ECBC: EUROPEAN COVERED BOND

EMF ECBC

EUROPEAN MORTGAGE FEDERATION
EUROPEAN COVERED BOND COUNCIL

ECBC PUBLICATION - October 2020 - 15™ edition







This 15% edition of the ECBC European Covered Bond Fact Book builds on the success of previous editions.
Chapter I presents an analysis of eleven key themes of the year, offering an overview of the Industry’s views
on these, such as the latest state of play of the covered bonds’ implementation, the Covid-19 pandemic and the
impact covered bond market.
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Chapter III presents an overview of the legislation and markets in 42 countries, including for the first time a
pan Baltic overview. Chapter IV sets out rating agencies’ covered bond methodologies and, finally, Chapter V
provides a description of trends in the covered bond market as well as a complete set of covered bond statistics.

We welcome the broad range of views expressed in this latest edition of the Fact Book and would like to extend
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FOREWORD

Between crisis and opportunities, building a better future for our next generation

As the Covid-19 pandemic has swept through Europe, it has filled us all with a deep awareness of and insight
into the radical changes ahead of us. We all feel the winds of change blowing and we are preparing ourselves for
a massive transformation of our society and with this also the economic and financial landscape. Never before
in history have we seen a global pandemic which has simultaneously and dramatically impacted the supply and
demand sides in all regions around the world, affecting the building blocks of our lives: how we work, how we
study, how we interact with people, how we live. Underestimating the depth and the intensity of this change
would be a mistake.

This crisis is highlighting and accelerating key drivers of change and dynamics which some have tried to overlook
or hide. Today more than ever we see that in our society every change has an impact on the rest of the globe
and every change in the rest of the globe has implications for our daily life: those who are hiding behind borders
or walls must understand that no border or wall can shield from the magnitude of the wind of change. There are
no walls that can shield from a pandemic, nor from new ideas, new economic models and financial crisis. Noth-
ing can block the hope of looking for a better future, the promised land, which remains the only real driver of
evolution for humankind. In fact, this is also a fundamental right to be guaranteed and a duty towards our future
generations. Against this backdrop, for the majority there is a growing awareness that only global synergies and
can preserve our civilisation and protect all of us from more dramatic scenarios.

The word crisis etymologically comes from the ancient Greek verb of “kpivw” which means select, decide. In
fact, in ancient times, “kpioig” was the process after the wheat harvest of selecting the best seeds to be kept and
used for planting, to prepare the fields for the next season. This selection allowed the community to survive, get
through the winter and look forward to a better future with an abundant harvest.

This unprecedented crisis should help us to select the right seeds to allow our global community to plant the
cultivation which will secure a fair and sustainable future.

The essence of this spirit is the basis for the action plan of the European Union called Next Generation EU. The
coronavirus has shaken Europe and the world to its core, testing healthcare and welfare systems, our societies
and economies and our way of living and working together. To protect lives and livelihoods, repair the Single
Market, as well as to build a lasting and prosperous recovery, the European Commission is proposing to harness
the full potential of the EU budget.

The real long term objective is fighting climate change and the plan proposed is intended to turn the immense
challenge we face into an opportunity, not only by supporting the recovery but also by investing in our future:
the European Green Deal and digitalisation will boost jobs and growth, the resilience of our societies and the
health of our environment.

Those are the seeds identified to prepare the future for our upcoming generation. The Green Deal should be
seen as an essential pillar of the Recovery Plan, going hand in hand with efforts to foster social mobility and the
capacity of the most vulnerable part of the society to improve their future prospects.

This cultural attitude is the fundamental of the welfare systems in Europe and the mortgage systems in the Old
Continent are an integral way of providing a social lift in the different countries. For example, looking at bench-
marks, Denmark is not only the largest mortgage market and, with on average EUR 55,000 per adult, one of
the most mortgage intense economies in Europe but it is also the country where the young generation has the
earliest access to housing and where a low-income Danish family can raise their wage and social status to the
country’s average in two generations, whereas in other regions in the globe it can take up to nine generations.
Moreover, in terms of sustainability, Danish buildings now use half as much energy as they did 40 years ago.

21



22

Between 1990 and 2015 Denmark’s carbon emission dropped 36% while its GDP more than doubled. This shows
that economic and green can go hand in hand. In 1990 renewables supplied 6% of Denmark’s energy, now they
supply 33%. Denmark is the most prepared country for the energy transition and to meet the goals of the Paris
Agreement being by 2050 carbon neutral.

Our democracies are based on their capacity to guarantee social mobility, and capital markets and mortgage
markets are, for their, part essential components of the balance mechanisms to guarantee fair and sustainable
societies. So, their smooth functioning is not only economically significant but politically relevant.

If we select the right seeds, this crisis can pave the way for a new, green ‘renaissance’. This will open up new
perspectives at global level, in much the same way as the Black Plague was the trigger for a deep revolution of
the society, labour market, financial and technological landscape at that time, setting the preconditions for the
socio-cultural revolution called the Renaissance.

As for the Renaissance, private stakeholders can play a significant role and act as catalysts for a change in
mentality. Like pioneers, we need to develop constructive spirits, build bridges, undertake collaborative actions
and show leadership in tackling key building blocks. All this will result in adapting financial mechanisms and best
practices to the new reality.

The private sector can certainly contribute significantly by channelling financial resources to support social mobil-
ity and a transition economy towards low carbon standards. The challenge that we need to tackle is to convince
the largest number of citizens to make the green Renaissance their hope for the future. We must be careful to
highlight the green added value and not make the green wave an obstacle for their ambitions. From our per-
spective it would be very counterproductive socially and economically to implement binary policy solutions, i.e.
stick and carrot policies, which could ultimately hit the most vulnerable part of our society making their access
to credit more difficult. Capital cost is the real priority for banks, a fine tuning of the prudential framework with a
gradual privileged treatment for energy efficient mortgages would be the most appropriate approach, based on
the evidence produced by the H2020 EeDaPP project. This risk sensitive approach would allow banks to align their
risk profiles without shocking their capital structures, and in this way facilitate the implementation of sustainable
financial products and boost private sustainable investments towards the real economy.

With these considerations in mind, the EMF-ECBC is setting out new strategies and putting forward concrete sets
of market actions to support Next Generation EU.

With EUR 7 trillion of mortgages outstanding, the mortgage industry a key driver for social mobility and economic
growth. Moreover, the Covered Bond industry, with EUR 2.7 trillion of outstanding bonds is the CMU gateway for
long term investors and for lender access to long term funding. Moreover, from a financial stability perspective,
the asset class represents a unique solid macroprudential instrument which has also proven its value as a crisis
management tool.

In the context of Covid 19 and against the backdrop of financial vulnerability for at least a quarter of European
families, the EMF-ECBC took early action and created a European task force to coordinate and promote policy
and market actions in order to support consumers in financial difficulty and facilitate access to credit for busi-
nesses. This immediate reaction during the lockdown period together with the introduction of measures such
as moratoria across European markets prevented a worsening of the situation and relieved financial pressure
on families. In parallel, the EMF-ECBC undertook efforts to increase market transparency by securing additional
market disclosures through new COVID and ESG sections in the Covered Bond Label’s HTT.

In the context of the European Green Deal, the EMF-ECBC is reinforcing Industry capabilities to develop ESG
funding and lending strategies.

For more than five years now, the EMF-ECBC has been leading on the Energy Efficient Mortgages Initiative
(EEMI), which brings together the Horizon 2020 EU funded EeMAP, EeDaPP and EeMMIP projects. The EEMI has



a threefold objective: First, to propose a private initiative promoting energy efficiency investments in buildings
based on a common European definition of Energy Efficient Mortgages which helped to inform the work of the
Technical Expert Group on the Taxonomy. Second, to create a standardised energy efficient mortgage (EEM) to
facilitate the acquisition of energy efficient properties and the renovation of those not aligned with EE norms.
Third, to evaluate the availability of EEM asset data across EU Member States and gather large scale datasets
to investigate the link between building energy performance, market value, probability of default (PD) and loss-
given-default (LGD). Indeed, the underlying assumption of the EEMI is that building energy efficiency reduces
owners’ payment disruption risk, increases property value, and, as a result, reduces credit risk for banks and
financial institutions.

The end of August 2020 marked the conclusion of the Horizon 2020 Energy Efficient Data Protocol & Portal
(EeDaPP) Project which has delivered, after 30 months of intense work, data collection, market analysis and
consultations, very important results for both the Industry and policymakers:

1. The EeDaPP Master Template (& accompanying explanatory White Paper) (link to both), a protocol which
provides a common Industry benchmark for the collection of data related to building energy performance
and which will constitute the basis for the development of disclosure best practices in the Energy Efficient
Mortgage Label;

2. A comprehensive analysis into the correlation between energy efficiency and credit risk (link).
The econometric analysis demonstrates a negative and significant correlation between building energy
performance and the probability of mortgage default, potentially paving the way for new policy considera-
tions in relation to EEM.

The econometric evaluation provided in the analysis focuses on the specific case of Italy. According to the associ-
ated portfolio analysis, the percentage of more EEM has been increasing over the last decade, while less efficient
properties are predominantly affected by default. Significantly and as indicated above, the econometric evalu-
ations highlight a negative correlation between EE and the owners’ PD, thus confirming that energy efficiency
investments tend to improve owners’/borrowers’ solvency. Additionally, the results indicate that the degree of
energy efficiency also matters, i.e., more energy efficient buildings are associated with relatively lower risk of
default. Once again, these findings highlight the role of energy efficiency in reducing the default probability of a
borrower. All in all, this report shows that people with more energy efficient homes and lower energy bills, can
better afford their mortgage payments, reducing financial risk for banks and investors.

The selection of the portfolio analysed with a data series of 10 years, was based on approximately 470,000 real
estate valuations. After a data cleaning exercise of this real market dataset, the total number of mortgages
analysed was 72,980.

These results are of great significance in relation to the current policy agenda given their relevance for key files
including the EU Green Deal, the Renewed EU Action Plan on Sustainable Finance and the implementation of
Basel III into EU legislation.

Indeed, the evidence produced by EeDaPP paves the way for a more risk sensitive approach in the regulatory
treatment of EEM based on scientific confirmation that build energy performance has an impact on risk.

Against this background, the EMF-ECBC is leading efforts to establish an EEM Label which together with the
Covered Bond Label will not only facilitate further data collection to substantiate this correlation on an ongoing
basis, but which will also secure quality and transparency for market stakeholders in the gathering, processing
and disclosure of EEM & ESG data, stimulating market development.

Boudewijn Dierick Luca Bertalot
ECBC Chairman EMF-ECBC Secretary General
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ECBC

EUROPEAN COVERED BOND
COUNCIL

ABOUT THE ECBC

The European Covered Bond Council (ECBC) is the platform that brings together covered bond market participants
including covered bond issuers, analysts, investment bankers, rating agencies and a wide range of interested
stakeholders. The ECBC was created by the European Mortgage Federation (EMF) in 2004. As of September
2020, the Council has over 125 members across 30 covered bonds jurisdictions and many different market seg-
ments. ECBC members represent over 95% of covered bonds outstanding. The ECBC and the EMF reintegrated
in 2014 under a common umbrella entity, i.e. the Covered Bond & Mortgage Council (CBMC). The intention is to
further develop synergies, share market best practices, achieve convergence across the whole value chain of this
Industry, and, at the same time, to act as a market catalyst in origination and funding techniques.

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

ECBC STRUCTURE

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

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

ECBC WORKING GROUPS

> The EU Legislation Working Group, chaired by Mr Frank Will, has over the past years successfully lob-
bied at EU and international level to obtain appropriate treatment for covered bonds. As its name suggests,
this Working Group monitors EU legislation with a specific relevance for covered bonds. Most recently, this
has included Basel III and CRD IV/CRR, with a focus on the Net Stable Funding Requirement (NSFR) and
the Fundamental Review of the Trading Book (FRTB).

> The Technical Issues Working Group, chaired by Mr Morten Baekmand Nielsen, represents the techni-
cal think thank of the covered bond community, drawing on experts from across the industry to tackle key
issues for the industry. The Working Group tackles subjects relating to covered bonds such as the use and
treatment of derivatives in the cover pool, bankruptcy remoteness and latest market developments. The
Working Group manages and updates a database which provides an overview of covered bond frameworks
across the EU and globally and enables their features to be compared (this is accessible at www.ecbc.eu).

> The Market Related Issues Working Group, chaired by Mr Steffen Dahmer, discusses topics such as the
MiFID review and conventions on trading standards and the market-making process.

> The Statistics and Data Working Group, chaired by Mr Joost Beaumont, is responsible for collecting and
publishing complete and up-to-date information on issuing activities and volumes outstanding of covered
bonds in all market segments. With over 30 different covered bond jurisdictions and numerous issuers, the
collection of data is of utmost importance, particularly given that the ECBC data is increasingly viewed as
the key source of covered bond statistics.

> The Covered Bond Fact Book Working Group, chaired by Mr Sascha Kullig, is responsible for the pub-
lication of the annual ECBC Covered Bond Fact Book. This publication covers market developments, as well
as legislative frameworks in different countries and statistics.
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> The Rating Agency Approaches Working Group, chaired by Ms Elena Bortolotti, examines the rating
approaches applied by credit rating agencies for covered bonds and, when necessary, convenes meetings
and publishes position papers accordingly.

> The Global Issues Working Group, chaired by Mr Colin Chen, focuses exclusively on covered bond issues
from a global perspective in an effort to create synergies between traditional, new and emerging covered
bond markets. The Working Group aims to allow the development of a more level playing field for all at
a global level, helping to enhance transparency and convergence, and ensure a proper recognition of the
macro prudential value of the covered bond asset class at a global level.

ECBC TASK FORCES

In addition to the afore-mentioned Working Groups, the ECBC has established the following topical Task Forces
which consist of relevant covered bond market and legal experts from various jurisdictions at the EU and
global levels: EMF-ECBC Covid-19 Recovery Task Force, ECBC Implementation Task Force, ECBC Task Force
on Extendable Maturity Structures, ECBC European Secured Notes (ESN) Task Force, ECBC Transparency Task
Force, ECBC Liquidity Task Force, ECBC Swap Task Force and ECBC Brexit Task Force.

Membership of the ECBC continues to grow and its agenda for the coming year is already filled with numerous
activities. The ECBC’s objective now is to press ahead in its work with a view to further strengthening its role
in facilitating the communication amongst the different covered bonds stakeholders, in working as a catalyst
in defining the common features that characterise the asset class and in facilitating improvements in market
practices, transparency and liquidity.

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

Luca Bertalot,
EMF-ECBC Secretary General
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Crédit Agricole Home Loan SFH

Crédit Mutuel Arkéa

Credit Suisse Securities (Europe) Limited
CRIF

Coventry Building Society

Danish Ship Finance

Danske Bank

DBRS MorningStar-Credit Ratings

De Volksbank NV

Depfa ACS Bank

Deutsche Bank AG

DLR Kredit A/S

DNB Boligkreditt

Dutch Association of Covered Bond Issuers - DACB
DZ Bank

DZ HYP

EAA Covered Bond Bank Plc.

Eika Boligkreditt AS

Euromoney Conferences

European AVM Alliance - EAA

European DataWarehouse GmbH

Fédération des Caisses Desjardins du Québec
Finance Finland

Finance Norway - FNO

Fitch Ratings Ltd.



28

Grupo BBVA

Gruppo Banca Carige

HSBC SFH Finance

Hungarian Banking Association
Hypoport/Intertrust

ING Belgium

ING Group

Intesa Sanpaolo

Italian Banking Association — Associazione Bancaria
Italiana - ABI

JP Morgan

KBC Bank

Korea Housing Finance Corporation — KHFC
La Banque Postale Home Loan SFH
Landesbank Baden-Wirttemberg - LBBW
Landesbank Hessen-Thiringen — HELABA
Linklaters Business Services LLP

Lloyds Banking Group

Luminor Bank AS

Luxembourg Bankers’ Association — ABBL
Mbank Hipoteczny

Mode Finance

Moody'’s

Minchener Hypothekenbank eG

National Bank of Greece SA - NBG
Nationwide Building Society

Natixis

NatWest Markets

NIBC Bank N.V.

Nomura International Plc.

Norddeutsche Landesbank Girozentrale

Nordea Bank AB

Novo Banco S.A.

Nykredit A/S

OP Mortgage Bank

pbb Deutsche Pfandbriefbank AG

Pfandbrief & Covered Bond Forum Austria
Pfandbriefbank schweizerischer Hypothekarinstitute
PKO Bank Hipoteczny

Rabobank

Realkredit Danmark A/S

Royal Bank of Canada - RBC

S&P Global Ratings

Santander UK Plc.

Scope Ratings GmbH

Société Générale Corporate & Investment Banking
Société Générale Société de Crédit Foncier - SG SCF
SP Mortgage Bank Plc

Spanish Mortgage Association — Asociacion
Hipotecaria Espanola - AHE

Sumitomo Mitsui Banking Corporation (SMBC)
Svenska Handelsbanken - Stadshypotek
Swedbank AB

TAO Solutions

The Association of Banks in Singapore — ABS
The Mortgage Society of Finland

TXS GmbH

UBI Banca

UBS

UK Regulated Covered Bond Council - UKRCBC
UniCredit Group

Valiant Bank AG

Verband Deutscher Pfandbriefbanken e.V. - vdp
White & Case

September 2020



?) COVERED BOND

L ABETL:

COVERED BOND LABEL

The Covered Bond Label is a quality Label which responds to a market-wide request for common qualitative and
quantitative standards and for an enhanced level of transparency and comparability in the European covered
bond market. The Label:

> Establishes a clear perimeter for the asset class and highlights the core standards and quality of covered bonds;
> Increases transparency;

> Improves access to information for investors, regulators and other market participants;

> Has the additional objective of improving liquidity in covered bonds;

> Positions the covered bond asset class with respect to regulatory challenges (CRD IV/CRR, Solvency II,
redesign of ECB repo rules, etc.).

The Covered Bond Label Foundation (CBLF) was founded by the EMF-ECBC in 2012 and it was developed by
the European issuer community, working in close cooperation with investors, regulators, and rating agencies
and in consultation with all major stakeholders. The Label website became fully operational in January 2013,
with the first Labels being granted since then.

As of September 2020, visitors can find the Harmonised Transparency Template (HTT) and 14 National Transpar-
ency Templates, 115 issuer profiles and information on 140 labelled cover pools with issuance data on over 5,500
covered bonds amounting to a total face value of around EUR 2 tn. In the first half of 2020, one new jurisdiction,
Estonia, joined the Covered Bond Label family thus marking an important step of the Label in providing trans-
parency and standards in upcoming covered bond markets. In this period the Label marked as well a further
expansion in the in the German, Italian, South Korean and Canadian markets as more issuers decided to join.

The Label is based on the Covered Bond Label Convention (the one currently in force is 2020 Label Convention please
see below), which defines the core characteristics required for a covered bond programme to qualify for the Label.

The Covered Bond Label Foundation (CBLF) granted the first Non-European Economic Area (non-EEA) Label
in 2015. In February 2016, the first non-EEA global issuer published the HTT followed by the first European
issuers. Currently, 14 out of 140 pools are form outside the EEA and the UK.
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The HTT is the worldwide standardised, Excel-based form that issuers who have been granted the Covered Bond
Label use to disclose information on their covered bond programmes. Definitions and format of the disclosed
information are standardised to increase comparability and transparency between issuers and between jurisdic-
tions. Standardisation facilitates investors’ due diligence, enhancing overall transparency in the Covered Bond
market. The HTT, designed to be fully compliant with Art. 129(7) CRR transparency requirements, undergoes
constant review, stirred by the Covered Bond Label Committee and the Covered Bond Label Advisory Council,
so to be always up-to-date with regulatory and market requirements. Additional country-specific information on
the covered bond programmes can be found in the National Transparency Templates often included in the HTT.

The HTT presents a significant achievement in terms of convergence of market best practices and a substantial
step forward in enhancing transparency in the covered bond space both in Europe and across the globe. The HTT
is a particularly positive step for the market and especially for global investors, who will be able to perform their
due diligence activities more easily and obtain issuers’ data ranging from asset and liability side information to
legislative details from different countries in a more comparable way.

The new HTT 2021 which has been approved in September 2020 and which will be compulsory starting from Q1
2021 will include among others a new ESG data requirements section in order to react on the increased interest
of this type of data in the covered bond market space.

2020 Covered Bond Label Convention

Covered bonds are debt securities, backed by mortgage, public sector or ship assets, and characterised by a
twofold bondholders’ protection mechanism rooted in a dedicated covered bond legal framework.

In more details:
I Legislation safeguards
a) The CB programme is embedded in a dedicated national CB legislation;

b) The bond is issued by - or bondholders otherwise have full recourse, direct or indirect!, to - a credit
institution which is subject to public regulation and supervision;

c) The obligations of the credit institution in respect of the cover pool are supervised by public supervisory
authorities.

II Security features intrinsic to the CB product
a) Bondholders have a dual claim against:
i. The issuing credit institution as referred to in point I b);

ii. A cover pool of financial assets? (mortgage, public sector or ship assets), ranking senior to the unse-
cured creditors.

b) The credit institution has the ongoing obligation to maintain sufficient assets in the cover pool to satisfy
the claims of covered bondholders at all times.

c) Issuers are committed to providing regular information enabling investors to analyse the cover pool, fol-
lowing the Harmonised Transparency Template® and in compliance with the transparency requirements
of Article 129(7) of the CRR.

For further information on the Covered Bond Label Convention, visit https://www.coveredbondlabel.com/

1 Including pooling models consisting only of covered bonds issued by credit institutions.

2 The financial assets eligible for the cover pool (including substitution assets and derivative instruments) and their characteristics are defined in
the national covered bond legislation which complies with the requirements of Article 52(4) of the UCITS Directive and Article 129 of the CRR,
as well as those articles which specify its implementation, including a waiver for the requirement for the issuer to be based in the European
Economic Area (EEA), allowing non-EEA LCR compliant covered bonds programmes to be eligible for the Label. Non-EEA Labels will be identified
on the Covered Bond Label website in a different graphic solution to EEA Labels.

3 The enhanced Harmonised Transparency Template 2020 will enter into force at the end of the first quarter of 2019 and will be a binding require-
ment for the granting and renewal of the Covered Bond Label.



> F1GURE 2A: MARKET SHARE COVERED BOND LABEL BY OUTSTANDING
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> F1GURE 2B: MARKET SHARE CoVERED BoOND LABEL BY ISSUER
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The data on the total covered bond market is based on end-2019 values, whereas data on the Covered Bond Label is based on data of August 2020

LABELLED COVER POOLS

AUSTRIA CANADA

UniCredit Bank Austria AG Credit Public Sector CIBC Legislative

UniCredit Bank Austria AG Credit Mortgage Bank of Montreal Cover Pool

BELGIUM CCDQ Covered Bond (Legislative) Guarantor Limited

Partnership

RBC Covered Bond Guarantor LP

Scotiabank Covered Bond Guarantor Limited
Partnership

TD Legislative Covered Bonds

National Bank of Canada Legislative Covered Bonds

BNP Paribas Fortis Mortgage Pandbrieven
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DENMARK

Jyske Realkredit A/S Capital Center E

Danish Ship Finance A/S Capital Centre A
Danish Ship Finance General Capital Center
Debenture Bonds

Danish Ship Finance General Capital Center Ship
Mortgage Bonds

Danske Bank A/S Cover Pool D - Denmark
Danske Bank A/S Cover Pool I - International
Danske Bank A/S Cover Pool C - Commercial
DLR Kredit A/S Capital Centre B

Nordea Kredit Realkreditaktieselskab A/S Capital
Center 1

Nordea Kredit Realkreditaktieselskab A/S Capital
Center 2

Nykredit Realkredit A/S Capital Centre E
Nykredit Realkredit A/S Capital Centre H
Realkredit Danmark A/S Capital Centre S
Realkredit Danmark A/S Capital Centre T

ESTONIA
Luminor Bank AS, Euro Medium Term Note
LHV Pank AS, LHV CB1

FINLAND

Danske Mortgage Bank Plc, Pool 1
Nordea Mortgage Bank Plc, cover pool
OP Mortgage Bank

Sp Mortgage Bank Plc, SP-01

FRANCE

AXA Home Loan SFH

AXA Bank Europe SCF

BNP Paribas Home Loan SFH

BNP Paribas Public Sector SCF

BPCE Home Loan SFH

Caisse de Refinancement de I’'Habitat, CRH
Caisse Frangaise de Financement Local
CIF Euromortgage

Compagnie de Financement Foncier
Credit Agricole Home Loan SFH

Credit Agricole Public Sector SCF
Crédit Mutuel Home Loan SFH

Arkéa Home Loans SFH

Arkéa Public Sector SCF

HSBC SFH (France)

La Banque Postale Home Loan SFH
MMB SCF

Société Générale SCF

Société Générale SFH

GERMANY

LBBW Mortgage Cover Pool

LBBW Public Sector Cover Pool
BHH Mortgage Pfandbrief

MHB Mortgage Pfandbrief
NORDL/LB Public Sector

pbb Mortgage Pfandbrief

pbb Public Sector Pfandbrief
UniCredit Bank AG HVB Mortgage
UniCredit Bank AG HVB Public
DZ HYP AG Mortgage Pfandbrief
DZ HYP AG Public Sector Pfandbrief

GREECE
Alpha Bank Covered Bond Programme I

IRELAND
AIB Mortgage Bank ACS - (Asset Covered Securities)

Bank of Ireland Mortgages ACS - (Asset Covered
Securities)

ITALY

Crédit Agricole Italia OBG S.r.l.

Banca Carige S.p.A. Credit Home/Commercial Loan
Banco Popolare de Milano, Bpm OBG2

Intesa Sanpaolo S.p.A. ISP CB Ipotecario S.r.l.
Intesa Sanpaolo S.p.A. ISP CB Pubblico S.r.l.
Intesa Sanpaolo S.p.A. OBG S.r.l.

UniCredit S.p.A. BpC Mortgage s.r.l.

UniCredit S.p.A. OBG srl

Sudtiroler Volksbank Banca Popolare dell’Alto Adige
Voba CB S.r.l.

NETHERLANDS

ABN AMRO Bank N.V. Cover Pool

Achmea Bank

Aegon Bank N.V. Cover Pool

Van Lanschot Bankiers N.V. Conditional Pass Through
Covered Bond Programme

ING Bank N.V. ING Bank

ING Bank N.V. ING Bank Soft Bullet

NIBC Bank N.V. Conditional Pass-Through Covered
Bond Programme

NN Bank Soft Bullet Cover Pool

NN Bank CPT Cover Pool

Volks Covered Bond Company B.V.

Rabobank

NORWAY
DNB Boligkreditt AS mortgage cover pool
Eika Boligkreditt AS (EIKBOL)



Mgre Boligkreditt mortgage cover pool
Nordea Eiendomskreditt AS cover pool
SpareBank 1 Boligkreditt (Spabol)
Sparebanken Sgr Boligkreditt AS cover pool
Sparebanken Vest Boligkreditt AS
SR-Boligkreditt mortgage cover pool

POLAND

Pekao BH mortgage

Pekao BH public sector

mBank Hipoteczny S.A. - Mortgage Cover Pool
PKO Bank Hipoteczny SA

PORTUGAL

Banco BPI S.A. Mortgage Cover Pool

Banco Comercial Portugués, S.A. - Residential
Mortgages

Banco Santander Totta, S.A.

Caixa Econdmica Montepio Geral (CEMG)

Caixa Geral de Depositos, S.A. Mortgage Cover Pool
NOVO BANCO Conditional Pass-Through Covered Bond
Programme

REPUBLIC OF KOREA (SOUTH)

KHFC 2019 EUR 500 million Social Covered Bond due
Jun 2024

KHFC 2020 EUR 1 billion Social Covered Bond due
Feb 2025

Kookmin Bank USD 7 billion Global Covered Bond
Programme

KHFC 2020 EUR 500 million Social Covered Bond due
July 2025

SINGAPORE

DBS Bank Limited USD10 billion Global Covered Bond
Programme

OCBC Limited USD 10b Global Covered Bond
Programme

United Overseas Bank Limited USDS8 billion Global
Covered Bond Programme

SLOVAK REPUBLIC
Prima banka Slovensko a.s. PB Cover Pool 1

SPAIN

Banco de Sabadell, S.A. Covered Bond Programme
Banco de Sabadell, Public Sector Programme
Bankia, Bankia Mortgage

CaixaBank SA, Mortgage Loans

CaixaBank SA, Public Loans

Banco Santander S.A., Santander Mortgage
Covered Bonds

Kutxabank S.A., Kutxabank S.A.

Unicaja Banca, S.A., Unicaja Banco Mortgage
Covered Bonds

BBVA, Covered Bond Programme

BBVA, Public Sector Covered Bond Programme
Bankinter S.A., Bankinter S.A.

Ibercaja Banca S.A, Ibercaja Banco S.A.

Eurocaja Rural, Eurocaja Rural

Caja Rural de Navarra Credit Cooperative,
Covered Bond

ABANCA Corporacién Bancaria S.A.,

Grupo Cooperativo Cajamar, Cajamar Mortgage
Banco Santander S.A., Santander Mortgage Bonds
Banco Santander S.A., Santander Mortgage Bonds

SWEDEN

Lansforsékringar Hypotek

Skandinaviska Enskilda Banken AB, SEB Cover Pool
Nordea Hypotek cover pool

Stadshypotek AB (publ) Finnish pool

Stadshypotek AB (publ) Swedish Pool
Stadshypotek AB (publ) Norwegian Pool

Swedbank Mortgage AB cover pool

The Swedish Covered Bond Corporation

UK

NatWest Covered Bond Programme

Clydesdale Bank PLC €10 billion Global Covered Bond
Programme

Coventry Building Society 1006

Lloyds Bank plc EUR60bn Global Covered Bond
Programme

Nationwide Building Society Covered Bond LLP
Santander UK plc

Yorkshire Building Society Covered Bonds
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CHAPTER 1 - KEY THEMES OF THE YEAR
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1.1 HARMONISATION OF COVERED BONDS AND EXTENDABLE MATURITIES - NEW STANDARDS

By Joost Beaumont, Chairman of the ECBC Statistics & Data Working Group, ABN AMRO Bank,
Elena Bortolotti, Chairwoman of the ECBC Rating Agency Approaches Working Group, Barclays,
Franz Rudolf, Unicredit

The journey towards harmonisation of European Union (EU) covered bond frameworks reached a milestone
in November 2019 when the EU Parliament approved the text of the new Directive and Regulation. On 18
December, the text was published in the Official Journal of the European Union, implying that the Directive
entered into force on 8 January 2020. This completed a process that had started in 2014.

The next phase is to incorporate the new Directive into national covered bond laws, for which countries have
18 months. Given that the Directive is of high-level and principle-based, there is a risk that national regulators
interpret the Directive in different ways. Therefore, the ECBC has established an Implementation Task Force
to monitor the legislative implementation process. This Task Force has identified three key areas that needed
a more detailed analysis, with the conditions attached to covered bonds with extendable maturities being high
on the agenda. In this article, we discuss the main details of the new legislative package, while we also have
a detailed look at covered bonds with extendable maturities.

THE LEGISLATIVE PACKAGE

The legislative package includes a new Directive (i.e. rewrite of Article 52(4) of Directive 2009/65/EC) and a new
Regulation (i.e. amendment of Article 129 of the CRR). The Directive will become the new single reference point
for regulation related to covered bonds. It provides a common definition of covered bonds, while defining all core
features of covered bonds, as well as defining the tasks and responsibilities of supervisors. Overall, it regulates
the covered bond product with a focus on protecting investors. Still, the Directive has remained high-level and
principle based. On the one hand, it strengthens the definition of covered bonds, while on the other hand, it
prevents any harm to existing well-functioning markets. Furthermore, member states can take into account
country-specific features when implementing the Directive in national covered bond frameworks. The latter re-
flects that for instance, mortgage laws, insolvency laws, and bankruptcy laws are still different in many countries.

The new Directive consist of the following chapters (or titles):
I. Subject matter, scope and definitions (Articles 1-3)
II.  Structural features of covered bonds (Articles 4-17)
ITII. Covered bond public supervision (Articles 18-26)
IV. Labelling (Articles 27)
V. Amendments to other Directives (Articles 28-29)
VI.  Final provisions (Articles 30-34)

The articles of the Directive start off by defining the dual recourse principle and bankruptcy remoteness of
covered bonds, also noting that covered bonds can only be issued by EU credit institutions. Below we touch
upon the most eye-catching features of the new Directive.

Cover assets

Article 6 deals with the type of assets allowed in cover pools. It notes that only high-quality assets can be
used as collateral for covered bonds, referring to points (a) to (g) of CRR Article 129 (1). This includes the
‘traditional’ cover pool assets, such as residential mortgages, commercial mortgages, public sector loans, and
ship loans. Currently, 89% of covered bonds are backed by mortgages.

However, the Directive leaves room to include other high-quality assets as long as their market value can be
derived, while being enforceable in one way or the other. Furthermore, there needs to be a kind of registration
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in the case of physical assets. In addition, assets in the form of loans to, or guaranteed by, public undertakings
are allowed as cover assets under certain conditions (e.g. a minimum level of overcollateralisation of 10%).
As a result, we might see the creation of cover pools with non-traditional cover assets. Moreover, the outbreak
of the Covid-19 pandemic, and the focus on banks to keep lending to the real economy, could open the debate
to how covered bonds could be used to help the recovery (i.e. supporting the use of covered bonds backed by
non-traditional collateral assets). The covered bond industry likes to stress that it does not prefer a watering
down of the quality of collateral allowed in cover pools in order to safeguard the high quality of the covered
bond product. In fact, it judges the introduction of European Secured Notes (Fact Book 2019, 1.11) as a good
dual-recourse alternative for non-traditional collateral assets.

The articles following Article 6 describe that issuers might include cover assets from outside the EU in cover
pools as long as they meet the criteria set out in Article 6, while the level of protection should be similar to
assets from the EU. Another condition related to the cover assets is that member states should ensure that
there is sufficient homogeneity of the cover assets regarding, for instance, their lifetime and risk profile. Finally,
the Directive includes articles regarding the cover assets that address intra-group structures, joint funding,
the use of derivative contracts, segregation of assets, and the cover pool monitor.

Joint Funding

Interesting to highlight is Article 11 about joint funding, which allows the pooling of cover assets by several
credit institutions. Joint funding should reduce the costs of setting up covered bond programmes for smaller
credit institutions, while it should allow them to issue covered bonds in reasonable size, which improves their
liquidity. As such, joint funding should support smaller credit institutions to join forces, paving their way to the
covered bond market. The aim is also to create covered bond markets in countries where there is currently
no well-developed market. The Baltic region is a good example, as Estonia, Latvia, and Lithuania are in the
process of setting up a pan-Baltic covered bond framework, which would allow credit institutions from these
countries to issue covered bonds with underlying assets from across these countries.

Reporting, OC requirements and liquidity risk

The Directive continues with proposals about the information that covered bond issuers need to provide in
order to allow investors to carry out their due diligence properly. The Directive requires that issuers provide
information on a quarterly basis related to the value of the cover pool and the outstanding covered bonds, a
geographical split as well as type of cover assets, their market risks (including interest rate and currency risk),
liquidity risks, maturity structures, and coverage.

Meanwhile, there are also important new requirements for overcollateralisation (OC) and liquidity. Indeed, the
introduction of a minimum level of OC is one of the highlights of the legislative package in our view. Article 15
states that the ‘aggregate principal amount of all cover assets is equal to or exceeds the aggregate principal
amount of outstanding covered bonds’. This is the so-called ‘nominal principle’. However, the Regulation also
stipulates that a 5% minimum level of OC is required, based on a nominal calculation. National authorities are
allowed to reduce this level to a minimum of 2% under certain conditions (i.e. the calculation of OC is either
based on a model which takes into account the assigned risk weights of the assets or a model where the valu-
ation of the assets is subject to mortgage lending value). This seems to align the new legislation with common
practice in Germany and Austria.

Furthermore, Article 16 strengthens investor protection for liquidity risk, as it requires for issuers to keep
liquid assets to cover the net liquidity outflow for 180 calendar days. However, the liquidity buffer has some
overlap with other EU legislation, in particular with the LCR. To reduce regulatory costs, national authorities
will be able to align the different forms of EU legislation, to avoid that the same outflows will be covered with
different liquid assets for the same period. A rewrite of the LCR seems the best solution to tackle this issue.



What is more, liquidity risk can also be addressed by the possibility to extend the maturity date of the covered
bonds in case of liquidity shortage. The Directive allows national legislators to stipulate that issuers of covered
bonds with extendable maturity structures can use the extended maturity date rather than the scheduled maturity
of principal payments when calculating the liquidity buffer. However, some national legislators might not allow
to base the liquidity buffer on the extended maturity date. In that case, issuers of soft bullets/conditional pass-
through covered bonds will be forced to calculate the liquidity buffer without taking the extension into account.

Treatment of covered bonds with extendable maturities

The Directive then pays special attention to covered bonds with extendable maturities. It stresses the need to
harmonise extendable maturity structures across the EU by setting specific conditions for these, while avoid-
ing them to become too complex and expose investors to higher risks. The main focus is on the triggers that
allow for the maturity extension. These should be objective and well-defined, while the maturity extension
should be outside the discretion of the issuer. We discuss all details and issues related to extendable maturi-
ties extensively later in this chapter.

Public supervision

The new Directive continues with many pages about the public supervision of covered bonds. This contrasts
heavily with the current legal framework, which does not define the nature, content and authorities that should
be responsible for supervision. It is therefore essential to further harmonise public supervision of covered
bonds, making clear the tasks and responsibilities of national supervisors for covered bonds. Furthermore,
it should be ensured that supervisors have all the capabilities and means to carry out their role in a proper
way. Indeed, the articles on public supervision address issues such as reporting requirements to authorities,
the powers that supervisors have in case of non-compliance of issuers, and the role of the supervisor when
an issuer is insolvent or in resolution. In the end, strengthened supervision will improve investor protection.

Labelling

The Directive introduces two new labels to the covered bond universe, albeit their use is facultative. Issuers can
use the ‘European Covered Bond’ label for covered bonds that only comply with the Directive, while they can use
the ‘European Covered Bond (Premium)’ label when the covered bonds also comply with the CRR. This should
make it easier for investors to assess the quality of the covered bonds, which should increase their attractiveness
inside and outside the EU, according to the Directive. Although it could help to identify the quality of different
covered bonds, the Directive allows for the labels to be used in combination with national labels as well as that
of the already existing Covered Bond Label. As a result, the new labels could create confusion rather than clarity.

Worth mentioning in this respect is the Covered Bond Label that the European Mortgage Federation and
European Covered Bond Council already introduced in 2012. This label established a clear perimeter for the
asset class and has resulted in the introduction of the Harmonised Transparency Template (HTT), which has
improved transparency and reporting standards. As such, we expect that the labelling in the Directive will be
absorbed by the existing Covered Bond Label which is already providing most of the reporting requirements
and is actively preparing for the necessary steps to be taken.

Transition measures

The aim is to get a smooth transition towards the new Directive, which should prevent any unintended market
distortions. Therefore, the Directive includes generous grandfathering provisions. Actually, all existing covered
bonds that have been issued before 8 July 2022 and which comply with the UCITS Directive and the CRR will
be grandfathered, keeping all existing regulatory benefits. As such, current outstanding covered bonds will
not be treated differently, which should indeed allow for a smooth transition. Furthermore, it will be possible
to tap already outstanding covered bonds under certain conditions (e.g. maximum of 5y remaining maturity,
total issue size of taps less than twice the outstanding amount, while the total size at maturity does not exceed
EUR 6bn) to 24 months after the Directive becomes effective.
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Timeline

The new Directive will be fully effective 30 months after the Directive enters into force. Firstly, there will be
a 18 month transposition period, after which issuers will get 12 months to comply with the new legislation.
Therefore, the new legislative package will be fully effective on 8 July 2022.

Third country covered bonds and extendable maturities assessment

The Directive also includes calls for reviews and reports after the Directive has become effective. The regula-
tory treatment of covered bonds issued by credit institutions from third countries is one worth mentioning. The
EC shall, in close cooperation with the EBA, publish a report, including legislative proposals, about whether
and how an equivalent regime could be introduced for third-country credit institutions issuing covered bonds.
However, this will take time, as the deadline has been set at 8 July 2024. Still, the prospect of third country
covered bonds receiving a similar regulatory treatment could support the further development of covered
bonds outside the EU.

Also by 8 July 2024, the EC should submit a report, and if appropriate a legislative proposal as well, about the
risks and benefits of covered bonds with extendable maturity structures. This study should also be conducted
in close cooperation with the EBA. Finally, by 8 July 2025, a report should be submitted about the implemen-
tation of the Directive and the developments of the covered bond market more generally. That report should
also include recommendations for further action.

Finally, there is the request to the EC to adopt a report on the possibility of introducing the earlier mentioned
dual-recourse instrument called European Secured Notes.

Amending Article 129 of the CRR

Amendments to Article 129 of the CRR are also part of the legislative package. These changes will be two-fold.
On the one hand, some parts of the CRR Article 129 will be deleted. This is for instance true for the reporting
requirements, which will be shifted towards the Directive. Furthermore, it will no longer be allowed to use as
cover assets RMBS/CMBS or senior units issued by French Fonds Communs de Titrisation securitising residential
or commercial property exposures.

Regarding the inclusion of substitution assets in the cover pool, it will be allowed to use substitution assets
qualifying as credit quality step 2 for a maximum of 10% of outstanding covered bonds and also short-term
deposits and derivative exposures qualifying as credit quality step 3 for a maximum of 8% of outstanding
covered bonds. Before, only assets with credit quality step 1 were allowed (up to 15%), while now the substi-
tution assets with credit quality step 1,2 and 3 together cannot exceed 15%. This amendment was due to the
increased difficulty to comply with the former stricter rule.

Meanwhile, the minimum required level of OC has also been specified in the CRR (see above). Furthermore, the
amendments address the issue of LTV limits. Overall, the authorities stick to the 80% LTV limit for residential
mortgages, 60% for commercial mortgages (with possibility to rise to 70%), and 60% for ship loans. However,
the CRR is more explicit in saying that these are soft limits, implying that a loan in the pool can only act as
collateral within the LTV limits without the need for the loans that exceed the required limits to be removed
from the cover pool.

Alignment with proposals

All EU Member States need to adjust their covered bond frameworks to fully align them with the new Directive
and Regulation. Overall, we do not expect major issues regarding the implementation of the new Directive in
different countries, although some countries (e.g. Spain) have probably more issues updating their covered
bond law.
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Response of the sector and rating agencies

The covered bond community gave the new legislative package a warm welcome, saying it was extremely
pleased with the outcome. The ECBC noted that 'The Package provides a basis for enhanced harmonisation
of the European covered bond market, in line with the objectives of the CMU, reinforcing a European com-
mon qualitative benchmark for international investors and respecting well-functioning traditional markets. It
moreover paves the way for the smooth introduction of this asset class in newer and emerging covered bond
markets in the Union, such as those in the Baltic regions, Poland, Slovakia and Romania, and will also serve as
an important legislative benchmark on a global level for countries such as Australia, Brazil, Canada, Japan and
Singapore’. The rating agencies also welcomed the new package, also stressing that it will further strengthen
the quality of covered bonds, which is credit positive.

Extendable maturities: the new standard

We now turn to the discussion related to covered bonds with extendable maturities being the new standard.
The most fundamental idea of covered bonds is safeguarding a steady flow of payments to investors following
an issuer event of default. Once the issuer ceases to exist, the cash-flow stemming from a separate portfolio
of assets is used to cover all claims due to bondholders. The two most significant sources of risk threatening
the ability to satisfy the claims are (i) credit default risk, which potentially leads to an over-indebted cover pool
and (ii) market risk - first and foremost in the form of liquidity risk — which potentially leads to a sufficiently
large cover pool, which, however, is no longer able to satisfy claims due to illiquidity.

In the past, following an issuer default, the cover pool administrator could easily monetise the assets in the
cover pool either by disposing parts of the cover assets or in an indirect way, i.e. by bundling them into an asset-
backed security (ABS) or - if applicable — by using the refinance register. In particular against the backdrop
of uncertainty regarding the functionality and the efficiency of these tools, it is particularly important that the
cover pool administrator is equipped with a broad set of instruments so he is free to pick the most efficient one.

In cases involving hard bullet structures, issuers try to enhance the effectiveness of the tools by regularly
calculating pre-maturity tests or by maintaining a certain amount of liquid assets in the cover pool - a costly
exercise for issuers since liquid assets usually come with a negative carry. By extending the maturity, the
liquidity and refinancing risk can be reduced. This can be achieved by either using soft bullet structures or pass-
through structures. Soft bullet structures have a limited extension period of usually one year. However, since
the soft bullet timeframe might still turn out to be insufficiently long, pass-through structures were introduced
with the aim to completely eliminate any refinancing risk by eliminating pressure to sell assets at the expense
of a maximum timeframe for the payment deferral.

Below, the definition of hard, soft and conditional pass-through covered bonds provided by the ECBC!:

> “Hard bullet covered bonds: are repaid on the scheduled maturity date. Neither the documentation nor
the legal framework contain provisions for a maturity extension. Failure to repay the final redemption
amount of a hard bullet covered bond on the scheduled maturity date could trigger the default of the
relevant covered bonds and, possibly, the liquidation of the cover pool depending on the respective na-
tional insolvency rules.

> Soft bullet covered bonds: Soft bullet covered bonds have a scheduled maturity date and an extended
maturity date. If objective, predefined and transparent criteria have been met, the maturity of a soft
bullet covered bond can, and in some cases, will automatically, be prolonged up to the extended maturity
date. During the extension period, the covered bond may be redeemed using cover pool proceeds. Failure
to repay a covered bond on the extended maturity date triggers the default of the relevant extended
covered bonds (unless multiple extensions are allowed).

1 https://www.coveredbondlabel.com/issuers/harmonised-definition
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> Conditional pass-through covered bonds (CPTCB): Conditional pass-through covered bonds have a sched-
uled maturity date and an extension mechanism. By itself, the failure to repay the CPTCB on the scheduled
maturity date does not lead to an acceleration of the covered bond but to an extension of the maturity
date of this and potentially other relevant covered bonds. The extension requires that objective, prede-
fined and transparent criteria are met. In such circumstances the maturity of a CPTCB can be prolonged
to the extended maturity date, which is typically linked to the maximum legal maturity of the underly-
ing assets. During the extension period, cash-flows received or generated from the cover assets will be
distributed to the covered bonds investors. Regular attempts are in general made to sell the cover pool
assets to redeem the covered bonds. Such sales are subject to predefined criteria intended to protect the
interests of all investors under the same programme. In certain jurisdictions and programmes, CPTCB
may feature an initial soft bullet extension.”

Soft Bullet remains the prevailing extension format

Soft bullet covered bonds remained the prevailing benchmark issuance format in 2019 and the first half of 2020.
As a result, these structures continue to dominate euro-denominated benchmark covered bonds. Measured
against an outstanding total volume of EUR 960 bn (as of end-June 2020), the share of soft bullet covered
bonds is 51% or EUR 491 bn. Conditional pass-through covered bonds now account for 2% or EUR 23 bn. By
contrast, the share of hard bullet covered bonds continued to decline at 47% or EUR 447 bn. Covered bonds
with extendable maturity structures have thus dominated the outstanding volume of benchmark covered bonds
since 2017 and it can be assumed that this will also be the case in the future.

The share of new benchmark issues with extendable maturity structures (soft bullet or CPTCB) was 60% in 2019
(basically unchanged versus the previous year) and also in the first half of 2020. The proportion of bonds with
extendable maturities versus hard bullet covered bonds depends to a certain extent also on the countries of
origin as some jurisdictions have a dominant maturity structure, for example, hard bullet structures in Germany,
France or Spain. With a share of 4% in 2019, conditional pass-through covered bonds also gained ground,
thus defying the ECB’s decision of 13 December 2018 that no conditional pass-through covered bonds will be
purchased under CBPP3 any longer. Beside Polish, Greek and Italian issuers, in particular Dutch institutions
were able to successfully place their conditional pass-through covered bonds with investors.

> F1GURE 1A & 1B: OUTSTANDING COVERED BOND VOLUME AND NEW ISSUES BY MATURITY STRUCTURE
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Pure hard bullet jurisdictions are becoming a rarity. The only remaining countries in the benchmark universe
are Germany (EUR 153 bn), the Spanish single Cédulas (EUR 80 bn) and Luxembourg (EUR 2 bn). Plans to
introduce a maturity extension into the German Pfandbrief Act have been the subject of discussion for a num-
ber of years and remain in place. In case that new provisions on maturity extensions in Germany would also
apply to already outstanding Pfandbriefe, the proportion of outstanding hard bullet covered bonds would see
another substantial decline to just 30% of benchmark covered bonds based on current figures.

> FIGURE 2: OUTSTANDING COVERED BOND VOLUME BY COUNTRY AND MATURITY STRUCTURE (EUR BN)
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Most covered bonds with an extendable maturity structure are currently issued on the basis of contractual
regulations. So far, statutory requirements exist only in Poland and Denmark. With the revision of the Slovak
covered bond legislation, legal regulations for extendable maturity structures in Slovakia have also entered
into force at the beginning of 2018. In an insolvency, the general insolvency administrator is also responsible
for the covered bond creditors. He first has to consider whether a regular continuation of the covered bond
programme would lead to a reduced satisfaction of the claims of covered bond investors. If this is the case, he
may transfer the covered bond programme to another Slovakian bank after prior approval from the Slovakian
National Bank. The programme must be transferred within one year. Covered bonds that mature during that
transfer period are automatically extended by 12 months. If the programme is not transferred in the above
mentioned period, the national bank may decide to extend the period for a further 12 months.

Extendable maturity structures in the focus of EU harmonisation

As a result of the growing use of extendable maturity structures, regulators have increasingly turned their
attention to them. As described earlier, the new Directive pays indeed special attention to them. The main
questions raised were to what extent extendable maturity structures influence the dual recourse principle
of covered bonds and the conditions of triggering an extension. For example, if the maturity extension were
invoked too early, recourse to the issuer could be cut off too quickly, even though the issuer is still solvent.
Moreover, if extension periods are too long, recourse to the issuer’s insolvency estate is considerably delayed.
We examine extendable maturity structures in light of 1. the new Directive and Regulation and 2. the EBA's
Report on Covered Bonds, as the EBA will eventually publish a report on them as well.

1) The new Directive

The final text of the Directive defines extendable maturity structures as “a mechanism which provides for the
possibility to extend the scheduled maturity of covered bonds for a pre-determined period of time and in the
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event that a specific trigger occurs”. Article 17 of the final text of the Directive lays down the conditions for
extendable maturity structures (see Figure 3 below).

Compared to the EBA report discussed below, the final text of the Directive has left to each national regula-
tor to define in their respective covered bond frameworks what the maturity extension triggers should be.
To avoid the risk of creating discrepancies amongst extendable maturity covered bonds across Europe, the
ECBC Implementation Task Force has been set-up to identify, amongst other things, what could constitute
objective triggers. The Task Force has identified two triggers, namely non-payment of principal at the final
maturity date and/or the possibility for the cover pool administrator to decide to extend the maturity date of
the covered bonds. Due to the various covered bond structures used in Europe, the Task Force has decided
not to recommend what the consequences of an extension should be. Worth mentioning is that in the case of
structures which use an SPV guarantor, the consequences of a maturity extension are clearly included in the
base prospectuses of the programmes.

> FIGURE 3: ARTICLE 17 OF THE FINAL COMPROMISE TEXT OF THE CoVERED BoND DIRECTIVE

Article 17 Conditions for extendable maturity structures
1. Member States may allow for the issue of covered bonds with extendable maturity structures where investor
protection is ensured by at least the following:

(a) the maturity can only be extended subject to objective triggers specified in national law, and not at the
discretion of the credit institution issuing the covered bonds;

(b) the maturity extension triggers are specified in the contractual terms and conditions of the covered bond;

(c) the information provided to investors about the maturity structure is sufficient to enable them to de-
termine the risk of the covered bond, and includes a detailed description of:

(i) the maturity extension triggers;

(ii) the consequences for a maturity extension of the insolvency or resolution of the credit institution
issuing the covered bonds;

(iii) the role of the competent authorities designated pursuant to Article 18(2) and, where relevant, of
the special administrator with regard to the maturity extension;

(d) the final maturity date of the covered bond is at all times determinable;

(e) in the event of the insolvency or resolution of the credit institution issuing the covered bonds, maturity
extensions do not affect the ranking of covered bond investors or invert the sequencing of the covered
bond programme’s original maturity schedule;

(f) the maturity extension does not change the structural features of the covered bonds regarding dual
recourse as referred to in Article 4 and bankruptcy remoteness as referred to in Article 5.

2. Member States which allow the issue of covered bonds with extendable maturity structures shall notify EBA
accordingly.

Source: Final text of the Covered Bond Directive which will amend Directive 2009/65/EC and Directive 2014/59/EU, dated 27.11.2019

2) The EBA Report on Covered Bonds

In response to the addressed topics, the EBA’s report entitled “Recommendations on Harmonisation of Covered
Bond Frameworks in the EU” dated 20 December 2016 put forward a wide range of requirements for soft bullet
and conditional pass-through covered bonds. The recommendations aim to ensure, first, that such bonds meet
the covered bond definition (step 1) and, second, that they are eligible for preferential risk treatment under
the CRR (step 2). Specifically, the conditions are as follows:



> FIGURE 4: EBA CONDITIONS FOR SOFT BULLET AND CONDITIONAL PASS-THROUGH COVERED BONDS

> The maturity extension may not be effected at the discretion of the issuer;

> The maturity extension may only be effected upon the following triggers (both triggers must occur cumu-
latively): (i) the covered bond issuer defaulted; and (ii) the covered bond breaches pre-defined criteria/
test indicating a likely failure of the covered bond to be repaid at the scheduled maturity date;

> The maturity extension may also be effected ahead of the triggers mentioned above, however only at the
discretion of the special administrator and provided that the special administrator assesses other available
options as insufficient to repay the relevant covered bond (only when the issuer is no longer a going concern);

> This should not exclude the possibility of maturity extension/cease-payment orders that may be issued
by competent authorities as part of their prompt corrective supervisory actions or in situations when the
covered bond issuer is unable to repay the covered bonds due to regulations and/or market conditions as
defined by law;

> The order of time subordination may not be inversed for any covered bond investor affected by the ma-
turity extension;

> Covered bond investors and other pari passu ranking creditors under the covered bond programme must
be treated equally after the maturity extension.

1 In the case of soft bullets, the trigger (i) may be considered sufficient for the maturity extension. In the case of specialist credit institu-
tions, the default may refer to the one of the sponsoring institution and not the one of the issuer.

Source: EBA Report on Covered Bonds, LBBW Research

In most cases, the conditions for a maturity extension are set out in the base prospectus and related final
terms. So far, statutory requirements exist only in Poland, Denmark and Slovakia. In general, a distinction can
be made between two types of structure:

1) Issuer and cover pool constitute legally independent entities

These are normally SPV/guarantor structures. Several requirements have to be met before the maturity can be
extended. First of all, non-payment of the covered bonds by the issuer on the final maturity date will automati-
cally trigger an issuer event of default. The payment obligation then passes to the guarantor in connection with
a notice to pay/guarantee enforcement notice. If the guarantor does not have sufficient liquidity to repay the
covered bonds on the original date (final maturity date), payment is deferred to the extended maturity date.

This specific approach should comply with the EBA rules. On the one hand, the decision to extend the maturity
is not made at the sole discretion of the issuer alone, but ultimately depends on the guarantor’s ability to pay.
The issuer not meeting its obligation to pay the covered bond on the final maturity date will trigger an issuer
event of default. Accordingly, the maturity extension does not focus on the issuer’s ability to survive, but on
securing the largest possible repayment for investors.

2) Issuer and cover pool constitute the same legal entity

These are generally on-balance-sheet structures. In addition to universal bank structures, specialist credit
institutions and French SFHs and SCFs are included in this group.

Unlike in the jurisdictions under group 1, the conditions for a maturity extension for these structures are much
more general. For example, the only requirement for an extension is that the issuer is unable to pay on matu-
rity. The biggest difference, however, concerns the issuer event of default. In most cases, the documentation
notes that a maturity extension does not lead to a default of the issuer. Conversely, this would mean that the
maturity can be extended to avert or postpone an issuer default. Accordingly, an issuer event of default would
not occur until non-payment of the due amount on the extended maturity date or non-payment of interest.
This would contradict the EBA’s maturity extension proposals.
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In the case of Polish covered bonds, a bankruptcy event of the Mortgage Bank triggers a maturity extension.
However, it remains unclear if this would be in line with the EBA report which states that for specialist banks
the sponsoring institution must have defaulted, and not the issuer itself.

The plans for a shift in the maturity date in Germany should also comply with the conditions drawn up by the
EBA. In the event that insolvency proceedings are opened in respect of the Pfandbriefbank, each cover pool is
separated as a legally independent entity with its own banking license (Pfandbriefbank with limited business
activity). The management of these Pfandbrief banks with limited business activity is the responsibility of the
cover pool administrator appointed in accordance with §31 PfandBG. As a result, the extension falls outside
the issuer’s scope of influence.

At present, 24 countries have covered bonds with extendable maturity structures outstanding in the iBoxx
€ Covered Index. Twelve jurisdictions have structures that should comply with the EBA conditions. The total
amount of soft bullet and conditional pass-through covered bonds outstanding in those countries is EUR 277
bn as of June 2020. In the last 12 months some Austrian issuers have adapted their base prospectuses. Ac-
cording to the new wording, the covered bonds will be extended automatically to the extended maturity date
if resolution measures are imposed on the issuer or for example in the event of insolvency. These structures
should also comply with the EBA conditions.

> FIGURE 5: EBA COMPLIANT JURISDICTIONS
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> FIGURE 6: NON-EBA COMPLIANT JURIDICTIONS
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Source: Markit, Base Prospectuses, Final Terms, Barclays

Conditional pass-through structures have solid footprint

In 2013, conditional pass-through structures were introduced in the covered bond benchmark universe. NIBC
was the pioneer issuing a EUR 500 mn 5Y benchmark covered bond in October 2013, followed by further bench-
mark issues on a yearly basis. While for the first two years, conditional pass-through structures were widely
discussed but remained a niche product, it was in 2015 that this redemption format started to gain momentum.
At the time of writing, there are conditional pass-through covered bonds issued out of the Netherlands, Italy,
Portugal, Austria, Australia, and Greece. Poland is so far, the only country, which implemented a conditional
pass-through extension into its covered bonds legal framework.

Since the first CPTCB issuance back in 2013 there are today circa 20 covered bond programmes, across juris-
dictions, structured in conditional pass-through format.

In CPTCB programmes in general, following an issuer event of default, any repayments, including early repay-
ments and excess spread, remain with the cover pool until a covered bond series reaches its scheduled matu-
rity date (SMD). Following an issuer default, a particular covered bond will only become pass-through once a
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covered bond reaches its SMD and the available cash is insufficient to fully redeem the bond. Other outstanding
covered bonds will not turn into pass-through covered bonds as long as they are paid as scheduled. It goes
without saying, that the switch to pass-through on the SMD does not prevent the cover pool administrator
from trying to sell assets in order to improve the liquidity of the cover pool and, in doing so, making the switch
to pass-through less likely.

The maturity extension and switch to pass-through aims to reduce refinancing risk, i.e. the risk of fire-sales.
In order to generate sufficient cash flows to repay the covered bonds due, the cover pool administrator is
empowered to sell a randomly selected part of the asset portfolio as long as the conditions of the amortisation
test are met.

Following issuer default, the amortisation test has to be passed. The amortisation test is designed to ensure
that cover assets are sufficient to repay the outstanding covered bonds. Key aspects in that respect are the
level of overcollateralisation in the programme as well as provisions to address transactions risks like servic-
ing. If the test is failed, the commonly used structure is that all covered bonds becoming pass-through. In
this case, it will be required to use all funds available to redeem all covered bonds on a pro rata basis, while
interest continues to accrue on the unpaid part of the covered bonds.

An important feature in the CPTCB is the minimum overcollateralisation (OC), which is needed to allow for the
programme to switch to pass-through. Shortage of collateral, which could arise from paying administrative
costs as well as covering potential credit losses, would otherwise instantly trigger a failure of the amortisation
test and an acceleration of payments to bondholders. This reflects the fact that cover pool credit risk is the
key remaining source of loss in the cover pool asset-liability-management. In order to eliminate market risk
completely, the legal final maturity is extended to beyond the maximum maturity date of the cover pool as-
sets. The extension period usually ranges from 31 years to 38 years, depending on the respective programme
documentation.

The increased number of CPT programmes in the past few years has led to a relatively broad diversity of
structures (Figure 7), for example showing different extension triggers and procedures following the failure of
the amortisation test. While within countries like the Netherlands, CPT structures are relatively homogenous,
they are less homogenous in Italy, Greece and Portugal and differ quite substantially between countries. It
will be interesting to see if the transposition of the new Directive will reduce some of the differences we have
seen across the numerous CPT structures currently in the market.

> FIGURE 7: CONDITIONAL PASS-THROUGH FORMAT KEY FEATURES

Feature Australia  Austria Cyprus Greecel Greece2 Italy1 Italy 2 Netherlands Poland Portugal
1 Extension is an v v % v v v v v v v

Issuer Event

Extension triggers
Cross-Default

Breach of Amo Test/

2 X X X v v X X X X X

ACT Test or equivalent

3 extends all Covered v v ey v & 7 &2 4 4 NA
Bonds to pass-through

4 Breach of Amo Test is % % N.A. x v % v x x N.A.

an Event of Default

Issuer Insolvency
5 Event causes all bonds x x x x x x x x x v
to become CPT

Notes: 1. Polish Covered Bonds are subject to 12 months extension; if certain tests are breached, then all Covered Bonds become CPT; 2. Assuming
that all Covered Bonds are issued under the same programme and have the same terms and conditions in relation to a breach of ACT Test.

Source: Base Prospectus, A&O
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PASS-THROUGH VS. SOFT BULLET

The decisive difference between soft bullet redemption formats and (conditional) pass-through formats raises
the question of the length of the deferral term. The longer the deferral period of the soft bullet payment re-
gime, the closer the two redemption formats become. The remaining differences are not essential and could
be replicated: the (implicit) SARA clause (Selected Asset Required Amount) is also frequently found in soft
bullet structures. Thus, during the deferral period, the scope of actions taken by each cover pool administrator
is quite similar: both will not hold on to an unnecessary amount of liquidity but will instead use it to redeem
the deferred principal amount. Furthermore, both will try and find opportunities to liquidate assets (in line with
the SARA clause) in order to allow redemption to occur as quickly as possible.

However, the one-year deferral period of most soft bullet covered bonds provides the cover pool administrator
with a relatively limited timeframe in which the required amount of cover pool assets can be liquidated. In
contrast, the opportunities in a (conditional) pass-through case are technically unlimited. Hence, market risk
is mitigated with soft bullets covered bonds and eliminated with CPTCBs.

CONCLUSION

The harmonisation of covered bond frameworks via the national implementation of the new covered bond
Directive should result in a less fragmented market in which investors will be even better protected, while the
high quality of the covered bond product is safeguarded. By doing so, there will likely also be more clarity and
transparency about covered bonds with extendable maturity triggers, also further strengthening the covered
bond product.
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1.2 ECB POLICY MEASURES IN LIGHT OF THE COVID-19 PANDEMIC AND THEIR IMPACT
ON COVERED BONDS

By Maureen Schuller, ING, Franz Rudolf, Unicredit, Matthias Melms formerly Nord/LB

EXECUTIVE SUMMARY

The European Central Bank (ECB) perhaps has had the most prominent influence on the covered bond market
throughout the past decade. Be it as a buyer of covered bonds, by granting banks access to central bank funding
at favourable conditions, or by setting standards for collateral eligibility, the ECB has, for many years, defined the
key performance and supply parameters for the covered bond market and continues to do so. The covered bond
purchase programme and the TLTRO III are probably the non-standard monetary policy measures most discussed.

Initiated in September 2014 by the ECB and later embedded in a broader asset purchase programme, net pur-
chases of the covered bond purchase programme (CBPP) are still ongoing. The programme has been a major
driver for the covered bond market since its implementation. In addition, the influence of the ECB’s longer-term
refinancing operations on covered bonds has gained momentum following the amended conditions as a response
to the Covid-19 pandemic. This article focusses on the criteria and mechanism of the purchase programme,
discusses the ECB's targeted longer-term refinancing operations (TLTROs) and concludes with the use of covered
bonds as collateral for ECB refinancing operations.

IMPACT ON COVERED BOND ASSET-SWAP SPREADS AND SUPPLY

A brief look at the asset-swap spread development of covered bonds (Markit iBoxx EUR Covered) shows the
spread widening in 4Q18 prior to the end of the CBPP3 net purchase phase and the subsequent recovery of
spread moves during the first half of 2019. Supported by the CBPP3 reinvestments, covered bond spreads
moved sideways at relatively tight spread levels. The restart of new net purchases under the asset purchase
programme led to a further slight tightening of spreads until the end of February 2020, before the Covid-19
pandemic started to impact capital markets. A series of policy actions in March 2020 in response to the Covid-19
pandemic led to a fast recovery of covered bond spreads.

> FIGURE 1: COVERED BOND ASSET-SWAP SPREAD DEVELOPMENT > FIGURE 2: SPREAD DEVELOPMENT TEN LARGEST COVERED
BOND MARKETS BETWEEN SEP ‘19 AnD Auc ‘20
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The series of policy measures in response to Covid-19, especially the recalibration of TLTRO III conditions in April
2020, had also a strong effect on covered bond supply. While in January 2020 banks were very active placing
new benchmark covered bonds in the market, new supply slowed down significantly from February onwards due
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to the emerging pandemic. However, while the volume of publicly placed covered bonds declined, the amount of
retained covered bonds increased strongly. While the first two months in 2020 showed only moderate volumes of
retained covered bonds, momentum increased in March and especially in April. In these two months, almost EUR
90 bn of retained covered bonds were issued and until the end of June, the volume of retained covered bonds
amounted to around EUR 130 bn. The key drivers behind this development were the benign conditions for banks
to use monetary policy measures like the TLTRO III or the reduction in temporary collateral-easing measures for
the ECB’s repo operations. Thus, banks increasingly issued retained covered bonds and used them as collateral
in repo transactions, which was reflected in the large volumes of TLTRO III take-ups by banks in June 2020.

> FIGURE 3: RETAINED COVERED BOND SUPPLY JAN ‘20 70 Jun 20 > FIGURE 4: PUBLICLY PLACED BENCHMARK VOLUME VERSUS
(Euro-penoMINATED >EUR 50Mmn) RETAINED COVERED BONDS
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THE ECB POLICY MEASURES IN DETAIL

COVERED BOND PURCHASE PROGRAMME 3

Covered bond purchase programmes have been part of the European covered bond market for many years.
The first purchase programme (CBPP1) was launched in 2009, followed by CBPP2 in 2011 and CBPP3 in 2014.
While the first two programmes ran for about one year each, the third programme is still in place and has
been adjusted several times: net-purchase phase from October 2014 to December 2018, reinvestment phase
from January to October 2019, new net-purchase phase since November 2019 (CBPP3.1) and a temporary ad-
ditional increase from March 2020 until year-end. Reacting to the Covid-19 crisis, an additional asset purchase
programme, the Pandemic Emergency Purchase Programme (PEPP), was announced.

From reinvestment phase ...

On 13 December 2018, the Governing Council of the European Central Bank (ECB) decided to end the net
purchases under the APP in December 2018 and announced that it “intends to continue reinvesting, in full, the
principal payments from maturing securities purchased under the APP for an extended period of time past the
date when it starts raising the key ECB interest rates, and in any case for as long as necessary to maintain
favourable liquidity conditions and an ample degree of monetary accommodation”. The reinvestment phase
started in January 2019 and lasted until the end of October 2019. During this period, the Eurosystem fully
reinvested the principal payments from maturing securities held in the APP portfolios in order to maintain the
size of cumulative net purchases under each constituent programme of the APP, e.g. the CBPP3, at the level
attained at the end of December 2018. The holdings of the CBPP3 as of year-end 2018 were EUR 262.2 bn.
Market capitalisation continued to be the guiding principle for reinvestment purchases of covered bonds and
purchases of securities in primary markets continued to be permitted as necessary. During the reinvestment
phase, the amount of reported redemptions of covered bonds held by the Eurosystem totalled EUR 19.6 bn.
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Given reinvestments of EUR 18.1 bn during this period, the holdings of the CBPP3 as of end-October 2019,
the end of the reinvestment phase, were EUR 260.5 bn.

... to the relaunch of asset purchases

In September 2019, the ECB announced, as part of a package of stimulus measures, to restart net purchases
under the Governing Council’s asset purchase programme (APP) at a monthly pace of EUR 20 bn as from 1
November 2019. The Governing Council expects purchases to run for as long as necessary to reinforce the
accommodative impact of its policy rates, and to end shortly before it starts raising the key ECB interest rates.
On 12 March 2020 the ECB Governing Council decided to add “a temporary envelope of additional net asset
purchases of EUR 120 bn” until the end of 2020.

> FIGURE 5: AVERAGE MONTHLY NET PURCHASES (OcToBer 2014 T0 Jury 2020)
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== Reported monthly purchases other asset classes (ABSPP, CSPP, PSPP)

== Reported Covered Bonds monthly purchases
== Avg. monthly net purchase targets total APP

Source: ECB UniCredit Research

> Fi1GuRe 6: KeEy CBPP CRITERIA IN COMPARISON

CBPP1 CBPP2 CBPP3
(Net purchase (Reinvestment (Restarted net
phase) phase) purchase phase)
Programme size | EUR 60 bn EUR 40 bn Not specified Unchanged Unchanged
Purchase period | 7/2009 to 6/2010 | 11/2011 to 10/2014 to 1/2019 to Ongoing since
10/2012 12/2018 10/2019 11/2019 (no
fix end-date
announced)
Amount EUR 60 bn EUR 16.4 bn EUR 262.2 bn as Reinvestment of EUR 23.2 bn as of
purchased of 12/31/2019 maturing CBPP- end-July 2020
holdings
Bond size EUR 500 mn or EUR 300 mn or Not specified Unchanged Unchanged
above as a rule above
and in any case
not lower than
EUR 100 mn
Minimum rating | AA as a rule and BBB- BBB- (special Unchanged Unchanged

in any case not
lower than BBB-

criteria for Cyprus
and Greece)
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CBPP1 CBPP2 CBPP3
Residual Not specified but Maximum 10.5Y Not specified Unchanged Unchanged
maturity focus on 3Y-7Y
Underlying Exposure to Exposure to Exposure to Unchanged Unchanged
assets private and/or private and/or private and/or
public entities public entities public entities
Retained issues Not eligible Not eligible Eligible Unchanged Unchanged
Restrictions Not specified Not specified At least Credit CPT-structures CPT-structures
on redemption Quality Step excluded in re- excluded
format 3 rating of investment phase
issuer in case
of Conditional
Pass-Through
structures (as of
February 2018)
Limit per ISIN Not specified Not specified 70% joint limit of | Unchanged Unchanged
CBPP 1, 2 and 3

Source: ECB, UniCredit Research

A key difference since January 2019 compared to the previous phases of the CBPP3 (from October 2014 to
December 2018) is the eligibility of conditional pass-through (CPT) covered bonds. In December 2018, the
Governing Council decided to exclude conditional pass-through covered bonds from purchases under the
CBPP3, as of the end of the net purchase phase. The decision reflects their somewhat more complex structure,
whereby some pre-defined events may lead to an extension of a bond’s maturity and to a switch in the pay-
ment structure, according to the ECB.

As of 31 July 2020, the ECB reported covered bond holdings of EUR 283.97 bn under the CBPP3 at amortised
cost, deriving from primary market (37.7%) and secondary market sources (62.3%). In addition, the remaining
holdings from terminated covered bond purchase programmes were reported as EUR 0.5 bn under the CBPP1
and EUR 2.8 bn under the CBPP2.

THE TLTRO-III

The pre-pandemic TLTRO-III terms

On 7 March 2019 the ECB announced the start of a new series of TLTROs (TLTRO-III), to preserve favourable
bank lending conditions and to support the return of inflation rates to a level of below but close to 2% in the
medium term. The seven TLTRO-III operations are being conducted on a quarterly basis from September
2019 through to March 2021. Under the original terms each tranche had a maturity of two years, without a
voluntary early repayment option. This compared with a four-year maturity of the TLTRO-II tranches, where
banks could start repaying their drawings after two years. Banks were entitled to borrow 30% of their stock of
eligible loans on 28 February 2019, reduced by the TLTRO-II amounts still outstanding. Only loans to the non-
financial private sector are eligible, except for loans to households for house purchases. To avoid an excessive
concentration of bids in a few operations the amount borrowed under each operation was maximized at 10%
of the eligible loan amount. The rate on the TLTRO-III tranches was initially set at 10bp above the average
rate on the main refinancing operations (MRO) over the life of each operation, or as low as the average deposit
facility rate (DFR) plus 10bp if banks exceed the 2.5% lending benchmark between the end of March 2019 and
end of March 2021. The benchmark lending is 0 for banks with positive net lending in the 12 months to 31
March 2019 and equal to the eligible net lending in this period for banks with negative net lending. However,
the 10bp add-on was removed by the ECB in September 2019 just ahead of the first TLTRO-III operation. At
the same time, the term of the TLTRO-III operations was lengthened from two to three years, while banks
were given the option to early repay their drawings on a quarterly basis after two years.



> FIGURE 7: THE EVOLUTION OF THE TLTRO-III TERMS

Decision date 22-Jul-'19 12-Mar-'20 30-Apr-'20
Number of tranches Seven Seven Seven Seven
Dates Sep '19 - Mar ‘21 Sep '19 - Mar *21 Sep ‘19 - Mar ‘21 Sep '19 - Mar ‘21
Frequency Quarterly Quarterly Quarterly Quarterly
Term to maturity 2yr 3yr 3yr 3yr
Voluntary repayment option No After 2yr After 1yr per Sep ‘21 After 1yr per Sep ‘21
Quarterly Quarterly Quarterly

Borrowing allowance 30% 30% 50% 50%
Maximum per tranche 10% 10% - -
Eligible loans cut of date 28 Feb '19 28 Feb '19 28 Feb ‘19 28 Feb ‘19
Interest rate Average for term Average for term Rest of life
Max MRO rate + 10bp MRO rate MRO rate
Min DFR + 10bp DFR DFR
Lending target for min rate 2.50% 2.50% 1.15%
Benchmark reference 12m to 31 Mar ‘19 12m to 31 Mar ‘19 12m to 31 Mar ‘19
Lending benchmark period 31 Mar ‘19 - 31 Mar ‘21 | 31 Mar ‘19 - 31 Mar ‘21 31 Mar ‘19 - 31 Mar ‘21
Special interest rate period 23 Jun ‘20 - 24 Jun ‘21| 23 Jun ‘20 - 24 Jun ‘21
Max MRO rate -25bp MRO rate -50bp
Min DFR -25bp DFR -50bp
Lending target for min rate 0% 0%
Special reference period 1 Apr'20 - 31 Mar ‘21| 1 Mar ‘20 - 31 Mar ‘21

Source: ECB, ING

The eased TLTRO-III terms in light of the Covid-19 crisis

After the outbreak of the coronavirus pandemic it has been key for the ECB to ensure that banks would maintain
access to sufficient liquidity, allowing them to continue to grant loans to corporates and households to soften
the economic impact of the crisis. On 12 March 2020, the ECB introduced a special interest period from 24 June
2020 until 23 June 2021 for all the TLTRO-III operations outstanding. During this period, the interest rate on
the TLTRO-III operations was reduced to 25bp below the MRO rate, or 25bp below the DFR for banks that
were able to keep their credit provisioning at least stable. To this purpose, the lending performance threshold
was reduced from 2.5% to 0% for a special reference period between 1 April 2020 and 31 March 2021. The
maximum amount banks could draw under the TLTRO operations was increased from 30% to 50% of their
eligible loan stock on 28 February 2019, while the 10% bid limit was removed.

Box 1: The ECB’s policy actions in response to the Covid-19 crisis:

1) 12 March 2020 - The ECB eases the conditions for the TLTRO-III operations, while announcing that it would
temporarily conduct additional longer-term refinancing operations (LTROs) maturing in June 2020. The ECB
also adds the temporary EUR 120 bn envelope to its net APP purchases until the end of 2020, alongside
measures to provide banks with temporary capital and operational relief.

2) 18 March 2020 - The ECB announces the EUR 750 bn pandemic emergency purchase programme (PEPP).

3) 7 April 2020 - The ECB adopts a package of temporary collateral easing measures, to remain in place until
September 2021.

4) 22 April 2020 - The ECB takes temporary measures to mitigate the impact of rating downgrades on col-
lateral availability.

5) 30 April 2020 - The ECB announces a new series of seven pandemic emergency longer-term refinancing
operations (PELTROS) running to September 2021.

6) 4 June 2020 - The ECB increases the envelope for the PEPP by EUR 600 bn to EUR 1,350 bn. The purchase
horizon is extended to at least the end of June 2021.
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On 30 April, the TLTRO-III conditions were further eased. During the special interest rate period, the inter-
est rate on the TLTRO-III operations was reduced to 50bp below the average MRO rate, or to 50bp below
the average DFR (or in any case not higher than -1%) for counterparties meeting the applicable 0% lending
performance threshold. To capture the lending growth in the first month of the Covid-19 crisis in March, the
cut-off date for the lending threshold was brought forward by one month to 1 March 2020, while the end of
the special reference period was kept unchanged at 31 March 2021.

For banks that do not reach the 0% lending threshold during the special reference period, the interest rate
will be more or less based upon the original TLTRO-III terms. The lending development will be evaluated over
the period between 1 April 2019 and 31 March 2021 but against a lending threshold of 1.15% (down from the
original 2.5%). During the special interest rate period the interest rate for these banks will not be higher than
50bp below the average MRO rate. This applies to all TLTRO-III operations.

> FI1GURE 8: LENDING BENCHMARKS AND THE TLTRO-III raTES AT A DFR oF -0.5% AnD MRO oF 0%

13m 0% lending benchmark is not met

24 June ‘20 23 June ‘21
2yr lending bechmark < 0% 0.0%
0% < 1.15% pro rata
2yr lending bechmark = 1.15% —O.S%
13m 0% lending benchmark is met
24 June ‘20 23 June ‘21
13m lending bechmark = 0% -0.5% ;
-1.0%

Source: ECB, ING

The PELTRO backstop

From 19 May 2020 to 1 December 2020, the ECB is also conducting seven series of non-targeted
pandemic emergency longer-term refinancing operations (PELTROs) virtually on a monthly basis.
The PELTROs grant mortgage banks, that do not qualify for the TLTRO lending benchmark, access to
longer term liquidity at favourable conditions. The PELTRO tranches mature between July and September
2021 and have decreasing tenors from 16 to 8 months. The first three tranches expire in July 2021, the
subsequent two in August 2021 and the final two in September 2021. The interest rate is 25bp below
the average MRO rate over the life of each PELTRO.

The TLTRO drawings

In June 2020, Eurozone banks attracted an unprecedentedly high amount of EUR 1,308 bn under the TLTRO-
II1.4 operation across 742 bidders. Banks emphatically seized the opportunity to benefit for a period of 1yr
of a rate potentially as low as -1%, supported by the increased borrowing allowance and the extra collateral
availability as a consequence of the temporary easings of the ECB collateral rules. Besides, aggregate country
lending statistics indicate that most European banking sectors were already well positioned to meet the 0%
lending growth benchmark based upon the lending growth seen since the beginning of March 2020. The realised
lending growth may obviously still look different at the end of the special reference period by 31 March 2021.



> FIGURE 9: THE JUuNE TLTRO-III DRAWINGS WERE SUBSTANTIAL > FiGURe 10: (T)LTRO BALANCES PER COUNTRY
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The TLTRO-III.4 drawings exceeded the June TLTRO-II and additional LTRO repayments by EUR 548 bn. The
total drawings under the first four TLTRO-III operations aggregate to EUR 1,524 bn, with a modest amount of
EUR 47 bn in TLTRO-II debt left to be repaid. Particularly the French banks have significantly increased their
(T)LTRO drawings since the start of the Covid-19 crisis.

The impact on covered bond supply

The substantial use by banks of central bank liquidity has been supply negative for covered bonds. In the first half
of this year, EUR benchmark covered bond supply fell almost EUR 30 bn short of last year’s 1H equivalent. Similar
issuance as the second half of 2019 could see covered bond supply end the year 2020 at EUR 110 bn. Besides,
the ultimate implications of the Covid-19 crisis on housing market conditions is still uncertain. The economic
slowdown and potential increase in unemployment rates may soften housing market conditions and mortgage
lending growth across the globe, which could reduce covered bond supply further. The sizeable drawings of central
bank liquidity have also led to an increased use of retained covered bonds as collateral. This encumbers eligible
assets, no longer available for issuance in the public domain.

> Fi1Gure 11: TotaL EUR BENCHMARK COVERED BOND SUPPLY
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COVERED BONDS AS COLLATERAL IN REPO TRANSACTIONS WITH THE ECB

Covered bonds are often regarded as central bank-eligible by central banks

For credit institutions, the provision of collateral is generally an important criterion when obtaining liquidity or
borrowing from the central banks entrusted with monetary policy. In this context, central banks also attach
great importance to covered bonds. For example, covered bonds are also included as eligible assets within the
ECB Collateral Framework and, in the borrowing process, they can be posted as collateral with the ECB if the
relevant criteria are met. The section below presents the requirements for the eligibility of covered bonds from
the ECB'’s viewpoint. As a result of the corona crisis, a number of central banks have been compelled to make
temporary adjustments to their collateral frameworks. These adjustments also have a substantial impact on
the eligibility of covered bonds. In light of this, the ECB has reduced the required valuation haircuts for eligible
assets as a whole (and consequently also for covered bonds).

European Central Bank (ECB) - ECB Guideline (EU) 2015/510

The requirements with regard to assets eligible for ECB Collateral Management are documented extensively
and in detail. They are generally laid down in Guideline (EU) 2015/510, which has been amended by various
other guidelines in recent years. The key requirements can also be found in the eligibility criteria for market-
able assets and/or in the General framework, which are supplemented by the Temporary frameworks. Covered
bonds play an important role in Eurosystem’s collateral framework, not least because of the comparatively low
risk associated with covered bonds. Covered bonds can also, under certain conditions, benefit from a privileged
position over other bonds in the context of collateral eligibility in the Eurosystem.

Categorisation of covered bonds

According to ECB Guideline (EU) 2015/510 Art. 2(12), covered bonds are debt instruments that have a dual
recourse: (i) directly or indirectly to a credit institution; and (ii) to a dynamic cover pool of underlying assets,
and for which there is no tranching of risk. The term includes jumbo covered bonds, Art. 2(48), and other
covered bonds including multi cédulas, Art. 2(71), (62). The above-mentioned forms of covered bonds are
defined as follows: ‘jumbo covered bonds’, cf. Art. 2(48), means covered bonds issued in accordance with the
requirements in Article 52(4) of Directive 2009/65/EC of the European Parliament and of the Council, and with
an issuing volume of at least EUR 1 bn, for which at least three market-makers provide regular bid and ask
quotes. ‘Multi cédulas’ (Art. 2(71), (62)) refers to debt instruments issued by specific Spanish SPVs (Fondo de
Titulizacién de Activos, FTA) enabling a certain number of small-sized single cédulas (Spanish covered bonds)
from several originators to be pooled together. There are also ‘other covered bonds’, which refers to multi
cédulas and ‘structured covered bonds’. This means a covered bond, with the exception of multi cédulas, which
is not issued in accordance with the requirements of Article 52(4) of Directive 2009/65/EC of the European
Parliament and of the Council. Lastly, the Guideline defines ‘UCITS compliant covered bonds’, i.e. covered bonds
issued in accordance with the requirements of Article 52(4) of Directive 2009/65/EC.

ECB criteria allow for a wide range of international covered bonds

In general, central bank eligibility applies to investment-grade covered bonds denominated in euros from the
EEA. The currencies USD, GBP and JPY are added to this specification on the basis of the above-mentioned
Temporary Guidelines of the ECB. In addition, as a softening of the EEA restriction, covered bonds from G10
jurisdictions (e.g. Canada) may also be lodged as collateral. With regard to the category “Settlement / handling
procedures”, the ECB requires deposit in book form with one of the national central banks or with one of the
admissible Security Settlement Systems (SSS). Haircuts are applied in relation to collateral eligibility and the
daily determination of the lending value in accordance with the pool procedure.



Haircut categories and covered bonds

Specific haircuts also apply to covered bonds. In particular, a distinction must be made in this respect between
the various haircut categories. The different categories of covered bonds (jumbo covered bonds, covered bonds,
other covered bonds) are also included in this. The relevant wording has additionally been adapted recently in
the ECB/2019/12 amendment. The specific haircuts are then derived in conjunction with the underlying coupon
(fixed, floating or zero coupon) and the Credit Quality Step (CQS) as defined in the Eurosystem’s harmonised
rating scale. In general, covered bonds issued in jumbo format are assigned to Haircut Category II, while all
other covered bonds are assigned to Haircut Category III. Particularly for CPT covered bonds of credit qual-
ity step 3, i.e. covered bonds usually issued by an entity with a non-investment grade rating, comparatively
higher nominal haircuts are applied to the collateral eligibility as a result of the adjustments described above.

External ratings: ECB imposes transparency requirements

External ratings are of major importance for covered bonds that are pledged. Rating agencies must, for exam-
ple, fulfil specific disclosure obligations for the covered bonds they assess, for reasons including maintaining
repo eligibility. In addition, the ECB has adjusted the criteria for own-use covered bonds in such a way that an
external rating is also required for these securities since 1 February 2020.

Valuation haircuts and obligation to provide evidence for own-use covered bonds

Additional haircuts apply to own-use covered bonds. For example, CQS 1 and 2 issues are subject to a haircut
of 8% (CQS 3 securities: 12%). Adjustments to the haircuts also apply to own-use soft bullet or CPT covered
bonds. During the eligibility process, for example, the extended maturity of the instrument is used rather than
the originally scheduled maturity. This means that, in case of a soft bullet structure, the maturity would nor-
mally have to be extended by one year, while all CPT structures fall within the “">10 years” maturities range
due to the theoretically very long extension period. In addition, covered bond issuers are required to provide
evidence relating to the lodging of self-issued government-guaranteed bonds. Accordingly, banks must (be
able to) prove that the cover pools do not contain any government-guaranteed unsecured bank bonds issued
by themselves (or by a related issuer). In this respect, it is quite conceivable that the use of self-issued gov-
ernment-guaranteed bank bonds is already excluded by national legislation or in the published Covered Bond
Prospectus. In the amendments to Guideline (EU) 2015/510 of 08 February 2018 (ECB/2018/3), the ECB pro-
vides additional options for issuers to provide evidence (see also the newly added paragraphs 3 and 4 in Article
139, ECB/2018/3). These include regular surveillance or performance reports by the issuer, self-certification by
the CEO, CFO or other high-ranking decision-makers, or ex-post confirmation by external auditors or trustees.

Corona crisis: temporary adjustments to haircuts until September 2021

On 07 April 2020, the ECB announced extensive temporary adjustments to the Collateral Framework to mitigate
potential liquidity strains on the financial markets of the single currency area. It is our understanding that, while
no covered bond-specific adjustments have been made, the scope of eligible collateral in the form of covered
bonds is increased, particularly by the reduced collateral haircuts. For example, the temporary adjustment pro-
vides for a general 20% reduction in collateral haircuts until September 2021.

Corona crisis: grandfathering with regard to rating assessments until September 2021

Having introduced a temporary reduction in the applicable haircuts as early as 07 April, the ECB went another
step further on 22 April by adjusting its rating requirements for collateral. Accordingly, collateral that has fulfilled
all the requirements as required on 07 April, including an investment grade rating, may continue to be eligible
for repo transactions if its rating is at least equivalent to credit quality step 5 of the Eurosystem’s harmonised
rating scale (see table above). This would imply that covered bonds that were eligible for repo transactions on
07 April, and subsequently slip into non-investment grade by up to two notches, would still be recognised as
collateral at the ECB. Incidentally, this also applies to new issues placed under a corresponding programme.
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Corona crisis: implications for covered bonds

This implies that the haircut for "own-use” covered bonds is also reduced by 20%. These adjustments produce
a collateral haircut of 8% for an “own-use” covered bond of collateral category III (UCITS compliant covered
bond; <EUR 1 bn), denominated in euro, with variable interest rate and assigned CQS1 or CQS2, assuming a
maturity of five years. Without the temporary adjustment, which was announced on 07 April 2020 and applies
temporarily until September 2021, the collateral haircut would be 10%.

ECB itself quite transparent: database for eligible assets

The ECB provides information relating to the list of eligible collateral on its website. It is possible to access
the entire database as well as the changes compared to the previous working day in the Download area. It is
also possible to query whether a security is approved as collateral. As at 31 May 2020, the database contained
24,949 securities. Of these, 3,982 were classified as covered bonds (3,535 traditional, 362 jumbo, 72 structured
and 13 multicédula covered bonds). It should be noted, however, that this list is merely a list of the central
bank eligibility registered at the ECB. This means, firstly, that bonds not listed here may still also be eligible.
Secondly, the listing does not necessarily imply use as collateral. The ECB publishes aggregated data that
provides information on both, eligible assets and use of collateral. According to these official statistics, covered
bonds accounted for 11% (EUR 1,561 bn) of total eligible assets (EUR 14,296 bn) in the first quarter of 2020.

EUR benchmarks not generally classifiable as eligible assets

With regard to use of collateral (EUR 1,636 bn), covered bonds account for 25% (EUR 408 bn). In 2008, eligible
assets (EUR 1,248 bn) and use of collateral (EUR 174 bn) each accounted for an 11% share, which rose to 12%
(EUR 1,537 bn) and 16% (EUR 288 bn), respectively, in 2011. The data also reveals that, applying the above
criteria, ECB eligibility cannot necessarily be assumed for bonds issued as EUR benchmarks and included in
iBoxx EUR Covered. Due to the restriction to the EEA (Guideline (EU) 2015/510) and the additional eligibility of
G10 issues (Temporary framework), EUR benchmarks of Canadian issuers, for example, can in principle be used
as collateral. In contrast, the EUR benchmark of Korea’s KHFC cannot be classified as ECB-eligible. The same
applies to bonds from Australia, New Zealand and Singapore, among others, and the RMBS-based benchmarks
from Japan’s Sumitomo Finance Corporation.

> FIGURE 12: ECB: composITION OF ELIGIBLE ASSETS (EUR BN) > FiGure 13: ECB: comPOSITION OF USE OF COLLATERAL (EUR BN)
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1.3 LIQUIDITY AND TRADING VOLUME IN THE EU COVERED BOND MARKETS

By Joost Beaumont, Chairman of the ECBC Statistics & Data Working Group, ABN AMRO Bank,
Jonny Sylvén, Association of Swedish Covered Bond Issuers (ASCB),

Lars Ravn Knudsen, Finance Denmark, Steffen Dahmer, Chairman of the ECBC Market
Related Issues Working Group, JP Morgan and Michael Weigerding, Commerzbank

INTRODUCTION

The international covered bond benchmark segment, which started as an interbanking market-making (head to
head) market in the 90s, transformed during the crisis into a pure client (investor) market-making market. A
functional repo market constantly increases the liquidity of the Covered Bond market, as a consequence of which
the Covered Bond benchmark market is one of the most significant and liquid market segments. Covered bonds
are viewed in different ways: thanks to their nature and rating some view them as part of the rates world, others
clearly see credit elements and consider Covered Bonds as the strongest product in the credit world.

As is the case for any other market in the rates or credit world, the Covered Bond market faces regulatory require-
ments which result in a more prudent approach to trading books in terms of balance sheet allocation. In short,
bank inventories have gone down and often only axed trading books are able and willing to show competitive
prices and sizes to investors.

We continue to see the trend that EUR 500mn is becoming more and more the standard benchmark size for
issuers, although issuers with larger annual funding appetites still favour a EUR 1bn deal or larger. In other mar-
kets such as GBP the majority of benchmark deals has recently shifted to deals with larger sizes (minimum of
GBP 1bn), up from GBP 500-750mn before. Meanwhile, in USD’s the “regS only” market often targets 600mn (to
match the regulatory important 500mn + EUR equivalent) while 144a or SEC registered deals are often larger
than/or at least USD 1bn. The Swedish or Danish Kroner Covered benchmarks can grow over time to a significant
size often larger than in Euro or Dollar benchmarks. Obviously smaller benchmark volumes often lead to smaller
secondary turnovers given that the various Covered Bond markets are dominated by a majority of buy and hold
investors. Furthermore, redemptions were rather high between 2013 and 2017, resulting in negative net sup-
ply. From 2014, the shrinkage of the covered bond market was also aggravated by the covered bond purchases
of the Eurosystem. The trend turned in 2018 and 2019, when net supply was positive, but in 2020 the market
is likely to shrink again, as the large take-up in the TLTRO-III will slow down issuance, while redemptions will
again be sizeable this year.

> FIGURE 1: GROSS SUPPLY OF EURO BENCHMARK COVERED BONDS (EUR BN)
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> FIGURE 2: GROSS SUPPLY OF EURO BENCHMARK COVERED BONDS BY REGION (EUR BN)
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In summary, lower net supply, new deal size developments, a change of regulatory requirements and the nature
of the investor base have a direct impact on secondary liquidity. Gross supply of euro benchmark covered bonds
clearly increased up to 2015, after it slowed down in 2016 and 2017, before rising strongly again in 2018 and
2019. Gross issuance started to pick up in 2014, supported by an increase in both the number of new issuers
as well as a rise in the amounts issued from jurisdictions outside the euro area. Indeed, issuance from non-EU
banks has roughly doubled to around EUR 20bn per year since 2013, reflecting the ongoing globalisation of the
covered bond asset class. Still, issuers located in the euro area are responsible for the bulk of covered bond supply,
with annual changes in issuance largely related to ECB policy actions and the amount of redemptions. In 2015,
covered bond issuance was for instance boosted by the start of the Eurosystem’s covered bond purchases under
CBPP3 in Q42014. However, the impact on net supply was marginal given that most of the increase in issuance
was offset by primary allocations to the Eurosystem (which is a buy and hold investor). Furthermore, issuance
was negatively affected in 2016 when banks could borrow cheaply at the ECB via the TLTRO-II. However, new
supply of covered bonds from the euro area was relatively large in 2018 and 2019, when CBPP3 purchases were
reduced. At the same time, non-EU banks also increased their presence in the primary market in 2018 and 2019,
Canadian banks in particular. As a result, net supply was firmly positive in the past two years. So far in 2020,
issuance has slowed down since the outbreak of the Covid-19 pandemic, while banks have borrowed a record
amount in the ECB’s TLTRO-III operations. This does not bode well for issuance going forward in 2020. At the
same time, the ECB has started additional QE programmes (see chapter 2), implying that it has stepped up cov-
ered bond purchases. On balance, the market is likely to shrink again in 2020, not supporting liquidity conditions.

Let us again look at the evolution of the investor base as an angle for liquidity. If the share of buy-and-hold
investors has risen in the past few years, this should have reduced liquidity of covered bonds. The graph below
shows the average allocation share per investor type in new euro benchmark deals. The graph clearly illustrates
the crowding out impact of CBPP3. The share of central banks/SSAs has risen sharply, actually quadrupling
from around 8% in 2013 to around 30% during 2014-2018. This has come at the expense of other investors,
such as banks, asset managers and institutional investors. However, asset managers have seen the biggest
drop in their share. As these can be regarded as the most active portfolio managers, it seems fair to conclude
that the change in the investor base in recent years has not supported liquidity of covered bonds. Although
asset managers returned to the covered bond market in 2019 when the central bank reduced its presence,
this picture has reversed again in 2020 due to the restart and step-up of QE. The participation of banks in
new deals has remained at steady levels, reflecting that covered bonds are an attractive asset class in LCR
portfolios. Unfortunately, most banks are buy-and-hold investors, so this does not support liquidity in the end.



> FIGURE 3: AVERAGE ALLOCATION SHARE BY INVESTOR TYPE IN NEW ISSUANCE OF EURO BENCHMARK COVERED BONDS
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Finally, the larger the issue size, the better the liquidity. But also in this respect, it seems that recent develop-
ments point in the direction of reduced liquidity. The graph below depicts the share of new deals broken down
by issue size. The share of deals with an issue size below EUR 1bn increased strongly in recent years. Whilst
only 3% of the deals had a size smaller than EUR 1 bn in 2008, more than 60% of deals had such a size in
the past few years. But, there is some bright spot in this respect, as the share of deals with a minimum size
of EUR 1bn has risen in 2020. In the first half of 2020, roughly half of the new euro benchmarks had a size
above EUR 1bn, which marks a break with the past. Still, the overall take is that liquidity has deteriorated
rather than improved in recent years, but that the tide might be turning.

> FIGURE 4: SHARE OF NEW EURO BENCHMARK COVERED BOND DEALS, BROKEN DOWN BY SIZE
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How much, how often and where? Secondary market trading in the euro covered bond market

Each time the covered bond segment came under general spread pressure in recent years, its (lack of) mar-
ket liquidity came into the spotlight again. In view of the defensive stance taken by many market makers in
general and the recent coronavirus crisis effects, it has become all the more difficult for investors to buy or sell
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larger positions in some segments, if required. But how has liquidity in the covered bond market developed
over recent months in detail?

In order to gain a broader overview, we analyse the trading volumes that are aggregated by Bloomberg as
part of MiFID reporting. After adjusting the data,! we can identify a total trading volume of around EUR 201bn
for EUR benchmarks via Bloomberg for the 12-month period from April 2019 to March 2020. On a weekly
average, this is just under EUR 4 bn or 0.4% of the outstanding volume. Moreover, as is well known, it is by
no means unusual when even younger covered bonds fail to trade at all in individual weeks. Calculated across
all benchmarks, we see this happening on average every third week. A glance at the ticket sizes confirms this
assessment. Naturally, the number of transactions processed on stock exchanges significantly exceeds that of
other sources. However, their volumes are usually negligible. If one excludes stock exchanges, there are around
111,000 transactions left between April 2019 and March 2020. Their average ticket size was only around EUR
2.5mn. This figure corresponds to the ballpark figure suggested by Trax data in the past and should therefore
reflect the current state of the market quite well.

> FIGURE 5: TRADING ACTIVITY HAS STABILISED ON A RELATIVELY LOW LEVEL

TurNOVER OF EUR BENCHMARK COVERED BONDS RECORDED BY BLOOMBERG IN ACCORDANCE WITH MIFID RULES OR TRAX,
RESPECTIVELY, 8-WEEK MOVING AVERAGE OF INDEXED TURNOVER DATA (100 = H1-14)
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Over the last two to three years, these general trading activity ratios did not change markedly. This highlights
the fact that liquidity in the covered bond market has stabilised over the last quarters, although at a relatively
low level compared to the period before the ECB’s CBPP3 set in. The coronavirus crisis, however, seems to
pose another challenge to covered bond liquidity. A final assessment is difficult to make at this stage, but the
crisis has clearly changed trading activity already. For instance, the estimated CBPP3’s share of overall covered
bond trading volume has surged in February and March. Around 50% of the trading volume of CBPP3-eligible
benchmarks has been executed directly with the central bank according to our estimates. This is double the
share seen before. One reason is of course the overall drop in trading activity due to the crisis: the turnover
recorded by Bloomberg shrank by around a third in late March/early April. However, another reason is increased
CBPP3 purchases, and the trades executed via the ECB’s PEPP are not even considered in this calculation. As
a result, the trading activity and liquidity left for other investors has dropped, and it is more concentrated on
specific maturity buckets. When adjusting by the bond size, the turnover of 1-2y and 7-10y covered bonds

1 For example, we exclude the turnover reported by Deutsche Bérse due to several discrepancies.



is almost double the number of other paper. This focus on the short and the long end has been present for a
while but became more pronounced in Q1 2020.

> FIGURE 6 & 7: CBPP3 TRADES HAVE CLEARLY DOMINATED THE MARKET DURING THE EARLY DAYS OF THE CORONAVIRUS CRISIS, AND
MOST TRADING IS FOCUSED ON THE VERY SHORT AND THE LONG MATURITY BUCKETS

LerT: ESTIMATED MONTHLY CBPP3 sHARE oF CBPP3-ELIGIBLE BENCHMARK TRADING VOLUME; RIGHT: TURNOVER oF EUR
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Which factors influence trading volume?

Whether the liquidity of a covered bond is high or low is not easy to determine. For one thing, market liquidity
is difficult to measure. We therefore focus on trading volume here. Furthermore, there are naturally a number
of different factors that influence the liquidity or trading volume of bonds - and these must be taken into ac-
count when comparing individual covered bonds. In addition to the age of a bond, its size and market risk,
these include seasonal factors, the quality of its allocation, demand during book building and primary market
supply. We have recently verified these liquidity drivers in three detailed studies.? Our dataset for the turno-
ver recorded by Bloomberg between April 2019 and March 2020 confirms most findings there. For example,
the average trading volume of a covered bond increases with its size. Trading volume grows at a slower pace
though: the turnover of a EUR 1bn — EUR 1.24bn bond was roughly 75% higher in the mentioned period than
that of a EUR 500mn - EUR 749mn issue. There is therefore no jumbo bonus with regard to liquidity.

However, by far the most important factor for the trading volume of a covered bond is its age. While switch
trades, profit taking or follow-on purchases support the turnover, over time, volume increasingly seeps away
due to buy-and-hold investors. Our data show that, on average, the weekly turnover falls below 1.0% of the
outstanding volume after only one quarter. After one year this rate is only 0.35%, and in the long run it typi-
cally levels off between 0.2% and 0.3%. On the market as a whole, the turnover is likely to be higher, but the
trend should be the same.

2 see How new bond issuance influences the liquidity of covered bonds. The Journal of Fixed Income, vol. 29 (2), pp. 44-60; Seasonal liquidity
effects and their determinants on the covered bond market. The Quarterly Review of Economics and Finance, forthcoming; and Liquidity drivers
on the covered bond market.
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> FIGURE 8: LIQUIDITY FOLLOWS AN L-SHAPE: TURNOVER DROPS RAPIDLY WITHIN A FEW MONTHS

AVERAGE TRADING VOLUME OF A EUR BENCHMARK FROM APRIL 2019 To MARcH 2020, BY AGE OF BOND IN YEARS, IN % OF THE
NOMINAL OUTSTANDING
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To best compare covered bond turnover between individual bonds despite the high number of influencing
factors, we convert the trading volumes to their shares of the nominal. In the following analysis, we also dif-
ferentiate according to the issue date of the covered bond.

Which products had the highest trading activity?

Due to the dominant age effect, middle-aged covered bonds are most interesting for statements on fundamen-
tal liquidity trends, in our opinion. They represent the bulk of the outstanding volume, and while they reflect
the medium-term turnover potential, they are not yet excessively dominated by buy-and-hold investors. They
are therefore likely to be the focus of most investors. Consequently, we exclude bonds that were issued after
December 2018 from our analysis.

If the trading volume of covered bonds issued between 2016 and 2018 is broken down by country of origin, we
note a marked “headline effect”: i.e. bonds that are (potentially) in the focus of the news tend to be traded more
often. This fits well with the general rating effect of bond trading activity: bonds with lower ratings are generally
traded more often because they can be used, for example, to convert market movements into returns more
easily. Greek and Turkish covered bonds have therefore frequently appeared at the top of our previous trading
volume overviews. The new data are in line with this. The trading activity of UK covered bonds is also likely to
have been supported by the steady Brexit news flow. With a turnover of 26% of the outstanding volume, UK
securities reached almost double the level of French or German covered bonds from April 2019 to March 2020.

This, however, should not lead to the reverse conclusion that overseas markets such as Australia, New Zealand
or Canada, which are also among the top traded segments, may be regarded by investors as risk products. In
contrast to the UK, these covered bond segments have repeatedly attracted attention with high trading volumes
in our turnover analyses of recent years, without these countries continuously ‘hitting the headlines’. The rela-
tively high trading activity in overseas products is therefore more likely to testify to solid intrinsic liquidity. This
may be partly due to the absence of CBPP3 purchases in these countries, which are largely held to maturity.

In fact, our comparison clearly shows the trading activity gap between CBPP3-eligible segments and non-eligible
ones, with the former featuring markedly higher overall turnover. And the chart does not yet account for the
fact that a marked number of trades comes from the CBPP3 itself.



When measuring turnover in German and Austrian covered bonds, there could be some distortions since, due to
data problems, we exclude transactions reported via Deutsche Borse. German market makers could therefore
be slightly underrepresented in our database and the turnover of specific segments somewhat underestimated.
However, the relevance of this should not be overstated. Rather, the relatively low trading volume in German
covered bonds is more likely to be attributable to their lower yields, which make them less attractive to many
active trading investors.

> FIGURE 9: TURNOVER RANKING BY PRODUCT INDICATES SOLID LIQUIDITY IN OVERSEAS MARKETS, BUT ALSO WEAKNESSES IN SOME SEGMENTS
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It may come as a surprise to learn that Spain and Italy are so far behind in our ranking. Due to the weaker
ratings and the various political headlines from the periphery, covered bonds in Spain and Italy could theoreti-
cally have been expected to be much more active. In part, the deviation is probably due to the low primary
market activity in Spanish and Italian benchmarks. This is also depressing secondary market activity. In our
opinion, however, the data also show the general liquidity weakness and one-sidedness of the market.

THE SWEDISH COVERED BOND MARKET

The Swedish domestic market for covered bonds is of great importance for the domestic capital market. Before
Sweden implemented a law for covered bonds in 2004 a liquid market for mortgage bonds had been around
since the beginning of the 80s. The outstanding volume of covered bonds in SEK was EUR 178,9 bn at year
end 2019. That was more than twice as much as the outstanding volume of government bonds.

Swedish bond market investors appreciate liquidity. The large banks issue their covered bonds as benchmarks
meaning large amounts are issued and that a number of dealers are contracted to show both bid and offer
prices. Also, only benchmarks are deliverable in the future contracts. When a new benchmark-bond is issued,
the issuers make sure that the amount issued meets the requirements for a benchmark sized deal. After the
initial day of issuance, the issuer can, without further notice, issue “on tap”. The benchmark bonds can amount
to volumes of about SEK 60 bn. Sweden has a liquid and smoothly operating repo market with almost all
banks and broker firms involved in the trading. The issuers offer their market makers a repo-facility in their
own bonds. The repo transaction is viewed as a ‘sell-buy back’ or ‘buy-sell back’ deal and the ownership of
the security has to be transferred.
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Overall, this system has been working for a long period of time. The recently implemented legislations regarding
higher capital requirements, greater information requirements (MiFID II) and other potential obstacles such as
the leverage ratio, structural reforms etc. have not been observed to have had any significant effects on the
liquidity in the Swedish covered bond market. The Swedish Central Bank (Riksbanken) has been aggressive in
its Quantitative Easing (QE) policies, which means that the central bank now owns a large part of outstanding
government bonds. Since the outbreak of Covid-19 the Riksbank is also including covered bonds, municipal
bonds and, this far, corporate CP in their QE. The central bank has also been active in securing the liquidity in
the banks, so they have offered loans to the banks in SEK and USD. Banks post collaterals to receive these
loans. The rules for collateral have been eased so banks can use 100% covered bonds as collateral, and they
can even use their own covered bonds. It is not possible to see any large effect of the daily turn over due to
the QE or any other action by the central bank.

> Fi1Gure 10: DAILY TURNOVER, 3M MOVING AVERAGE, WITHOUT REPOS, SEK BN
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> FiGuRe 11: OUTSTANDING AMOUNTS OF COVERED BONDS, EUR BN
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THE DANISH COVERED BONDS MARKET

The type of bonds making up the Danish covered bond market fall into three major segments: callable bonds,
bullet bonds and floater with or without a cap. All bonds are UCITS compliant and the vast majority is CRR
compliant. The market comprises a great number of securities, but the vast majority of the nominal value is
concentrated on a relatively small number of large series.

With an outstanding volume of EUR 419bn the Danish covered bond market is the largest in Europe. Trades
in mortgage covered bonds are reported to the Danish exchange, Nasdag Copenhagen, including over the
counter trades and excluding repos.

Average monthly turnover on Nasdaq Copenhagen including over the counter trades and excluding repos in
the period 2011 - 2019 came in at around DKK 609bn (app. EUR 82 bn). In 2019 average monthly turnover
was DKK 1074 bn (app. EUR 144 bn), cf. Figure 12. On average this means that approximately 34% of the
outstanding volume was traded every month of 2019.

> FIGURE 12: TURNOVER IN DANISH COVERED BONDS, MONTHLY TURNOVER IN DKK BN
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Source: Nasdag Copenhagen
Note: Data is for nominal value Non- Repo Mortgage Bond transactions including OTC. Horizontal lines indicate yearly averages. From 2018 a
new transaction reporting was implemented. Data before and after 2018 is not directly comparable.

Repayment activity in fixed rate callables has in 2019 increased from the already relatively high levels in 2018.
Due to high remortgaging activity, issuance of callable bonds in the primary market was once again a driver
for turnover in 2019. Meanwhile, as covered bonds issued outside the Euro area are not eligible for purchase
under CBPP3, the Danish covered bond market has not been directly affected by quantitative measures by the
ECB, which has been a major factor dampening transaction activity in the Euro area. However, an indirect effect
cannot be ruled out. In 2019 the share of foreign investors owning Danish covered bonds increased slightly to
around 22.5%. During 2019 the foreign investors have decreased their owner share of issuances with shorter
maturity while increasing their holdings of bonds with longer maturities. Foreign investors have a positive effect
on market turnover and liquidity.

FACTORS AFFECTING TURNOVER AND LIQUIDITY IN DANISH COVERED BONDS

Pass through, tap issuance, quarterly refinancing auctions and frequent early repayment activity are all char-
acteristics of the Danish covered bond market, which among other more universal factors affect the level of
market turnover. The strict balance principle deployed by Danish mortgage banks incorporates pass through
and means that mortgage covered bonds are tap issued on the go, in sync with demand for mortgage loans.
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Following the initial tap issuance, mainly bullet bonds and to an extent floaters, are refinanced by the issuance
of new bonds at refinancing auctions over the life of the loan.

Borrowers’ early repayments also influence liquidity in the Danish covered bond market. Any Danish covered bond
can be bought back by the borrower at the current market price and delivered to the issuing mortgage bank -
the buy back option - or in the case of fixed rate mortgages be redeemed at par. This type of early redemption
activity gives rise to an increase in transactions both when bonds are bought back (the buy-back option), and
when new bonds are issued. Again in 2019 market developments encouraged early repayment activity.

Meanwhile, while not all implemented, liquidity rules including the LCR and NSFR, leverage ratio and capital
requirements for market risk FRTB are already unintentionally increasing the cost of market making and repo
transactions through increased capital requirements and stricter liquidity management rules.

Due to tap issuance, the market maker function of universal banks is handed a central role providing liquidity
in the covered bond market, as professional investors are mostly unwilling to buy in small batches. Onwards,
market makers remain the main source of liquidity in the Danish covered bond market. However, higher capi-
tal charges, liquidity rules and the low interest rate climate have put pressure on the profitability of market
making. To a lesser extent, market makers will be providers of market liquidity, rather than makers between
buyers and sellers in the market.



1.4 THE DIFFERENT DIMENSIONS OF SUSTAINABLE COVERED BONDS

By Maureen Schuller, ING Bank, Matthias Melms, formerly NordLB, and Ralf Berninger, SFIL

SUSTAINABLE BOND MARKET OVERVIEW

Since the first sustainable bond was issued in 2012 the market has progressed rapidly. Today there are almost
EUR 365 bn in sustainable bonds outstanding split across varying bond products. This amount covers only EUR
denominated instruments with a minimum size of EUR 250 mn and marketed with a dedicated sustainable use of
proceeds. Despite the impressive pace of developments sustainable issuance is still only gradually gaining ground
in the covered bond space. While the first ESG covered bond was already issued six years ago in September
2014, the amount of sustainable EUR covered bonds outstanding just passed EUR 21 bn at the end of 1H 2020,
representing 6% of the total EUR sustainable bond market and only 2% of all EUR benchmark covered bonds
outstanding. This is barely more than a third of the outstanding EUR bank sustainable senior unsecured debt.

> FiGUurRe 1: EUR SUSTAINABLE BOND MARKET GROWS RAPIDLY > FIGURE 2: EUR SUSTAINABLE BONDS OUTSTANDING BY SEGMENT
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This may seem surprising, as covered bonds represent one of the largest bond asset classes and are by nature
secured by assets, such as mortgage loans, that at first sight lend themselves perfectly to green issuance.
However, issuers of sustainable covered bonds generally do strive to have sufficient eligible green and/or so-
cial loans in the cover pool to at least match the amount of sustainable covered bonds outstanding. As such,
these loans not only have to meet the criteria stipulated in the sustainable bond framework, but also the asset
eligibility criteria under the respective covered bond legislation or programme documentation. On the other
hand, sustainable senior unsecured funding is not subject to additional cover pool eligibility criteria and offers
banks a route to sustainable funding without asset encumbrance.

Besides, the majority of covered bonds are secured by residential mortgage loans. This has likely hampered
green issuance in covered bond format. Residential mortgage books carry far more technical constraints,
hindering the ability to marshal a sufficient volume of loans meeting the requisite environmental standards
for green portfolio purposes. It has proven easier to build green loan portfolios from renewable energy loans
or energy efficient commercial real estate assets. These loans are generally larger in size. Hence fewer loans
are required to establish a significant or sizeable green portfolio. Developments in the field of dedicated green
residential mortgage product offerings, the availability of EPC labels and selection criteria based upon building
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standards and construction age have contributed to an increase in green covered bond issuance. Nonetheless,
at 63% the share of green issuance in the total sustainable covered bond supply remains lower than in the
bank senior unsecured space where green issuance is far more dominant (84%).

> Figure 3: Supply of sustainable covered bonds > Figure 4: Sustainable covered bond market by country
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There are several factors that will support a further expansion of the sustainable covered bond market. For
instance, various issuers are issuing both in social and green format. Also, the issuance outside the euro and in
(non-euro) domestic currencies has seen an increase, particularly in 2019. Furthermore, as more inaugural issuers
set respective country standards for sustainable issuance, hurdles for other issuers to establish green or social
frameworks decline. By the end of 1H20, the number of sustainable covered bond jurisdictions had already grown
to ten out of the 27 countries from which EUR benchmark covered bonds are issued. The sustainable investor
base is also expanding, providing an additional incentive for banks to establish a framework for the issuance of
sustainable bonds. At the same time, broader regulatory and political influences toward environmental and social
awareness, support banks in their origination of more green and social assets. Also, the ongoing progress made in
terms of tagging loans eligible for sustainable bond issuance is supportive for supply. The EMF-ECBC’s EeMAP and
EeDaPP initiatives play a very important role in this regard (see article 1.6 Energy Efficient Mortgages Initiative).

USE OF PROCEEDS: SUSTAINABLE COVERED BONDS FINANCE A BROAD VARIETY OF ASSETS

Issuers of sustainable covered bonds generally strive to have sufficient eligible green and/or social loans in
the cover pool to at least match the amount of sustainable covered bonds outstanding. As such these loans
not only have to meet the criteria stipulated in the sustainable bond framework, but also the asset eligibility
criteria under the respective covered bond legislation or programme documentation. While covered bonds
historically are used to (re)finance a dedicated pool of eligible assets, a pre-defined use of proceeds is largely
uncharted territory in the senior unsecured market. That said, outside the specified green and/or social use
of proceed targets, sustainable senior unsecured bonds are not subject to any additional cover pool eligibility
criteria. They also do not give investors any preferential claim to the green and/or social assets financed and
consequently offer banks a route to sustainable funding without asset encumbrance.

Despite the applicable cover pool eligibility constraints, sustainable covered bonds are nonetheless used to
finance a wide range of green and social asset classes. Green covered bonds were at first primarily issued
in mortgage covered bond format, with the bond proceeds used to finance energy efficient buildings. Par-



ticularly banks with mixed collateral pools of commercial and residential real estate assets, such as German
institutions, were prolific in the issuance of green covered bonds. Elsewhere, banks with mortgage cover pools
(partly) comprised of social housing loans were among the first group of issuers successfully printing social or
sustainable mortgage covered bonds. The issuance of EUR benchmark mortgage covered bonds with exclu-
sively green residential proceed allocations did not take off until 2018, as the use of selection criteria based
upon building standards and construction age evolved and the availability of EPC labels improved. In 2019,
the first positive impact covered bond was issued, which subjects the eligible green loans to additional positive
contribution requirements in the field of economic convergence, populations’ basic needs or the environment.

Public sector covered bonds were initially solely issued in social format to finance community projects in
areas of healthcare and education as part of the issuers’ public sector lending business strategy. However, 2019
featured the first green public sector covered bond with a use of proceeds stretching beyond the traditional
green building loans, including assets in the sustainable water and sanitation, waste management, energy
efficiency, renewable energy and territorial mobility/soft urban transport segments. The public sector covered
bond segment also saw the first blue social bond being issued last year, financing public supply projects in the
field of water and waste management, building a bridge between social issuance and an environmental use
of proceeds. The outbreak of the Covid-19 pandemic has also provided the sustainable covered bond market
with new opportunities, particularly in the social segment where the first Covid-19 social covered bond was
issued in 1H20 to finance Covid-19 related loans to public hospitals.

The sustainable covered bond market had another important primer in 1H20, with the issuance of the first
renewable energy covered bond under the amended Luxembourg covered bond law. The bond extends the
green covered bond issuance beyond the traditional mortgage and public sector covered bond segments and
remains up until today the one single example of sustainable covered bond issuance under a dedicated legal
framework for the issuance of green covered bonds.

> FIGURE 5: USE OF PROCEEDS SUSTAINABLE EUR BENCHMARK COVERED BONDS*
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*) Average shares of the sustainable portfolio assets in covered bond cover pools by end 1H20, unless only reported on an aggregate sustain-
able portfolio basis. The number of programmes per country is in brackets. Proceed allocation assumptions for French green public sector
covered bonds are indicative.

RELATIVE VALUE: THE COVID-19 PANDEMIC PERFORMANCE ANOMOLIES

The broad variety in use of proceeds makes the sustainable covered bond market an interesting segment for a
performance analysis versus plain vanilla alternatives, particularly during the 1H20 phase of Covid-19 related
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market volatility. Covered bonds are secured bond alternatives that are traditionally less exposed to market
volatility than unsecured alternatives during episodes of crisis. However, there is no convincing evidence that
the broader investor base for sustainable bonds has mitigated the Covid-19 related spread volatility and wid-
ening of sustainable bonds.

Figure 6 gives an overview of the performance of green covered bonds versus non-green vanilla alternatives
for three different jurisdictions. The chart shows that the relative performance of green covered bonds versus
non-green alternatives has been mixed during the March-April spread widening episode. While German green
covered bonds performed relatively stable versus their vanilla adjacents, French green covered bonds under-
performed during this period, whereas Norwegian green covered bonds outperformed.

It is difficult to find a good reason for these differences. After all, the Covid-19 outbreak and measures taken
to mitigate its further spreading, led to a period of very poor market liquidity. This could have contributed to
swings in spreads without any fundamental reasons. Other technicalities such as the resumption of French
covered bond supply in the second half of March may also have played a role. Whether the ECB’s purchase
programme has had a part in this performance pattern is hard to say. Distribution statistics to central banks
and agencies for Eurozone covered bonds do suggest that primary allocations to the CBPP3 are lower for green
than for vanilla covered bonds, reflecting the broader interest for green bonds including from sustainable in-
vestors. As such, the CBPP3’s buy and hold support might have been more important for traditional non-green
covered bonds during the March-April spread widening.

Meanwhile, figure 7 confirms that the large majority of the sustainable covered bonds were at the time of
writing quoted through their vanilla alternatives, with the exception of the more recently issued bonds. The
chart only includes a selection of sustainable covered bonds with two vanilla adjacents on the curve. The type
of use of proceeds or the size of the covered bonds does not seem to play a decisive role in this regard. The
most noteworthy outlier is probably the spread of the Luxembourg renewable energy covered bond versus its
public sector adjacents. There may be different explanations for the spread concession of the renewable energy
covered bond, including its sub-benchmark size. However, the wider spread does suggest that a dedicated
cover pool of eligible green assets may not necessarily be a differentiating performance support in comparison
to green covered bonds that rank pari passu with traditional covered bonds issued under the same programme
in their claim on the cover pool, including the green cover assets financed.

> FIGURE 6: A MIXED PERFORMANCE DURING THE CoviD-19 cRrisis > FIGURE 7: NOT ALL SUSTAINABLE COVEREDS TRADE THROUGH VANILLA
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REGULATORY DEVELOPMENTS: ANOTHER GEAR HIGHER

The regulatory developments reflecting Europe’s climate ambitions have accelerated in the past two years
after the European Commission published its ambitious action plan on financing sustainable growth in March
2018. One of the overarching goals of the Commission in this action plan is to redirect capital flows to sus-
tainable investments. By setting minimum standards for green bonds, green (and later, social) assets, ESG
disclosure, rating agency contribution, benchmarks, financial institutions, corporates and investors, the action
plan contributes to the harmonisation and streamlining of the proliferation of initiatives, methodologies and
approaches in the field of sustainability.

To reset its commitment to deal with the climate and environmental challenges, the European Commission
presented the European green deal in December 2019. One of the spearheads of the green deal roadmap is the
increase in the EU’s climate ambitions for 2030 and 2050. To this purpose, the European Commission published
its European climate law proposals in March 2020, setting a binding EU-wide legal target for climate neutrality
by 2050. To ensure consistency with the climate-neutrality objective, the EU’s greenhouse gas emission reduc-
tion target for 2030 will (likely) be increased to at least 50% up to 55% compared to the 1990 levels. As the
private sector remains key to financing part of the required transition, the European Commission will present a
renewed sustainable finance strategy in 3Q20, building on the 2018 action plan. Hence, facilitating sustainable
investments remains a top priority on the political agenda in Europe. This will not only keep discussions alive
in the field of the EU green bond standard (GBS) or prospectus content for green bonds, but also regarding
the suitability of existing capital requirements for green assets.

The taxonomy regulation that came into force in July 2020 is probably one of the most essential foundations for
further progress. It provides a unified classification system for sustainable activities and is also the backbone to
the establishment of the EU green bond standard. Eligible green projects to be financed by an EU green bond
should contribute to one of the six environmental objectives identified by the taxonomy.

1. Climate change mitigation;

2. Climate change adaptation;

3. Sustainable use and protection of water and marine resources;
4. Transition to a circular economy, waste prevention and recycling;
5. Pollution prevention and control;

6. Protection and restoration of biodiversity and ecosystems.

The taxonomy regulation will ultimately be expanded by other sustainable objectives (including social) but not
before the end of 2021. An economic activity is considered environmentally sustainable and thus taxonomy
compliant under the current regulation if it meets the following criteria:

> The economic activity contributes substantially to one of the environmental objectives identified;
> The economic activity does not significantly harm (DNSH) any of these environmental objectives;
> The economic activity is carried out in compliance with the minimum safeguards;

> The economic activity complies with the technical screening criteria.

The European Commission will establish the technical screening criteria for the climate mitigation and climate
adaptation objectives in a separate delegated act, to be adopted before the end of 2020 (to become applicable
per 1 January 2022). The delegated act for the other four objectives should be adopted by the end of 2021 (ap-
plicable per 1 January 2023). A Platform on Sustainable Finance will be established to advise the Commission
on the technical screening criteria, building on the Technical Expert Group’s (TEG) technical screening propos-
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als for 1. climate change mitigation and 2. climate change adaptation, and conditions for avoiding significant
harm to the other environmental objectives (including 3-6).

The step-up in the EU’s climate ambitions for 2030 and 2050 were already taken into consideration by the TEG
in the technical screening criteria update of March 2020. For the climate mitigation criteria, the TEG identified
eight sectors based on their emissions footprint. These include: 1) forestry, 2) agriculture, 3) manufacturing, 4)
electricity, gas, steam and air-conditioning supply, 5) water, sewerage, waste and remediation, 6) transporta-
tion and storage, 7) information and communication and 8) buildings. Over the past year, green covered bond
issuance has expanded beyond the use of proceeds for energy efficient buildings alone. However, as covered
bonds remain primarily secured by mortgage assets, the evolvement of the technical screening criteria for
buildings will likely remain most in focus.

Under the TEG's proposals, the primary energy demand (PED) for newly constructed buildings has to be 20%
lower than the primary energy demand resulting from the ‘nearly zero-energy building’ (NZEB) requirements,
mandatory for all new buildings in the EU per 2021. Hence, the minimum top 15% ambition will no longer be
of relevance to new buildings built from 2021 onwards. A best-in class approach (top 15% of the local exist-
ing stock in terms of energy demand) is still applied for the acquisition of buildings built before 31 December
2020 and certification schemes such as EPCs can still be used as evidence for eligibility. However, instead of
specifying minimum EPC thresholds, the TEG believes more work needs to be done to define absolute thresh-
olds corresponding to the top 15%. While the new criteria have no implications for the existing green bond
frameworks, issuers are for now left with some uncertainties regarding their green bond framework updates,
given the 2021 NZEB and EPC thresholds for eligible loans are unknowns.

> FI1GURE 8: THE TECHNICAL SCREENING CRITERIA FOR BUILDINGS

Construction of
new buildings

Renovation of existing

buildings

Individual measures
and professional
services

Acquisition and
ownership

Principle

Construction of energy
efficient new buildings
designed to minimize
energy use and carbon
emissions throughout
the life cycle of the
building, as such
saving a large part of
the energy and carbon
emissions associated with
conventionally designed
buildings.

Renovations of existing
buildings to reduce energy
use and GHG emissions
during remaining
operational phase and
avoid emissions related

to construction of new
buildings.

Individual measures to
reduce energy use and
carbon emissions for the
operational phase of the
building. The motivation
can be demonstrated via
an energy audit, energy
performance certificate
(EPC), or any other
method acceptable by
the Sustainable Finance
Platform.

Professional services
are a necessary support

and validation mechanism.

Acquisition of buildings
designed to minimize
energy use and carbon
emissions throughout
the lifecycle of the
building. While data on
carbon emissions during
the life cycle is still
limited, the acquisition of
buildings that minimize
energy use and carbon
emissions during the use
phase will already make
an important contribution
to directing users to high
performing buildings.

Condition for non-
eligibility:

Construction of new
buildings for the purpose
of extraction, storage,
transportation or
manufacture of fossil fuels
is not eligible

Condition for non-
eligibility:

Renovation of buildings for
the purpose of extraction,
storage, transportation or
manufacture of fossil fuels
is not eligible

Condition for non-
eligibility:

Acquisition and ownership
of buildings for the
purpose of extraction,
storage, transportation or
manufacture of fossil fuels
is not eligible
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Construction of

new buildings

Renovation of existing
buildings

Individual measures
and professional
services

Acquisition and
ownership

Metric

Primary Energy
Demand (PED), defining
the energy performance of
a building:

The annual PED associated
with regulated energy use
during the operational
phase of the building life-
cycle, calculated ex-ante
according to the national
methodologies for asset
design assessment or as
defined in the ISO 52000
standards expressed as
kWh/m? per year

Metrics set by EPBD
energy performance
regulations for ‘major
renovation’. For relative
improvements: Annual
PED linked to regulated
energy use during the
operational phase of

the building life-cycle,
calculated ex-ante
according to the national
methodologies for asset
design assessment or as
defined in the ISO 52000
standards expressed as
kWh/m? per year

No metrics defined

Primary Energy
Demand (PED), defining
the energy performance of
a building:

The annual PED associated
with regulated energy use
during the operational
phase of the building life-
cycle, calculated ex-ante
according to the national
methodologies for asset
design assessment or as
defined in the ISO 52000
standards expressed as
kWh/m? per year

Threshold

Net PED of the new
construction must be
20% lower than the
PED resulting from the
nearly zero-energy
building (NZEB)
requirements.

The (NZEB) requirements
are defined in national
regulation implementing
the EPBD and are
mandatory for all new
buildings from 2021.

Major renovation*:
compliant with the building
regulations for ‘major
renovations’ transposing
the EPBD. EPBD’s cost-
optimal minimum energy
requirements must

be met.

Relative
improvement**:
renovation leads to a
reduction of PED of at
least 30% in comparison
to the building’s energy
performance before
renovation. The initial
energy performance and
improvement are based
on a specialized building
survey, and validated by
a) an energy performance
certificate (EPC), b)

an energy audit by an
accredited independent
expert, or c) another
method (transparent &
proportionate).

Individual measures
that meet the minimum
EPBD requirements for
individual components and
systems (extra insulation,
new energy efficient
windows/ doors, etc.)

Individual measures
that meet specific
requirements (efficient
circulating pumps, LED
lighting appliances, low-
flow kitchen and sanitary
water fittings, etc.)

Individual measures
always eligible (smart
thermostat systems,
building and energy
management systems,
charging stations electric
vehicles, smart meters,
etc.)

Individual measures
installed on-site as
building service (solar
photovoltaic systems,
solar hot water panels,
wind turbines, upgrade
heat pumps, energy
storage units, etc.)

Professional services
eligible (technical
consultations, accredited
energy audits and building
performance assessments,
etc.)

Buildings acquired
before 31 December
2020:

Building must be in the
top 15% of the local
existing stock in terms of
operational PED, in kWh/
m?2y based upon

- A representative sample
of the building stock in the
area where the building

is located (city, region or
country), distinguishing at
least between commercial
and residential.

- EPCs may be used

to demonstrate that a
specific level is within the
top 15%.

- For large non-residential
buildings efficient building
operations must also be
ensured through dedicated
energy management.

Buildings acquired after
31 December 2020:

- Criteria for new
construction at the time of
acquisition.

- For large non-residential
buildings efficient building
operations must also be
ensured through dedicated
energy management.

* A ‘major renovation’ is a renovation of a building where: a) the total cost of the renovation relating to the building envelope or
technical building systems is higher than 25% of the building (excl. the value of the land) and b) more than 25% of the surface of
the building envelope undergoes renovation

** The 30% improvement must result from an actual reduction in PED (excluding net PED reduction through renewable energy
sources), and can be achieved through a succession of measures within a maximum of three years. Source: TEG, ING

Source: TEG (Taxonomy Report: Technical Annex, March 2020), ING
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GREEN COVERED BONDS

What is a Green Bond?

As defined by the ICMA (International Capital Market Association), "Green Bonds are any type of bond instru-
ment where the proceeds will be exclusively applied to finance or re-finance projects with clear environmental
benefits and which are aligned with the four core components of the Green Bond Principles (GBP). Eligible
green projects include renewable energy, energy efficiency, pollution prevention and control, eco-efficient and/
or circular economy adapted products, production technologies and processes, green buildings, terrestrial and
aquatic biodiversity conservation, clean transportation.”

ICMA’s Green Bond Principles

The Executive Committee of the Green Bond Principles regularly publishes an updated version of the GBP, to
enable them to constantly evolve and adapt to meet emerging requirements. The GBP are based on four core
components (use of proceeds, project evaluation and selection process, management of proceeds, and report-
ing) and recommendations for the use of external reviews. This reflects the additional guidelines and definitions
for external reviews included in the separately published “Guidelines for External Evaluations of Green, Social
and Sustainability Bonds”, which were drawn up in close cooperation with external experts. It refers to eligible
project categories that contribute to five higher-level environmental objectives (combating climate change,
adaptation to climate change, conservation of natural resources, conservation of biodiversity, and pollution
prevention and control), rather than four key problem areas as in the past. Note that international and national
initiatives for drawing up definitions may provide further guidance to Green Bond issuers. Emphasis is given to
prompt reporting on significant developments. In addition, the Green Bond Principles have been supplemented
by further guidelines: in “Green Project Mapping”, the contributions of the green project categories to the five
environmental objectives are presented, based on their most frequently observed contributions. The second
step is an overall comparison of the Green Bond Principles’ project categories across different classification
systems used in the market: China Green Bond Catalogue, Climate Bonds Initiative, MDB-IDFC and the forth-
coming EU taxonomy. Other frameworks have also been adopted: the “Handbook - Harmonized Framework
for Impact Reporting” and the “"Guidance Handbook”.

The Executive Committee consists of investors, issuers and syndicate banks representative for the market.
The GBP are intended for broad use: they provide a guide to the key steps in the process of issuing a Green
Bond. In this context, the GBP recommend that issuers disclose the use of Green Bond proceeds. This recom-
mended reporting is a major step towards increased transparency. On the one hand, transparency ensures
that the flow of funds into environmentally friendly projects is traceable, while on the other, it provides an
insight into the estimated positive impact of the projects. The GBP provide all market participants (investors,
banks, investment banks, syndicate banks, brokers and others) with a deeper understanding of the specific
Green Bond characteristics.

The core element of a Green Bond is the use of proceeds for green projects (including other related and
supporting expenditure, such as research and development), which should be recorded appropriately in the
bond documentation. The selected green projects should deliver clear environmental benefits, which should
be evaluated and, where feasible, quantified. In the event that the proceeds from the bond issue are used
for refinancing, in whole or in part, it is recommended that the issuer discloses the proportion of refinanced
projects in the overall portfolio. Adequate information should also be provided about which investments and
project portfolios are being refinanced and how far back in time the refinancing projects extend.

Overview of Green Covered Bonds

The first Green Covered Bond was issued in 2015. Since then, a number of issuers have either placed Green
Covered Bonds or at least announced Green Bond programmes under which covered bonds could also be is-



sued. So far, a total of 20 issuers from seven countries have placed Green Covered Bonds (Germany, Norway,
Sweden, Denmark, Poland, France and Luxembourg). While four issuers have placed Green Covered Bonds
in Germany to date, multiple issuers have now entered the market with Green Bonds in each of the countries
Norway, Sweden, Denmark and Poland. In addition, the lettre de gage énergies renouvelables was the first
covered bond to be issued that is directly secured with assets related to the generation of electricity from
renewable energy sources.

Due to the fact that individual issuers’ Green Covered Bond frameworks were designed in line with the ICMA’s
Green Bond Principles, they include the key points relating to the use of proceeds, the process of project
evaluation and selection, the management of proceeds, reporting and an external review of the framework. A
Green Covered Bond committee is usually responsible for both initial drafting of the framework and its future
adaptation. It normally meets at regular intervals and is responsible for monitoring the entire process. Mem-
bers of the committee generally come from areas such as treasury, compliance, controlling, risk and cover
pool management. In addition, the frameworks are usually evaluated by a second party, which examines and
confirms the validity and effectiveness of the developed framework.

The issue proceeds are generally used to refinance existing green refinancing arrangements or to grant new
loans that qualify under the Green Bond framework. When comparing the re-offer spreads of Green Covered
Bonds with the spreads of Non-Green Covered Bonds, we have so far been unable to identify any premium
for Green Covered Bonds. Admittedly, however, it is methodologically difficult to prove this for a specific is-
suer, as no issuer has ever placed two covered bonds with identical features, in both Green and Non-Green
variants. As a result, we base our assumption solely on the issuance behaviour of similar issuers in the Green
and Non-Green sectors.

We believe that one of the motives for issuing Green Covered Bonds is their importance for investors. For many
issuers, their exposure is aimed at expanding their investor base. Another objective is to provide investors with
added value. This includes increased transparency by disclosing additional information in the course of Green
Bond reporting, which is compiled at least once a year. It can also cover aspects such as quantification of the
environmental impact, along with the associated potential for improving secondary market performance. In the
case of investments that focus on green or sustainable forms of investment, it is essential to apply objective
criteria when assessing and evaluating the relevant issuers or issuance programmes or when comparing them.

To draw conclusions about the investor side or demand in general, we analysed euro-denominated Green cov-
ered bonds and compared the issue data with that of traditional covered bonds. In this regard, we are aware
that there is hardly evidence of statistical significance. We do nevertheless believe that a tendency for change
can certainly be deduced from the distribution of investors. Broken down by regional allocation, it is evident
that there is a higher proportion of Nordic and Benelux countries in Green covered bonds compared to all
covered bond issues from the issuers analysed in the period under review. Bid-to-cover ratios also suggests,
at least indicatively, greater demand for green issues, although in this case too, it would not be advisable to
draw general conclusions from findings. Yet, analyses of transaction data support the pattern of higher demand
for Green compared to traditional covered bonds, although the market phase into which a bond is issued must
be taken into account too. At present, however, there is no discernible difference in the allocation of green
issues compared to the allocation pattern for traditional covered bonds. Banks are also the most important
investor group for green issues, with an average allocation of 42% since the first Green covered bond was is-
sued in 2015; the allocation rate has been 38% for all covered bonds since 2015. As the ECB was also actively
involved in the primary market during the period under review through the asset purchase programme under
CBPP3, however, we would regard this as the larger influencing factor. Consequently, we would consider further
conclusions to be premature.
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SOCIAL AND SUSTAINABILITY COVERED BONDS

The definition of a social bond

The Social Bond Principles published by the ICMA are well recognised as market standard for the issuance of
social bonds.

ICMA defines social bonds as

' ..any type of bond instrument where the proceeds will be exclusively applied to finance or re-
finance in part or in full new and/or existing eligible Social Projects and which are aligned with the
four core components of the Social Bond Principles’

Overall, the ICMA approach to social bonds is very much in line with the ICMA approach to the green bond
market. Social bond issuance is based on the same four core components as green bond issuance:

Use of proceeds;
Project evaluation and selection;

Management of proceeds;

VvV V. V V

Reporting.

The aim of social bond issuance is to raise financing linked to social projects. ICMA defines social projects as
projects that:

‘...directly aim to address or mitigate a specific social issue and/or seek to achieve positive social
outcomes especially but not exclusively for a target population(s).’

ICMA provides a list of eligible social project categories, however other financings may also be included as long
as they meet the ICMA definition for social projects:

> Affordable basic infrastructure (e.g. clean drinking water, sewers, sanitation, transport, energy);

\%

Access to essential services (e.g. health, education and vocational training, healthcare, financing and
financial services);

Affordable housing;
Employment generation including the potential effect of SME financing and microfinance;

Food security;

vV V V V

Socioeconomic advancement and empowerment.

The social character of a project does not just depend on the project category. The objective of a social project
is to have a positive social impact for a target population or address a specific social issue.

The concept of a target population is an important element of the Social Bond Principles. Examples of target
populations provided by ICMA include populations that are

> Living below the poverty line;

Excluded and/or marginalised populations and / or communities;
Vulnerable groups, including as a result of natural disasters;
People with disabilities;

Migrants and /or displaced persons;

Undereducated;

Underserved, owing to a lack of quality access to essential goods and services;

V V. V. V V V V

Unemployed.



The definition of target populations takes into account the local context and is not limited to developing coun-
tries or to poorer regions in more advanced economies.

It is accepted under ICMA guidelines that services aimed at target population are also available to the general
public. This is for example typically the case for investment in public healthcare and public education.

Social bonds under covered bond format

A key area where mortgage covered bonds can provide financing for social projects is the housing sector.
Typical examples would be

> Mortgage loans that are financing social housing projects;
> Housing loans to target populations, for example low income families.

Public sector covered bonds can be used as tool to refinance social projects on the local and regional govern-
ment level including:

> Investment in public healthcare;
> Investments in public education.

Looking at benchmark issuance of social covered bonds since 2018, issuance is relatively evenly distributed
between the different asset categories.

Volume Issuer country Collateral type Social Project Category Issue date
EUR 500 mn Germany Public Social housing, education, 25/09/2018
healthcare, public
infrastructure
EUR 500 mn Korea Mortgage Affordable housing 30/10/2018
EUR 1 bn France Public Healthcare 19/02/2019
EUR 500 mn Korea Mortgage Affordable housing 18/06/2019
EUR 500 mn Germany Public Public infrastructure, waste 30/10/2019
water services
EUR 1 bn Korea Mortgage Affordable housing 05/02/2020
EUR 1 bn France Public Healthcare 07/05/2020
EUR 500 mn Korea Mortgage Affordable housing 07/07/2020

Practical considerations

Covered bonds in social bond format respect the applicable covered bond regulations and are aligned with the
ICMA social bond principles. Depending of the social project categories refinanced, a number of issues have
to be taken into account.

> Target populations:
Investments in areas like public education or public healthcare are typically available to the entire popu-
lation without any restriction to certain groups. This is accepted under the ICMA guidelines and these
projects would still be eligible for refinancing via a social bond transaction.
For other assets, it may be useful to fix additional asset selection criteria in order to focus on specific
target populations or social issues. An example would be to set a maximum household income for eligible
affordable housing loans.

> Public sector loans:
Local government plays a key role for investments in social infrastructure in areas such as education,
social housing or public transportation. These investments are generally financed via the overall invest-
ment budget of local authorities, which makes it difficult to clearly identify loans linked to social projects.
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One solution for public sector lenders may be to link the loan contract to specific social investments to
make the loans eligible for refinancing via social bonds.
An alternative may be to focus on municipal companies or public sector entities with an investment ac-
tivity clearly limited to social projects. Typical examples are public hospitals or social housing companies
that fulfil certain criteria. On this basis, loans to these entities may be eligible for refinancing via social
bonds without earmarking the loans to specific projects.

The definition of a sustainability bond

Sustainability Bonds provide the possibility to finance both green and social projects under the same format.
Under the ICMA sustainability bond guidelines, sustainability bonds defined as

‘bonds where the proceeds will be exclusively applied to finance or re-finance a combination of both Green and
Social Projects. Sustainability Bonds are aligned with the four core components of both the GBP and SBP with
the former being especially relevant to underlying Green Projects and the latter to underlying Social Projects.’

There are two main reasons to issue under the sustainability format instead of setting up separate programmes
for green and social bonds:

> Many projects in areas like social housing or education often have both environmental objectives as well
as social objectives. For example, a loan to a social housing association will finance at the same time an
energy efficient building as well as affordable housing for a target population.

> It may be difficult for issuers to reach sufficient lending volumes for regular green or social bond issu-
ance. Pooling these assets together for issuance under a sustainability framework may be a solution to
generate sufficient assets for regular issuance.

Issuance in sustainability format has been much less active than under green and social format with just one
issuer printing two EUR benchmark sustainable covered bond transactions in 2016 and 2018.

Volume Issuer country Collateral type Project Categories Issue date
EUR 500 mn Spain Mortgage Includes affordable 16/11/2016
housing, renewable energy,
sustainable agriculture

EUR 500 mn Spain Mortgage Includes affordable 08/05/2018
housing, renewable energy,
sustainable agriculture

Covid-19 related issuance

The Covid-19 pandemic has created an important need for investment and additional expenditure across many
sectors of the economy including:

> Health care and medical research;
> SME financing;
> Social security expenditure.

As the fight against the pandemic has become a key priority across the globe, many issuers have set up dedi-
cated frameworks to raise funding to finance investment and expenditure related to the Pandemic. Issuers
have used one of the three alternative options to set up such an issuance programme:

> Issuers may use an existing social bond programme if some or all of the project categories are aligned
with the fight against the Covid-19 pandemic.

> Alternatively, issuers may set-up a dedicated Covid-19 related issuance programme. Such a programme
may not be fully aligned with all ICMA principles for social bond issuance. For example, issuers may
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choose to go ahead without a second party opinion given the urgency of financing measures against the
Covid-19 pandemic.

> Finally, issuers may have additional funding needs that are clearly related to the fight against the Covid-19
pandemic. However - given the nature of their activity — they may not already be in a position to earmark
the proceeds for specific Covid-19 related investment or expenditure. In that case, issuers have chosen
to go ahead with transactions without any specific definition of the use of proceeds.

At the end of March 2020, ICMA has provided some guidance to the market with a Q&A for Social Bonds related
to Covid-19. In particular, ICMA has:

> Provided examples of eligible project categories including healthcare services and equipment, medical
research or SME loans supporting employment in affected small businesses;

> Clarified that it is possible to issue a Covid-19 Social Bond even if not all the proceeds are directed to-
wards Covid-19 projects, with issuers ideally providing information concerning the percentage of proceeds
earmarked for dedicated Covid-19 investment.

A first Covid-19 related covered bond under social bond format was issued in April 2020. This transaction was
issued under an existing social bond framework that had previously been set-up to finance investments by
French public hospitals.

Volume Issuer country Collateral type Social Project Category Issue date
EUR 1 bn France Public Healthcare 07/05/2020
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1.5 PUBLIC SECTOR COVERED BONDS - A KEY FINANCING INSTRUMENT FOR PUBLIC
INFRASTRUCTURE INVESTMENTS

By Ralf Berninger, SFIL

INTRODUCTION

Across Europe, local and regional governments are responsible for a large share of public infrastructure invest-
ments. Local and regional authorities rely to a large extent on the loan market to finance these investments.
In many European countries, a significant part of these loans to local and regional authorities is refinanced via
the issuance of covered bonds. Exposures refinanced by covered bond issuers to local government borrowers
in France, Germany and Spain represent a significant share of local government debt in these three countries.

The current Covid-19 pandemic has created an important for public investments in many areas under the re-
sponsibility of local and regional authorities. Public sector covered bonds can play an important role in providing
financing for these investments. A first public sector covered bond benchmark transaction under social bond
format has been issued in April 2020 to finance investments by French public hospitals.

In addition to the traditional business of refinancing local authority loans, covered bonds are also increasingly
used as an instrument for the refinancing of export contracts benefitting from a public guarantee.

I. FINANCING LOCAL GOVERNMENT INVESTMENTS

ELIGIBILITY UNDER EUROPEAN COVERED BOND REGULATION

Loans to local authorities or guaranteed by local authorities within the European Union are eligible as cover
pool assets compliant with the definition provided by article 129 of the CRR. A number of additional conditions
apply for loans to local authorities outside the European Union. The amendments to article 129 of the CRR as
part of the covered bond harmonisation package will not lead to changes in the eligibility of local and regional
government loans:

1. To be eligible for the preferential treatment ..., bonds ...shall be collateralized by any of the following
eligible assets:

(a) exposures to or guaranteed by central governments, ESCB central banks, public sector entities,
regional governments or local authorities in the Union,

(b) ... exposures to or guaranteed by ...third-country regional governments or third-country local
authorities that are risk weighted as exposures to institutions or central governments and central banks ...
and that qualify for the credit quality step 1 ..., and exposures within the meaning of this point that qualify
as a minimum for the credit quality step 2 ..., provided that they do not exceed 20 % of the nominal amount
of outstanding covered bonds of the issuing institutions

IMPORTANCE OF LOCAL GOVERNMENT FOR PUBLIC INFRASTRUCTURE INVESTMENTS

Local and regional governments exercise a wide range of responsibilities across Europe. Important differences
exist from one country to the other. However, investments in the following areas are to a large extent under
the responsibility of the local public sector across Europe:

> Local and regional infrastructure, including the local and regional rail and road network;
> Local and regional public transport;

> Primary and secondary education;

> Basic services such as drinking water supply, sewerage, waste collection and treatment;

> Urban planning and development;



> Parts of the public health care system;
> Public order and safety, in particular municipal police forces and fire-fighting services;
> Social housing

Overall local and state government contribute over 60% of total public sector investments across the European
Union.

> F1GuRe 1: LocAL AND REGIONAL GOVERNMENT INVESTMENTS vS. CENTRAL GOVERNMENT INVESTMENTS 2019
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In particular, local and regional government investments play an important role in areas particularly important
from a social and environmental perspective, including education, public healthcare, environmental protection
(for example in the areas of waste management and water management) and social housing.

> F1GuRE 2: 2019 LocAL AND REGIONAL GOVERNMENT SHARE OF PUBLIC INVESTMENTS IN SELECTED AREAS
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Important differences exist with respect to budget rules for the local public sector from one country to the
other. However, the principle of the golden fiscal rule applies one way or the other across most of Europe:

> local authorities are prohibited from running deficits to finance operating expenditures

> new borrowing is only authorized to finance investments.
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Because of these strict budget rules, local and regional authorities only contribute a relatively small share to
total public sector debt and deficits in Europe. Total European Union local public sector debt represents only
14% of GDP. Again, significant differences exist from one country to the other. Local and regional governments
in countries such as Germany, Spain and Belgium with a high degree of decentralisation generally also have
higher levels of debt compared to countries with a stronger centralisation like France or the Netherlands with
local government debt levels well below 10% of GDP.

> FIGURE 3: LOCAL AND REGIONAL GOVERNMENT DEBT AS PERCENTAGE oF GDP 2019
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II. FUNDING SOURCES FOR LOCAL PUBLIC SECTOR INVESTMENTS
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DIRECT BOND ISSUANCE AS SOURCE OF FUNDING FOR LOCAL AUTHORITIES - ONLY AN OPTION
FOR LARGER LOCAL AUTHORITIES

Overall, local and regional authorities are able to raise significant amounts of funding via direct bond issuance
with more than EUR 400 bn outstanding bonds issued by European Union local and regional government issuers.

However, access to the bond market is limited to large entities with sufficient funding needs for regular bond
issuance. German regional government issuance debt represents around 75% of the European Union local and
regional government bond market.

> FIGURE 4: OUTSTANDING LOCAL AND REGIONAL GOVERNMENT BONDS 31.12.2019 (EUR MN EQUIVALENT)
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In most European countries, funding needs by local authorities are generally too small for direct bond issu-
ance with outstanding bonds representing around 10% of local and regional authority debt for countries like
France, Italy, Spain or the Netherlands.

> FIGURE 5: OUTSTANDING BONDS AS PERCENTAGE OF TOTAL LOCAL AND REGIONAL GOVERNMENT DEBT 2019
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Source: Bloomberg / Eurostat

THE LOAN MARKET AS KEY SOURCE OF FUNDING FOR LOCAL GOVERNMENT INVESTMENTS

With access to the bond market only an option for regular issuers, most local authorities rely almost exclusively
on the loan market as source of funding for public investments. In many countries, covered bonds play an
important role as refinancing instrument for local government lenders.

FUNDING PROVIDED BY COVERED BOND ISSUERS

Public sector covered bonds are issued across Europe; however Germany and France are by far the largest
markets in terms of issuance.

> FIGURE 6: OUTSTANDING PUBLIC SECTOR COVERED BONDS IN EUR MN As oF 31.12.2019
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Overall, covered bond issuers provide a significant share of funding to local authorities across Europe. Based
on the available cover pool data, around EUR 200 bn in claims against local and regional government in the
European Union are refinanced by covered bond issuers representing well above 10% of the total European
Union local and regional government debt.
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Covered bonds play an important role as refinancing instrument in a number of European countries including
France, Germany and Spain with a higher share of local government investment refinanced via issuance of
covered bonds than in most other European countries. Exposures by covered bond issuers to local and regional
authorities in Germany amount to more than EUR 90 bn, based on the cover pool data provided by covered
bond issuers. For France, with smaller volumes of local authority debt, covered bond issuers provide above
EUR 60 bn in loans and for Spain, the figure is above EUR 30 bn.

> FIGURE 7: LOCAL AND REGIONAL GOVERNMENT EXPOSURES REFINANCED BY COVERED BOND ISSUERS As OF 31.12.2019 (EUR mn)
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For these countries, the local and regional government exposures financed by covered bond issuers represent
a significant share of total local and regional government debt. In Germany and Spain, regional government
borrowers are often much larger entities with access to a variety of funding sources outside the loan market. In
these countries, mainly local government borrowers rely on funding provided by covered bond issuers. Based
on the available cover pool data, lending provided by covered bond issuers represents around 30% of French
local and regional government debt. Exposures to German and Spanish municipalities represent around a third
of German and 15% of Spanish municipality debt.

> FIGURE 8: ESTIMATED SHARE OF LOCAL GOVERNMENT LENDING PROVIDED BY COVERED BOND ISSUERS AS OF 31.12.2019
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DECLINING VOLUMES IN OUTSTANDING PUBLIC SECTOR COVERED BONDS

The outstanding volume of public sector covered bonds has witnessed a steep decline over the past 10 years.
The volume of outstanding bonds has declined by more than 60% to EUR 282 bn at the end of 2019 compared
to EUR 733 bn in 2009.



This decline was to large extent driven by declining volumes in the German public sector Pfandbrief market.
Outstanding volumes declined from 484 bn in 2009 to EUR 121 bn in 2019. Over the same period, outstanding
volumes for public sector covered bonds from France have remained relatively stable at EUR 65 bn in 2019
compared to 72 bn in 2009. Outstanding volumes of Spanish public sector covered bonds increased slightly
from EUR 17 bn to EUR 21 bn over the same period.

Public sector covered bonds can be used to refinance a wide range of public sector exposures. The traditional
lending business to municipalities has been much more stable than the overall issuance volumes suggest.
For example, exposures of German Pfandbrief issuers to German municipalities stood at a total level of EUR
54 bn at the end of 2019, compared to a level of EUR 69 bn at the end of 2009. This represents a reduction
by around 20% compared to a decline of more than 60% in outstanding German public sector covered bonds
over the same period.

III. PUBLIC SECTOR COVERED BONDS AS REFINANCING INSTRUMENT FOR EXPORT LOANS

ELIGIBILITY UNDER EUROPEAN COVERED BOND REGULATION

Export loans benefiting from a state guarantee or a guarantee provided by an export credit agency (ECA) are
eligible for covered bond refinancing if the loans meet the criteria of 129.1 of the CRR. This criteria will not be
amended in the context of the covered bond harmonisation package:

1. To be eligible for the preferential treatment ..., bonds ...shall be collateralized by any of the following
eligible assets:

(a) exposures to or guaranteed by central governments, ESCB central banks, public sector entities,
regional governments or local authorities in the Union’

In addition, CRR requires that effective credit protection is provided for the export loan as defined by article 194.4:

4. Institutions may recognize funded credit protection in the calculation of the effect of credit risk
mitigation only where the lending institution has the right to liquidate or retain, in a timely manner,
the assets from which the protection derives in the event of the default, insolvency or bankruptcy —
or other credit event set out in the transaction documentation — of the obligor and, where applicable,
of the custodian holding the collateral

MARKET STILL RELATIVELY SMALL COMPARED TO COVERED BONDS BACKED BY LOCAL
GOVERNMENT LOANS

French and German banks are the main issuers of public sector covered bonds to refinance export loans with a
state or ECA guarantee. Legal frameworks in France and Germany do not distinguish between covered bonds
backed by local authority loans and export loans with a state or ECA guarantee meaning ECA loans and local
government bonds may be part of the same cover pool.

Overall, issuance linked to export loans is still relatively small compared to covered bonds backed by local
authority loans. This can mainly be attributed to two reasons:

(1) The guaranteed export credit market is much smaller than the local authority loan market. Taking France as
an example, public export guarantees amounted to EUR 65 bn at the end of 2018 which is less than a third
of the local government debt market of EUR 205 bn. In addition, depending on the guarantee mechanism,
not all ECA loans across Europe will automatically be eligible under the requirements of the CRR.

Use of covered bonds to refinance export loans with a state or ECA guarantee has been a more recent devel-
opment compared to the traditional local government financing business.

Overall, well over EUR 20 bn in export loans are currently refinanced via public sector covered bonds by French
issuers.
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> FIGURE 9: ExPORT LOANS WITH A STATE OR ECA GuArANTEE (EUR MN) — COVER POOL EXPOSURES As oF 31.12.2019
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NEW DEVELOPMENTS SHOULD LEAD TO INCREASED ISSUANCE

The volume of export loans with a public guarantee that is refinanced via covered bonds is still relatively low,
compared to the volumes of local government loans. However, a number of factors could well lead to increased
issuance over the coming years.

In recent years, many countries have adapted their schemes for public export guarantee business to the
needs of covered bond and securitization markets. Examples are France (‘garantie rehaussée’) and Germany
(*Verbriefungsgarantie’) where covered bond issuer can benefit from an unconditional and irrevocable state
guarantee for exposures linked to the export credit activity.

Only a small share of export loans is currently refinanced via issuance of covered bonds. As a consequence,
banks still have large volumes of guaranteed export loans available for covered bond refinancing.

CONCLUSION

Public sector covered bonds play a key role to provide long dated funding for local public sector investments.
In markets including Germany and France, local government exposures refinanced by covered bond issuers
represent around a third of local government debt in these countries.

Public sector covered bond issuance backed by export loans with a state or an ECA guarantee has been limited
up to now. Nevertheless, new guarantee mechanisms, new legislation and a large pool of available eligible
loans are likely to lead to increased issuance in the future.



1.6 ENERGY EFFICIENT MORTGAGES INITIATIVE: FIRM STEPS TOWARDS MAKING EEM
A REALITY IN THE MARKET

By Luca Bertalot, EEMI Coordinator?!, Jennifer Johnson, Sofia Garrido, EMF-ECBC

I. INTRODUCTION

With climate change being the focus of policymakers for several years and with a society that continues to
demand additional commitment from politicians and different industry sectors to fight climate change, in De-
cember 2019 the European Commission presented the European Green Deal, a roadmap to make the European
economy more sustainable. The European Green Deal was conceived as a growth strategy that would change
our way of living and working in order to achieve the green transition in the coming years. It marked the first
milestone of achieving the EU’s climate neutrality by 2050 as proposed in the European Climate Law. It is clear
that to achieve this climate neutrality all economic sectors and society members will need to face an important
transformation that will not be exempt of important investments.

In this context, the European Commission signalled buildings as the major consumers of energy and producers
of emissions and therefore highlighted the need to make buildings more energy efficient as one of the require-
ments to get close to the target of climate neutrality.

The strategic importance of energy efficiency, and therefore of the EMF-ECBC led Energy Efficient Mortgages Ini-
tiative (EEMI), was not only signalled in the EU 2020 goals but also in the EU 2030 goals. However, when these
priorities were set nobody could anticipate what 2020 would bring. In the past months, we have experienced
a global pandemic without precedent, the Covid-19 outbreak has changed all we knew before consequently
altering most of our priorities. However, if there is one thing that this pandemic and the subsequent crisis has
made clearer than ever is the need to fight climate change, as this is one of the factors that directly affects
pandemics. While most policy and social priorities have shifted as a result of this phenomenon, the need to
take care of our environment to avoid future health crises is now more present than ever.

The fact that climate change continues to be a priority was reinforced during the 2020 State of the Union
Speech from the European Commission’s President. Ursula Von der Leyen announced a new target of reducing
emissions by 55% by 2030 in order to achieve climate-neutrality by 2050. This new goal increases the pres-
sure on society and across industries to fast forward the transition.

These changes are not only needed to achieve climate neutrality goals but are also the fastest way to recover
from the current crisis. A Green Recovery for the EU will be the moto for the upcoming months.

This news arrived at a time when the EEMI was making some of its most important progress to date, which will
be presented below. To recall, the EMF-ECBC, together with several partners, has been working on the devel-
opment of an “energy efficient mortgage” according to which building owners are incentivised to improve the
energy efficiency of their buildings or acquire an already energy efficient property by way of favourable financing
conditions linked to the mortgage. This mortgage financing mechanism as developed by the EU-funded Energy
Efficient Mortgages Action Plan (EeMAP) is supported by a data infrastructure developed by the EU-funded Energy
Efficiency Data Protocol & Portal (EeDaPP) and intended to facilitate the collection of and access to large-scale
empirical evidence relating to energy efficient mortgage assets, allowing a comprehensive analysis of the energy
efficiency features which are believed to have a positive impact on property value and a bank’s credit risk.

1 The EeMAP, EeDaPP, EeMMIP project have received funding from the European Union’s Horizon 2020 research and innovation programme under
grant agreement No. 746205, No. 784974 and No. 894117 respectively.
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STEP 1 - THE CONCEPT AND ITS POLICY BACKGROUND

The Energy Efficient Mortgages Initiative was born from the realisation that:

(i) Banks, in financing the purchase of property, can play a game-changing role in supporting the EU’s en-
ergy savings targets, by bringing energy efficiency into the conversation between banks and consumers
by means of a standardised approach to the financing of energy efficient buildings/renovation, and

(ii) Deliver a new asset class, an energy efficient mortgage, which could be used for the purposes of green
bond and green covered bond issuance.

As indicated above, one of the key premises of the Initiative is that energy efficiency has a positive impact
on credit risk. The incentives the energy efficiency mortgage will offer borrowers (e.g. reduced interest rates
and/or increased loan amount) aim to reflect the reduced credit risk of these loans. Energy efficiency frees up
disposable income which can positively impact borrowers’ ability to service their loan, thereby lowering the
Probability-of-Default [PD]. Improved energy efficiency can also increase the value of the property, thereby
lowering the loss for the bank in the case of default, i.e. the Loss-Given-Default [LGD].

> FIGURE 1: ENERGY EFFICIENCY DRIVERS IMPACTING RISK PARAMETERS
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Source: EeMAP

Given the fundamental role of these risk indicators in the calculation of banks’ capital requirements, establishing
a correlation between energy efficiency and PD and LGD provides a strong business case for lenders to originate
energy efficient mortgages. As will be described later in this article, the establishment in the meantime of a
strong negative correlation using large-scale empirical evidence could lead regulators to realignment capital
requirements to reflect the lower risk of energy efficient mortgages.

> FIGURE 2: UNDERLYING BUSNIESS CASE
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Indeed, as the largest source of external financing in the EU, banks are the backbone of the financial system.
Lending and financing by this sector need to be fully aligned with the EU’s sustainability objectives if those
goals are to be achieved. Bridging these two worlds, which until recently have been operating in a largely dis-
connected manner, has the potential to deliver an effective way to tackle the challenges arising from climate
change and a low-carbon energy transition.

In recent times, the importance of the financing industry has been recognised by European legislators across
a range of policy actions aimed at bringing the financial sector into line with commitments on climate change.
As part of these efforts in March 2018, the European Commission published an Action Plan on Financing
Sustainable Growth with the aim of: (a) reorienting capital flows towards sustainable investment, in order to
achieve sustainable and inclusive growth; (b) managing financial risks stemming from climate change; (c)
fostering transparency and long-termism in financial and economic activity. This strategy has not only been
boosted by the EU Green Deal and the focus on a ‘Renovation Wave' for which significant private financing will
be required, but will be further boosted later this year when the European Commission presents its Renewed
Sustainable Finance Strategy. Finally and in parallel, the European Banking Authority continues developing its
work on Sustainable Finance which is expected to culminate in 2025. Of particular relevance for the EEMI is
the planned assessment by the EBA of the appropriateness of a different assessment of prudential treatment
for exposures associated with environmental and/or social objectives in the upcoming years. The aim is to
take into account such factors, where this is justified from a risk perspective, to safeguard the coherence and
effectiveness of the prudential framework and financial stability.

All the above-mentioned initiatives confirm the timely development and relevance of the EEMI in the broader
policy context.

STEP 2 - THE LENDING INSTITUTIONS BEHIND THE INITIATIVE

A number of ingredients are key to making the EEMI successful and to securing large-scale market uptake. First,
the energy efficiency mortgage framework relies on trust and a carefully aligned value chain among all market
participants: financial institutions, investors, regulators, energy assessors, utility companies, contractors and
valuers to name but a few. This mutual trust is underpinned by market transparency and reliable performance
data. Green financing is a quickly growing market, however market actors still struggle with the current lack
of standardised definitions, adequate data and robust measurement indicators. Finally, consumer demand for
energy efficiency mortgages is crucial and this can only be ensured by increasing consumer awareness of the
benefits of energy efficiency.

The EEMI represents the first time a group of major lenders and other stakeholders from the building and energy
industries have proactively come together to discuss private financing of energy efficiency. Currently, sixty-one
lending institutions have committed to being part of the Initiative. As of September 2020, these lending institu-
tions represented 76.3% of mortgages outstanding in the European Union, equal to 34% of EU GDP, so they
represent a significant critical mass on the market. The Initiative is a unique opportunity to work with lenders
and relevant stakeholders to understand how the market can grow and what barriers need to be overcome.
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> F1GURE 3: NUMBER OF PARTICIPANTS

Source: Energy Efficient Mortgage Initiatives (EEMI)
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The map displayed above shows the location of the participants in the EEMI with a clear national link. In ad-
dition, seven international/European supporting organisations have to be taken into account. The number of
lending institutions and supporting organisations has grown by almost 33% in the course of a year reflecting
the growing support to the initiative which is expanding beyond Europe and gaining the confidence of market

participants in countries such as Australia and Brazil.

> FIGURE 4: LIST OF PARTICIPANTS TO THE EEMI Pi1LoT-ScHEME As END-SEPTEMBER 2020

Pilot Total outstanding

Mortage loan portfolio Coverage

Country Participants Pilot banks mortgage market*

BE 13 9 263,419
DE 12 7 1,530,434
DK 2 1 258,799
ES 10 3 487,561
FI 4 3 100,354
FR 5 4 1,078,000
HR 1 0 -
IE 2 1 81,637
T 24 17 382,583
NL 4 3 722,672
PL 3 2 100,579
PT 1 1 93,846
RO 4 2 16,999
SE 2 2 422,742
EU 5 (1] =
AU 1 1 739,544
BR 1 0 -
CH 1 0 =
NO 2 2 298,318
TR 1 1 29,784
UK 7 2 1,708,134

Total EEA 6,203,309
Total EU 5,904,991

Total euro area 5,021,591
TOTAL -

Source: Energy Efficient Mortgage Initiatives (EEMI)

* figures taken from Hypostat 2020
** figures taken from investor reports of the participating institutions
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4,550,990
4,505,471
3,997,775

of participants** in %

263,419 100.00
1,530,434 100.00
258,799 100.00
487,561 100.00
44,746 44.59
845,433 78.43
81,637 100.00
382,583 100.00
335,896 46.48
31,564 31.38
26,067 27.78
16,999 100.00
200,334 47.39
253,140 34.23
45,519 15.26
3,157 10.60
63,441 3.71




The map below displays the latest state of commitment made by 61 banks across Europe to participate in the
EEMI which, in total, represent EUR 5.9 bn (76.3%) in terms of outstanding mortgage loans in the EU.

> FIGURE 5: COVERAGE OF PILOT BANKS TO TOTAL MORTGAGE OUTSTANDING IN 2019
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Source: Energy Efficient Mortgage Initiatives (EEMI)

To support participants, National Market Hubs were set up across Europe as a next step with a view to achiev-
ing coordination at national level and ensuring market consensus and implementation for energy efficient
mortgages. The objectives of this stakeholder collaboration are to:

> Address and overcome market fragmentation and barriers to the deployment of EEM.

> Raise awareness among consumers/borrowers and lending institutions about the added value of EEMs
and investment in energy performance.

> Sensitise banks and representatives of the property/construction sectors about their role, responsibilities
and possibilities in contributing to scale up finance for energy-efficient and sustainable buildings.

> Help build the business case for EEM by presenting country and city-specific initiatives.
> Develop guidelines and training, capacity building and improve existing skills sets.

> Drive alignment and comparability to address data gaps, valuation instructions and improvements to
building codes/standards, and evaluations of performance.

> Facilitate the verification of compliance with thresholds and guidelines set out in definition.
The national hubs have been loosely organised around three main workstreams:

> EEM product development - to deal with the practical implementation of the EEM framework and defini-
tion throughout the whole mortgage lifecycle, from origination (marketing, customer journey) to asset
eligibility and risk assessment as well as dedicated EEM bond issuance.

> Data - the focus is on closing the information gap and to support stakeholders, financing decision making
and mortgage underwriting with consistent, robust, comparable and easily accessible data. This includes
promoting data transparency, consistency and information exchange; providing guidance and facilitating
accessibility, disclosure, understanding and comparability of building performance and financial data.

> Partnerships/stakeholder collaboration - to explore and ensure value chain integration to streamline
administrative costs, data management, liabilities, performance guarantees, etc.
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Lending institutions and national market hubs are supported by an Advisory Council, which includes 17 national,
European and international authorities or organisations. The aim of the Advisory Council is to promote and
facilitate dialogue between stakeholders from the financing and banking communities, property and construc-
tion sectors, as well as policymakers to address specific market failures and the criticalities identified during
the implementation phase, and ensure policy alignment.

STEP 3 — ESTABLISMENT OF ENERGY EFFICIENT MORTGAGE DEFINITION

The work of the EU Commission on Sustainable Finance and the EEMI both rest on standardised classifications
and benchmarks as to what assets can be considered as significantly contributing to environmental goals.
Robust, consistent and widely-supported guidelines about what should be considered to qualify as an environ-
mentally sustainable property will enhance transparency and provide certainty for investors facilitating their due
diligence processes. Transparency in relation to the underlying asset is equally vital from a risk management
and therefore macro prudential and financial stability perspectives.

For its part, the EU Commission finalised is Taxonomy Regulation earlier in the year providing a framework for
classifying all potential assets or activities against a comprehensive set of sustainability goals - from climate
change to broader environmental and social goals, including the Sustainable Development Goals. Further policy
action based on these common metrics, including standards, labels, and any potential changes to prudential
rules is currently being developed.

In this context, although narrower in scope, the EEMI aims to achieve the same goals as the EU Taxonomy by
way of a cross sectoral market approach and by specifically incorporating sustainability factors into mortgage
lending decisions. In this sense, the EEMI is a concrete response to the policy goals of the European Union
to integrate sustainability considerations into its financial system and to facilitate the clean energy transition.

The EEM definition was launched in December 2018 and consists of high-level, principles-based guidelines for
the technical assessment and valuation of eligible properties. The definition provides clear eligibility criteria
for assets and projects that can be financed by energy efficient loans and for the tagging of existing assets
in banks’ portfolios. The EEM definition provides the protocols to ensure appropriate lending secured against
properties which are likely to both lower credit risk and support climate change mitigation and adaptation.

The EEM definition was the result of more than two years of extensive and wide-ranging engagement and
consultation with banks, real estate advisory services providers, built environment professionals and utilities.
We see this as a real and tangible achievement as we are now actually at a stage where the definition and
the supporting tools can be implemented by banks to develop and rollout corresponding energy efficiency
mortgage products. At the same time, lending institutions are able to identify and tag existing mortgages that
already meet the requirements laid down in the guidelines which, in turn, will help to deliver the data required
to substantiate a link between energy efficiency and reduced credit risk.

EEM definition

EEMs are intended to finance the purchase/construction and/or renovation of both residential (single family &
multi-family) and commercial buildings where there is evidence of: (1) energy performance which meets or
exceeds relevant market best practice standards in line with current EU legislative requirements; and/ or (2)
an improvement in energy performance of at least 30%.

This evidence should be provided by way of a recent Energy Performance Certificate [EPC] rating or score,
complemented by an estimation of the value of the property according to the standards required under existing
EU legislation. It should specifically detail the existing energy efficiency measures in line with the EEM Valuation
& Energy Efficiency Checklist.

To consult the full definition, please click https://eemap.energyefficientmortgages.eu/eem-definition/.




The launching of the definition was timely and the efforts to influence the taxonomy debate were fruitful as
the final Taxonomy is aligned with the EEM definition. Nevertheless, as the technology and the science around
sustainability is dynamic and evolving, so too are social expectations as well as investor and market needs.
Therefore, both the EU Taxonomy and the EEM definition require continuous review. Further alignment between
the two frameworks will also be needed to make sure that lenders are able to meet the proposed criteria and
avoid market confusion, fragmentation and inconsistencies. Credit institutions do not fall within the immediate
scope of the EU Taxonomy, however given that many credit institutions are already active in financing green
loans and issuing green bonds, the long-term expectation is that compliance will be important, otherwise there
is a risk that the means to finance climate mitigation will not be available.

Building on existing understandings and extensive dialogue and cooperation between relevant stakeholders
from the financing and banking communities, property and construction sectors, as well as policymakers is
equally critical for the successful uptake of the definition. We believe it is important that taxonomy and EEMI
guidelines are regularly reviewed and updated based on feedback received from market participants, ensuring
that the metrics and thresholds are as robust and relevant as possible, and reflect the state of the markets.
In this sense, a strong and transparent governance structure is indispensable to coordinate this work and to
overview the implementation of existing standards.

STEP 4 — CORRELATION ANALYSIS BETWEEN ENERGY EFFICIENCY AND RISK

After the major achievement of the EEM definition, the work of the EEMI did not stop there. Indeed, through
EeDaPP, the EEMI has delivered additional important results, including the EeDaPP Master Template intended
to support the collection of data on EEM, and the final results of the analysis of the correlation between energy
efficiency and credit risk.

As stated above the main underlying assumption of the EEMI is that energy efficient mortgages represent
several advantages for lending institutions, borrowers and policymakers. Namely, they are believed to reduce
the owners’ payment disruption risk, increase property value and, as a result, reduce credit risk for banks and
financial institutions. One of the key focuses of EeDaPP was on substantiating this correlation.

In August, after more than two and a half years of work, the findings of EeDaPP were published: importantly,
the analysis finds that there is a negative and significant correlation between building energy efficiency and
the probability of mortgage default. This important result in the current policy context could potentially pave
the way for new policy considerations in relation to energy efficient mortgages. Additionally, the results indi-
cate that the degree of energy efficiency also matters, i.e., more energy efficient buildings are associated with
relatively lower risk of default. Once again, these findings highlight the role of energy efficiency in reducing
the default probability of a borrower.

The econometric analysis undertaken took as its starting point on a portfolio of approximately 470,000 real
estate valuations. After a data cleaning exercise, the total number of mortgages analysed was 72,980, focus-
ing on the specific case of Italy. For the econometric evaluations, two major methodologies are applied: the
Logit model and the Cox model. Itis important to note that in order to arrive at the above-mentioned results
it was necessary to overcome several difficulties in terms of data availability and heterogeneity of Energy Per-
formance Certificates (EPCs) within the EU, which made comparison more difficult. Furthermore, the recent
implementation of the GDPR and challenges in matching energy efficiency and financial data further complicated
the exercise. With these considerations in mind, there is significant room for action at EU level to overcome in
particular differences between and availability of/access to EPCs.
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Despite these challenges, the results of the analysis deliver strong evidence of the positive effect of EE invest-
ments on the reduction of risk of default and on increasing the value of the property. Commenting on these:

Monica Billio, Professor (Full) of Ca’ Foscari University, Venice, commented:

“"After two years of data collection and markest analysis, the EeDaPP project is fundamentally shift-
ing the energy efficiency financing debate towards an accurate analysis of correlation between credit
risk and building energy performance, offering a solid quantitative basis for future policy reflections.”

Daniele Vergari, CRIF, commented:

"By uncovering the correlation between collateral’s environmental impact and credit risk, EdDaPP has
introcuced a new ‘green’ paradigm shift into credit risk management: not only collateral value, but
also collateral’s energy performance proves to be a key determinant of risk providing further aid to
the ecological transition.”

Allin all, this analysis is crucial in defining the benefits in addressing EE aspects in order to complement already
existing public and private initiatives. These results open the possibility for a more risk sensitive regulatory
treatment of EEM based on the prove that build energy performance has an impact on risk, a new tool that
would allow governments to achieve climate change targets and reduce dependence of fossil fuels most im-
portantly without any additional direct cost.

STEP 5 - EEMMIP & THE EEM LABEL

After the conclusion of EeMAP in 2018 and the finalisation of EeDaPP in August 2020, the EEMI will continue
to move forward under the Energy Efficient Mortgage Market Implementation Plan (EeMMIP)Plan, which com-
menced at the beginning of September 2020. This will constitute the third project developed under the EEMI
umbrella to continue responding to the objectives of the EU in the areas of sustainable finance and climate
change, all against the background of Capital Markets Union, and with the aim of influencing the entire value
chain, from consumer to bond investor, stimulating a change in mentality and securing energy efficiency in
market attitudes and best practices both in Europe and globally.

This third project will build on efforts to develop energy efficient mortgages by delivering an integrated market
and a blueprint for established and emerging markets around the globe. As part of the project an analysis of
the current market systems relevant to the development of an EEM market will be carried out. Furthermore,
demonstrators to support the end-to-end customer journey and EEM life-cycle will be established. EeMMIP will
also establish market-based governance and an EEM Label to support recognition of and confidence in EEM
and facilitate access to quality information for market participants. It will deliver guidance for the inclusion of
energy efficiency in credit risk assessments for lending institutions and supervisors and policy recommendations
for the prudential framework in line with the principle of risk sensitivity and based on the promising findings of
the correlation analysis presented above. It will most of all promote a well-functioning banking market. Finally,
it will support global take-up of EEM through the Label and institutional cooperation.

In this context, the EMF-ECBC is now working to establish an EEM Label which
will first and foremost secure quality and transparency for market stakehold- - - ENE
ers in the gathering, processing and disclosure of EEM data, stimulating mar- [ ER
ket development. It will also only facilitate further data collection to further MORTGAGE
substantiate the negative correlation between energy efficiency and risk on LABEL
an ongoing basis. The Energy Efficient Mortgage Label will be the key market
enabler of the large-scale uptake of energy efficiency mortgages.




The primary objective of the Label will be to reassure markets and regulators that mortgages comply with the
EEM definition and guidelines as well as to demonstrate a responsible commitment to transparency and com-
mon reporting on quantitative qualitative performance indicators. A Label Committee will ensure oversight and
ongoing alignment of the EEM definition with high quality standards and market best practice at EU and national
level. It will also be responsible for improving regulatory and market recognition of EEM as a new asset class.

The EEM Label will take advantage of the experience the EMF-ECBC has obtained through the creation and
development of the Covered Bond Label. The Covered Bond Label’s Harmonised Transparency Template (HTT)
will serve as a model for a Harmonised Disclosure Template (HDT) for the EEM Label, which will allow lending
institutions to disclosure information on energy efficient mortgages in a harmonised way. Following the example
of the Covered Bond Label, the HDT will be updated by lending institutions on a regular basis.

The EEMI Label arrives in the market at a time when green bonds are at the top of the political agenda and
with the European Union standing as the leader in green finance and as the largest issuer of green bonds in the
world. With sustainable covered bonds currently representing less than 1% of the market, there is significant
room for growth which has the potential to be significantly boosted by the EEM Label.

NEXT STEPS

Important progress has been made on the road to making EEM a market reality and the milestones in place
are clear. However, there is still a long way to go and this will not be free from obstacles.

Indeed, the origination of energy efficiency mortgages may include additional challenges for defining, assess-
ing, monitoring and maintaining improved environmental performance, and transparently communicating
performance to regulators and other market actors over the lifetime of the mortgage will require significant
market efforts.

In this sense and as a result of clear and measurable criteria, the Label will help lending institutions to ef-
fectively de-risk their portfolios by identifying energy and climate risks and determining which loans and un-
derlying assets are more robust, and disclose information on this. indeed, by improving the access to relevant
and transparent mortgage information for investors, regulators and other market participants via a consistent
reporting template, the Label can become a powerful tool to secure the appropriate prudential treatment of
this asset class and further support the securitisation and issuance of green (covered) bonds.

Against this background, the efforts of the EMF-ECBC and its partners will be focused on successfully developing
EeMMIP and on making of the EEM Label a market reality. In parallel a close eye will be kept on the political
agenda in order to make sure that, as has been the case so far the EEMI, it remains aligned with policy actions
and continues to set standards in the market.
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1.7 CEE AND BEYOND - THE EBRD MAKING THE CEE COVERED BOND MARKET A REALITY

By Jacek Kubas, Kate Galvin, Laura Matuizaité, EBRD, Richard Kemmish, Consultant, and Rodger Rinke, LBBW

I. INTRODUCTION

While covered bonds are a well-established instrument in advanced markets, the European Bank for Recon-
struction and Development ("EBRD"” or “the Bank”) has a pioneering role in introducing them in its countries
of operations. The Bank does this in its typical fashion of combining policy engagement to create the requisite
legal and regulatory framework, together with significant investment.

Legal reform support by the EBRD includes, among others, the development of new covered bond legal frame-
works in the Central and Eastern European (CEE) region. Covered bond issuance across the European Union,
including the CEE region, has hitherto primarily been regulated at national level. However, the adoption of the
Directive (EU) 2019/2162 of the European Parliament and of the Council on the issue of covered bonds and
covered bond public supervision and amending Directives 2009/65/EC and 2014/59/EU (“the Directive”) on
27 November 2019 with the requirement to transpose the Directive into national laws by July 2021, has cre-
ated an overarching framework that enables a more integrated covered bond market in the European Union.
Since the Directive has a direct impact on the CEE market, the Bank has already worked with the authorities
on establishing or updating the relevant regulatory regimes in Poland, Romania, and the Slovak Republic, while
reforms are ongoing in the Baltic States, Croatia, Bulgaria, Georgia, and Ukraine.

Even though the covered bond market in the CEE region is still nascent, the issuance of covered bonds in this
region is rapidly increasing since the EBRD’s involvement. To date, the EBRD has invested a total of EUR 650 mn
in covered bonds across its regions, including Greece, Hungary, Poland, Romania, the Slovak Republic and Tur-
key. The largest engagement financially so far has been the EUR 385 mn covered bond in the Slovak Republic,
which, due to its size, is called a “semi-benchmark” covered bond.

“Semi-benchmark” covered bonds have become quite popular among banks, both newcomers and established
covered bond issuers. The size of a euro-denominated benchmark covered bond is defined as at least EUR
500 mn with characteristics defined along regulatory guidelines. The term “semi” as opposed to “sub” is used
as sub-benchmarks have no lower limit, while semi-benchmark covered bonds have a clearly defined volume
range. The size of semi-benchmark covered bonds ranges from EUR 250 mn to EUR 499 mn. It is worth noting
that semi-benchmark covered bonds offer a spread pickup and enable investors to achieve higher diversifica-
tion in terms of issuer and country selection.

Against this context, this article aims to illustrate the implementation of the Directive in the CEE region and
EBRD’s involvement in it, recent covered bond issuance volumes, as well as the possible impact of Covid-19 on
covered bond issuance in the region. At the end of the article, we offer case studies of covered bond reforms
in the EBRD’s countries of operations and consider next steps in this exciting field.

II. IMPLEMENTATION OF THE DIRECTIVE AND THE IMPACT OF COVID19

The transposition of the Directive into national law by July 2021! is a challenge in well-known and established
covered bond markets. In those countries developing markets from scratch, the challenge is exacerbated by
many factors, not least of which is mobilising resources in ministries and regulators to implement rules for a
market that either does not exist or is of limited national importance so far.

Many of the countries of Central and Eastern Europe are still relatively recent members of the Union, most
joined in 2004 or 2007 but Croatia as recently as 2013. The process of transposing existing Directives into

1 Article 32 of the Directive states that “Member States shall adopt and publish, by 8 July 2021, the laws, regulations and administrative provi-
sions necessary to comply with this Directive.”



national law is an ongoing challenge; in 2019, there were 4062 ongoing infringement proceedings relating to
the late transposition of Directives (although far from all of these were in the CEE region). The Directive is
one of the more difficult.

Some countries had hoped that the Directive would be a ‘how to implement a covered bond law’ manual.
However, the need to reflect the diversity of existing covered bond frameworks and national specificities in
Member States requires it to be a ‘principle based’ Directive - defining the destination, but not the route.
Member states still need to make difficult decisions to reflect their national needs in topics such as the valu-
ation of the underlying assets (nominal or present value?), or the legal structure (on balance sheet or SPV?).

Furthermore, the Directive allows various national discretions. To a newcomer, it is sometimes difficult to de-
termine which of these discretions reflect ‘quirks’ of established national frameworks - well understood by local
issuers and investors but not a useful precedent for a new country — and which are there to provide genuine
commercial flexibility for issuers. It is often a challenge for regulators to balance the need for a strong covered
bond framework and for commercial flexibility.

Flexibility is certainly needed to reflect some of the specific needs of the CEE region. Factors such as very low
loan to deposit ratios, a prevalence of foreign ownership (and often funding) of major banks, lower sovereign
credit ratings, smaller but rapidly growing mortgage markets and less developed derivatives technology all add
to the challenge of implementing a Directive drafted with established markets in mind.

Then in early 2020, a new challenge was added. At its most straightforward level the Covid-19 pandemic sim-
ply changed priorities and stretched resources further. But funding the recovery generates new questions for
a covered bond law. Countries with developed local currency capital markets are naturally more resilient to
exogenous shocks; covered bonds — when implemented properly — can be a major contributor to the develop-
ment of such markets and thus contribute to financial stability. But they can also fund the recovery. Small and
medium sized enterprises ("SMEs"”) and commercial real estate have been particularly hard hit raising questions
about the asset eligibility criteria that should be built into the new law.

Furthermore, the need for collateral for central bank emergency liquidity facilities, and then for a viable exit
strategy from such facilities, will require many more bonds to be created. Far smaller mortgage markets (rela-
tive to either GDP or bank balance sheets) partly explain the interest of many CEE countries in, for example,
the development of the European Secured Note ("ESN”) market (discussed in further detail below).

Effectively realising the potential benefit of covered bonds for regional economies is a challenge, doing it right
within the timeframe of the Directive transposition, even more so. These developments are being observed
with interest by non-EU Member States, whose economies are still developing.

II1. LATEST COVERED BOND ISSUANCES AND VOLUMES IN THE CEE

Covid-19, spread developments of covered bonds and the activities of central banks clearly made their mark
on issuance activity of covered bonds in the first quarter of 2020 - including covered bonds from the CEE
region. Compared to prior years, CEE issuance activity in the first quarter was down to roughly 600 Mio.
EUR-equivalent, a drop of more than 50%. The bulk of the volume in Q1 2020 was contributed to by the first
appearance in benchmark format of the Estonian Luminor Bank. Estonia thus became the fourth jurisdiction
in the CEE region after the Czech Republic, Poland and Slovakia to enter the market with a EUR benchmark
transaction. At the same time, Estonia started from “zero to one hundred” and skipped several steps in the
traditional evolution of a covered bond jurisdiction in the CEE region, which often includes issues in local cur-
rencies and sub-benchmark issues in EUR. At the time of writing, LVH Pank entered the Estonia Market as
second issuer with sub-benchmark transaction.

2 Commission report and factsheets on monitoring the application of EU law, 2019: https://ec.europa.eu/info/publications/2019-commission-
report-and-factsheets-monitoring-application-eu-law_en
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These evolutionary steps were visible, for example, on the Polish market, where issues have picked up sig-
nificantly since the amendments to the legal framework from January 2016, even though the first EUR issues
were already issued in 2012. In October 2016, PKO Bank Hipoteczny entered the market with the first EUR
benchmark transaction. Four additional covered bond benchmarks followed. mBank Hipoteczny followed suit
with a sub-benchmark format in the 6y segment. In the meantime, Polish issuers have taken the next step and
in the second half of 2019, PKO and ING Bank Hipoteczny issued the first Green Covered Bonds from Eastern
Europe, which were initially issued in Polish Zloty. However, EUR-denominated issuance activity of Green Cov-
ered Bonds can be expected in the future. In terms of transparency, Polish issuers are in the lead and report
at least quarterly on developments in the cover pool using the Harmonised Transparency Template (HTT).

A similar development was seen in Slovakia, which dominated the 2019 issue year from a CEE perspective.
The first mortgage bond was issued in 1997, followed 20 years later by the first sub-benchmark transaction in
EUR by VUB. The breakthrough came in 2019: With VUB, Slovenska sporitelfia, Tatra Banka and Prima Banka,
four Slovakian issuers, three of them with their first EUR benchmark transaction, were active. That year, VUB
even took the opportunity to launch a second benchmark transaction on the market. Most recently, VUB took
advantage of the calmer market environment for covered bonds following the turmoil caused by Covid-19 to
issue its third EUR benchmark transaction. One of the drivers of the positive development was the Covered
Bond Act, which came into force in 2018 and had taken into account the EBA best practices. In terms of trans-
parency, the majority of issuers report on a quarterly basis, but very few use an HTT for this purpose.

In 2019, Alpha Bank Romania became the first covered bond issuer from Romania to enter the market. However,
the EUR issue in sub-benchmark format of the Alpha Bank Greece subsidiary has not yet found any followers.

A different story is the development in Hungary and the Czech Republic. In the past, both markets were
significantly larger than, for example, the Polish market, but in recent years they have developed an increas-
ing regional focus. The last notable EUR issue from Hungary was recorded in 2015, despite a new regulation
(Mortgage Funding Adequacy Ratio) issued by the National Bank of Hungary, requiring commercial banks to
refinance 25% of their outstanding long-term mortgage loans with long term bonds. Since then, issues have
been made exclusively in local currency. Interest from Czech issuers has also declined. The last transaction on
the primary market in EUR, issued by UniCredit Bank Czech Republic & Slovakia, was seen in October 2018.
The revision of the legal framework, which came into force at the beginning of 2019, has not yet changed this
situation. In 2014, Raiffeisen Bank Czech had launched the first EUR benchmark issue from a CEE country.
Issues in local currency have also been declining in the recent past. Another common feature of both markets
is that the provision of information for investors is based on local needs, and information in English is usually
not available.

Despite the current slump in issuance activity, we expect a resumption of the trend of increasing covered bond
volumes in the CEE region, with new issuers accessing the market for the first time and further enhancements
to some of the local frameworks.
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IV. THE ROLE OF THE EBRD IN THE DEVELOPMENT OF COVERED BOND MARKETS

a) Background

The EBRD is an International Financial Institution (“IFI”), founded in 1991, with a guiding principle to further
progress towards “market-oriented economies and the promotion of private and entrepreneurial initiative”. Across
three continents, the Bank finances projects that strengthen the private sector and help make economies more
competitive, well-governed, green, inclusive, resilient and integrated. Since 1991, the Bank has invested more
than EUR 145 bn in a total of over 5,700 projects. In practice, the EBRD is always asking itself how each transac-
tion can be additional for the transition of the country, and thus why the Bank should be involved.

One of the EBRD’s functions is to stimulate and encourage the development of capital markets. Acknowledging
that capital markets are the engine rooms of modern economies, the EBRD supports the creation of an efficient
ecosystem for local currency and local capital markets through a combination of transactions, investments, own
bonds issuance, legal reforms and policy engagement.

The EBRD emphasizes investments in the private sector — a unique characteristic among IFIs. However, this focus
does not preclude it from engaging in policy dialogue. Rather, the EBRD provides technical advice, support, and
reform work, fostering innovation and building modern economies in its countries of operations. This holistic ap-
proach maximizes the EBRD’s impact and showcases in practice the Bank'’s transition concept.

The EBRD works to develop capital markets in its regions for a number of reasons. It is often the case that
financial intermediation is largely bank-based; banks are predominantly foreign owned, leading to an overreli-
ance on parent funding; there is a persistent credit demand-supply gap; and financial stability is often fragile
and vulnerable to external shocks.

There is significant room for improvement; while the CEE countries account for 20% of the EU’s population and
8% of its GDP, their capital markets represent only 3% of all listed shares and debt.

Acknowledging this, the EBRD is deploying all available means in its “development toolbox” to promote local
capital market development. Investment is indeed central to growth and sustainable development, but it is not
an end in and of itself. Equally important is policy dialogue and technical advice. This is the unique advantage of
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the EBRD, which, as an IFI, is actively engaged in both investment and policy work, establishing modern legal
and regulatory frameworks that support the transition towards a well-functioning market economy.

In the roadmap to the development of local capital markets, there are various policy priority areas to focus on,
including upgrading capital markets policy frameworks, enhancing the legal and regulatory environment, improv-
ing capital market infrastructure, and expanding the product range and investor base.

To this end, covered bonds are an important building block for developing local capital markets. The Bank has
been championing this product for a number of years through legal and regulatory reforms and investments in
CEE and Southern Eastern Europe (SEE). The Bank’s work in the field of covered bonds encompasses all parts
of the “development toolbox” and illustrates how the EBRD supports the development of local capital markets.

b) Looking forward

The size of the covered bond markets in CEE and SEE is significantly smaller than the larger EU markets
of Germany, Denmark, France and Spain. In CEE, only three countries (Hungary, Poland and the Slovak
Republic) have any meaningful number of covered bonds outstanding and the CEE in total represents
substantially less than 1% of the total covered bond market. This number had been significantly lower
prior to the EBRD’s engagement.

Taking into account this discrepancy and acknowledging the importance of having long-term funding
available in local capital markets, the EBRD remains engaged in a series of covered bond legal and
regulatory reforms in its regions. The aim of these reforms is to align the applicable frameworks with
widely accepted standards; render them more transparent, efficient, and understandable to investors,
including foreign investors, and to rating agencies; and remove barriers hindering the use of covered
bonds for finance.

As of September 2020, the following reforms have been completed by EBRD:

> Poland: In early 2016, the EBRD completed a technical cooperation (“"TC"”) project with the Ministry
of Finance in Poland. The project focused on the development of a new covered bond legal frame-
work based on best practices. The Local Currency and Capital Markets Development ("LC2") team
at the EBRD facilitated the reform by reviewing and providing comments and recommendations for
updating the Act on Covered Bonds and Mortgage Banks from 1997. This work, initiated by the Polish
Mortgage Credit Foundation and mortgage banks, resulted in the amendment of the Act on Covered
Bonds and Mortgage Banks combined with associated changes in the bankruptcy law. This led to the
creation of the market, including domestic and international benchmark issuance.

> Romania: The EBRD played a significant advisory role to the new covered bond law adopted by
the Romanian Parliament in September 2015. In Romania, there had not been a covered bond issu-
ance since the covered bond law of 2006 was adopted. The new law conforms to: (i) the definition
of covered bonds as per EU legislation, including the Capital Requirements Directive and the UCITS
Directive; and (ii) the “Best Practice” supervi