteed by the Republic of Austria. Some observers also 
question whether the legislation will ultimately come into force, 
saying it is open to challenge under EU law and other legal chal-
lenges could ensue.

Christoph Zoitl, head of treasury at Kommunalkredit Aus-
tria, says that HAA is a single event, and will not be common 
practice for Austria, with the biggest impact on the Austrian 
markets coming from the rating agencies.

“Multiple downgrades plus negative outlooks from Fitch 
and S&P have hit some, while for us the biggest impact was the 
Moody’s downgrade, which led to us cancelling our Moody’s 
contract for our senior unsecured rating,” he says. 

In the wake of the abovementioned rating actions — under 
which Kommunalkredit Austria was cut from Baa3 to Ba1 — 
the issuer dropped Moody’s ratings for its unsecured funding 
instruments, only keeping the rating agency for its public sec-
tor covered bonds. Th e bank said that the decision had been 
taken due to diff erences in opinion between Moody’s and itself 
regarding the propensity of the Republic of Austria to support 
the Austrian banking sector.

Citi’s Spies notes that as a result of the Moody’s downgrade 
Kommunalkredit Austria’s covered bonds could yet be down-
graded to single-A territory.

At UniCredit Bank Austria, head of cover pool management 
Werner Leitner believes that the HAA situation will not have an 
impact on Austria’s mortgage-backed covered bond sector, but 
that public sector covered bonds may feel an eff ect, particularly 
from the rating agencies.

“Moody’s has said that it is uncertain on sub-state guaran-
tees and guarantees for banks,” says Leitner. “However, from an 
investor side, even aft er HAA was announced, there was very 
little movement on covered bond spreads. What we are hear-
ing from investors is that they remain neutral, if not positive, 
towards Austrian covered bonds.”

Source: Markit, Citi Research
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Christoph Zoitl, Kommunalkredit Austria: ” Fortunately, there 
has been little impact on our funding plans and situation”
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Issuer confi dence
Th is appears to be borne out by the experience of new issues 
from Austria’s fi nancial institutions in the benchmark covered 
bond market this year.

Kommunalkredit Austria’s latest benchmark was a 
Eu500m seven year covered bond in mid-February priced at 
30bp over mid-swaps by leads HSBC, LBBW, Natixis, RBI 
and UniCredit on the back of a twice subscribed book. Zoitl 
says that the issuer carried out thorough investor work be-
fore this and its previous euro benchmark, a Eu500m five 
year launched in September 2013. In the build-up to its lat-
est deal, the bank carried out a two week roadshow meeting 
with over 60 investors.

“Th is was one of our most successful transactions and it was 
met by a positive response from the 
press,” says Zoitl. “It was one of the fi rst 
transactions of 2014 to price with no 
new issue premium. We put this down 
to very intensive investor work.”

The spread of 30bp over mid-
swaps was the same spread as for the five year deal in 2013, 
he notes, adding that the secondary market performance has 
been “hugely positive”, with the deal tightening 16bp since 
February to around 14bp over. He says this is indicative of a 
strong market that is relatively unshaken by the events sur-
rounding HAA.

“Fortunately, there has been little impact on our funding 
plans and situation,” he adds. “Our covered bond secondary 
spreads have tightened in line with France and Germany. If 
there had been a major impact we would obviously have seen a 
widening, which we have not.”

Other issuers also highlight the success of this year’s deals 
as indicative of the strength of Austria’s covered bond market, 
and Renee Bauer, head of long term funding at Erste Bank, says 
that Erste Bank covered bond spreads have tightened 5bp since 
the start of 2014.

Th omas Neupert, head of fi nancial institutions and public 
sector origination at UniCredit in Munich, says that the chal-
lenges brought up by the HAA situation come at a time of low 
Austrian covered bond and senior unsecured issuance.

“We have seen no impact on secondary market spreads and 
the depth of liquidity and the way supply has gone leaves me feel-
ing confi dent for Austrian covered bonds,” he says. “Th e deals we 
have seen were priced well and are performing strongly.”

Issuance has been limited this year to just four benchmarks 
totalling Eu2bn from two issuers. 
Alongside Kommunalkredit Austria’s 
Eu500m, UniCredit Bank Austria has 
sold three Eu500m benchmarks: a 10 
year at 35bp over mid-swaps in Janu-
ary, a fi ve year at 23bp over in April, 

and a seven year at 25bp over in May.
According to UniCredit Bank Austria’s Leitner, the bank 

has relatively small covered bond funding requirements. Issu-
ance for 2014 is limited to Eu2bn, with the bank’s covered bond 
funding needs expected to decline over the course of the next 
couple of years, potentially to Eu1bn by 2016, he says. However, 
this is subject to business and market developments, and the 
issuer has not decided if it will again visit the covered bond 
market in 2014.

“It is 50/50 whether we come again this year or wait un-
til next,” says Leitner. “Austrian issuers are finding favourable 

Hypo Alpe-Adria-Bank, Klagenfurt: “From a covered bond 
perspective, this is an isolated event”

“It was a political decision 
to withdraw the 

guarantees”
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terms and conditions on the private placement market, and 
this is certainly playing its part in the declining issuance of 
benchmarks.”

UniCredit Bank Austria did, however, issue its fi rst mort-
gage-backed Pfandbrief benchmark in July 2013, a Eu500m fi ve 
year issue priced at 26bp over mid-swaps.

Going private and perhaps TLTRO
Neupert says that he expects just two to three more Austrian 
covered bond deals this year, bringing total issuance for 2014 to 
Eu4bn — a little over total Austrian covered bond redemptions. 
He notes that redemptions are set to fall in the next two years, 
with Eu3bn due in 2015 and Eu2bn due in 2016.

“Th e market has been calm due to issuers opting for private 
placements, which have provided profi table levels and then the 
asset growth side of things has been calmer this year than in 
recent years,” he says. “Banks are rich in liquidity.”

Th e liquidity situation was fur-
thered in June when the European 
Central Bank announced targeted 
longer term refi nancing operations 
(TLTROs), the consequences of which 
analysts have been mulling ever since.

At Erste Bank, Bauer says that the bank will not issue a 
benchmark covered bond this year, and that issuance next year 
will depend on how the bank opts to use the TLTRO.

“Due to the large compression of senior versus covered bond 
spreads, our focus over the last 18 months has been on senior 
unsecured funding,” says Bauer. “Covered bonds still play a vi-
tal role in our funding mix, but since our total funding needs 
are so low we have only concentrated on private placements in 
covered bond format.”

Bauer says the bank’s total funding needs for the year 
amount to less than Eu2bn. Bauer adds that even in private 

placements, issuance has been fairly limited and is likely to 
dwindle further in the second half of the year as a result of 
the TLTROs.

“TLTRO is the largest external factor to impact Austrian 
covered bond issuance,” she says. “Some banks have already in-
dicated how they intend to use TLTRO, and the impact it will 
have on their future funding needs.”

UniCredit Bank Austria’s Leitner also notes that alongside 
favourable terms in the private placement market, issuers will 
be able to borrow more cheaply via the TLTROs. However, he 
says that in spite of the cheaper current funding options, Uni-
Credit Bank Austria wishes to maintain a presence in the mar-
ket, and that this desire has partly been behind its continuing 
supply of benchmark covered bonds. 

“It’s all about maintaining visibility,” he says.
Zoitl notes that the private placement market is also im-

portant for Kommunalkredit Austria, and more useful than 
benchmark issuance, especially for asset-liability management 
purposes.

“We are always active on the private placement market with 
Eu200m-Eu300m per year,” he says.

Th e issuer had at the time of writing issued Eu70m of cov-
ered bonds in the private placement market, according to Zoitl. 
He notes — like Leitner — that benchmarks can be used to fi ll 
any maturity profi le gaps, and are important for maintaining a 
market presence.

“Visibility is extremely important, and benchmarks allow us 
to achieve this,” he says.

Kommunalkredit Austria will no longer be undertaking new 
business, but will continue to issue covered bonds to refi nance 
its portfolio, says Zoitl, and as such public covered bond issu-
ance will be limited to deals of up to Eu500m. He says that the 
bank will not be in the market again until aft er a Eu1bn issue 
matures in February 2015, and that the bank will replace this 
with a Eu500m covered bond.

Kommunalkredit Austria’s funding plans for next year also 
depend on the impact of the partial sale of the institution, which 
the Austrian government on 11 August announced would start 

shortly. Th is will take place under the 
terms of an EC State Aid agreement 
that was part of the nationalisation of 
the bank in 2008 when the Dexia group 
had to be rescued.

UniCredit Bank Austria, mean-
while, will eventually no longer issue public sector backed cov-
ered bonds, according to Leitner.

He says this refl ects shrinking, or at least merely stable, pub-
lic sector lending business, which is primarily down to the way 
public sector entities now refi nance themselves, relying on in-
surance companies and the state.

“Th e whole public sector covered bond market in Europe is the 
big problem,” says Leitner. “Th e public sector entities take money, 
but they lack a hard guarantee from the public sector behind them. 
Th e situation is that you have fi ve star credit quality, but it is not 
good enough for the legal necessities of a covered bond.”

“The asset growth side 
of things has been 

calmer”

UniCredit Bank Austria: ”The whole public sector 
covered bond market in Europe is the big problem”
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Legislation changes awaited
Market participants in Austria have for several years been dis-
cussing and working towards amending Austria’s covered bond 
framework, which has so far been governed by three separate 
laws that, although broadly similar, were tailored to suit the 
needs of certain issuers (see table). The overriding theme of the 
planned changes is the unification of the three laws.

Katarzyna Kappeller, a representative of the Austrian Covered 
Bond & Pfandbrief Forum and head of asset-liability manage-
ment at Raiffeisen Bank International (RBI), says that there is a 
common understanding that Austrian covered bond legislation 
needs to be enhanced and that the three laws need to be unified.

“It would be desirable to unify the three laws into one joint 
Austrian covered bond law,” she says. “Although the three laws 
are very similar, they have little differences and are confusing 
for investors.”

In addition to unifying the laws, Kappeller says there is a 
requirement to meet the regulatory needs of investors, and im-
prove transparency and reporting regulations.

“It is important to follow market developments and inves-
tor needs,” she says. “As mentioned, the first step in Austria 
would be to unify the three laws and to not delay the process. 
Updates and improvements may be made later in the regular 
review process.

“The banking industry has an agreed position on the needs 
of the markets and the changes required, and will further sup-
port and give input in the legislative process.”

Kappeller says the focus for the regulator and relevant min-
istries recently has been on wider regulatory changes that have 
been and still need to be put into domestic legislation, as well as 
restructuring HAA.

“Therefore, there is no fixed timeline for the legal process 
around the covered bond legislation,” she says.

Noting the more pressing problems that the Austrian au-
thorities have had to contend with, Leitner at UniCredit Bank 
Austria says it had been hoped that a unification of Austria’s 
three covered bond laws could be announced at a European 
Covered Bond Council plenary in Vienna in September. How-
ever, Leitner says that this will no longer be possible.

“It is impossible that the legislation will be ready in time,” 
says Leitner. “The proposals have reached a second draft stage, 

and will certainly not be ready by September, and it is doubtful 
that it will be ready by the end of the year.”

Leitner believes that legislation will be introduced at some 
point in early 2015, while Bauer at Erste Bank hopes that it will 
be approved in the next 12 months. She says that one of the main 
benefits will be the simplification of credit work for investors.

“We have been working on the draft law for the past four 
years,” she says. “Austrian politicians have had a lot to work on 
over the past year or so, and getting the legislation passed was 
further hampered by elections last autumn.

“Once the legislation has been approved, it will bring Austrian 
covered bond law into line with other European covered bond 
jurisdictions, and be of benefit to the covered bond market.”

The drums of war
Meanwhile, external factors might give investors in Austrian 
bank paper the next cause for concern, as the Ukraine crisis 
flares up.

Moody’s warned back in March, when Crimea was the focus 
of events, of the economic impact of Ukraine’s woes on Austria’s 
banks, saying that the eastern European country’s insolvency 
affects UniCredit Bank Austria and RBI through their Ukrain-
ian bank subsidiaries and via direct Ukrainian sovereign bond 
exposures.

More recently, as the focus has switched to Russia’s interfer-
ence in eastern Ukraine, Fitch in mid-August said that Austrian 
banks’ risks from central and eastern Europe will drag on 2014 
profits, with geopolitical risks cited among causes of this. The rat-
ing agency said RBI and UniCredit Bank Austria have Russian 
units that leave them the more exposed to geopolitical tensions 
from the situation in Ukraine.

However, according to Jan King, senior covered bond analyst 
at RBS, the prevailing Austrian laws offer some comfort in this 
regard — even if CEE exposure in general may have contributed 
to any underperformance of Austrian covered bonds versus the 
likes of France and the Netherlands.

“Holders of Austrian covered bonds benefit from an addi-
tional layer of protection from Ukrainian and Russian exposures 
as those countries do not fall within the geographical scope of 
the three covered bond frameworks in Austria, which allows only 
domestic exposures, the EEA and Switzerland,” he said. n

Prevailing Austrian covered bond laws and the respective issuers

Pfandbriefe (Mortgage Banking Act) Fundierte Bankschuldverschreibungen

Hypothekenbankgesetz 
(Mortgage Banking Act 1899)

Pfandbriefgesetz 
(Pfandbrief Law 1927)

Gesetz betreffend Fundierte 
Bankschuldverschreibungen 
(Covered Bond Act 1905)

Erste Group Bank, Bank Austria Österreichische Landes-Hypothekenbanken
BAWAG, Kommunalkredit, Raiffeisen 

Österreichische Volksbanken AG

Source: Austrian Covered Bond & Pfandbrief Forum, The Covered Bond Report
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Sixteen deals for a total of 
US$22.5bn versus two deals for a 
total of $3bn (Eu2.28bn). � us the 

change in supply in the US dollar covered 
bond market between last year and this, 
with only Australia’s Westpac and Com-
monwealth Bank of Australia (CBA) giv-
ing investors a chance to get their hands 
on fresh paper in 2014.

Why such a drop in new issuance?
“Simple,” answers Tim Skeet, head of 

covered bond origination at Royal Bank 
of Scotland. “� e US dollar market has 
been generally uncompetitive, for Euro-
pean issuers in particular, with spreads in 
the euro market having gone just tighter 
and tighter.”

Part of the reason why euros have of-
fered better pricing is the euro-dollar 
basis swap, which has tightened from 
around 55bp in early 2012 to 5bp by mid-
August this year, making euro issuance 
more attractive.

“� is time last year, especially for the 
Canadians and Australians, there was 
just a little bit more arbitrage for US dol-
lar covered bonds, but as the basis moved 

pretty materially at the beginning of the 
year it became much more attractive for 
issuers to look at Europe, especially � ve 
years and out,” says a DCM banker in 
New York.

Other contributing factors, accord-
ing to Hugo Moore, co-head of covered 
bonds at HSBC, are lower wholesale 
funding needs and a smaller senior unse-
cured-covered bond spread di� erential.

“Many issuers have less funding to 
do and are therefore even more intent 
on going to the most cost-efficient mar-
ket,” he says. “The other aspect is the 
value issuers are getting for their collat-
eral, which has fallen as a result of a sig-
nificant tightening of senior unsecured 
spreads in dollars.”

US investment grade corporate bond 
spreads had come in from some 145bp 
in January 2013 to 95bp by early August, 
with year-to-date US dollar senior unse-
cured volumes at $209bn, surpassing that 
for all of 2013 by $50bn.

“� e strength of the senior market 
has been quite astonishing this year,” says 
Simon Mayes, head of FIG US syndicate 

at BNP Paribas in New York, “and so the 
reward in terms of spread savings for col-
lateral is pretty marginal for a lot of banks 
now, anywhere between 10bp and 20bp.

“� at is historically pretty tight, so if 
you take a three-dimensional view of a 
bank’s funding structure it is less com-
pelling to use the collateral to issue cov-
ered bonds in dollars when there is a very 
strong level of demand for the unsecured 
product.”

Indeed, CBA’s covered bond came only 
a� er the issuer had already taken advan-
tage of this trend, pricing senior unse-
cured transactions in March and April.

“� e global spread environment has 
been pretty constructive so the di� er-
ential between senior and covered has 
narrowed a lot and the value you get for 
pledging collateral has diminished,” says 
Simon Maidment, deputy group treasur-
er at Commonwealth Bank of Australia. 
“� at said, we are still a reasonably large 
issuer across a range of markets and you 
can’t keep on doing dollar senior.

“We wanted to stay ahead of the 
game in terms of our funding require-

US dollars
Keeping the faith

With only two deals and no signs of a renewed drive for legislation to spur domestic 
issuance, the US dollar covered bond market has been languishing this year. But market 
participants caution against writing it off. More supply, including SEC registered, should 

be on  its way when the price is right. Susanna Rust reports.
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ments and the covered bond deal was a 
trade that looked relatively attractive at 
the time.”

Barclays, Citi, CBA, RBS and TD 
priced the $1.25bn � ve year transaction 
at 35bp over mid-swaps on 4 June on the 
back of some $1.5bn of orders.

� e deal was smaller than CBA’s pre-
vious US targeted covered bond, a $1.5bn 
� ve year that came at 45bp over in De-
cember, but involved more accounts – 48 
versus 28 – and achieved a more granular 
distribution, according to Maidment.

“US distribution was lower and Euro-
pean distribution was higher,” he adds.

US investors were allocated 25% of 
the June issue, Europe 36%, Canada 30%, 
and Asia 5%. Banks took 53%, asset man-
agers 15%, and central banks 15%.

Westpac Banking Corporation, mean-
while, priced the � rst US-targeted cov-
ered bond of the year as part of a three 
tranche transaction on 14 May that also 
included senior unsecured � xed and 
� oating rate tranches.

Bank of America Merrill Lynch, Citi, 
HSBC, JP Morgan and Westpac priced 
the $1.75bn five year covered bond at 
35bp over on the back of some $2.3bn 
of orders.

Joanne Dawson, deputy treasurer at 
Westpac, says that markets were con-
structive when the issuer decided to tap 
the market in May, and that all of the 
tranches were very well supported.

“We were pleased to see the range of 
investors that participated in the covered 
bond trade,” she adds. “� e book was a 
very good size, got really good engage-
ment from the market, and the quality of 
the orders was very good, and demand 
was broad-based.”

US investors are said to have bought 
39% of Westpac’s covered bond issue, 
Europe 38%, Asia 19%, and others 4%. 
Banks were allocated 30%, govern-
ments 25%, fund managers 23%, pri-
vate banks 11%, insurance companies 
and pension funds 6%, corporates 1%, 
and others 4%.

Demand disappointed, but intact
Notwithstanding the sharp drop in is-
suance this year, market participants 
are keen to emphasise that the US dol-
lar covered bond market remains viable 
and that investor appetite is intact, even 
if the buyer base is changing in response 
to regulations and having to react to the 
lack of supply.

“� e lack of supply in dollars has been 
disappointing, but it hasn’t been that sur-
prising,” says Ashley Schulten, portfolio 
manager at BlackRock in New York. “Is-

suers can fund in euros at more attractive 
swap levels and senior unsecured issu-
ance is very competitive relative to cov-
ered bonds at the moment.

“� e lack of supply does take focus o�  
the sector and has caused us to move into 
some other alternatives in the meantime, 
but we hope this won’t be a permanent 
situation.”

Michael Banchik, managing director, 
debt capital markets syndicate at HSBC 
in New York, says that the US investor 
base is growing.

“While it obviously doesn’t make up 
for the lack of supply, investors are div-
ing in and getting their feet wet,” he says. 
“Our traders have been active, which is 
a good sign for the market. Investors are 
� nally getting product approval and are 
jumping in as well as smaller players, 
looking for quality paper.”

His colleague Moore believes the US 
dollar covered bond market should not be 
written o�  despite the slowdown in supply.

“It’s not because of a lack of demand, 
and it doesn’t indicate that the US dollar 
covered bond market isn’t there,” he says. 
“� e two trades that were priced this year 
were very successful.”

� at said, the main variable that is 
said to have deterred US-targeted supply 
so far this year — pricing — still looked 
to favour the euro market. 

“I think there are a lot of European 
banks that would like to do a trade and 
are conscious of maintaining a bench-
mark curve, but it’s very hard to justify 
coming to the US market with pricing as 
it is,” says Mayes at BNP Paribas. “� e 
premium for coming to the US market at 
the moment is anywhere between 10bp 
and 20bp for most core names and his-
torically the pain threshold for paying up 
has been in the mid-single digits.”

Skeet at RBS doesn’t see the euro 
market giving way to US dollars as the 
more competitive arena for issuance 
anytime soon.

“� e euro market has gone extremely 
tight on the back of the LCR, central bank 
liquidity, and huge negative net supply,” 
he says. “� e US market cannot hope to 
compete with euros in the current envi-
ronment, which is disappointing.”

Moore at HSBC says that since 

“You can’t 
keep on doing 
dollar senior”

Westpac: “We were pleased to see the range of investors that participated in the 
covered bond trade”
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many issuers have already raised a large 
amount of wholesale funding this year 
their moves will remain very spread-de-
pendent, with regard to the cost of other 
currency markets and the cost of issuing 
in senior unsecured.

“It will be even more dependent on 
price because issuers have less funding to 
do,” he says.

But there is scope for more Yankee 
issuance to hit the market without issu-
ers having to worry too much how they 
would justify the cost of doing so. � e 
DCM banker in New York, for example, 
says that although in the seven to 10 year 
part of the curve the euro market wins 
hands down at the moment in terms of 
economics, in the � ve year maturity the 
US dollar market can compete, at least 
for Canadians. Also, because Australian 
covered bonds are not eligible for repo 
with the European Central Bank, “the de-
cision process is a little bit easier for them 
because there is a bit more arbitrage in 
dollars for them”, she says.

Another reason why there could yet 
be at least a slight increase in US-target-
ed issuance, according to another banker, 
is that Canadian issuers will be wanting 
to do deals in the SEC-registered format 
that was pioneered by Royal Bank of 
Canada, and are preparing the necessary 
documentation.

Indeed, Bank of Nova Scotia in late 
August � led a covered bond prospectus 
with the US Securities & Exchange Com-

mission (SEC) under a registration state-
ment it � led at the end of May 2013. � e 
� ling of the prospectus means that BNS 
is in a position to publicly o� er covered 
bonds in the US.

� e only other foreign issuer to have 
sold fully SEC-registered covered bonds 
into the US is the aforementioned RBC, 
although Bank of Montreal in July last 
year obtained a no-action letter from the 
SEC in relation to issuing covered bonds 
into the US public market. Yankee issu-
ance has otherwise been done in the pri-
vate placement 144A format, which re-
stricts the buyer base for the product and 
is also not eligible for major bond indices.

“I know some of the other issuers 
could be pressured into following RBC 
down the SEC route,” says the syndicate 
o�  cial. “� ere probably is a slight pric-
ing bene� t to the SEC product and no-
body wants to be seen that much wider of 
RBC because of technical issues linked to 
the SEC versus 144A buyer base.

“� e pricing for the Canadians in 
dollars is more in line with euros,” he 
adds. “Where TD could do a dollar trade 
would be pretty close to where they did 
the euro trade.”

Toronto-Dominion Bank sold a 

Eu1.75bn � ve year deal on 21 July that 
was its � rst euro benchmark transaction 
and inaugural legislative issue. Priced 
at 7bp over mid-swaps on the back of 
Eu2.7bn of orders, it was the joint-largest 
euro benchmark of the year.

It was also one of six Canadian deals, 
for Eu6.75bn in aggregate, to have hit the 
market this year a� er issuers had legisla-
tive programmes registered with Canada 
Mortgage & Housing Corp (CMHC), 
which administers the country’s legal 
framework, and turned to a euro market 
they had either never or only rarely, long 
ago, visited with a covered bond.

“Europe is where the market is and 
has been for hundreds of years,” says 
Wojtek Niebrzydowski, vice president, 
treasury at CIBC, “so all else being equal 
in the economic context if you have the 
objective of being a global borrower eu-
ros is where you need to have a presence.

“Without speculating as to their 
source, I would expect, if the economics 
are comparable, to see some US dollar 
deals from Canadians, but as long as eu-
ros makes more sense in terms of pricing 
it would be prudent and logical for issu-
ers to have more than one benchmark 
outstanding in euros.”

TD was the last of the legacy Canadian 
issuers to have its programme registered 
with CMHC, in late June, and Christina 
Wang, head of funding management, 
treasury and balance sheet management 

Wojtek Niebrzydowski, CIBC: 
”I would expect, if the economics 
are comparable, to see some US 

dollar deals from Canadians”
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at TD, said the euro deal would not be 
a one-o� .

“Covered bonds is a traditional Euro-
pean product,” she said at the time of the 
deal in July, “but in the past the pricing 
never seemed to work. If we look at the 
depth of the euro market and if we want 
to run a good covered bond programme, 
this is not a market that we can ignore.

“And it just so happened that the pric-
ing worked in favour of euros at this 
point, so it was a perfect market oppor-
tunity for us to launch our inaugural deal 
in the euro market.”

Shifting buyer base
Yet while there is consensus that the de-
cline in issuance this year has been main-
ly driven by price considerations, regula-
tory developments are also a� ecting the 
demand side of the equation, according 
to market participants, even if the market 
impact is contained.

In contrast to the European Union, 
where covered bonds are generally on 
track to count toward banks’ Liquidity 
Coverage Ratio (LCR) requirements un-
der legislation implementing the Basel 
III framework, potentially even as Level 
1B assets, in the US the asset class looks 
set to be excluded altogether.

� is is on the basis of a proposed rule 
released by the Federal Reserve Board in 
October 2013 that included details of what 
will be eligible as high quality liquid assets 
(HQLA) under its Basel III framework.

“� e proposed LCR we review today is 
‘super-equivalent’ to the Basel Commit-
tee’s LCR standard,” said Daniel Tarullo, 
a member of the board of the Fed, when 
the proposal was released. “� at is, the 
proposal is more stringent in a few ar-
eas, such as the transition timeline, the 
de� nition of high quality liquid assets, 
and the treatment of maturity mismatch 
within the LCR’s 30 day window.”

While the door has not been com-
pletely closed to covered bonds, they 
have been le�  out for now.

“� e proposed rule likely would not 
permit covered bonds and securities is-
sued by public sector entities, such as a 
state, local authority, or other govern-
ment subdivision below the level of a 
sovereign (including US states and mu-

nicipalities) to qualify as HQLA at this 
time,” says the Fed proposal. “While 
these assets are assigned a 20% risk 
weight under the standardised approach 
for risk weighted assets in the agencies’ 
regulatory capital rules, the agencies be-
lieve that, at this time, these assets are not 
liquid and readily-marketable in US mar-
kets and thus do not exhibit the liquidity 
characteristics necessary to be included 
in HQLA under this proposed rule.”

A syndicate o�  cial in New York 
makes the point that the recent lack of 
issuance makes it di�  cult to judge the 
impact of the Federal Reserve’s position 
on the LCR, but others already see it as 
having an e� ect on the bank buyer base. 

“� e Fed proposal around the LCR 
makes it that much harder for a large 
bank portfolio to put liquidity towards the 
product in dollars,” says the DCM banker 
in New York. “Most of the lack of supply 
has been driven by economics, but the 
HQLA treatment is another overlay that 
has certainly disrupted some of the � ow.”

Mayes at BNP Paribas says the pro-
posed regulation has caused US bank 
buyers to make up a smaller proportion 
of the distribution pro� le for US dollar 
covered bonds.

“� e product doesn’t tick the box for 
US banks as had been expected in terms 
of HQLA legislation,” he says. “I don’t 
think the investor base has shrunk in 
size, but I think there are fewer of the 
bank portfolios around that were big 
buyers in the growth years for the prod-
uct in the US.”

But the asset class remains in demand, 
with appetite instead shi� ing toward oth-
er types of investors, he adds, and other 
market participants point out that bank 
treasuries play a smaller role in the US 
dollar market than in euros.

“� e US bank buyer base wasn’t a 
particularly large investor base for this 
product,” says CBA’s Maidment. “It could 
have become more signi� cant, but it’s not 
as if the market suddenly needs to take a 
U-turn as a result of the Fed decision. If I 
look at the US dollar covered deals we’ve 
done over last two years very few would 
have been sold to US banks that were tak-
ing the view that the issuance would be 
for HQLA bu� ers.”

Schulten at BlackRock says that the 
proposed rules for US banks do not in-
clude eligibility of covered bonds as 
HQLA, which she and her colleagues see 
as a small negative for the sector. 

“However, proposals in Europe are 
more favourable which may help o� set 
that,” she says.

Treasury intent on securitisation
No analysis of US-targeted issuance 
would be complete without at least a 
mention of the prospect of US covered 
bond legislation being developed, with-
out which, it is widely agreed, domestic 
issuance will not develop.

But a dedicated US legal framework 
appears as remote as ever, with no move-
ment on the matter since July 2013, when 
the Republican-controlled House Finan-
cial Services Committee (HSFC) passed a 
GSE reform bill, the Protecting American 
Taxpayers & Homeowners (PATH) Act, 
that included covered bond legislation.

Mayes at BNP Paribas says that US 
covered bond legislation cropped up as a 
discussion point in meetings held for an 
issuer earlier this year, but that “it’s not a 
hot topic”.

“People haven’t seen anything to 

“There are fewer of 
the bank portfolios 

around”

Fed board member Daniel Tarullo: 
”The proposed LCR we review today 

is ‘super-equivalent’ to the Basel 
Committee’s LCR standard”
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change their mind to have � rm expecta-
tions about legislation being on the hori-
zon,” he says. “We all live in hope because I 
think everyone agrees it’s one major thing 
that could really change the dynamic and 
landscape for US dollar covered bonds, 
but I don’t think anyone has a realistic ex-
pectation at this stage of that happening, 
at least in the short to medium term.”

Instead, say market participants, the US 
administration seems intent on reviving 
securitisation to get private capital � owing 
into housing � nance again, with the gov-
ernment still playing a key role via the gov-
ernment-sponsored enterprises (GSEs).

“� e US domestic mortgage market is 
reverting to its old self, using the govern-
ment/taxpayer-supported methodologies 
of the past,” says RBS’s Skeet. “� e politi-
cal stalemate continues and I don’t see 
any energy or appetite for change.

“Never say never, but covered bond leg-
islation isn’t on anyone’s agenda right now.”

Resistance from the Federal Deposit In-
surance Corporation (FDIC) to giving up 
its repudiation rights, which are seen as key 
to a viable domestic covered bond market 
developing, has been one of the key obsta-
cles to passing legislation in the US.

Ralph Daloisio, former managing di-
rector at Natixis and ex-member of the 
American Securitization Forum, also has 
low expectations for the adoption of cov-
ered bonds by policy-makers in the US, 
who he sees as — regrettably — set on 
securitisation.

“As long as the FDIC remains the piv-
otal roadblock to a political solution for 
covered bonds in the US and the presi-
dency and the composition of Congress 
doesn’t change, I don’t see any momen-
tum for covered bond legislation,” he says. 
“And I think at the Treasury their ears are 
so tuned in to � xing securitisation that 
they’re just going to try and come out with 
the new and improved version of the same 
old laundry detergent.”

Indeed, on 26 June Treasury Secretary 
Jacob “Jack” Lew announced, alongside 
initiatives to support access to rental 
housing and to help homeowners avoid 
foreclosure, a consultation on reviving 
securitisation.

Stressing the need for more private 
� nancing of mortgage lending in addi-

tion to government-supported options, 
he said “that is why I have directed my 
team to bring investors and securitizers 
together in the months ahead so we can 
uncover new paths to increase private in-
vestment”.

“As part of this e� ort,” he added, “we 
are posting questions on our website to-
day intended to help us better understand 
what we can do to encourage a well-func-
tioning private securitization market.”

� e focus on securitisation notwith-
standing, some have taken advantage of 
the Treasury request for comment (RFC) 
to make a case for covered bonds.

“Rather than developing a single ‘sil-
ver bullet’ solution to housing � nance, it 
may be desirable to develop a multiplic-
ity of sources which aid in the reestab-
lishment of a private market,” said the 
American Bankers Association in its 
response to the RFC. “� us, in addition 
to the creation of a successor entity or 
entities to the GSEs, policymakers may 
want to consider the creation of a well 
regulated covered bond market, as well as 
enhancements to the Federal Home Loan 
Banks which better help them meet their 
mission of providing advances to private 
market portfolio lenders.

“Multiple sources of liquidity for pri-
vate market lenders (and especially port-
folio lenders in the examples cited) will 
lead to a more diverse and ultimately 
safer housing � nancing system.”

Morrison Foerster lawyers, meanwhile, 
also said that while restoring the private 
RMBS market is desirable, other sources 
of private housing � nance should also be 
developed. Covered bonds provide the 
Treasury with “an opportunity” to do so, 
they wrote in their RFC submission.

What’s more, the conditions for es-
tablishing a covered bond framework in 
the US are already advanced, according 
to the lawyers, who noted that covered 
bond legislation introduced by Congress-
man Scott Garrett in 2011 was approved 
with strong bi-partisan support in the 
HFSC, that the domestic investor base 
has developed strongly on Yankee issu-
ance, and that the SEC has developed a 
disclosure framework for covered bonds 
and periodic reporting to investors.

“� e advanced state of these condi-
tions means that there is an opportunity 
to achieve some fundamental changes 
rather quickly without the need to wait 
for investors to regain con� dence in a 
previously toxic sector of the market,” 
said the lawyers. “� e active support of 
the Department of the Treasury for cov-
ered bond legislation would hasten the 
development of an important alternative 
channel for private funding of residential 
mortgage loans.” 

Treasury Secretary Jack Lew: ”I have directed my team to 
bring investors and securitizers together in the months ahead”

“The US domestic 
mortgage market is 

reverting to its old self”
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Neil Day, The Covered Bond Report: 
How has Pfandbrief supply devel-
oped this year?

Ted Packmohr, Commerzbank: To 
put it in a wider perspective, we are see-
ing a relatively broad mix of issuance 
in the overall covered bond market in 
Europe this year. We are slightly ahead 
of last year’s numbers and closing in on 
2012’s fi gures, which is relatively well in 
line with expectations, I guess.

Germany is once again contributing 
a large share to this. When it comes to 
euro-denominated benchmark issuance, 
Germany and France once again lead the 
pack. Hence, Pfandbriefe continue to live 
up to their leading position in the cov-
ered bond market.

Overall, however, the German market 
continues to be characterised by nega-
tive net issuance, as are most European 
covered bond segments. For the year as a 
whole I expect redemptions to amount to 
around Eu90bn for the overall Pfandbrief 
segment — not just including euro bench-
marks, but also private placements and 
other smaller-scale deals. Issuance will 
once again not be able to live up to this 

number: I would be surprised if we were 
to hit or even surpass the Eu60bn thresh-
old in terms of new deals. So the market 
will continue to shrink, probably by at 
least Eu35bn. Bundesbank data published 
in July shows that in the fi rst fi ve months 
of the year the German Pfandbrief market 
already declined by some Eu23bn. Th is 
should continue over the remainder of the 
year — with the ECB’s TLTROs also prob-
ably having an impact.

Day, The CBR: What is it that is caus-
ing the decline in volumes?

Jens Tolckmitt, vdp: Th ere are a num-
ber of reasons. Firstly, public sector is-
suance is subject to a changing business 
model — as it has been over the past 10 
years — and that is continuing. Th ere is 
also regulatory pressure on the public 
sector business a nd it is still not clear 
to what extent this business will be con-
ducted by banks in the future. Only once 
these remaining regulatory questions 
have been answered will banks be able 
to properly plan for the future supply of 
public sector loans. Th is is the overarch-
ing reason for the decline.

Secondly — and this is very impor-
tant for the overall loan businesses that 
are behind covered bonds — is the im-
plementation of the new regulatory 
framework for banks. To my understand-
ing, many banks only started to imple-
ment new regulatory frameworks once 
they were more or less fi nished, which 
is understandable given the fact that im-
portant changes are oft entimes included 
only at the last minute. What you can see 
now — the decline in volumes — is a re-
sult of this implementation. And this has 
certainly in many cases been accelerated 
by ECB supervision, which I would say 
has prompted the institutions to move 
more quickly towards the new regulatory 
framework. Whereas they had expected 
to have two to three years to implement 
their new equity ratios, for many that are 
now supervised by the ECB it turns out 
that they don’t actually have so long, and 
that has an impact.

And fi nally, I would also stress that 
any kind of liquidity provision by the 
central bank off ered at rates that are 
favourable compared even to covered 
funding does have an impact on issuance 
in the covered sector.

The Pfandbrief 
Roundtable 2014

Pfandbrief issuers have enjoyed tight spreads this year, but ECB and regulatory develop-
ments have nevertheless provided food for thought on funding strategies and business 
models. In this roundtable sponsored by the Association of German Pfandbrief Banks 

(vdp), leading market participants offer their views on key issues.
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Day, The CBR: Are issuers rethink-
ing their funding plans in light of 
the ECB’s announcements?

Martin Gipp, Helaba: Yes, of course. 
Any decision coming out of the ECB will 
be closely watched because it has a po-
tential economic impact on the business. 
Th e fi nal TLTRO defi nitions are not out 
yet — they are due out soon — and the 
devil will be in the detail.

LTROs have in the past been broadly 
taken up and have had a positive eco-
nomic impact on the rates at which 
banks fund themselves. Th e stigmatisa-
tion from using such facilities that we 
once saw has gone away, so I don’t think 
we will see any stigmatisation now. It will 
probably therefore come down to a pure 
economic decision whether to use these 
funds or not.

And then, as Jens just pointed out, it 
seems that the conditions will be very fa-
vourable, even in light of covered bond 
funding, so I would not be surprised 
if funding plans are adjusted once the 
technical details are out — especially 
because it will provide the banks with a 
neat safety net: since the drawdowns will 

be in September and December, you can 
see how your funding goes, what kinds of 
rates you can achieve, and then at the end 
of the year you can step in and take ad-
vantage of the LTROs. So that’s defi nitely 
something we are watching closely.

Götz Michl, Deutsche Pfandbrief-
bank (pbb): I have a similar view. At 
the beginning of the year you set up your 
funding plan. During the year and de-
pending on market conditions and actual 
funding requirements you decide on the 
best timing, the best structure, best term, 
best product. We are closely observing 
developments and adjusting our funding 
plan continuously. In the end it’s a ques-
tion of how cheap it is in comparison to 
the Pfandbrief.

Volker Karioth, BayernLB: We have 
also not yet made any decisions regard-
ing the LTROs. But for BayernLB in gen-
eral I can say that the bank is becoming 
less dependent on capital market fund-
ing as it continues reducing the volume 
of its balance sheet. We are broadening 
our funding mix and a major proportion 
of our secured and unsecured capital 
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markets funding comes from the savings 
banks, which puts us in a comfortable 
situation, and we are overall less depend-
ent on capital markets funding.

BayernLB will continue to issue one 
to two covered bond benchmark issues 
per year, of course, to ensure access to 
the capital markets, but, as I said before, 
no decision has been taken yet regarding 
the LTROs.

Day, The CBR: How has your fund-
ing developed this year, compared 
with what you anticipated?

Karioth, BayernLB: As in previous 
years, BayernLB has funding needs of 
around Eu7bn, and half of it will be done 
with secured and half with unsecured 
funding. We plan one to two benchmark 
bonds in the public covered bond sector 
per year, and the rest is done via private 
placements. We did one 10 year public 
sector benchmark covered bond in April, 
in Eu500m format, and we plan another 
one for this year.

Gipp, Helaba: Th e funding has gone 
very well this year. I think for most issu-
ers the market has been very, very recep-
tive. Our overall funding needs that we 
want to cover in the capital markets are 
Eu9.5bn, also split roughly 50% senior 
unsecured and 50% covered. We have 
done about two-thirds of that in the 
covered bond space so far, having issued 

about Eu3bn in covered bond format, 
so from a budgeting perspective we still 
have Eu1.5bn to go for the remainder 
of the year. But, as I said, funding plans 
might be revised going forward depend-
ing on what comes out of the ECB. But 
even if no revision is needed, it will be 
rather easy to get this funding done. We 
don’t feel any pressure to rush to the mar-
ket in the near future.

Michl, pbb: Th e funding has gone quite 
well. We experienced a pretty strong pri-
vate placement market in January, Febru-
ary and March — particularly the fi rst 
two months, when we did a huge amount 
— and then it got a little slower. We will 
probably do another one to two bench-
marks on the mortgage side this year.

On the public sector side, we experi-
enced quite substantial prepayments on 
the assets last year and therefore we cur-
rently have no need to issue a public sector 
benchmark for the remainder of the year. 
So far the private placements are suffi  cient.

Day, The CBR: When you say fund-
ing conditions have been good, in 
what respect? Is it the maturities, 
the levels?

Michl, pbb: With regard to volumes. 
You can certainly steer it by the price and 
what you pay for the Pfandbriefe. But 
if you look at what we issued one year 
ago and the normal run-rate for private 
placements, I would say the beginning 
of the year was very strong for us and 
then it slowed down a little. Th e private 
placement market is — even for us not 
having a Sparkassen background — quite 
favourable.

Day, The CBR: Martin, when you say 
funding has been very good, are 
you talking about levels, volumes, 
and why do you think it is?

Gipp, Helaba: It’s on both sides. We are 
in a spread environment with regards to 
Pfandbriefe that is basically unprecedent-
ed, with almost the tightest levels we have 
ever experienced. So from an economic 
perspective it has been extremely good. 
Pfandbrief levels are pretty stable at these 
tight levels, and we can do the issuance 
volumes we like in the maturities we like, 
so the market is from my perspective 
open to anything that issuers want to do. 
It’s an issuer’s market.

Day, The CBR: For an investor, is the 
situation as positive?

Thorsten Jegodtka, Union Invest-
ment: I absolutely agree we have very, 
very tight spreads, so it doesn’t make 
it easy for us to invest. Nevertheless, 
we still invest in German Pfandbriefe 
because they offer a pick-up over Ger-
man government bonds. But of course 
we also have to look at the yield of our 
portfolios, and it’s especially difficult to 
get comfortable with yields in shorter 
maturities, while on the other hand at 
the long end we have very tight spreads 
so that’s also not our favoured place. 
We prefer the middle part of the curve, 
where the curve is a little bit steeper — 
at the long end it is quite flat. Here, we 
can also benefit from the positive roll-
down effect. So it makes more sense 
for us to be invested in the middle part 
of the curve, also because most of our 
portfolios have a duration of four to five 
years.

Thorsten Jegodtka, Union Investment: “We have very, 
very tight spreads, so it doesn’t make it easy for us to invest“

“The market has 
been very, very 

receptive”
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Day, The CBR: Given the tight 
spreads for German Pfandbriefe, 
are you looking at other jurisdic-
tions, other asset classes?

Jegodtka, Union Investment: Yes, 
of course, it depends on the portfolio. 
If you are concentrated on the covered 
bond market, we are also looking at dif-
ferent jurisdictions. We have seen a lot 
of new jurisdictions over the last 10 
years, so of course we are looking over 
to, for example, France, because you get 
more yield and you also have, from our 
point of view, some good laws in other 
countries. I think the benchmark is still 
the German Pfandbrief law — there’s no 
doubt about that. We nevertheless like 
to invest in other countries where we 
get a little bit more yield. At the end of 
the day we have to look at both risk and 
return, of course, and while the German 
Pfandbrief is really a low risk invest-
ment, it is also a low return investment, 
so we have to look around.

In aggregate portfolios we are looking 
not only at other covered bonds, but we 
also invest in corporate and government 
bonds. In some countries it makes sense 
to compare the yields of government 
bonds with the yields of covered bonds, 
and in some countries, depending on 
the time, it makes sense to prefer gov-
ernment bonds over covered bonds. You 
have a little bit more liquidity in govern-
ment bond markets and at times you get 
more yield.

Day, The CBR: Looking at the spread 
situation, Martin said it wasn’t clear 
if things would stabilise or widen. 
Do you have a view on what is likely 
to happen to spreads going for-
ward, in light of things like the ECB, 
and the supply situation?

Packmohr, Commerzbank: Th e ECB 
has obviously rekindled the overall 
spread compression, and we think this 
story is to remain intact for the time be-
ing despite other political risks. Th ere is 
little to suggest that spreads will widen 
out or fan out again signifi cantly towards 
the end of the year.

Clearly this is something that not all 

markets participate in equally. We can 
see that it is very tough for the covered 
bond segments that are already trad-
ing at very tight levels to tighten even 
further. There is something of a natural 
barrier for Pfandbriefe that is very dif-
ficult to push through, i.e. it is some-
times problematic to move too close to 
Euribor flat or into negative territory. 
The benefits are therefore more for the 
higher yielding products. So spreads are 
coming in for the other end of the rating 
scale, while they trade relatively stable at 
the lower end.

We have also seen some German in-
vestors — so the backbone of the Pfand-
brief investor base — increasingly argue 
that German Pfandbriefe have become 
a bit too tight versus other products, 
such as German Länder. This trend was 
already underway well into last year: 
various smaller German investors who 
are perhaps diversifying into some other 
products for the first time are putting 
more weight on German Länder issu-
ance and the like. I think that is a risk 
that the Pfandbrief market has been 
very alert to.

If you look at the placement statistics 

of some of the recent core deals, you see 
a relatively low share of asset managers. 
With some Canadians, for example, only 
8% went to asset managers. Th is is simi-
larly true of some German deals, such as 
Berlin Hyp, HSH, DG Hyp, or one of the 
Helaba tranches, for example. Th ey all 
had a relatively low share of asset manag-
ers in their books. Th ere is therefore the 
risk that the Pfandbrief becomes more 
dependent on bank demand. Th e latter 
has obviously been increasing, which is a 
good thing. We have seen unusually high 
bank demand in the 10 year tenor, for 
example, which typically was not really 
banks’ favoured spot on the yield curve. 
But this also makes us more dependent 
on what is happening on the regulatory 
front. Should the preferential regulatory 
treatment of covered bonds change at 
some stage, the eff ect on spreads would 
be amplifi ed the more dependent on 
bank demand we become. Th at is to some 
extent a risk.

Day, The CBR: Regarding the regu-
latory drivers of that bank demand, 
what is your expectation on the like-
ly LCR result?

Tolckmitt, vdp: What we have seen re-
cently is a bargaining debate. With re-
gards to the LCR, it is evident from the 
introduction of new criteria that we have 
been seeing every so oft en, for example 
with issuer ratings again being discussed. 

Götz Michl, Deutsche Pfandbriefbank (centre): “We will probably do 
another one to two benchmarks on the mortgage side this year”

“There is 
something of 

a natural barrier”
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However, these are not yet set in stone 
and we are pleased that there is a chance 
to argue these points properly and have 
them removed. I am quite optimistic that 
we will end up with a fi nal LCR that is 
pretty similar to what we discussed in 
late spring and earlier in the summer that 
is favourable for covered bonds.

Day, The CBR: That would be think-
ing up to 70% of LCRs, or what has 
been called Level 1B?

Tolckmitt, vdp: Yes.

Packmohr, Commerzbank: I fully un-
derstand the vdp’s position, and I also 
agree that there needs to be an alignment 
of the regulatory treatment of covered 
bonds and Pfandbriefe in general across 
the diff erent pieces of regulation.

Regarding the issuer rating point, 
however, we also have to keep in mind 
that whereas the risk weighting actu-
ally looks at the risk of bankruptcy and 
therefore of losing your money, the LCR 
looks at the liquidity risk. While I’d like 
to think that covered bond legislation 
is typically strict enough to delink to at 
least a large degree bankruptcy risk and 
issuer risk, there is a close linkage in 
terms of liquidity risk. Make no mistake, 
if an issuer really were to go belly up its 
covered bonds might retain an accept-
able rating, but liquidity would still be 
nowhere near where we would like to see 

it for LCR purposes. In principle, there 
was therefore a reason for considering 
including a link to issuer creditworthi-
ness in the LCR discussion because of the 
impact it has on liquidity. 

Tolckmitt, vdp: I’m not sure about 
that. If you look at the history of par-
ticularly the Pfandbrief market over 
the crisis, and if you look at the discus-
sions that we have had over the years 
regarding liquidity from an investor’s 

point of view, getting in and out of po-
sitions, I am not quite sure whether the 
issuer rating has played a negative role 
in investor perception of liquidity in 
terms of what the LCR tries to achieve. 
I would even say that this could also be 
another argument in favour of not rec-
ognising the issuer rating.

And my basic feeling is that this, for 
whatever reason, has come at a very late 
point and not been thought through 
from all these perspectives properly. My 
feeling is that we would not have sub-
stantially lower liquidity depending on 
the issuer rating, especially if you look at 
the specifi c issuer ratings that have been 
under discussion.

Day, The CBR: Do you have a view 
on this, Thorsten? To what extent do 
you take issuer ratings into account 
regarding covered bonds’ credit 
quality and liquidity?

Jegodtka, Union Investment: We are 
looking at this point from two angles. 
One is quite simply with regard to invest-
ment guidelines. We have some investors 
who not only tell us to look at the credit 
rating of the covered bonds but who also 
want to see a minimum rating for the is-
suer, which is quite straightforward. Of 
course, as I said, that depends on the in-
vestor and his view on risk in his port-
folio.

Th e second point is about how we do 
our research, looking at the diff erent is-
suers and of course at the covered bonds. 
At Union Investment, our credit de-
partment looks at the senior unsecured 
bonds, so they are looking at the bank it-
self, and we take this into account for our 
covered bond research. In the covered 
bond team we are little bit more focused 
on the analysis of the cover pools. We 
then take both together.

Day, The CBR: A rating agency ana-
lyst mentioned how they themselves 
are delinking the issuer rating from 
the covered bond rating. Is that rel-
evant?

Karioth, BayernLB: Th e bail-in rules 
defi nitely changed the market situation. 
One asset class has been the big winner 
and that asset class is clearly covered 
bonds. And concerning this liquidity dis-
cussion, covered bonds, especially Ger-
man Pfandbriefe, showed in the past that 
they are very solid. Th ey are bankruptcy 
remote and there is transparency. And in 
that respect I think investors — and you 
can see this in the market — acknowl-
edge these facts.

With the bail-in rules having clearly 
set out what is bail-in-able and what is 
not, we clearly see that people are fo-
cusing more on the cover pools than in 
the past. Of course they were important 
in the past as well, but not as important 
as today, because in former times issuer 
ratings played a more dominant role — 

Martin Gipp, Helaba: “Any decision coming 
out of the ECB will be closely watched“

“There is a close 
linkage in terms of 

liquidity risk”
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that’s my personal impression, at least.

Michl, pbb: I think it’s a question of 
what the impact of the issuer rating is. Is 
it a matter of credit risk? If so, an inves-
tor looks into a product and simply wants 
to make sure that it is a safe investment. 
If, on the other hand, it is a question of 
liquidity, there is the issue of whether 
you can really sell the bond if the issuer is 
insolvent. But we are really talking about 
investment grade ratings for issuers here, 
so a sudden default is unlikely — there 
will fi rstly be a deterioration, with the 
impact on the covered bonds depending 
on the degree of delinkage.

If we were to just concentrate every-
thing on, let’s say, single-A or even dou-
ble-A rated banks, you then get into the 
question of what is the value of covered 
bonds for such highly rated issuers. What 
is the funding diff erence between senior 
and Pfandbriefe for a double-A bank?

And then, going back to the investor 
side, I think it is important to have dif-
ferent products, with diff erent spreads. If 
you just off er, let’s say, triple-A covered 
bond products then the investor base is 
not really able to earn anything. Th at’s 
probably why bank treasuries are looking 
at 10 year Pfandbriefe, simply to some-
how achieve a positive spread. If bank 
treasuries were to buy only sovereigns, 
agencies, and three year triple-A Pfand-
briefe — which are the optimum if you 
want to sell — then it comes down to the 
issue of profi tability. If we just narrow it 
down to basically Bunds, then how do 
you build up equity in the bank?

Day, The CBR: Harmonisation has 
been talked about for years but 
looks like it could fi nally be com-
ing. Is it a threat? Is it a good thing? 
How might it best be handled or 
managed?

Tolckmitt, vdp: It’s a good thing, as long 
as you are successful in maintaining high 
quality standards. Th at is our position 
and we are constructively arguing to that 
end with the European regulators.

Secondly, it remains to be seen but 
I don’t think that full harmonisation is 
anywhere on the radar screen of the Eu-

ropean regulators. Indeed, it would be 
extremely diffi  cult to have full harmo-
nisation because of the importance of 
national insolvency law in covered bond 
laws everywhere.

You might therefore say that harmo-
nisation is impossible. Th e problem — 
and that is why we are repeating this — is 
that there have been a lot of things on the 
regulatory side that in the last few years 
we thought would be impossible but 
which we have seen someone try to make 

reality. So we can only off er these two 
warnings: that, fi rstly, it’s a huge task and 
you have to do a lot of groundwork har-
monising insolvency laws before you can 
harmonise special insolvency laws, i.e. 
covered bond laws; and, secondly, with 
regard to quality, our concern has always 
been that if you harmonise certain areas 
then you could have a watering down of 
quality, and we are not willing to accept 
that. One of the strengths of our product 
has been its strict legal framework, which 
has benchmark status, and we want to be 
able to, fi rstly, retain this status in the 
future, but also to be able to refi ne our 
product in the interest of investors under 
a harmonised rule. So we could agree to 

certain areas being harmonised — these 
could in our view be: transparency, asset 
classes, a defi nition of what public super-
vision properly means, and how investors 
are safeguarded in case of the insolvency 
of the bank — but with the possibility for 
each jurisdiction to actually go beyond 
what the European regulator stipulates in 
a possible harmonised legal framework, 
so this would mean a kind of a minimal 
harmonisation.

Michl, pbb: I would even say that in the 
capital markets it is important to have di-
versifi cation, because simply from a risk 
point of view you then have alternatives 
on the investor side. Th e big threat would 
be — as seen in 2007 and 2008 — if eve-
rything were to be linked together, if eve-
rything were to be the same product. Th e 
more it gets standardised and the more it 
becomes the same product, the risk is too 
high that for whatever reason the whole 
system doesn’t work anymore. If there 
is an impact on the harmonised covered 
bond area then nobody buys any covered 
bonds anymore — everyone is threatened 
and the whole market disappears. And 
therefore what we need, especially in the 
capital markets, is to have diversifi cation.

Jegodtka, Union Investment: From 
our point of view harmonisation is defi -
nitely positive, but I absolutely agree that 
it is very important what the standard is. 
I don’t think it will be possible to have the 

Volker Karioth, BayernLB: “The bail-in rules 
defi nitely changed the market situation”

“It is important to 
have 

diversifi cation”
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German standard for the whole EU — it 
won’t happen — but perhaps something 
in the middle or that comes a little closer 
to the German law. For example, with re-
gard to the 180 day liquidity buff er rule.

We need some minimum standards. 
Transparency is one area that, from our 
point of view as an investor, is really im-
portant. We want to have more transpar-
ency because it is absolutely positive for 
the product, it helps us to do our research 
and helps the issuers when markets are 
diffi  cult because we are able to better as-
sess our investments. And not only more 
information — it’s important that we get 
the data on a quarterly basis.

So I think harmonisation is positive 
and there are certain standards we have 
to agree on.

Packmohr, Commerzbank: But even 
with these very high level harmonisa-
tion items that are being discussed we 
have witnessed that there is no “one size 
fi ts all”. For example, with the liquidity 
buff er: we have soft  bullets, we have con-
ditional pass-throughs, which by defi ni-
tion are constructed so that they don’t 
need special liquidity buff ers. So already 
at this level there are problems in putting 
in place one rule for every product.

We have seen the European Banking 
Authority releasing best practice princi-
ples, and there’s loads of interesting stuff  
in there. Some of the items are boxes that 
nobody can really tick at the moment. 

For example, when it comes to cover 
stress testing with regard to credit risk: 
while most issuers are stressing for inter-
est rate, currency, co-mingling risks etc, 
credit risk is, as far as I know, usually not 
yet taken care of in the cover tests. Th is is 
something the rating agencies do in their 

stress testing to come up with their OC 
requirements. If this were to be included 
in future harmonisation standards we 
would already have some new rules that 
need to be applied.

I also agree that in some areas it 
would probably be not only useful but 
vital to achieve better harmonisation, 
for example when it comes to oversight. 
There are very different standards of 
public oversight in the covered bond 
market, and I believe that for many 
countries investors don’t have a clear 
feeling or guidance as to what the pub-
lic authorities are actually providing to 
safeguard the product’s creditworthi-
ness. It would be useful to provide some 
common standards or some guidelines 
here, which would also fit the trend to-
wards a single oversight regime in Eu-
rope. But there are of course other areas 
where things are more complicated.

Tolckmitt, vdp: I agree with this assess-
ment of the EBA paper, that there are 
boxes that perhaps no country can tick. 
But this is a question of countries being 
asked to live up to certain standards and 
in that respect it is productive because 
it is quality-oriented. It would be worse 
from our point of view if it were the oth-
er way around and there were standards 
that were watered down to an extent that 
could somehow hamper or threaten to 
hamper the overall asset class.

And if I might underline this interest 
in quality: we always consider both the 
harmonisation issue and the preferen-
tial treatment issue, which are dealt with 
in two strands of work but are basically 
interlinked. Th ere is an overarching in-
terest in high quality harmonisation be-
cause I’m pretty sure that the elements 
that are harmonised will later on be the 
decisive points regarding what covered 
bonds will continue to be privileged in 
the new regime. Once the big regula-
tory issues are taken care of, we could 
face regular reviews of the treatment of 
covered bonds and that will be perhaps 
the biggest challenge for the whole in-
dustry going forward. Th at is more than 
understandable from a regulatory point 
of view, but it forces the industry to con-
sider enhancing quality as one of the 
foremost elements of its work regarding 
the product.

Day, The CBR: Are there any other 
related developments on the hori-
zon?

Tolckmitt, vdp: In line with the impor-
tance of further developing the covered 
bond product, there is another amend-
ment of the Pfandbrief Act underway. 
This is coming just after the last one 
was finished — indeed, we have yet to 
receive some of the results of the last 
amendment on the transparency side. 
We expect the new amendment to be in 
place in November or at the end of the 
year at the latest.

We didn’t really plan for it to come 
around that fast, but the real motiva-
tion — and this is something that other 
countries have to consider as well — is 
that under the new ECB supervision, 

“Transparency is one 
area that is really 

important”

Jens Tolckmitt, vdp: “There is an overarching 
interest in high quality harmonisation“
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Pfandbrief and covered bond supervision 
will remain in the sphere of the national 
supervisors. And in Germany, at least, 
the supervisors have asked to make sure 
that some elements of the general bank-
ing law that have until now allowed them 
to do proper supervision are put into the 
covered bond law in order for them to be 
able to conduct the supervision properly 
in the future as well. So that was the main 
motivation, but there are some elements 
in this amendment that go beyond this 
pure technical issue.

Day, The CBR: Such as?

Tolckmitt, vdp: Th e main one is that we 
will have a so-called collateral add-on — 
we call it a collateral add-on because it 
is similar to what we know from general 
banking supervisory law as being a capi-
tal add-on. With this, the supervisor can 
assess the cover pools and if necessary 
impose a higher legal OC on individual 
cover pools. Th is is quite unique. We 
discussed a lot of diff erent ways of doing 
this, from doing a fl at increase of legal 
OC to the so-called collateral add-on, 
and we think this is the most advanced 
way of doing it, because it is state of the 
art in other areas of banking regulation, 
and again distinguishes Pfandbriefe from 
other products.

Day, The CBR: We saw NIBC with 
the fi rst conditional pass-through 
(CPT) last year and also SME covered 
bonds and Goldman announced its 
FIGSCO structure. How do you view 
CPTs, SMEs, etc. in relation to more 
traditional covered bonds?

Jegodtka, Union Investment: What 
we do think as an investor about SME 
covered bonds? We are not really con-
vinced that SME credits are the right 
assets for cover pools. Traditionally cov-
ered bonds have the advantage that we 
are able to do some analysis on the real 
estate markets and so on. When you talk 
about SME pools, we are not able to do 
analysis on the pool directly, on the spe-
cifi c credits, so it’s diffi  cult for us to get 
an insight into the loan pool. Th at’s the 
disadvantage from our point of view. So 

we think that SMEs are something for the 
ABS market.

And with regard to CPTs, we don’t like 
the ultra-long extensions of soft  bullet 
maturities as you can also regard CPTs. 
We think the liquidity risk has to be part 
of the bank’s pool management and not 
be transferred completely to the investor. 
We would at least like to be compensated 
for taking this risk. From our point of 
view, we still prefer hard bullet covered 
bonds. It’s easier for us to manage our 

investment, especially when we look at 
our fi xed maturity funds. It doesn’t make 
sense to invest in a conditional pass-
through as you might end up with a bond 
with a maturity of 32 years or therea-
bouts. It’s diffi  cult for us.

Day, The CBR: And FIGSCO, is that 
on your radar at all?

Jegodtka, Union Investment: Yes, 
we had a look at this structure, too. But 
it is not a covered bond in our point of 
view or under UCITS and CRR. So it’s 
something that we had a look at, but as I 
said, we rather prefer traditional covered 
bonds.

Day, The CBR: On the CPT, basi-
cally the argument seems to be that 
if you are buying a normal covered 
bond, you are anyway exposed to 
the same risks, but you don’t know 
exactly what will happen when the 
bank defaults, and you could be 
faced with exactly the same situa-
tion as what NIBC’s structure makes 
clear from the beginning in a mech-
anistic way, that in reality you face 
the same extension risk if the bank 
goes bust.

Jegodtka, Union Investment: In a 
theoretical sense, you are right. The 
CPT structure does give you maybe a 
kind of clearer guidance on what hap-
pens when a static pool does get liquid-
ity problems. Nobody knows exactly 
what happens after a covered dond de-
faults, i.e. the bond acceleration starts 
and assets need to be fire-saled. CPT is a 
bet into the future: maybe better prices, 
maybe less pressure to monetise assets. 
We nevertheless haven’t had any kind 
of empirical evidence of these assump-
tions. The more severe a house price 
bubble, the higher the uncertainty about 
the future evolution of it. We therefore 
have a tendency to prefer the hard bul-
lets where we would assume a higher 
incentive for regulators to overcome 
severe stress in their covered bond mar-
kets. Covered bonds are too important 
for lots of banking systems.

Ted Packmohr, Commerzbank: “There are problems 
in putting in place one rule for every product”

“SMEs are 
something for the 

ABS market”
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Day, The CBR: Would BayernLB ever 
consider an SME covered bond?

Karioth, BayernLB: We are not plan-
ning any SME structure for the near 
future. However, we are of course moni-
toring the market closely and we don’t 
exclude that this could change in the 
future.

I think SMEs in general as a new in-
vestment alternative are from an inves-
tor’s point of view very interesting. What 
you would need, of course, would be 
implementation of a specific statutory 
framework for these instruments so that 
they are not mixed up with typical cov-
ered bonds. And investors would need 
to do some fundamental analysis in each 
case. But as a new alternative — espe-
cially coming back to Germany, with the 
great importance of the SME sector — it 
could be interesting. 

Tolckmitt, vdp: We have always said 
that we are not puristic about SME cov-
ered bonds as long as they are properly 
delimited from the traditional product 
in terms of not threatening the treatment 
and the perception of this traditional 
product. I think as long as this is assured, 
it’s perfectly OK to use elements of the 
traditional, very successful product for 
different purposes — but that has to be 
assured.

And from an issuer point of view, what 
Götz just said is extremely important. 

The SME covered bond was a child of a 
time when banks were more or less look-
ing desperately for new forms of funding 
going forward, not only because of the 
crisis, but because the new regulatory 
framework basically called into question 
the economic sense of all types of fund-
ing except covered bonds, it sometimes 
seemed to me. But looking ahead, we are 
now back at discussions around securiti-
sation and whether the regulatory frame-
work for securitisation might have been 
a little bit overdone. I think we will get 

back to a situation where securitisation is 
potentially at least used as a form of SME 
funding, but that was not possible for a 
number of years.

The final thing I would say on this 
topic is that I don’t necessarily think that 
using covered bonds or securitisations 
for SME funding automatically translates 
into favourable funding conditions for 
SMEs. The political discussion is always 
looking for solutions to SME funding 
and they believe that this could be one, 
but I doubt that. Other factors need to be 
looked at. 

Gipp, Helaba: The same can be said 

of the TLTRO. It will, if nothing else, be 
a substitute, a kind of SME funding for 
lending scheme.

Day, The CBR: Turning back to mar-
ket issues, Helaba has used the dual 
tranche structure twice for bench-
mark issuance. Why did you turn to 
it and what are the benefits?

Gipp, Helaba: As Ted said early on, the 
market has gone away from the old jum-
bo issuing format into more the bench-
mark issuing format, so Eu500m issues 
are more or less the name of the game. 
What we have found is that with small-
er sized issues you keep higher pricing 
power on your side, but there are nev-
ertheless certain times when it is rather 
attractive to get as much size out of the 
market as possible. That was the initial 
reason why we said at that time, let’s go 
out with two tranches of Eu500m each to 
keep the pricing power on each tranche 
but to take out liquidity in the amount 
of Eu1bn.

The only thing you really need to 
watch out for is that you do not get can-
nibalisation across these two tranches, 
so you need to choose maturities where 
you can target different investor bases. 
We did the same thing this year with our 
three and seven year issue, where the 
allocations were at the end quite differ-
ent. There was a very large non-German 
take-up in the shorter tranche, and a very 
large domestic take-up in the seven year 
tranche. So you can actually use your 
own issuing curve quite neatly through 
this dual tranche mechanism.

Is that something that we are going to 
use going forward at all times? I do not 
know. We have now four issues outstand-
ing that can be tapped, to get to a size of 
Eu1bn. And with the smaller deal size 
you on the one hand keep pricing power 
in your hands, but also ensure a little bit 
of performance potential for the investor.

Day, The CBR: Would other issuers 
consider it?

Michl, pbb: We prefer Eu500m transac-
tions and have an internal soft guideline 
not to tap higher than Eu750m simply 

“You keep higher 
pricing power on 

your side”
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for the ALM profile. But I rather prefer 
to do the deals independently. So if we 
need, for example, three years and seven 
years or five years, then it might be a 
second transaction two months later or 
whatever. Of course then you have the 
uncertainty if the market is there in two 
months’ time, but we normally just do 
only one. To be honest, I would be a bit 
afraid about the cannibalisation between 
the two products. Of course you have the 
pricing power, but then there’s the ques-
tion what you do if the book for one deal 
is more favourable than the other.

Gipp, Helaba: Of course, with every 
new issue you need to go out with proper 
marketing and a good idea of what is fea-
sible and what isn’t. It is right that you 
cannot squeeze out the last basis point 
of any issue and definitely not in a dual 
tranche.

Karioth, BayernLB: We have never is-
sued a dual tranche deal and we have no 
intention of considering such a transac-
tion in the foreseeable future.

Jegodtka, Union Investment: We also 
prefer seeing issuance spread over the 
year because we have cashflows over the 
year so for us it is easier if we get more 
chances to get into the market at differ-
ent times. So we do not really prefer dual 
tranche deals.

Day, The CBR: But ultimately if one 
does come, I suppose you have to 
live with that. Do you treat it any 
differently? 

Jegodtka, Union Investment: At the 
end of the day, it depends on the portfo-
lios we are investing and also on the situ-
ation in the market, and it might happen 
that we sign up for both tranches.

Day, The CBR: Götz, you did some 
foreign currency issuance last year. 
Have you followed that up this year?

Michl, pbb: Last year we did sterling and 
Swedish kronor, two currencies in which 
we originate assets. We did a couple of 
Swedish krona deals at the beginning of 

this year for a total of around Skr1.2bn 
(Eu131m). We have an office in Stock-
holm and a lending operation there.

The main reason why sterling isn’t 
currently working so well for European 
issuers is the quite small basis swap be-
tween sterling and euros, meaning that 
the spreads we can offer on sterling is-
sues are not as competitive as in the past. 
However, in recent weeks the basis swap 
came out a little bit, so maybe something 
will work again.

There are two sides to the coin. On 
the one hand, we need to swap euros 
into sterling because we have more euro 
funding and a couple of billion of sterling 
assets, but the basis swap is favourable 
for us and we can swap rather cheaply 
into sterling. But on the other hand if 
the basis swap is larger and it is not so 
favourable to fund these sterling assets in 
euros, then it is easier to issue in sterling.

It’s certainly quite nice to have the 
same currency in the cover pools, be-
cause then it’s matching and you need to 
pay less overcollateralisation for the mis-
match — we don’t have derivatives in the 
cover pool anymore, we simplified it, so 
we really pay for the currency risk with 
overcollateralisation. And then you ben-
efit from diversification in the investor 
base, which is quite positive — investors 
who buy sterling or Swedish kronor are 
perhaps not really euro investors.

Day, The CBR: Regarding collat-
eral, are there any concerns about 
either the mortgage or public sec-
tor collateral backing Pfandbriefe? 
Moody’s recently noted that some 
foreign collateral was performing 
worse.

Packmohr, Commerzbank: I don’t 
think NPLs are currently an issue for the 
German Pfandbrief market. Of course 
we have NPLs, as every market has, but 
these are far away from the levels of the 

more problematic markets, be that Italy, 
Spain, etc.

It is quite natural that there is an in-
crease in arrears for foreign assets. Many 
German issuers are running interna-
tional pools, potentially including some 
Portuguese loans, some Spanish assets, 
etc. So the broader the spectrum of as-
sets that you have on board, obviously, 
the more you will also be subject to the 
risks in those countries — but then only 
on a very small scale. This is exactly what 
Moody’s describes.

In the German market we currently 
have a very strong real estate market. 
This is particularly true for the resi-
dential side of things, but also for the 
commercial segment. In combination 
with the strong economic backdrop, 
this leaves us pretty much unconcerned 
when it comes to NPLs of German 
Pfandbrief pools.

Day, The CBR: Götz, do you see a 
significant difference between the 
German portion and the foreign 
portion of your cover pool?

Michl, pbb: Our cover pool is 50% Ger-
many, and the rest is diversified over Eu-
rope. But overall we have Eu4m of work-
out loans in the overall balance sheet. It’s 
a very small amount.

Packmohr, Commerzbank: We have 
also seen some turnover again in the 
distressed loan markets, which is a good 
sign, too, as it provides issuers with a 
degree of flexibility over how to manage 
their NPL portfolios if need be.

Day, The CBR: Thorsten, do you 
have any concerns collateral-wise 
with regard to Pfandbriefe, or any-
thing you are keeping an eye on?

Jegodtka, Union Investment: Not 
really with regard to the German Pfand-
brief market. When we look at the Ger-
man cover pools of course most of the 
assets are German-based — the average 
is around 80%.

But things are different with regard to 
southern Europe, where we have a closer 
look into the cover pools. n

“We are not puristic 
about SME covered 

bonds”
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The infl uence of
regulation on 
bond market 
funding

What are the key potential effects on European credit institutions’ bond 
market funding of obliging creditors to bear a share of the losses during 
a bank resolution or restructuring (bail-in)? What is the signifi cance of the 
ongoing debate over asset encumbrance in this context? And how will 
the anticipated Liquidity Coverage Ratio (LCR) regulations feed into this 
complex of issues? Thorsten Euler, covered bond analyst at DZ Bank, delved 
into these questions and presents his answers here.
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In the recent years following the outbreak of the fi nancial 
crisis in 2008, more and more banks have needed support 
from their governments to avoid insolvency and the result-

ing potential domino eff ects and threats to general fi nancial 
stability. States are now less willing and in some cases also less 
capable of providing further support to the banking industry. 
In order to prevent future large-scale involvement of the state 
and by extension the taxpayer in bank rescues, European legis-
lators have draft ed a large number of new regulatory standards 
for banks in recent years. Th is wave of new rules is intended 
to make banks more resilient (for instance by forcing them to 
hold more and higher quality capital, and by imposing a tighter 
liquidity regime) in order to reduce the probability of future 
fi nancial-sector crises. A second objective has been to use new 
bank restructuring and resolution rules to reduce the resulting 
costs to the taxpayer.

Th e following two sections examine the potential impact 
that the bailing-in of bond creditors (which new EU law — the 
Bank Recovery & Resolution Directive, BRRD — requires to 
be introduced Europe-wide by January 2016 at the latest) and 
the ongoing debate over the reservation of bank balance sheet 
assets for specifi c creditor groups (asset encumbrance) are set 
to have on banks’ unsecured and secured bond market funding. 
We will then elucidate the possible eff ects of the forthcoming 
Liquidity Coverage Ratio rules.

Bail-in and its effect on bond market funding
What does bail-in mean and which classes of investors 
does it affect?
Among other things, the BRRD provides four tools that are in-
tended to equip the responsible bank supervisory authorities to 
restructure or resolve an ailing bank:

 sale of business,
 bridge bank,
 asset separation,
 bail-in.

Th e bail-in tool is especially important. Subject to specifi ed 
conditions, it empowers the relevant supervisors to either re-
duce the value of the crisis-stricken credit institution’s share-
holders’ and creditors’ claims or convert them to equity, in or-
der to absorb the bank’s losses in the event of restructuring or 
to endow the bridge bank with suffi  cient capital.

Th e bail-in option is ultimately intended to transfer the risks 
and costs of a bank rescue from the taxpayer to the bank’s credi-
tors. In the past, the existence of an implicit state guarantee — 
especially for big systemically important banks — has meant 
that bank creditors could really be quite confi dent of being re-
paid in full in a crisis.

Th is cosy world is going to change radically when the 
BRRD takes legal eff ect. In general the BRRD requires that all 
the bank’s liabilities can be bailed-in, so that various classes of 
creditors will risk potential losses in a future crisis. Before bond 
and deposit creditors can be involved, however, equity capital 
providers and subordinated creditors must bear their full share 
of the losses. Th e diagram on the following page illustrates the 
intended liability cascade in the event of a bank restructuring 
or resolution.

However, this liability ladder does not include, for instance, 
secured (covered) customer deposits (up to Eu100,000) and cov-
ered bonds or other secured liabilities, since Article 44 of the 
BRRD explicitly excludes these liabilities from potential bail-ins. 
Th is means that covered bond creditors — unlike unsecured 
bank bond creditors — need never fear a compulsory reduction 
of the value of their outstanding secured claim in a bank failure 
scenario. Should the cover pool reserved to the covered bond 
creditors prove insuffi  cient to satisfy all the outstanding covered 
bonds in full, however, the possibility cannot be excluded that the 
remaining unsecured portion of the original secured liability will 
be caught up in a bail-in scenario and suff er a haircut. Despite 
this probably theoretical qualifi cation, the upshot is that covered 
bonds enjoy a fundamental regulatory advantage over unsecured 
bank bonds in the event of a bail-in.

Possible impact of bail-in regime on covered and unse-
cured bond market funding
Th e bail-in rules will make banks’ funding structures an especial-
ly important issue in future since their make-up will ultimately 
determine which creditor groups will have to bear what propor-
tion of any losses incurred. We will take the example of the diff er-
ent funding structures of three hypothetical banks with identical 
attributes (total assets of Eu100m, equity capital/subordinated 
bonds of Eu4m, net loss of Eu8m) to illustrate how the structure 
of a bank’s balance sheet liabilities can infl uence the size of the 
loss that unsecured bank creditors risk having to share.

 The potentially higher risk premiums that the buyers of unsecured bank bonds will demand to compensate for bail-in 
risk will depend, most importantly, on the creditworthiness of the bank concerned plus its individual funding structure 
and proportion of loss-bearing liabilities. In principle — other things being equal — banks whose liabilities are not pre-
dominantly bail-in-able forms of funding (for example secured deposits, central bank funding, covered bonds) might be 
particularly exposed to increasing costs when issuing unsecured bonds.

 Investors’ continuing hunger for yield and the general easing of conditions in the capital markets probably explain 
why the theoretically predicted widening of the yield premium between covered bonds and unsecured bank bonds has 
essentially failed to materialise.

 The more bank balance sheet assets are reserved for the benefi t of secured bank creditors, the greater the risk of losses 
for unsecured creditors in the event of a bank insolvency or bail-in. This means that the asset encumbrance and bail-in 
issues are closely linked. Potential reciprocal interactions with other areas of regulation also play a role. For example, the 
coming LCR regulations — due out by end-September at the latest — are already boosting demand for covered bonds 
— a trend that threatens to further increase asset encumbrance should it induce banks to issue more covered bonds.
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Th e example (see table opposite) shows that the risk of losses 
for senior bond creditors falls as the share of bail-in-able liabili-
ties rises. Th e same is true, however, if the proportion of equity 
capital and subordinated bonds increases. To this extent, the new 
capital requirements defi ned by Basel III — which oblige sys-
temically important credit institutions in particular to strengthen 
their capitalisation in both qualitative and quantitative terms — 
have a positive eff ect on institutions’ loss resilience and thereby 
also lower their unsecured bank bond funding costs.

Th e potentially higher risk premiums that the buyers of un-
secured bank bonds will demand to compensate for bail-in risk 
will depend most importantly on the creditworthiness of the 
bank concerned plus its individual funding structure and pro-
portion of loss-bearing liabilities (equity capital and unsecured 
borrowed funds). Banks whose liabilities are not predominantly 
bail-in-able forms of funding (for example secured deposits, 

central bank funding, covered bonds) might be particularly 
exposed to increasing costs when issuing unsecured bonds. In 
this context, however, it is especially important to also consider 
the business model of the bank concerned. In the case of banks 
that engage in relatively low-risk lines of business, the result-
ing reduced chances of a bail-in scenario materialising might 
(partially) compensate for the drawback of holding a lot of non-
bail-in-able liabilities. Investors are likely to pay even more at-
tention in future to the risk content of individual banks’ busi-
ness activities to help them better estimate their potential losses 
in a bail-in scenario. It is possible that the closer monitoring 
that will result from the regulators’ desire to make investors 
share in bank losses will also induce credit institutions to scale 
back especially risky activities, including high risk lending.

What infl uence are the bail-in regulations having on 
bank bonds’ yield premiums?
Since the bail-in rules have increased unsecured bank bond 
creditors’ risk of losses, it appears only logical at fi rst glance 
for them to demand higher premiums for taking on th is risk. 
In principle — other things being equal — all banks could fi nd 
themselves having to pay more to issue unsecured bonds than 
in the past. Raising funding through covered bonds could have 
become more attractive to issuers because theory teaches us to 
expect a widening of the yield spread between covered bonds 
and unsecured bank bonds.

A study we previously conducted analysed the evolution of 
the yield premiums of 32 European issuers’ similar-maturity se-
cured and unsecured bank bonds; we found that in most cases 
the spread diff erence between unsecured bonds and covered 
bonds has tended sideways in recent months. Over the period 
concerned (normally January 2013 to mid-March 2014) there-
fore, the theoretically predicted widening of yield premiums in 
favour of covered bonds resulting from the bail-in rules could 
not be confi rmed. Where the bond pairs’ spread diff erence did 
change, this was mostly because unsecured bond spreads tight-
ened more. Th is was probably due to investors’ persistent chase 
aft er yield and the bond markets’ general easing that have tend-

ed to make unsecured bank 
bonds even more sought-aft er 
than covered bonds over recent 
months. Th is suggests that cur-
rent market trends may have 
outweighed the expected regu-
latory eff ect on yield premiums.

We can state in summary 
that when banks decide in fu-
ture to issue covered or uncov-
ered bonds to raise funding, 
they will need more than ever 
to focus on the relativities of 
their funding structure to avoid 
(for instance) the risk that ex-
cessive utilisation of normally 
cheaper secured funding could 

Common Equity Tier 1 capital

Additional Tier 1 instruments 

Tier 2 instruments

Other subordinated debt

Senior debt (bonds, loans, uncovered deposits of 
institutional clients)

Uncovered deposits of retail clients and micro/ small/  
medium enterprises

Deposit guarantee schemes (in proxy of covered 
deposits)

Source: Article 48 BRRD, DZ BANK Research

Bail-in: rank order of liability of different fi nancial instruments and deposits

Thorsten Euler, DZ: “The issue 
boils down to the bank fi nding a middle way”

CBR20_AnalyseThis_DZ_3.indd   50 03/09/2014   17:51:00



ANALYSE THIS: REGULATORY INFLUENCE

Jul/Aug 2014   The Covered Bond Report   51

drive up the cost of unse-
cured instruments. Alongside 
the changes in the regulatory 
framework, however, cur-
rent market developments will 
naturally continue to have a 
crucial infl uence on the banks’ 
decisions, since their ultimate 
objective is to arrive at the op-
timum funding mix taking ac-
count of all the factors in play. 
It is impossible to say whether 
all banks will fi nd it cheaper to 
issue more unsecured or more 
secured debt; that depends on 
individual circumstances.

What part does the asset encumbrance issue play in 
banks’ funding decisions?

Th e term asset encumbrance refers to the reservation of bank 
assets to collateralise secured funding. Th e secured creditors 
have a prior claim over these assets to satisfy their entitlements 
in the event of the bank’s insolvency. Covered bonds are not the 
only source of banks’ asset encumbrance, the most important 
other forms being central bank funding, securities repurchase 
agreements and the furnishing of collateral for derivative trans-
actions; these all reduce the assets available to unsecured credi-
tors in an insolvency scenario.

In the wake of the fi nancial market crisis, the especially 
hard-hit banks of Greece, Italy, Portugal, Slovakia and Spain 
have obtained more liquidity from the European Central Bank 
and furnished collateral in return, thereby boosting the share 
of reserved assets on their balance sheets. In Germany, on the 
other hand, the proportion of bank assets reserved to specifi c 
creditor groups has fallen signifi cantly.

Th e more bank balance sheet assets are reserved for the ben-
efi t of secured bank creditors, the greater the risk of losses for 
unsecured creditors in the event of a bank insolvency or bail-in. 

Th is means that the asset encumbrance and bail-in issues are 
closely linked. When investors see that a particular bank has a 
higher asset encumbrance ratio than another institution with a 
similar business model, they are likely to demand a higher yield 
premium on the bank’s unsecured bonds to compensate for the 
resulting greater risk of losses.

However, bank balance sheets’ lack of transparency with 
regard to asset encumbrance is a crucial problem in this re-
spect — a defi ciency that is bound to make pricing harder for 
investors. Banks oft en fail to make the volume of assets used 
to collateralise central bank funding and repo or derivative 
transactions transparent to outsiders. Th e only asset encum-
brance heading made public (in issuers’ periodic reporting on 
their covered bond programmes) is the total assets serving as 
the cover pool behind covered bonds. Th e lack of transparency 
over asset encumbrance is also clearly a thorn in the side of the 
European Banking Authority (EBA), which explains why banks 
will have to provide the industry regulator with regular detailed 
information on pledged or otherwise reserved assets starting 
at the beginning of next year. Although the conditioned data 
submitted to the EBA will sadly not be available to investors, 

Infl uence of funding structure on size of shared loss

In euro million Bank A Bank B Bank C

Equity/subordinated bonds 4 4 4

Unsecured bonds (senior bonds) 8 20 30

Covered deposits 50 50 0

Covered bonds, other secured liabilities 38 26 66

Share in loss senior bonds 4/8 = 50% 4/20 = 20% 4/30 = 13.3%

Note: Eu4m of the assumed loss of Eu8m is initially absorbed by the equity capital providers/subor-
dinated creditors, and the remaining Eu4m is borne by senior bond creditors

Source: DZ BANK Research
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the EBA is currently also busy 
drafting additional disclosure 
requirements for banks’ annual 
accounts; this should ensure 
greater transparency regarding 
banks’ asset encumbrance.

In view of the sharp rise in 
some banks’ asset encumbrance 
in recent years, combined with 
the lack of transparency we have 
described, it is no surprise that 
there is constant talk of a regula-
tory cap on asset encumbrance 
that would protect unsecured 
bank creditors against an exces-
sive “hollowing out” of banks’ 
balance sheets. There are two 
main reasons why we would criticise the idea of imposing a rigid 
limit on banks’ asset encumbrance, however: the first is that a 
rigid ceiling is capable of making what is possibly only a tempo-
rary liquidity crunch much worse by blocking the bank’s access 
to central bank liquidity or closing off the option of covered bond 
issuance. Secondly, a distinction has to be made between deposit-
taking institutions (universal banks) and specialised institutions 
(mortgage banks). Mortgage banks’ business model is famously 
centered on large-scale secured funding, which inevitably leads 
to a higher level of asset encumbrance, and so cannot be fairly 
compared with universal banks.

When all is said and done, the issue boils down to the bank 
finding a middle way between secured and unsecured funding 
that is compatible with its business model, paying due regard to 
asset encumbrance as a possible limiting and price-influencing 
factor. Potential reciprocal interactions with other areas of reg-
ulation also play a significant role in the process. For example, 
the coming LCR regulations are already boosting demand for 
and possibly also the issuance of covered bonds, a trend that 
would further increase asset encumbrance and disadvantage 
unsecured creditors in the event of a bail-in.

Prospective effects of the Liquidity Coverage Ratio
In a progressively staged process starting in 2015, European 
banks will be required to comply with the newly-defined liquid-
ity coverage ratio (LCR) standards. The LCR is intended to en-
sure that banks have sufficient high quality liquid assets (HQLA) 
permanently at their disposal to be able to absorb the simulated 
liquidity outflows identified by a 30-day stress scenario. 

The most important question that the European Commis-
sion will need to answer from covered bonds’ perspective is 
which category (Level 1 or Level 2A assets) covered bonds will 
be assigned to.

Although the definitive details of the LCR rulebook are still 
uncertain, the impression is firming up that covered bonds will 
not only be classified as Level 2A assets on the Basel III model, 
they will also be able to qualify for Level 1 asset status subject 
to certain conditions. 

Separate from the question of the Commission’s eventual 
formulation of its delegated LCR act, we already know that cov-
ered bonds enjoy a regulatory privilege over unsecured bank 
bonds since the latter fail to qualify as HQLAs as a class. This 
raises the question, however, of what effects would flow from 
splitting covered bonds into Level 1 and Level 2A assets as cur-
rently mooted?

Based on the EBA’s twice-yearly European-level analysis of 
the effects of the new Basel III regime and using the figures for 
the 30 June 2013 record date (EBA “Basel III monitoring ex-
ercise” of 6 March 2014), we find that the 43 Group 1 Banks 
participating voluntarily in the study (these are internationally 
operating banks with at least Eu3bn of Tier 1 capital) already 
report an average LCR of 104% (Group 2 Banks: 133%) and 
that 58.5% of these banks already satisfy the full LCR require-
ments that will not be phased in until 2018 (Group 2: 69.3%). 
The Group 2 Banks comprise the remaining 131 credit institu-
tions participating in the study. It is interesting from the cov-
ered bonds angle that the breakdown of the reporting banks’ 
HQLAs reveals that Level 2A Assets — which include covered 
bonds — account for a respective average of just 9% of total 
HQLAs for Group 1 Banks and just 13% for Group 2 Banks. 
This means that as of the survey date, covered bonds make up 
a much smaller average proportion of total HQLAs than the 
proposed Basel III limit of 40%.

Moving forward from the published EBA data, if the Com-
mission were to announce an unexpectedly negative LCR defi-
nition from the viewpoint of covered bond issuers and investors 
(i.e. only classify all covered bonds as Level 2A assets), on aver-
age this would not trigger any particularly big market reaction 
or spread widening in the covered bonds segment. We would 
see a different pattern should the delegated act recognise some 
covered bonds as Level 1 assets, however. The bonds classified 
as Level 1 could then experience a regulator-induced demand 
surge that would drive their yield premiums to shrink further. 
This potentially creates a regulator-induced incentive for issu-
ers to issue more covered bonds, which in turn increases asset 
encumbrance and the loss-risk to unsecured creditors. n

Speculation over LCR criteria: possible requirements for covered bonds (not fully inclusive)

Possible requirements Level 1 Level 2A

Legal basis UCITS- or CRR-compliant UCITS- or CRR-compliant

Covered bond rating AA-/Aa3 minimum A-/A3 minimum

Issuer rating A-/A3 minimum BBB-/Baa3 minimum

Issued volume Eu500m minimum Eu250m minimum

Applicable haircut 7% minimum 15% minimum

Maximum covered bonds share in 
percent of total LCR assets

70 40

Source: DZ BANK Research
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The primary objective of the ICMA Asset Management 
and Investors Council (AMIC) is to support and promote 
the success of the international asset management and 
investment business.

The AMIC represents a broad range of international investors drawn from all sectors 

of the industry, including institutional asset managers, private banks, hedge funds, 

pension funds, insurance companies and sovereign wealth funds. It provides  

co-ordinated representation for a very fragmented industry and takes into account the 

views of end-asset owners as well as those of the asset management community.

Its diverse and dynamic membership, its focus on cross-border asset management 

issues and its access to the resources and expertise of ICMA make AMIC a 

distinctive voice for the investment community. 

Main work programmes and working groups include Corporate Governance, Private 

Banking, Shadow banking, Solvency II & Covered Bonds. 

The Covered Bond Investor Council, which is one of the working groups of AMIC, 

looks closely at what the covered bond market needs in order to continue to 

develop and to help the regulators understand it. The CBIC transparency working 

group has identified key information investors in covered bonds would need to  

make better informed investment decisions and produced a draft template.

Register now for the next ICMA Asset 
Management and Investors Council (AMIC) 
Meeting in London on 29 October 2014. 

Join us to discuss relaunching growth in 
the current EU economic and regulatory 
environment – how can investors contribute. 

To register now visit: icmagroup.org/events  

The ICMA Asset
Management and
Investors Council

International
Capital Market
Association

Talacker 29
P.O. Box
CH-8022 Zurich

Tel: +41 44 363 4222
Fax: +41 44 363 7772

E-mail: info@icmagroup.org

www.icmagroup.org/AMIC
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Nykredit covered bonds have offered investors excellent security and liquidi-

ty since 1851.

A strong legal framework and focus on mortgage lending in Denmark have 

made Nykredit the largest issuer of mortgage covered bonds in Europe.

Nykredit’s covered bonds are rated AAA due to high quality mortgage assets 

in the cover pools, match funding and a total capital ratio of 18.9%. 




