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EXECUTIVE SUMMARY

The Treasury is consulting on a proposed new legislative framework for covered bonds in the
UK. At the same time the FSA is consulting on its proposed principles based implementation of
the regime and its accompanying guidance. These proposals will allow UK-issued covered bonds
to benefit from options on EU directives which will increase their attractiveness to investors
which should enhance and deepen the market.

A covered bond is a class of corporate bond, generally issued by banks and backed by certain
assets, generally mortgages or public sector loans. In other words, they are a secured loan made
to the issuer. The interest of the bond and the repayment of the principal is ‘guaranteed’ by the
ring-fenced assets backing the bond. Thus covered bonds are viewed as high quality debt and will
often achieve high credit ratings.

The EU has established criteria for covered bonds which meet strict quality criteria. These
criteria are prescribed in Council Directive 85/611/EC on the co-ordination of laws, regulations
and administrative provisions relating to undertakings for collective investment in transferable
securities (‘the UCITS directive’).

Covered bonds that comply with the UCITS directive benefit from higher prudential investment
limits. UCITS can invest up to 25 % (rather than 5%) of their assets in the compliant covered
bonds of one issuer. The limit for insurance undertakings is 40%. According to the Capital
Requirements directive, covered bonds will benefit from a preferential credit risk weighting if they
are (amongst other things) UCITS compliant.

Currently, there is no UK legislative framework for covered bonds. David Miles in his report to
HM Treasury on long-term mortgage market stability listed the absence of a formal UK regime as
a factor restricting the development of long-term fixed rate mortgage lending. Since 2003,
covered bonds (known as structured covered bonds) have been issued in the UK backed largely
by local authority and mortgage assets. These covered bonds have the key feature that the assets
to be used to meet the claims of the bondholders are transferred to a different legal person (a
Special Purpose Vehicle). HM Treasury believes it is both important and appropriate for UK
issuers to be able to compete on a level playing field within the EU open market. We have
therefore developed, in close consultation with FSA and industry, a legislative framework for UK
recognised covered bonds.

The legislative framework is designed to provide the necessary underpinning for UCITS 22(4)
compliance. It provides a principles based and outcomes focussed framework with the necessary
legal requirements for the regime and its regulation. It will be supported by FSA regulation with
the necessary guidance (also contained in this consultation document) and also the underlying
bond contracts themselves. We believe this approach will deliver a legislative regime which is
flexible enough to permit product development and market innovation, enhancing competition
within the market and market growth while at the same time providing robust bondholder
protection.

The legislative proposals contained in this consultation provide for the 5 requirements of the
UCITS directive in UK law:
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General
approach

can be enforced against EEA issuers owners and that UK insolvency law (including our
proposed modifications as to priority) can apply. We are still considering the various
issues and will conclude our analysis during the consultation period.

2.6 Regulation 6(2) presently provides that anyone wishing to be a recognised issuer
must be a credit institution with a registered office in the UK. Unless we satisfy
ourselves that robust enforcement can be delivered to an issuer with a registered office
in an EEA state we propose to retain that limit on the implementation of the Directive
within our regime.

Do you agree in the first case, subject to the other requirements of the regime, that any credit
institution with its registered office in UK should be able to issue UK Recognised Covered Bonds?

Do you agree that the location of the registered office of the issuing credit institution should be
broadened if enforcement will be deliverable?

What are your views on possible obstacles to the integrity of the enforcement regime?

THE ISSUANCE OF COVERED BONDS MUST BE SUBJECT BY
LAW TO SPECIAL PUBLIC SUPERVISION DESIGNED TO
PROTECT BONDHOLDERS

2.7 Given that credit institutions are already subject to general public supervision
under the BCD, the Treasury considers that the intention of UCITS 22(4) is for the
special public supervision designed to protect bondholders to be additional to that
required by the BCD. Further, it appears from various different language translations of
the article and the approach taken by other Member States, that there needs to be
specific legislation setting out the arrangements for special public supervision of the
bonds which is specifically designed to protect bondholders rather than consumers
generally. We have therefore considered the level of detail that needs to be contained in
Treasury legislation and what can and should be left to FSA guidance.

2.8 In order to establish the regime as quickly as possible, HM Treasury is proposing
a legislative framework that will be introduced using Government’s powers under
section 2(2) of the European Communities act 1972. Given the restrictions on the
powers of sub-delegation contained at Schedule 2 of the European Communities Act
1972 it is necessary for the overarching principles and, framework (including
enforcement) of the regime to be contained in Treasury legislation made under section
2(2) of the European Communities Act 1972.

The approach of the framework

2.9 The framework for the special public supervision is prescribed in the proposed
legislation. We have taken a principles based approach and have not adopted a
prescriptive regime.

2.10 UCITS 22(4) focuses on assets, how they should be treated and what that
treatment needs to achieve. In particular, it envisages the ring fencing of the assets
from the general insolvency of the issuer but does not prescribe the means of achieving
that outcome. There appear broadly to be two approaches to this issue within the EU:
either the assets continue to be owned by the issuer and ring fenced by legislation (the
integrated model); or the assets are transferred to an owner other than the issuer (the
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supervision

SPV model). Under the existing UK issues, a person other than the issuer, typically a
special purpose vehicle owns the assets backing the bond. These structures are based
on robust and recognised legal principles and we believe that the legislation should
support such an arrangement.

2.11 In addition, as Treasury’s aim is to provide choice and flexibility for the future
we have included a form of integrated model within the legislation so that industry
participants may decide which structure best suits their particular circumstances. Our
approach has been principles based so the integrated model does not reflect the
prescriptive approach taken in some other Member States. Instead, it will be for those
industry participants who adopt this option, to use the legislative framework as a
starting point and develop their own contractual provisions which will support the
legislative underpinning. Our proposals are designed to provide the overarching
principles for both situations. We believe this will provide a flexible regime which gives
the market room to develop while not prescribing the specific courses any issuer must
take.

2.12  Akey distinguishing feature of the UCITS-compliant covered bond market is the
high quality of the bonds which are widely viewed as low risk and as being comparable
with government debt. This is shown by the fact that within the EU, UCITS-compliant
covered bonds are generally rated AAA or AA. There are no explicit requirements in the
Directives for the covered bonds to achieve a particular level of quality. We think it is
however implicit in the requirements of the UCITS directive and the benefits which
attach to compliant bonds (see paragraphs 1.4 and 1.7) that compliant bonds are of
good quality. The existing UK covered bonds are all rated AAA.

2.13  Within our flexible approach to delivering robust bondholder protection, the
draft regulations do not impose detailed qualitative criteria on the asset pool. Ways of
doing this might include setting the minimum level of over collateralisation and the
loan to value (LTV) ratios for any mortgages in the pool. While our expectation is that
UK Recognised Covered Bonds will be of a very high quality, our preference is not to be
prescriptive in this regard. However, we would welcome views on whether the proposed
legislative framework should have some prescription as to the quality of UK Recognised
Covered Bonds.

Do you think anything further should be added to the proposed legislative regime to impose more
detailed quality requirements on the market such as the minimum level of over collateralisation or
the LTV limits for mortgages?

Do you agree with our general approach?

2.14 It is clear that special public supervision needs to attach to the assets backing
the bond and their sufficiency. As a starting point, the special public supervision needs
to capture the issuer and ensure any necessary topping up of the asset pool takes place.
It also needs to attach to both the issuer and the owner of the asset pool especially if
they are different people.

2.15 Our legislative proposals, taking the lead from the UCITS 22(4) approach,
therefore focus on the asset pool (with obligations relating to it always attaching to at
least one person, generally the issuer and the owner of the asset pool).

2.16 The FSA’s role will be to recognise issuers and suitable covered bonds, to
enforce the regime and provide guidance as to its operation.

Proposals for a UK Recognised Covered Bonds legislative framework 13
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status of programmes already admitted to the register of UK recognised covered bonds.
The FSA will also have the power to require issuers to top up the asset pool if it is not
satisfied that the assets contained within the asset pool are sufficient to cover all claims
attaching during the whole period of the validity of the bonds.

2.26 Further to these specific powers, some of the general enforcement tools that the
FSA has in other regimes shall apply to covered bonds, for instance:

e power to give directions when it appears that a person has failed, or is likely
to fail to comply with an obligation imposed by the regulations;

e power to impose financial penalties for a failure to comply with the
regulations;

e power of the court to make an order restraining or remedying a
contravention;

e offence of misleading the FSA.

2.27 The powers listed above will apply equally to the issuer and to the owner in the
first instance, and on the owner when the issuer no longer exists. The requirements
which the regime places on the owner will be high level and the FSA’s enforcement of
those requirements will rely heavily on the owner providing information to evidence
compliance. It is important that the FSA should have the right tools to ensure that the
owner does not undermine the regime. We considered whether it would be possible to
rely on the FSA’s direction making powers and the court’s order making powers as the
sole means of enforcement against the owner. However, the costs of any direction
enforced by an injunction or court order would be substantial and, particularly in the
case where the issuer no longer exists, would be borne by the asset pool. In these
circumstances, we considered that the availability of a penalty regime, especially for
matters such as failure to submit information required by the FSA, would be a more
proportionate response rather than a reliance on direction making powers and court
orders.

2.28 Although in the absence of the issuer, penalties certainly will be borne by the
asset pool, as with all regimes, the FSA will need to take into account all the
circumstances of the case in arriving at the appropriate and proportionate response. It
will be required by the Regulations to establish a policy with regard to the imposition
and the amount of penalties. In determining the amount of a penalty, the FSA will be
required to have regard to the seriousness and nature of the contravention and the
extent to which the contravention was reckless or deliberate. It will also be possible for
the issuer or the person holding the asset pool to refer the matter to the Tribunal if the
FSA exercises the powers. This is discussed in more detail at Chapter 4.

Do you agree with the functions we propose to give the FSA and the recognition process for
issuers and their programmes?

Do you agree with the proposed time limits for the recognition process?

Do you think there should be different time limits for recognition of the covered bonds where
the issuer has already been recognised?

Do you agree with the rationale for the enforcement provisions and the enforcement powers the
FSA will have for this regime?

Proposals for a UK Recognised Covered Bonds legislative framework 15
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THE BONDS ARE SUPPORTED BY AN ASSET POOL WITH
SPECIFIED ASSETS, IN PARTICULAR THE SUMS RAISED BY
THE ISSUE OF THE COVERED BONDS CAN ONLY BE
INVESTED IN ELIGIBLE ASSETS AS PRESCRIBED BY LAW

2.29 To comply with UCITS 22(4), it is necessary for our proposed legislation to
prescribe what assets should be in the cover pool so that the sums deriving from the
issue of the bond are invested in conformity with the law. This means the legislation
needs to identify the types of assets that are eligible for the asset pool and their location.

2.30 Article 22(4) does not provide a list of eligible assets for investment. We
therefore need to decide on a suitable definition for eligible assets.

Eligible assets in the pool

2.31 We propose defining the asset pool as those assets recorded as comprising the
asset pool. In terms of assets that can be recorded, we propose enabling the inclusion
of the types of assets set out in regulation 2. Once again, the starting point is UCITS
22(4).

2.32  First, the sums derived from the issue of the bonds must be transferred to the
asset pool for the benefit of the bondholders. In order to maintain the quality of assets
in the pool, those monies could only be used to purchase eligible property. This does
not mean the actual monies received from the bondholders must be transferred, rather
sums or eligible property of equivalent value. The draft regulations therefore impose a
requirement that an issuer must transfer all monies it receives from the sale of a
recognized covered bond and/or equivalent property to the asset pool. In practice,
based on existing structures, this would be an SPV, but the Treasury does not consider it
necessary to include the detailed structure of the SPV/issuer relationship in legislation
and the legislation will permit different arrangements.

2.33 Once again, to ensure a level of control over the quality of the assets in the pool
we propose, in line with other Member States, to define the eligible property that can be
transferred in to the pool in place of the sums received from the bondholders. This is set
out in more detail from paragraph 2.37 below.

2.34 An asset pool is not and indeed should not be static. There will be a return on
the assets in the pool which should be taken into account both when assessing the
capability of the pool and funds available for any further investment. Therefore, the
pool will include the return on the assets in the pool.

2.35 In order to ensure that the bonds do not accelerate on the insolvency of the
issuer, it will be necessary for the asset pool to have hedging instruments, interest rate
swaps and possibly insurance. We do not propose imposing a restriction on the type of
asset which may be purchased with income derived from the assets in the pool. We
think this will ensure that all financial instruments necessary to support and run the
pool can be purchased particularly in order to manage the continued payment of
monies due to the bondholders in the event of the issuer’s insolvency.

2.36 Finally, the issuer or the FSA may decide it is appropriate to add assets to the
pool based on the performance of the assets already contained within it to ensure the
necessary level of security for the bondholders.

Proposals for a UK Recognised Covered Bonds legislative framework
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Eligible property

2.37 Member States with existing covered bonds legislation have limited eligible
property to mortgages or mortgages and public sector loans. One Member State also
allows investment in shipping mortgages. Given the objectives of the Directive, it is
appropriate for the assets in the cover pool to be of a high quality. Indeed, the level of
over collateralisation needed to support poor quality assets, to ensure that the asset
pool is capable of paying the bondholders, would make a cover pool a very inefficient
use of the credit institution’s assets. There are, however, more types of good quality
assets than mortgages and public sector loans.

2.38 As a starting point, Annex VI to the BCD, which came into effect on 1 January
2007, sets out a list of assets with limits which may form the collateral backing a covered
bond (for the purposes of a credit institution investing in these bonds). If a credit
institution invests in bonds backed by the listed assets it will qualify for a lower risk
weight, with the result that it will be able to hold less capital than would be required for
normal bonds. The assets relate to public sector loans (para 68(a) and (b) BCD),
mortgages (para 68(d) and (e)), shipping mortgages (para 68(f)) and exposures to
institutions with specified characteristics (para 68(c)).

2.39 Credit institutions, however, are not the only investors in this product.
Insurance companies and UCITS currently have nothing to gain in prudential terms by
purchasing covered bonds the collateralising assets of which are restricted to those
contained on the BCD list. Given that the objective of Article 22(4) is to provide
guarantees and safeguards against bankruptcy which would enable covered bonds to be
treated as equivalent to State bonds,11 the Treasury thinks it is important to define
‘eligible property’ such that it captures high quality assets, but does not stifle the market
by reducing flexibility both in the development of products and the assets an investor
wants to see backing a bond. We therefore propose to include within the definition of
eligible property:

e assets from the list at Annex VI to the BCD;

e social housing and public private partnership loans (because these are
secured by a repayment stream from public monies); and

e any other asset held in relation to a body which has a credit assessment
equivalent to a AAA or AA rating.

2.40 The Treasury is content for the legislation to allow a covered bond to be backed
by an asset pool which contains a mixture of the eligible property listed in regulation 3
as well as the other types of assets listed in regulation 2.

Are the types of assets permitted in the asset pool defined appropriately in Regulation 2?
Is it appropriate to widen the list of eligible property beyond the BCD list?

Are you satisfied that the definition of eligible property in regulation 3 has the correct balance
between flexibility in eligible assets and their suitable quality?

Is there a better way to define the eligible property so as to provide flexibility while ensuring the
quality of the assets in the pool?

11 COM(86)315 (final).
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PROPOSALS FOR THE LEGISLATIVE FRAMEWORK

BONDHOLDERS CLAIMS AGAINST THE ISSUER MUST BE
FULLY SECURED BY SUFFICIENT COLLATERAL TO COVER
BONDHOLDER CLAIMS THROUGHOUT THE WHOLE TERM OF
THE COVERED BOND

2.44 In terms of bondholder protection, arguably the key provision to the legislative
framework is the requirement that the assets in the asset pool are capable of covering all
claims attaching to the bond and the sums required for the maintenance,
administration and winding up of the asset pool for the whole period of the bond. This
obligation is placed on the issuer at regulation 13, the owner of the asset pool at
regulation 16 and to the administrator in regulation 24. Thus at all possible stages in the
life of the pool, this requirement is directed at someone.

2.45 The draft regulations impose a requirement on the UK recognised covered bond
issuer to take such steps as are necessary to ensure that during the whole period of the
validity of the bonds, the assets in the asset pool are capable of covering all claims
attaching to the UK recognised covered bonds.

2.46 Therequirement regarding the pool’s capability goes beyond the payment of the
bondholders because there will be costs incurred running the pool which will need to
be accounted for if the interests of the bondholders are to be protected. In the event of
the insolvency of the issuer the assets in the pool will need to be sufficient both to pay
the liabilities to the bondholders as they fall due in a timely manner and the costs of
running the pool including any liabilities to financial instruments counter parties. The
latter costs largely drive the need to over-collateralise the asset pool. Thus the
requirement is wide enough to capture the assets needed to pay the bonds and the over
collateralisation necessary to service the pool and service financial instruments to
ensure the necessary liquidity of the pool and ultimately, the payment of the
bondholders.

2.47 The aim would be that on the insolvency of the issuer, the bonds would not
accelerate, but that the asset pool would continue to meet the claims attaching to the
bonds during the remaining period of validity. This is the approach taken in most other
Member States.

2.48 ‘Capable’ has not been defined in the Directives. It is must therefore be given a
plain English meaning. In other words it means there are sufficient assets in the pool
with the necessary liquidity to pay claims of the bondholders as they fall due in a timely
manner. The FSA, as part of its public supervision, of the regime will also need to satisfy
itself that there are sufficient assets in the pool to pay the bond holders. The Treasury’s
preference would be not to prescribe in the Regulations how capability to pay should be
assessed but to follow a “copy-out” approach (and this is the approach taken in the
draft Regulations). It would then be for the FSA set relevant standards and procedures
as supervisor of the new regime subject to its own consultation and cost-benefit
analysis (although the ultimate arbiter would, of course, be the European Court of
Justice).

2.49 However, the Treasury would be interested in views on the merits or otherwise
of setting out in the Regulations, for indicative purposes, some of the different methods
for assessing the capability of the asset pool to meet the claims of the bondholders as
they fall due in a timely manner. This may assist in providing greater legal certainty for
issuers that there is available a choice of different methods to meet the capability test

Proposals for a UK Recognised Covered Bonds legislative framework 19
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and because the list would be indicative, market development of other methods of a
similar nature would not be hampered. Possible options could include:

e Setting minimum over collateralisation levels. The regime could have
benchmarks against which the strength of the asset pool would be assessed.
This is the approach adopted in several Member States. While this has the
benefit of certainty and simplicity, such an approach is likely to be crude (in
terms of being able to reflect the differences in asset pools) and less flexible
than some of the other options;

e Restricting the assets contained within the pool. The regime could, for
instance, restrict eligible assets only to those listed in Annex VI of the BCD.
Again this would have the benefits of certainty and simplicity. However, we
think that the asset eligibility requirements set within the regulations are set
out the right level in terms of the overarching regime and wonder if further
requirements would add undue complexity. The market has well-
established methodologies for addressing asset quality and volatility
considerations in a more sophisticated way than could arguably be achieved
through the regulatory framework.

e Setting requirements in relation to prudent valuation methodologies for the
underlying asset pool. This approach has been used in other Member
States, has the benefits of certainty and simplicity but may be less able to
take account of future innovation.

e Instituting regular reporting by owners/issuers combined with monitoring
procedures undertaken by the FSA. Information is obviously an important
element of any regulatory regime. The principles of good data and good
data collection suggest that data should be risk based; allow the adequate
assessment and monitoring of risk; ideally be selected from data already
produced; be accurate, focused, sufficiently detailed and adequately
validated; where cost is minimised for both regulator and regulated. This
approach should allow flexibility and innovation. However, extensive
reporting and monitoring would require a high level of resources for both
the FSA and issuers.

e Performing similar analysis to that already performed by the ECAI. 15
Undertaking such analysis would undoubtedly meet the Directive
requirements and would be flexible. However, recreating the already
extensive analytical process already undertaken by issuers and the rating
agencies would duplicate a function already carried out with a high degree
of professionalism by third parties. It would also require heavy resource
commitments by the FSA which in turn would need to be recouped by
higher fees payable by issuers.

e Use the rating provided by an ECAIl.  In setting the rating ECAIls take
account of the quality and size of the asset pool, amongst other things, and
thus a rating provides a further third party verification as regards capability
to pay whilst remaining flexible. However, given that there are other aspects

15 ECAIs are credit rating agencies which the FSA formally recognise as satisfying the requirements set out in the Capital
Requirements Directive (CRD), Annex VI, part 2 and elaborated in CEBS' Guidelines on the recognition of ECAIs (GL07). ECAI
credit ratings are applied for capital requirement purposes under the Standardised Approach and the Securitisation Ratings-Based
Approaches of the CRD. To date, in line with supervisor consensus across Europe, the FSA has formally recognised Fitch Ratings,

Moody's Investors Services, Standard and Poor's, and DBRS!5 as ECAIs.

Proposals for a UK Recognised Covered Bonds legislative framework
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2.52 There are different ways to achieve ring fencing as evidenced by the different
approaches of other Member States. Article 22(4) does not mandate a particular
structure for a covered bonds regime, but rather sets out the objectives it must fulfil in
order to ensure that the quality of the portfolio is maintained.

2.53 There are broadly two ways of ring-fencing, the first, as explained in paragraphs
1.13 to 1.22 above, is to establish a legal entity separate from the issuer (the SPV) and
ensure that any transfer of the sums derived from the sale of the covered bonds, or
equivalent property, are transferred to this entity on a true sale basis. This model is
based on existing legal principles and the relationship between the issuer, the SPV and
the bondholder is established by contract. The second method is to create a legislative
ring fence around the asset pool, which remains integrated in the issuing bank. This
option has been adopted in other Member States and the relationship between the
issuer, the bondholder and cover pool can be determined in the relevant legislation to a
greater or lesser degree.

2.54 The Treasury is content that segregating the asset pool into an SPV provides the
necessary ring fence of the assets as the first step to ensure the priority claim of the
bondholders. The starting point for the development of the framework was therefore to
develop a legislative framework which supported the existing arrangements.

2.55 In line with HM Treasury’s general approach to directive implementation, the
framework is designed to be as flexible as possible, to accommodate innovation, and as
simple and light touch as possible. We have therefore provided issuers with a choice as
to whether to adopt the SPV option to ring-fencing or an integrated option in which the
ring-fencing is achieved by legislative means. The result in both cases is the same,
although in one case the ring-fencing is established by contract and in the other the
ring-fencing is established by the regulations. We have not adopted the example of
other Member States and proscribed exhaustive details as to the relationship between
the bondholder, the issuer and the asset pool. Instead, in both cases, we have taken a
light touch approach and established a framework. In the case of the integrated
approach this framework will need to be complemented by contractual provisions and
in the case of the SPV approach the framework floats above the pre-existing contractual
position.

2.56 This means that the framework is primarily concerned with the asset pool and
how it is maintained rather than by whom. We have not prescribed who must own the
asset pool and the requirements are the same whichever model is chosen. On the
insolvency of the issuer the asset pool will continue in existence, however, slightly
different arrangements legally are required to achieve this.

2.57 In the case of the SPV option the separation has already been achieved by
contract. The only provision that we have included in the regulations to deal with the
post-insolvency position of the issuer, is a requirement for the liquidator to transfer any
remaining interests (e.g. the legal title to the asset in the pool) to the SPV. In practice,
this is already provided for in the contractual position, but in order to fully signal
compliance with the Directive, we have included a provision in the legislation.

2.58 In the case of the integrated approach we have needed to turn off or modify
various provisions of the existing insolvency law. For instance, the duties of the
insolvency practitioners will now need to accommodate the requirements relating to
the asset pool so that the interests of the bondholders remain protected. At the same
time we have had to consider the interests of the creditors of the issuing bank and have
therefore provided that any residue after the payment of the bondholders must be
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Set-off

returned to the issuer and all other creditors of the cover pool, when the asset pool is
wound up.

2.59 The Directive requires that in the event of the failure of the issuer, the assets in
the pool would be used on a priority basis for the reimbursement of the principal and
payment of accrued interest. We therefore consider that an element of priority must be
provided to the bondholder over the assets in the asset pool, wherever they are held.

2.60 Itis noticeable that other jurisdictions have taken the view that the requirement
for priority has not barred other claimants from ranking parri passu with the bond
holders France, Luxemburg and Ireland, for example, have allowed the counterparties
of hedging instruments to rank parri passu with the bond holders. It is also apparent
that during the period of insolvency the expenses and re-numeration of insolvency
practitioners are allowed. This means that service providersis which are needed to make
the pool function can be paid on an on going basis.

2.61 In order to ensure that the system in the UK is workable we intend to enable the
claims of service providers, the counterparties of hedging instruments on insolvency
parri passu with the bondholders. This will ensure together with the requirement that
the pool is funded to account for such claims, that on insolvency the persons who have
made the structure work for the benefit of the bondholders, will get paid. For the period
after the onset of insolvency we consider that service providers and counterparties of
hedging instruments could be paid as an expense of the insolvency practitioner, for he
must obtain the means to run the pool from somewhere until it is wound up.

2.62 The legal transfer of the assets from the issuer to the SPV means that generally
set-off does not apply in the case of a general creditor of the bank over the assets of the
SPV. There is, however, no case law on this and the SPV faces a residual risk that set-off
will operate. To mitigate this risk, issuers add further over collateralisation to the asset
pool. This does not appear to be an efficient use of the credit institution’s assets. It is
open to us to put the situation beyond doubt and indeed that would arguably lead to
the further increased certainty, robustness and efficiency of the regime. However, this
would wholly exclude the potential for customers of an insolvent bank from claiming
set off. Given the broader benefits of the covered bonds regime, we think there is a
strong argument for putting the issue beyond doubt. We would like your views on this
and an explanation of any arguments we have not considered.

Do you have any comments on the ring-fencing in the Regulations and the requirements placed on
the owner, issuer and liquidator?

Do you that the protected period in regulation 25(10) is the correct length?
Do you agree that service providers can be paid as an expense of the winding up?
Do you agree with our analysis of the set-off position?

Do you think we should put the set-off position beyond doubt?

16 Examples of service providers include the paying agents, the servicer, the account manager, the corporate services provider,
the asset monitor and the Swap counterparties.
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PROPOSED FSA IMPLEMENTATION

INTRODUCTION

3.1 In February 2006 we (the Financial Services Authority (FSA)) advised the
industry?’ that, following discussions with HM Treasury (the Treasury) and industry
representatives, we proposed to consult on the implementation of a UK covered bond
regime that was compliant with EU legislation. This will improve access to a highly
efficient capital market instrument currently issued in large volumes in Europe.

3.2 We concluded that, consistent with our principles of good regulation, the
regime should facilitate innovation and promote competition.

33 Some of the expected benefits of the regime include:

o for institutional capital markets, facilitation of further development of a
highly liquid, long-dated and cost-effective debt instrument;

o for issuers and investors alike, improving what is already a highly effective
means of managing long-term liquidity risk and interest rate risk;

o for the macro-economy, greater choice and efficiency in investment
markets;

e for consumers, the development of a longer-term fixed-rate mortgage
market;

o for UK issuers, a potential reduction in the premium currently borne by
covered bond issues; and

o for investors subject to the Capital Requirements Directive® (CRD), a
preferential regulatory capital treatment that benefits all CRD-compliant
covered bonds.

34 In order to implement the regime it was necessary for the Treasury to make new
regulations. 'The Recognised Covered Bond Regulations 2007" (the Regulations) are
being consulted on as part of this joint consultation paper. Our part of the consultation
outlines how we propose to implement these new regulations. It covers policy decisions
and how the regime will operate in practice, including the application process for
issuers seeking FSA recognition. Handbook text can be found in Annex D.

3.5 The purpose of our part of the consultation is to give industry and other
interested parties (e.g. professional advisors and insolvency practioners) the
opportunity formally to respond on how we propose to implement the Regulations. We
will publish these responses and how they have been taken into consideration in
implementing the Regulations later this year in a Policy Statement. In doing this we will
also need to consider the impact of any changes to the Regulations resulting from the
consultation. If the Regulations, as they currently stand, change such that we consider
it necessary to re-consult on parts of the Regime this will delay implementation.

7L etter of intent: www.fsa.gov.uk/pages/Library/Other_publications/EU/other_documentation/cbsg/index.shtml

18 Directive 2006/48/EC on the taking up and pursuit of the business of credit institutions (recast)
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3.6 This Consultation Paper sets out a number of specific questions we would like
responses to. The consultation is not limited to these questions and we invite
respondents to comment on any aspect of the proposed regime.

3.7 In considering how to implement the Regulations, we have taken account of:
e principles-based regulation;
e senior management responsibility;
e risk-based application of our resources; and
e current good market practices.

3.8 We believe this approach will help market innovation and avoid the need to
continually update our requirements.

3.9 While we are responsible for carrying out 'special public supervision' designed
to protect bondholders for the purposes of Article 22(4) of the Undertakings for
Collective Investment in Transferable Securities Directive (UCITS), this should not be
interpreted as meaning the bonds are backed by a government or regulatory guarantee.
Issuers should make it clear to investors that, however unlikely, there is no guarantee
against losses.

LEGAL FRAMEWORK

3.10 Article 22(4) of UCITS provides the overarching requirements which must be
satisfied by Member State to enable UCITS schemes to increase their exposure to
covered bonds from a single issuer. Other Directives!® have repeated this definition to
recognise the relatively low risk of covered bonds and therefore provide either lower risk
weightings or higher holding limits for investors in the product.

3.1l The Regulations create the framework by which instruments compliant with the
definition set out in Article 22(4) can be issued. A key aspect of this is the provision of
our duties and powers which are required to operate a UK covered bond regime (the
Regime). These powers and duties are additional and separate to those under the
Financial Services and Markets Act 2000 (FSMA).

3.12  We will have the power to give guidance, make directions and requirements in
relation to recognising covered bond programmes, notifications and reporting (e.g. on
quantity and quality of assets in the pool), take enforcement action and to make rules
about the levying of fees.

3.13 Existing UK covered bonds are governed largely by contract. These contracts
include tests2 which dictate how the issuer will operate the covered bond programme
in certain circumstances. In deciding whether a covered bond programme is
recognised, we must be satisfied that the contractual arrangements seek to ensure
compliance with the Regulations and that mechanisms are in place to achieve this in an
orderly manner throughout the life of the bond. This will include having procedures
and mechanisms in place to ensure bondholder interests and views will be considered
in an appropriate and timely way.

19 Consolidated Life Directive, 3rd Non-Life Directive and the Capital Requirements Directive

20 Asset coverage test and Amortisation test
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UCITS Schemes

3.14 The UCITS Directive contains provisions on spread and concentration of
investments for authorised collective investment schemes. These provisions are
implemented in the Handbook Specialist Sourcebook, New Collective Investment
Schemes, chapter 5 (COLL 5).

3.15 In the Consultation Paper 135 (April 2002) New Collective Investment Scheme
products we chose not to implement the national discretion to allow UCITS schemes to
gain increased exposure to covered bonds from a single issuer. In the Policy Statement
135 (November 2002) New Collective Investment Scheme products we said we would
reconsider this question if there was enough demand by UCITS schemes to invest in
covered bonds.

3.16 Inlight of the proposed regime, we now plan to consult in the October Quarterly
Consultation Paper on implementing the national discretion for UCITS schemes,
alongside an equivalent relaxation for non-UCITS retail schemes. If taken forward, we
would expect the new provisions to come into force by early 2008.

Consolidated Life Directive and Third Non-Life Directive

3.17 Article 24 of the Consolidated Life Directive and article 22 of the Third Non-Life
Directive contain provisions on investment diversification for insurers. These
provisions are implemented in the Handbook Prudential Sourcebook for insurers,
chapter 2 (INSPRU 2.1). So far we have chosen not to implement the national discretion
to allow the higher investment limits for covered bonds provided for by these articles.

3.18 In the light of the proposed regime, we are currently consulting in our July
Quarterly Consultation Paper (CP 07/13)21 on implementing this national discretion. If
taken forward, we would expect the new provisions to come into force by early 2008.

Capital Requirements Directive

3.19 Annex VI Part 1 point 66, Article 87(8) and Annex VIl Part 2 point 8 (part) of the
CRD contain provisions on reduced capital charges for banks, building societies and
investment firms, that invest in UCITS compliant covered bonds (subject to asset
eligibility criteria), under both the Standardised and Internal Ratings Based
Approaches.  These provisions are implemented in the Handbook Prudential
Sourcebook for Banks, Building Societies and Investment Firms, chapter 3 and 4
(BIPRU 3.4.107 t0 3.4.110 and BIPRU 4.4.34 t0 4.4.35).

CURRENT MARKET PRACTICE

3.20 A covered bond is structured to operate differently as circumstances change.
We have illustrated this using a typical example of the current UK 'structured' covered
bond. This provides some of the context for how the regime will operate in practice for
these and other covered bond structures (e.g. the integrated model).

3.21 The three stages a covered bond can go through are:
e issuer solvent (dynamic asset pool);

e issuer event of default e.g. insolvency (static asset pool); and

21 http://www.fsa.gov.uk/pubs/cp/cp07_13.pdf

Proposals for a UK Recognised Covered Bonds legislative framework 21



PROPOSED FSA IMPLEMENTATION

28

e static asset pool event of default.

Issuer solvent

3.22  While the issuer is solvent, the issuer remains liable to meet bondholder claims
for principal and interest. The covered bond is backed by a dynamic asset pool which is
maintained by the issuer. Current structures in the UK have an 'Asset Coverage Test' in
place to determine the level at which the pool should be maintained. A breach of this
test constitutes a trigger event or an issuer event of default.

Issuer event of default, for example insolvency

3.23 In the event of issuer insolvency, the asset pool does not become part of the
insolvency of the issuer. In current structures bondholder protection is achieved
through private law arrangements by transferring the assets to a Special Purpose
Vehicle (SPV). These arrangements must also make sure transfers of assets to the SPV
are not vulnerable to being clawed back by the insolvency estate of the issuer e.g. as
preferences or transactions at undervalue. The asset pool becomes static and the
bondholders are directly exposed to the risk of a change in value of the asset pool. In
current structures a new test is performed the ‘amortisation test’' to ensure that the
assets in the pool are capable of covering the bondholders' claims throughout the
remaining life of the bond in a timely manner. The amortisation test determines,
among other things, whether there are sufficient assets in the pool to cover not only
potential credit losses on the assets in certain stress scenarios, but the negative carry
that may arise from the liquidation of the mortgage or other assets prior to the original
scheduled maturity date of the bonds. For so long as the amortisation test (and certain
other tests) are satisfied, the SPV will use the collections and liquidation proceeds from
the asset pool to pay the covered bonds on their original scheduled maturity dates. To
maintain the asset pool, funds generated (e.g. income, principal pre-payments and
sales proceeds) can be reinvested.

Static asset pool event of default

3.24 If the amortisation test has been breached this triggers an asset pool default.
The bonds are accelerated by liquidating the assets and passing the proceeds to the
bondholders on an equal basis without preference between them. This is after taking
account of amounts owing to certain third parties who assist the SPV in servicing the
assets or the bonds (e.g. bond-holder trustees).

3.25 If the asset pool is not sufficient to meet all the bond-holders’ claims and the
shortfall is not covered by an unsecured claim by the bond-holder against the issuer's
estate, the bondholder will experience a loss.

OPERATIONAL

3.26 The regime has parallels with work conducted by the UK Listings Authority
located within our Markets Division, therefore we have decided the regime will be
operated out of the Markets Division.

3.27 The step by step process for recognition is set out in Annex 1. Firms will need to
submit an application form (as outlined in Annex 2) that details the particulars of the
programme, explains how the requirement for the assets to be capable of repaying the
claims of bond-holders have been met, and the process for ensuring the orderly
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continuation of the bonds upon insolvency, together with the relevant declarations and
the fee.

3.28 Issuers may submit a draft application to us in advance of implementation as
part of preliminary discussions from the beginning of October 2007. However,
recognition will only be possible once the Regulations come into effect, expected to be 1
January 2008. The time limits under the Regulations for our consideration of
applications will begin at that date including those applications submitted in advance.

3.29 We will continue with the industry Covered Bond Standing Group to support
implementation of the regime up to and after 1 January 2008. The purpose and remit of
the CBSG can be found on our website2.

SPECIALIST SOURCEBOOK

3.30 It is proposed that the Directions, Rules and Guidance made in relation to the
Regulations will form a separate specialist sourcebook within the Handbook, called RCB
(Recognised Covered Bonds).

Do you agree with having a separate specialist sourcebook? If not please describe what you think
should be done differently and explain why including an assessment of the costs and benefits.

SPECIAL PUBLIC SUPERVISION

3.31 Special public supervision is designed to protect bond-holders each aspect of
which is considered in the following section.

e Recognition
e FSARegister of Recognised Covered Bonds
¢ Notification to the Commission

e Assets must be ‘capable’ of covering claims attaching to the bond
(Regulation 16)

e Orderly continuation of business and bond-holder representation
e Skilled person's report

e Fees

e Enforcement

3.32 Inline with our more principles based approach to regulation the primary focus
will be on senior management responsibilities and the issuer will be required to
demonstrate to our satisfaction that they comply, and continue to comply, with the
Regulations.

Recognition

3.33 The issuer and owner have various obligations under the Regulations (e.g. asset
pool is capable of meeting the claims of the bondholders) and are responsible for

22 http://www.fsa.gov.uk/Pages/About/What/International/basel/csg/chsg/index.shtml
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ensuring they comply with them. This means an issuer will need to have adequate
procedures in place to deliver this (e.g. internal audit and procedures for obtaining legal
advice where necessary). We propose that the issuer will be required to formally declare
compliance with the regulations at recognition. In addition to this there must also be a
declaration of compliance from a suitably qualified independent third-party
professional adviser.

3.34 Using third-party verifications provides clear resource and costing benefits for
us and, in turn, issuers in the form of reduced fees. Resource should be more flexible
and can better accommodate short-term demand spikes (e.g. for multiple programme
recognition) and reduce the risk of bottlenecks and delays in getting issues to market.
The cost of obtaining the third party professional adviser declaration should be
marginal as third-party experts are typically already engaged by the issuer in putting the
structure together and managing it through its life (e.g. preparation of offering circular,
investor reports and work for rating agencies). We do not propose, unless the
application raises particularly unusual circumstances, examining professional opinions
which have been given in relation to the transaction. Recognition by us in relation to a
particular structure should therefore not be taken as a validation of professional
opinions that may have been obtained for the benefit of the parties. So, for example
where the SPV route is used, the parties must satisfy themselves that their private law
arrangements, as assessed by the "true sale' opinions they normally obtain, are effective
to achieve the necessary ring-fencing of assets.

3.35 The declarations on recognition will use standard wording (see Handbook).

Do you agree with the proposed approach of an issuer declaration at recognition? If not please
describe what you think should be done differently and explain why including an assessment of the
costs and benefits.

Do you agree with the proposed approach of a professional adviser declaration at recognition? If
not please describe what you think should be done differently and explain why including an
assessment of the costs and benefits.

FSA Register of Recognised Covered Bonds

3.36 Once recognised, the name of the issuer(s) and their issuing programme(s) will
be published in a register on our website as soon as possible.

3.37 We are not required by the Regulations to publish further details of each bond
and do not propose doing so.

Do you agree with the proposed approach to the Register? If not please describe what you think
should be done differently and explain why including an assessment of the costs and benefits.

Notification to the Commission

3.38 We will notify the Commission in writing of the name of issuer(s) and
recognised covered bond programme(s) as soon as possible.
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notification in writing in the event of the asset pool not being capable or not likely to be
capable of covering bond-holder claims. This form of exception-based event-driven
reporting will form a key part of our ongoing review of compliance with this
requirement.

3.46 The Treasury are consulting on whether indicative measures of capability
should be defined in law for reasons of legal certainty. Currently the regulations do not
incorporate these options. Given this, we do not propose to pre-empt consideration of
Treasury's consultation on this point by providing such a list of options in our guidance.

Do you agree with the proposed approach of an annual issuer declaration? If not please describe
what you think should be done differently and explain why including an assessment of the costs
and benefits.

Do you agree with the proposed approach of an annual professional adviser declarations? If not
please describe what you think should be done differently and explain why including an assessment
of the costs and benefits.

Do you agree with the proposed approach to reporting? If not please describe what you think
should be done differently and explain why including an assessment of the costs and benefits.

Do you agree with the proposed approach not to set out in detail guidance on 'capability'? If not
please describe what you think should be in guidance and explain why including an assessment of
the costs and benefits.

Orderly continuation of business and bondholder
representation

3.47 Given the Regulations do not require us to undertake any role in actively
managing the asset pool at any stage a fundamental part of the requirement that the
asset pool must be administered and maintained so that it is capable of meeting the
claims of bondholders is the ‘orderly continuation of business'. This is particularly
important in the event of issuer default, after which the covered bond should continue
uninterrupted to meet bondholder claims.

3.48 A key element of orderly continuation of business arises out of the obligations
under regulation [16]2. As part of this there must be procedures and mechanisms in
place to ensure that bondholder interests and views will be taken account of in an
appropriate and timely way. We envisage this will entail bondholders being
represented by a suitably qualified, adequately resourced and independent third party.

3.49 Thisis so we and other interested parties (e.g. bond-holders) continue to have a
point of contact, throughout the life of the bond, who is contractually obliged to
represent the interests of the bond-holders and authorised to take decisions on their
behalf. This function is particularly important in stressed situations (e.g. insolvency of
the issuer), as it maybe necessary to take commercial decisions, for example if and
when to liquidate the asset pool. The consequences of these decisions may have a
significant impact on the interests of the bondholders.

23 Arrangements for the maintenance and administration of the asset pool so that asset pool is capable of covering bond-holder
claims and that there is timely payment of such claims.
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Recognition
Fee

Ongoing Fee

3.50 This function already exists in some form as part of good market practice and is
typically provided for in bondholder trustee functions. As part of the recognition
process, we will expect to see provision for identical or similar arrangements.

Is the purpose of requiring there to be a bondholder representative function clear? If not please
describe what further explanation is necessary.

Skilled person’'s report

3.51 We have the ability to require a skilled person's report at the issuers’ expense as
and when deemed necessary. This power is similar to FSMA section 166 skilled
person's report.

Do you agree with the proposed approach? If not please describe what you think should be done
differently and explain why including an assessment of the costs and benefits.

Fees

3.52  While issuers will be credit institutions authorised for regulated activities, the
covered bond regime is separate to our statutory duties under FSMA. So, we believe it is
reasonable that the costs of the regime be borne by those who choose to benefit from it,
namely issuers. This means regular fees for the Regime will be in addition to the fees
already paid for regulated activities. The alternative of spreading the cost across the
industry, including those not involved in the RCB market was not considered fair.

3.53 We propose recovering the costs of implementing the regime through two types
of fees payable by recognised covered bond issuers: a recognition fee on application
and an ongoing fee paid each year from 1 April 2008.

3.54 Costs are based on using ECAI ratings as one of a number of factors in deciding
if assets backing a covered bond are 'capable of covering claims attaching to the bond".
Other options, such as us developing an in-house credit modelling capability, will be
significantly more expensive (many multiples of the £125,000 per annum currently
estimated) and this will be reflected in increased fees.

3.55 For 2007/08 we propose a recognition fee of £25,000. The recognition fee for
2008/09 and beyond is expected to stay at this level, although we would consult publicly
on any changes that may be needed in future.

3.56 The recognition fee is payable in advance, either before or with the application
for recognition. The fee is non-refundable, in line with our fees for other one-off
transactions. This is because we commit resources to processing applications,
regardless of the outcome.

3.57 From 1 April 2008, we propose levying an ongoing annual fee on issuers to
recover our yearly costs of operating the regime. Recognised covered bond issuers on
the FSA register on 31 March each year will be liable for this fee. [Issuers that become
recognised during the year will pay a pro-rated amount, depending on the quarter in
which they become recognised. Periodic fees are pro-rated by 25% per quarter of our
financial year. So an issuer recognised in June 2008 will pay 100% of the 2008/09
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Directions

Financial
Penalties

in CP 05/2 and outlined in our Supervision Handbook (SUP 16.3.14). For the purposes
of this regime we intend to adopt the same approach by charging an administrative fee
of £250 for late submission of reports. This proposal is in addition to our existing power
to take enforcement action against firms that do not submit their returns on time, or at
all.

Do you agree with the proposal to charge an administrative fee of £250 for failure to submit
reports on time? If not please describe what you think should be done differently and explain why
including an assessment of the costs and benefits.

Enforcement

3.65 Our direction-making powers are triggered when there has been, or it appears to
us that there is likely to be, a breach of the Regulations. However, in considering
whether to exercise these powers, we would take account of the relevant circumstances.
Such as the contractual procedures agreed in advance between the parties to deal with
such breaches including where appropriate liquidation of the asset pool and also the
views of the bondholders as gathered by arrangements made by the owner. So we
would, for example, only envisage having to use our direction-making powers to force
the liquidation of the asset pool to pay bondholders in exceptional circumstances.

Do you agree with the proposed approach to directions? If not please describe what you think
should be done differently and explain why including an assessment of the costs and benefits.

3.66 We are required under Regulation 35 (which references s210 FSMA) to prepare
and issue a statement of policy with respect to the imposition and amount of penalties.
This is set out in the paragraphs below and in our guidance.

3.67 We propose to use our power to impose a financial penalty under the
Regulations in a manner which is consistent with the FSA's policy on imposing a
financial penalty under FSMA.

3.68 When determining the level of financial penalty (if any) we will consider all the
relevant circumstances of a case that is appropriate and in proportion to the breach
concerned, including, where relevant, the factors currently set out in Chapter 13 of the
Enforcement manual (ENF). We would also consider the likely impact of the financial
penalty on the interests of bond-holders. We envisage that we would impose a financial
penalty only in exceptional circumstances.

3.69 The policy factors in ENF13 formed part of the review in CP07/02 and it is
proposed that the policy as amended by any revisions arising out of the consultation
will be included in a new Decision Procedures and Penalties (DEPP) module of the
Handbook and in the Enforcement Guide (EG), a new regulatory guide. If approved by
the FSA's Board, DEPP and EG are due to be published in a policy statement on 27 July
2007 and come into effect on 28th August 2007.

3.70 Once we finalise our proposals, after considering responses to this CP, we will
identify and make any necessary changes to other parts of the Handbook, including, for
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example, to reflect the use of our power to take Enforcement action and impose
penalties under the Regulations in the DEPP and EG.

Do you agree with the proposed approach on penalties? If not please describe what you think
should be done differently and explain why including an assessment of the costs and benefits.

PILLAR 2 — ENCUMBRANCE OF ASSETS

3.71 The prudential supervision of the issuer includes the Supervisory Review and
Evaluation Process (SREP) - Pillar 2 as described in the revised Basel Accord. One
regulatory concern is the encumbrance of an issuer’s assets which results in structural
subordination of unsecured creditors (e.g. depositors) to the point at which their
interests are unacceptably prejudiced. The risk that this encumbrance presents is one of
the risks reviewed by us under the SREP.

3.72 Supervisory notification thresholds have been communicated to the industry
and are currently based on covered bond issuance thresholds of 4% and 20% of total
assets. Details are set out in an exchange of correspondence between us and the British
Bankers Association?4, These thresholds are not, and were never intended to be, hard
limits but trigger points at which issuers should engage in discussions with their
supervisor.

3.73 These thresholds will be reviewed as part of Pillar 2 and encumbrance of assets
which is a generic risk rather than one specific to covered bonds alone. The approach
to Pillar 2 is not to publish 'reference points' as these might lead to them being
mistakenly regarded as thresholds or minimum standards. Instead, firms are expected
to consider their own risks and the capital that they need to hold according to their own
particular circumstances. However, we considered it appropriate to explain the
existence and nature of these reference points. Also that their use should lead to greater
consistency of assessment where common risks exist while still leaving adequate scope
for tailoring them to the specific circumstances of an issuer, which may vary with time.

While Pillar 2 does not form part of the Regulations or the Regime it is an important
consideration for many covered bond issuers and investors. Ahead of the work planned on Pillar
2 and the encumbrance of assets do you have any comments?

COMPATIBILITY STATEMENT

Introduction

3.74 This section sets out our views on how the proposals in this Chapter and
Annexes B and C are compatible with our regulatory objectives and the principles of
good regulation.

Compatibility with the regulatory objectives under the
Regulations

24 http://www.fsa.gov.uk/pubs/international/chsg_bba_letter.pdf http://www.fsa.gov.uk/pubs/international/cbsg_psletter.pdf
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3.75 Our proposals in this Chapter and the draft Handbook text that accompanies it
are aimed at meeting our objective of bondholder protection as described within the
Regulations.

Compatibility with our the principles of good regulation

3.76 Indischarging our general functions under FSMA we must have regard to seven
principles of good regulation (s 2(3) of FSMA). We consider it appropriate to bear these
in mind when implementing this Regime. The key aspects of these principles which are
relevant to this regime are:

e competitive position of the UK;

e facilitating innovation;

e proportionality; and

e use of our resources in the most efficient and economic way.

3.77 By implementing the Regime, firms will be able to issue and invest in a new and
widely-recognised product which we believe will maintain the international
competitive position of the UK. Innovation will be promoted through principles-based
regulation which has been used to articulate regulatory outcomes rather prescribe how
these outcomes should be achieved.

3.78 We are taking a proportionate and practical approach to implementing the
Regime. In particular, by adopting annual confirmations of compliance and exception-
based, event-driven reporting, use of senior management and professional adviser
declarations and targeting the cost of the regime at those who benefit most, i.e. the
issuers. By using exception-based, event-driven reporting we will be using our
resources in the most efficient and economic way.

3.79 In implementing the Regime we have not been super-equivalent.
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HM TREASURY: IMPACT ASSESSMENT OF PROPOSALS FOR A
LEGISLATIVE FRAMEWORK FOR UK RECOGNISED COVERED
BONDS

Available to view or download at: www. hm-
treasury.gov.uk/consultations_and_legislation/ukrec_covbonds/consult_ukrec_
covbonds.cfm

Contact name for enquiries: Charlette Holt-Taylor

Telephone number: 020 7270 4392

What is the problem under consideration? Why is
government intervention necessary?

For UCITS, insurers and credit institutions to be able to invest a high proportion
of their assets in the covered bonds of one issuer, the covered bonds must
comply with the requirements of UCITS Directive (and the Capital
Requirements Directive in the case of credit institutions). At present, there is no
legislative framework to enable the issue of UCITS compliant covered bonds in
the UK. David Miles in his report to HM Treasury on Long-term mortgage
market stability in 2004, listed the absence of a formal UK regime as a factor
restricting the development of long-term fixed rate mortgage lending

What are the policy objectives and the intended effects?

The policy intention is to develop an overarching legislative framework for
UCITS compliant covered bonds that is principles based rather than
prescriptive. This will provide choice and flexibility for now and the future and
enable innovation in the market. It is expected that the legislative framework
will enable UK issuers to access the larger investor base of the Euro 1.8 trillion
European market. The framework is intended to support existing issues with
minimal change to the underlying contractual arrangements.

What policy options have been considered? Please
justify any preferred option.

e An over arching legislative framework supporting the existing arrangements
and allowing market development and innovation drawing from the
alternative arrangements in other Member States. (Preferred)

e - An over arching legislative framework solely supporting the existing
arrangements

e A prescriptive legislative regime which sets out all the details of the
arrangement in legislation.
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When will the policy be reviewed to establish the actual
costs and benefits and the achievement of the desired
effects?

01/2011

I have read the Impact Assessment and | am satisfied that, given the available
evidence, it represents a reasonable view of the likely costs, benefits and impact
of the leading options

Signed by the responsible Minister:

Kitty Usher
Economic Secretary to the Treasury

19th July 2007
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EVIDENCE BASE FOR SUMMARY SHEETS

Background

4.1 The EU has established criteria for covered bonds which are of a particularly
high quality. These criteria are prescribed in Council Directive 85/611/EC25 on the co-
ordination of laws, regulations and administrative provisions relating to undertakings
for collective investment in transferable securities (‘the UCITS directive’).

4.2 Article 22(1) of the UCITS directive provides that a UCITS may invest no more
than 5% of its assets in transferable securities (including bonds) issued by the same
body. Article 22 (3) gives Member States the option to raise that 5% limit to 35% where
bonds issued or guaranteed by governments are concerned.

43 Article 22 (4) contains a similar option for covered bonds, providing:

‘Member states may raise the 5% limit laid down in the first sentence of
paragraph 1 to a maximum of 25% in the case of certain bonds where these are
issued by a credit institution which has its registered office in a Member State ad
is subject by law to special public supervision designed to protect bond-holders.
In particular, sums deriving from the issue of these bonds must be invested in
conformity with the law in assets which, during the whole period of the validity
of the bonds, are capable of covering claims attaching to the bonds and which,
in the event of the failure of the issuer, would be used on a priority basis for the
reimbursement of the principle and payment of accrued interest.’

4.4 Broadly speaking, this means a covered bond must be issued by a credit
institution, have an asset pool covering the bonds which contains eligible assets and be
ring-fenced from the assets of the issuer on its insolvency. Additionally, the bonds must
be subject to special public supervision (which is regarded throughout the EU as
regulation) which is specifically designed to protect the bondholder.

4.5 At present, there is no legislative framework for covered bonds in the UK. David
Miles in his report to HM Treasury on Long-term mortgage market stability in 200426,
listed the absence of a formal UK regime as a factor restricting the development of long-
term fixed rate mortgage lending.

4.6 Since 2003, covered bonds (known as structured covered bonds) have been
issued in the UK.

4.7 UK covered bonds are based on well-accepted market standards and benefit
from a high level of legal certainty. The lack of a legislative framework providing special
public supervision, however, means UK covered bonds do not comply with UCITS 22(4)
thus cannot have the benefit of higher investment thresholds and more favourable risk
weighting under UCITS and BCD.

25 As amended by Council Directive 2001/108/EC of 21 January 2002

26 David Miles The UK Mortgage Market: Taking a Longer-Term View. Final Report and Recommendaitons. (March 2004).
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4.8 HM Treasury believes it is both important and appropriate for UK issuers to be
able to compete on a level playing field within the EU open market. We have therefore
developed, in close consultation with FSA and industry, a legislative framework for UK
recognised covered bonds.

Legislative proposals and options

4.9 The proposed legislative framework is designed to provide the necessary
underpinning for UCITS 22(4) compliance. [It is not designed to prescribe the complete
design and contractual arrangements for the product.] As such, the legislation provides
a principles based and outcomes focussed framework with the necessary legal
requirements for the regime and its special public supervision. It will be supported by
the slightly more detailed principles based guidance of the FSA (which is also contained
in this consultation document) and also the underlying bond contracts.

4.10 We believe this approach will deliver a legislative regime which is flexible
enough to permit product development and market innovation (should the market so
wish), competition within the market and market growth while at the same time
providing robust bond holder protection. It will be for industry participants who wish to
issue covered bonds under this regime to use the legislative framework as a starting
point and develop their own contractual provisions which will support the legislative
underpinning.

4.11 The alternative to this option was to follow the prescriptive approach taken in
other Member States. This would mean all aspects of the regime and the relationships
between all relevant parties would be prescribed in legislation and fetter the options for
issuers. Likewise an option based solely on the existing regime would fetter market
development and innovation. Our proposals are designed to provide the overarching
principles for both situations. We believe this will provide a flexible regime which gives
the market room to develop while not prescribing the specific courses any issuer must
take. This is the approach that industry favours.

4.12 UK covered bonds are not expected to materially change to comply with the
requirements in the legislation and become UK Recognised Covered Bonds. Therefore
the proposed policy is expected to require little change in current practices.

4.13 This policy and impact assessment is informed by substantial dialogue between
FSA, HM Treasury, the European Covered Bond Council and industry. This CBA draws
out the costs and benefits of the proposed regime against the baseline of the current UK
structured covered bond market.

4.14 Implementation of the proposed regime will bring about two notable changes;
Special public supervision required to be UCITS 22 (4) compliant, and a reduction in
risk weighting. We analyse the impact of these changes below.

Benefits

4.15 Directly, the proposed covered bonds regime will reduce risk-weightings from
the 20% applied currently to 10%, implying a reduction in capital requirements of
approximately £100 million (at current levels of UK covered bonds issuance).

4.16 We estimate this reduction in risk-weighting would reduce annual compliance
by less than £5 million. This estimate assumes a marginal cost of capital of 3.5 % per

Proposals for a UK Recognised Covered Bonds legislative framework L]



REGULATORY IMPACT ASSESSMENT

M

annumz27. This is an upper limit estimate of the cost reduction — bond holders may in
practice reduce actual capital held by less than the regulatory capital reduction (see
Annex 2 of CP06/3 for a discussion of how firms react to changes in regulatory capital).

4.17 More significantly, we expect the required special public supervision and the
reduced risk weighting, which are by- products of the UCITS 22(4) compliant regime, to
increase the potential pool of customers for UK-issued covered bonds. We understand
firms (such as banks based in other EU member states) have limits imposed on them
from purchasing bonds that fall outside the UCITS regime. The increase in demand is
likely to lead to a greater volume of covered bonds issuance in the UK and a decline in
the spread over German Pfandbriefe (in the range of 3-7 basis points).

4.18 This increase in issuance volume and decrease in spreads is likely to lead to two
welfare increases. First, conservative investors may be better able to diversify their
portfolios. Second, the cost of capital for UK banks will fall, either increasing their
profits or reducing the cost of capital to UK borrowers.

4.19 The preferential risk-weighting and considerably increased customer base may
attract increased entry into the covered bond issuing market. Currently there are seven
structured covered bond issuers in the UK. The largest barrier to the market is the
ability to generate enough assets (cover pool) to meet the requirements of the covered
bond asset class. Jumbo issuances (above 1 billion Euro) are the market norm. In the
UK a small number of banks and building societies, around 10, could reasonably be
expected to meet these minimum requirements.

4.20 A requirement of the proposed regime is special public supervision and a
condition of this will be independent third party verification that the structure meets
these rules. This could be expected to improve the quality of the product. However, the
existing UK covered bonds market is set up to mimic that of regimes which are able to
apply a preferential risk-weighting. Consequently the products offered in the UK have
had to be extremely competitive and constantly evolving in order to make up for the
pricing difference between the markets. So any increase in quality is expected to be
small.

Costs

4.21 We expect the FSA would incur costs in implementing and supervising the
proposals. We estimate on-going costs of around £125,000 per year. The intention is to
charge these costs directly to covered bond issuing firms as fees.

4.22 There will be additional on-going compliance costs for firms arising from
reporting requirements, but we do not expect these to be large. The proposed regime
also requires third party verification. But firms indicate this is unlikely to create
incremental costs since rating agencies already require similar independent
verification. To elaborate, rating agencies that deal with existing UK structured covered
bonds require legal opinion (in an acceptable form) among other things: that the
transaction documents are legal, valid, binding and enforceable; and that the assets
have been effectively ring-fenced. These are the principal requirements of independent
verification.

4.23 One concern is that higher issuance of covered bonds might increase the risk to
issuers' unsecured creditors, in particular depositors, in the unlikely event of issuers'

27 See CP 06/3 Annex 2 for the derivation of the 3.5%.
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insolvency. The existence of the FSCS would spread this risk across depositors and firms
that pay the FSCS levy. This issue is being considered further by the FSA and they will
present further policy proposals in due course.

SPECIFIC IMPACT TESTS - CHECKLIST

Type of testing Results in Evidence Base? (Y/N) Results
undertaken annexed? (Y/N)
Competition N

Assessment

Small Firms Impact A small business is defined as a firm with up to 250 N

Test employees. We do not think an undertaking of this
size will want to issue covered bonds but there is no
barrier in the legislation to them doing so if they
have sufficient assets.

Legal Aid N/A

Sustainable N/A
Development

Carbon Assessment N/A

Other Environment N/A

Health Impact N/A
Assessment
Race Equality N/A

Disability Equality N/A
Gender Equality N/A

Human Rights We do not think the proposals interfere with any
Human Rights

Rural Proofing N/A
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STATUTORY INSTRUMENTS

2007 No.
FINANCIAL SERVICES AND MARKETS

The Recognised Covered Bond Regulations 2007

Made - - - - *kk
Laid before Parliament Hoxk
Coming into force - - [1st January 2008]

The Treasury are a government department designated for the purposes of section 2(2) of the European
Communities Act 1972(28) in relation to—

(a) credit and financial institutions and the taking of deposits or other repayable
funds from the public(®); and

(b) measures relating to securities and rights in securities(30).

The Treasury, in exercise of the powers conferred by section 2(2) of that Act, make the following Regulations:

PART 1
INTRODUCTION

Citation, commencement and interpretation

1—(1) These Regulations may be cited as the Recognised Covered Bond Regulations 2007. Regulations 1 to 3,
6(1), 7(2), 9(1) and (2), 10, 14(2), 17(1) and (2), 23(4), 24(3), 25(3) and (8), 35, 36, 43, 46 and 48 come into force
on 3 December 2007 and the remainder of the Regulations come into force on 1st January 2008.

(2) In these Regulations—
“the Act” means the Financial Services and Markets Act 2000(32);
“the 1986 Act” means the Insolvency Act 1986(%);
“the 1996 Act” means the Housing Act 1996(33);

(28) 1972 ¢.68; amended by the Legislative and Regulatory Reform Act 2006 (c. 51).
(29  S..2001/3495.

(39)  S..2001/3057.

(Y 2000 ¢cs8.

(2) 1986 c.45.

(33 1996 c.52.
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“asset” means any property, right, entitlement or interest;
“the Authority” means the Financial Services Authority;

“banking consolidation directive”(34) means Directive 2006/48/EC of the European Parliament and of the
Council of 14 June 2006 relating to the taking up and pursuit of the business of credit institutions;

“categories” has the meaning given by the third sub-paragraph of Article 22(4) of the UCITS directive;
“Commission” means the European Commission;

“covered bond” means a bond in relation to which the repayment of the principal and interest is guaranteed by
the owner;

“credit institution” has the meaning given by Article 4(1) of the banking consolidation directive;

“owner” means the owner of the assets in the asset pool whether by right of his position under these
Regulations or otherwise;

“insolvency” has the meaning given by section 247(1) of the 1986 Act and includes [receiverships];
“issuer” means a person who issues a recognised covered bond;

“liquidation” has the meaning given by section 247(2) of the 1986 Act;

“register of issuers” means the register referred to in regulation 4(a);

“register of recognised covered bonds” means the register referred to in regulation 4(b);
“recognised covered bond” means a category of covered bond recognised under regulation 6;

“the Tribunal” means the Financial Services and Markets Tribunal established under section 132 of the Act;
and

“UCITS directive”(®®) means Directive 85/611/EC of the Council of 20 December 1985 relating to
undertakings for collective investment in transferable securities.

Asset pool

2. In these Regulations “asset pool” means—

(a) sums derived from the issue of recognised covered bonds;

(b) eligible property acquired with sums derived from the issue of recognised
covered bonds;

(©) sums derived from assets in the asset pool;

(d) assets purchased with sums derived from assets in the asset pool; or

(e) assets transferred or allocated to the asset pool by the issuer in accordance
with—

(i)  regulation 13;
(i1))  adirection of the Authority under regulation 29; or

(iii))  an order of the court under regulation 32

recorded under regulation 16(c).

Eligible property

3.—(1) In these Regulations “eligible property” means—

(a) eligible assets mentioned in paragraph 68 of Annex VI of the banking
consolidation directive;

(b) loans to a registered social landlord secured—
(i)  over housing accommodation; or

(i) by rental income from housing accommodation;

(3%  0J.No L 771, 30.6.2006, p.1.
()  0..No L 375, 31.12.85, p.3.
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(©) loans to a person providing loans directly to a registered social landlord
secured—

(i)  over housing accommodation; or
(il)) by rental income from housing accommodation;

(d) loans to a project company of a project which is a public-private partnership
project secured by payments made by a public body with step-in rights;

(e) loans to a person providing loans directly to a project company of a project
which is a public-private project secured by payments made by a public body with step-
in rights; or

® other assets held in relation to a body that has a credit assessment applied to
it—

(i) by an ECAI recognised as eligible for exposure risk-weighting purposes under
the 2006 Regulations(36); and

(i1))  which is equivalent to credit quality step 1 or 2 on the credit quality assessment
scale set out in Annex VI to the banking consolidation directive;

(2) Eligible property must be situated in—
(i) an EEA State;
(i)  Switzerland,
(iii)  countries or territories listed in section 426 of the 1986 Act;

(iv)  countries or territories listed in regulations made under section 426 of the 1986
Act; or

(v)  countries or territories which have given effect to the UNCITRAL Model Law.
(3) In this regulation—

“2006 Regulations” means the Capital Requirements Regulations 2006;
“ECAI” has the meaning given by regulation 21 of the 2006 Regulations;
“exposure risk-weighting purposes” has the meaning given by regulation 21 of the 2006 Regulations;
“housing accommodation” has the meaning given by section 63 of the 1996 Act;
“project company” has the meaning given by paragraph 4H of Schedule A1 to the 1986 Act;
“public body” means a body which exercises public functions;
“public-private partnership projects” has the meaning given by paragraph 41 of Schedule A1 to the 1986 Act;
“registered social landlord” means a body registered as a social landlord under Part 1 of the 1996 Act;
“step-in rights” has the meaning given by paragraph 4J of Schedule Al to the 1986 Act; and

“the UNCITRAL Model Law” means the Model Law on cross-border insolvency as adopted by the United
Nations Commission on International Trade on 30th May1997.

(4) Unless otherwise defined, expressions used in these Regulations and the banking consolidation
directive have the same meaning as given in that directive.

PART 2
RECOGNITION

Maintenance of registers
4. The Authority must maintain and in such manner and at such time as it may determine publish a register of—
(a) issuers; and

(b) recognised covered bonds.

(3)  s..2006/3221.
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Notification of the Commission

5.—(1) The Authority must in such manner and at such time as it may determine notify the Commission of—

(a) issuers on the register in regulation 4(a);
(b) recognised covered bonds on the register in regulation 4(b); and
(©) the status of the guarantees offered.

(2) In this regulation “the status of the guarantees offered” has the meaning given by the third sub-
paragraph of Article 22(4) of the UCITS directive.

Applications for recognition

6.—(1) Recognition—
(a) as an issuer; or
(b) for a recognised covered bond

may be granted by admission to the register of issuers or to the register of recognised covered bonds only
on an application made to the Authority in such manner as the Authority may direct.

(2) The Authority may not entertain an application for recognition unless it is made by a person
authorised under Part 4 of the Act to carry on the regulated activity referred to in article 5 of the
Financial Services and Markets Act 2000 (Regulated Activities) Order 2001(37).

(3) The Authority may grant an application for recognition if it is satisfied that the applicant and the

owner—
(a) will comply with the requirements imposed upon an issuer or an owner, as the

case may be, by these Regulations; and
(b) complies with any other requirements imposed by the Authority in relation to

the application.
(4) If it appears to the Authority that the applicant and the owner comply with the requirements in
paragraph (3), it may recognise—
(a) the applicant as an issuer by adding him to the register of issuers; or

(b) the category of covered bond as a recognised covered bond by adding it to the
register of recognised covered bonds.

(5) An application for recognition may be refused if, for any reason relating to the applicant or the
owner, the Authority considers that granting it would be detrimental to the interests of investors
in recognised covered bonds.

7.—(1) At any time after receiving an application for recognition and before determining it, the Authority may
require the applicant to provide such further information as it reasonably considers necessary to enable it to
determine the application.

(2) Information which the Authority requires in connection with an application must be provided in
such form, or verified in such manner, as the Authority may direct.

(3) Different directions may be given, or requirements imposed, by the Authority with respect to
different applications.

Decision on the application

8.—(1) The Authority must notify the applicant of its decision on an application for recognition—
(a) before the end of a period of [six] months beginning with the date on which the
application is received; or

(b) if within that period the Authority has required the applicant to provide further
information in connection with the application, before the end of the period of [six]
months beginning with the date on which that information is provided.

(%) s..2001/544.
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(b) for “rules” substitute “an obligation or requirement imposed by or under these
Regulations”;
(©) in subsection (3), omit “as they apply to proposed rules”;
(d) for “a regulated person” substitute “any person subject to these Regulations”;
(e) omit subsection (6).
PART 3

RECOGNISED COVERED BOND ISSUERS

Prohibition
11. No person may issue a recognised covered bond, unless—
(a) he is recognised by admission to the register of issuers; and
(b) the category of covered bond is on the register of recognised covered bonds.

Acting without recognition

12.—(1) If a person purports to issue a recognised covered bond—
(a) without being recognised by admission to the register of issuers; or

(b) by issuing a category of covered bond that is not on the register of recognised
covered bonds

he is taken to have contravened a requirement imposed upon him by or under these Regulations.

(2) The contravention does not—

(a) make the person guilty of an offence;
(b) make any transaction void or unenforceable; or
(©) give rise to any right of action for breach of statutory duty.

General requirements

13.—(1) An issuer must, in relation to all sums derived from the issue of a recognised covered bond—
(a) transfer, or where the owner is the issuer allocate, such sums to an asset pool; or

(b) use such sums to acquire eligible property and transfer, or where the owner is
the issuer allocate, that eligible property to an asset pool.

(2) An issuer must ensure that the asset pool is, during the whole period of validity of the bond,
capable of covering—

(a) claims attaching to the bond; and
(b) sums required for the maintenance, administration and winding up of the asset
pool.

(3) But paragraph (2) does not apply in the event of the insolvency of the issuer.

Notification requirements

14 —(1) An issuer must give the Authority such information in respect of—
(a) any recognised covered bond he issues; and
(b) the steps he has taken to comply with regulation 13
as the Authority may direct.

(2) The information required in paragraph (1) must be given at such times, in such form and verified
in such manner as the Authority may direct.
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PART 5
THE OWNER OF THE ASSET POOL

Prohibition

15.—(1) No person may become an owner unless he has his relevant office in the United Kingdom.
(2) In this regulation “relevant office” means—
(a) in relation to a person which has a registered office, his registered office; or
(b) in relation to any other person, his head office.

(3) The owner may be the issuer or a person other than the issuer.

Requirements relating to the asset pool

16. The owner must make arrangements for the maintenance and administration of the asset pool so that—
(a) during the whole period of the validity of a recognised covered bond—
(i)  the asset pool is capable of covering—
(aa) all claims attaching to that bond; and

(bb)sums required for the maintenance, administration and winding up of
the asset pool; and

(i1)  there is timely payment of claims attaching to that bond to the recognised
covered bond holder;

(b) on the owner’s insolvency, the asset pool is used to reimburse the principal and
pay accrued interest to the holders of the recognised covered bond; and

(©) a record is kept of each asset in the asset pool.

Notification requirements

17.—(1) An owner must make arrangements to give the Authority such information in respect of—
(a) his compliance with regulation 16; and
(b) the assets in the asset pool
as the Authority may direct.
(2) The information required in paragraph (1) must be given at such times, in such form and verified
in such manner as the Authority may direct.
18.—(1) This regulation applies where the owner is the issuer.
(2) Where the asset pool is not capable or is not likely to be capable of meeting the requirements in
regulation 16(a) or (b) the owner must inform the Authority.
19.—(1) This regulation applies where the owner is a person other than the issuer.

(2) Where the asset pool is not capable or is not likely to be capable of meeting the requirements in
regulation 16(a) or (b) the owner must inform the issuer and the Authority.

Transfer to new owner

20.—(1) This regulation applies where the owner is the issuer.

(2) Where an issuer is failing to satisfy a requirement to maintain adequate financial resources
imposed under the Act, it must assign or transfer—

(a) all interests in the assets in the asset pool; and
(b) the benefits and obligations under all contracts relating to the asset pool

to a person other than the issuer.
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Change of owner

21.—(1) A new owner must provide written notice to the Authority of a change of ownership within [one]
month of the date on which the change became effective.

(2) These Regulations apply to any new owner as they applied to the original owner.

PART 6
INSOLVENCY

Arrangements

22.—(1) This regulation applies where the owner is the issuer.

(2) No interest in the asset pool may form the subject matter of—

(a) a voluntary arrangement under Part 1 of the 1986 Act; or
(b) a compromise or arrangement made under Part 26 of the Companies Act
2006(38)

made between the issuer and his creditors or any class of them.

(3) In this regulation “voluntary arrangement” has the meaning given by section 1 of the 1986 Act.

Administration

23.—(1) This regulation applies where the owner is the issuer.

(2) The administrator of an issuer must not deal with the asset pool except for the purposes of
regulation 16.

(3) But paragraph (2) does not apply to any assignment or transfer of—
(a) all interests in the assets in the asset pool; and
(b) the benefits and obligations under all contracts relating to the asset pool
to a person other than the issuer.

(4) The administrator must, at such times and in such manner as the Authority may direct, give
written confirmation to the Authority that the asset pool complies with the requirements at
regulation 16.

Provisional liquidation

24.—(1) This regulation applies where the owner is the issuer.

(2) The provisional liquidator of an issuer must not deal with the asset pool except for the purposes of
regulation 16.

(3) But paragraph (2) does not apply to any assignment or transfer of—
(a) all interests in the assets in the asset pool; and
(b) the benefits and obligations under all contracts relating to the asset pool
to a person other than the issuer.

(4) The provisional liquidator must, at such times and in such manner as the Authority may direct,
give written confirmation to the Authority that the asset pool complies with the requirements at
regulation 16.

Winding up of the issuer

25.—(1) This regulation applies where the owner is the issuer.

(38) 2006 c.46.
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(2) On the application of the liquidator, the Authority may give a direction in writing extending the
protected period.

(3) The application shall be made in such manner as the Authority may direct.

(4) During the protected period the asset pool is not to be treated as assets of the issuer in the winding
up.

(5) During the protected period the liquidator must not deal with the asset pool except for the
purposes of regulation 16.

(6) But paragraph (5) does not apply to an assignment or transfer under paragraph (7).

(7) The liquidator must take all reasonable steps, before the end of the protected period, to assign or

transfer—
(a) all interests in the assets in the asset pool; and
(b) the benefits and obligations under all contracts relating to the asset pool

to a person other than the issuer.

(8) The liquidator must, at such times and in such manner as the Authority may direct, give written
confirmation to the Authority that the asset pool complies with the requirements at regulation 16.

(9) If a transfer and assignment is not made in accordance with paragraph (7), the asset pool shall be
wound up in accordance with regulation 28.

(10) In this regulation “the protected period”, in relation to an issuer, means the period of [one] year
beginning with the date on which the issuer goes into liquidation.

Transfer of interests to the person holding the asset pool

26.—(1) This regulation applies where the owner is a person other than the issuer.

(2) Where the issuer holds any interest on behalf of the owner in an asset in the asset pool, the
liquidator appointed to wind up the issuer must transfer that interest to the owner.

Receivers

27.—(1) Paragraph (2) applies in the case of an owner, where a receiver is appointed on behalf of the holders of
any fixed or floating charges created by the owner over the asset pool.

(2) If possession is taken, by or on behalf of a fixed or floating charge holder, of any property
comprised in or subject to the charge, and the owner is not at that time in the course of being
wound up, the claims in regulation 28(1) shall be paid out of the assets coming into the hands of
the receiver in priority to any claims for principal or interest in respect of those charges.

(3) The claims in paragraph (2) shall rank equally among themselves after the expenses of the
receiver and shall be paid in full, unless the property comprised in or subject to the charge is
insufficient to meet them, in which case they abate in equal proportions.

Winding up
28.—(1) Where an asset pool is included in a winding up, the claims of—
(a) recognised covered bond holders; and
(b) persons providing services or securities for the benefit of bondholders

shall be paid from the asset pool in priority to all other creditors.

(2) The claims in paragraph (1) shall rank equally among themselves after the expenses of the
winding up and shall be paid in full, unless the asset pool is insufficient to meet them, in which
case they abate in equal proportions.

(3) In so far as the asset pool available for payment of the claims in paragraph (1) is insufficient to
meet them, those claims have priority over the claims of holders of any fixed or floating charges
created by the owner over the asset pool, and shall be paid accordingly out of any property
comprised in or subject to that charge.
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(4) All assets remaining in the asset pool after the payment of recognised covered bondholders and
all other creditors shall be the property of the issuer.

PART 7
ENFORCEMENT

Authority’s power to give directions
29.—(1) This regulation applies if it appears to the Authority that a person has failed, or is likely to fail, to
comply with any obligation or requirement imposed on it by or under these Regulations.
(2) The Authority may direct the person —

(a) to take specified steps for the purpose of securing his compliance with any
requirement or obligation imposed upon it by or under these Regulations;

(b) to wind up the asset pool in accordance with regulation 28.

(3) A direction under this regulation is enforceable, on the application of the Authority, by an

injunction or, in Scotland, by an order for specific performance under section 45 of the Court of
Session Act 1988(%9).

Revoking recognition
30.—(1) The recognition of an issuer may be revoked by the removal of the issuer from the register of issuers,
at the request, or with the consent of the issuer.

(2) If it appears to the Authority that an issuer is failing, or has failed, to comply with any
requirement or obligation imposed on it by or under these Regulations, the Authority may revoke
that issuer’s recognition by removing it from the register of issuers.

(3) But these Regulations apply to a person whose recognition has been revoked in relation to any
recognised covered bond that was issued prior to the date on which the revocation took effect, as
if he were an issuer.

Directions and revocation: procedure

31.—(1) Before—
(a) giving a direction under regulation 29; or
(b) revoking the recognition of an issuer under regulation 30
the Authority must give a warning notice to the person concerned.
(2) If, having considered any representations, the Authority decides to—
(a) make the direction; or
(b) revoke the recognition
the Authority must give that person a decision notice.
(3) If the Authority decides not to—
(a) make a direction; or
(b) revoke the recognition
it must give that person written notice of its decision.
(4) If the Authority decides to—
(a) make a direction; or
(b) revoke the recognition

the person concerned may refer the matter to the Tribunal.

(3% 1988 c.36.
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Powers of the court

32.—(1) If, on the application of the Authority, the court is satisfied that—

(a) there is a reasonable likelihood that any person will contravene a requirement
imposed by or under these Regulations; or

(b) any person has contravened a requirement imposed by or under these
Regulations and that there is a reasonable likelihood that the contravention will continue
or be repeated,

the court may make an order restraining (or in Scotland an interdict prohibiting) the contravention.
(2) If, on the application of the Authority, the court is satisfied that—

(a) any person has contravened a requirement imposed by or under these
Regulations, and

(b) there are steps which could be taken for remedying the contravention,

the court may make an order requiring that person, and any other person who appears to have been
knowingly concerned in the contravention, to take such steps as the court may direct to remedy it.

(3) The jurisdiction conferred by this regulation is exercisable by the High Court and the Court of
Session.

(4) In paragraph (2), references to remedying a contravention include references to mitigating its
effect.

Financial penalties

33.—(1) If the Authority considers that a person has contravened a requirement imposed on him by or under
these Regulations, it may impose on him a penalty, in respect of the contravention, of such amount as it considers
appropriate.

(2) A penalty under this section is payable to the Authority.

(3) The Authority may not take action against a person under this regulation after the end of the
period of two years beginning with the first day on which it knew of the contravention unless
proceedings against that person, in respect of the contravention, were begun before the end of
that period.

(4) For the purposes of paragraph (3)—

(a) the Authority is to be treated as knowing of a contravention if it has information
from which the contravention can reasonably be inferred; and

(b) proceedings against a person in respect of a contravention are to be treated as
begun when a warning notice is given to him under regulation 34.
34.—(1) If the Authority proposes to impose a penalty under regulation 33, it must give the person concerned a
warning notice.
(2) The warning notice must state the amount of the penalty.

(3) If, having considered any representations made in response to the warning notice, the Authority
decides to impose a penalty under regulation 33, it must without delay give the person concerned
a decision notice.

(4) The decision notice must state the amount of the penalty.
(5) If the Authority decides to impose a penalty on a person under regulation 33, he may refer the
matter to the Tribunal.

35. Sections 210 (statements of policy) and 211 (statements of policy: procedure) of the Act are to apply for the
purposes of these Regulations as they apply for the purposes of Part 14 of the Act but with the modification that in
section 210(1), at the end add—

“(c) the amount of penalties under the Recognised Covered Bond Regulations 2007.”.

36. Paragraph 16 of Schedule 1 (penalties) to the Act is to apply for the purposes of these Regulations as it
applies for the purposes of the Act but with the following modifications—
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(a) for “the Act” substitute “the Regulations”;
(b) in subparagraph (2) for “authorised person” substitute “issuers”;
(©) omit subparagraph (3); and
(d) at the end, add—
“(14) In this paragraph “issuer” has the meaning given by regulation 1(2) of the Recognised Covered
Bond Regulations 2007.”.

Offence of misleading the Authority

37. Section 398 (misleading the Authority: residual cases) of the Act is to apply for the purposes of these
Regulations as it applies for the purposes of the Act but with the following modifications—

(a) for “this Act” substitute “the Recognised Covered Bond Regulations 2007”’; and
(b) omit subsection (2).

38. Section 400 (offences by bodies corporate) of the Act is to apply for the purposes of these Regulations as it
applies for the purposes of the Act.

39. Section 401 (proceedings for offences) of the Act is to apply for the purposes of these Regulations as it
applies for the purposes of the Act but with the modification that for “the Act” substitute “the Recognised
Covered Bond Regulations 2007

PART 8
THE TRIBUNAL

Functions of the Tribunal

40. The Tribunal is to have the functions conferred on it by these Regulations.

Hearings and appeals

41. Part IX of the Act is to apply for the purposes of these Regulations as it applies for the purposes of the Act.

PART 9
MISCELLANEOUS

Functions of the Authority

42. The Authority is to have the functions conferred on it by these Regulations.

Authority’s exemption from liability in damages

43.—(1) Neither the Authority nor any person who is, or is acting as, a member, officer or member of staff of
the Authority is to be liable in damages for anything done or omitted in the discharge, or purported discharge, of
the Authority’s functions.

(2) Paragraph (1) does not apply—

(a) if the act or omission is shown to have been in bad faith; or
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(b) so as to prevent an award of damages made in respect of an act or omission on
the ground that the act or omission was unlawful as a result of section 6(1) of the Human
Rights Act 1998(%0).

Authority’s investigation powers

44, Section 165 (Authority’s power to require information) of the Act is to apply for the purposes of these
Regulations as it applies for the purposes of the Act but with the following modifications—

(a) for “an authorised person” substitute “a person to whom the Regulations
apply™;
(b) at the end, add—

“(12) “The Regulations” means the Recognised Covered Bond Regulations 2007.”.

45. Section 166 (reports by skilled persons) of the Act is to apply for the purposes of these Regulations as it
applies for the purposes of the Act but with the modification that in subsection (2) at the end add—

“(e) a person to whom the Recognised Covered Bond Regulations apply,”.

Disclosure of information

46.—(1) Sections 348 (restrictions on disclosure of confidential information by the Authority), 349 (exceptions
to section 348) and 352 (offences) apply to confidential information disclosed under these Regulations as they
apply to confidential information under the Act.

(2) In this regulation “confidential information” has the meaning given by section 348 of the Act.

Warning notices and decision notices

47. Part XXVI of the Act is to apply for the purposes of these Regulations as it applies for the purposes of the
Act.
Fees

48. Paragraph 17 of Schedule 1 to the Act is to apply for the purposes of these Regulations as it applies for the
purposes of the Act, but with the following modifications—

(a) in subparagraph (1), omit paragraphs (b) and (c); and
(b) omit subparagraph (3).

Modifications of primary legislation

49. Schedule 1 (which modifies the 1986 Act) has effect.

SCHEDULE 1 regulation [49]
MODIFICATIONS TO THE 1986 ACT

Administration orders

50.—(1) This paragraph applies where the owner is the issuer.

(2) Where a person is appointed as administrator of an issuer, Part 2 of the 1986 Act (administration
orders) applies with the following modifications—

(a) in subsection 8(3)—

(i)  omit paragraphs (a) to (d) as they apply in relation to an asset pool; and

(40 1998 c.42.

Proposals for a UK Recognised Covered Bonds legislative framework 59



STATUTORY INSTRUMENT

(il))  at the end add—

“(3A) The purposes for whose achievement an administration order may be made in relation to an
asset pool are—

(a) the survival in compliance with regulation 16 of the asset pool as part of the company as a going
concern; or

(b) the assignment or transfer of—
(1) all interests in the asset pool; and
(i1) the benefits and obligations under all contracts relating to the asset pool

to a person other than the issuer,

and the order shall specify the purpose or purposes for which it is made.”.
(b) in section 14, after subsection (1) insert—

“(1A) But the administrator of an issuer must in relation to the asset pool exercise the powers in
subsection (1) subject to the requirements of regulation 16.”.

(©) in section 15, after subsection (2) insert—

“(2A) Where the administrator makes an application under subsection (2) in relation to an asset pool, the
court must be satisfied that the disposal would be likely to promote one or more of the purposes under
section 8(3A) specified in that order.”.

(d) in section 22, in subsection (2) at the end insert—

“(f) for issuers, a record of the assets in the asset pool required by regulation 16(c).”.

Winding up

51.—(1) This paragraph applies where the owner is the issuer.

(2) Where an issuer goes into liquidation Part 4 of the 1986 Act (winding up of companies registered
under the Companies Acts) applies with the following modifications—

(a) in section 87 (effect on business and status of company), at the end add—

“(3) But during the protected period an issuer shall carry on its business in relation to the asset pool under
the 2007 Regulations until an assignment or transfer is made under regulation 25(7) or the asset pool is
wound up under regulation 28.”.

(b) in section 127 (avoidance of property dispositions), after subsection (1) insert—

“(1A) But subsection (1) shall not apply to an assignment or transfer of the asset pool under regulation
24(3) or 25(7).”.

(©) in section 143 (general functions in winding up by the court), after subsection
(1) insert—

“(1A) But the functions of a liquidator of an issuer are, in relation to the asset pool—
(a) to comply with regulation 16; and
(b) to assign or transfer during the protected period—
(1) all interests in the assets in the asset pool; and
(i1) the benefits and obligations under all contracts relating to the asset pool
to a person other than the issuer.”.

(1B) In the event that no assignment or transfer is made during the protected period, the functions of the
liquidator are to secure that the assets in the asset pool are got in, realised and distributed under regulation
28 of the 2007 Regulations.”.

(d) in section 135 (appointment and powers of provisional liquidator), at the end
insert—

“(6) But the functions of a provisional liquidator of an issuer are, in relation to the asset pool—
(a) to comply with regulation 16; and

(b) to assign or transfer—
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(a) In paragraph 3 (purposes of administration)—
(i)  omit sub-paragraphs (1) to (4) as they apply in relation to the asset pool; and
(il))  atthe end, add—

“(5) The administrator of an issuer must comply with regulation 16 and must perform his functions in
relation to the asset pool with the objective of assigning or transferring—

(a) all interests in the assets in the asset pool; and
(b) the benefits and obligations under all contracts relating to the asset pool
to a person other than the issuer.”;
(b) in paragraph 49 (administrator’s proposals)—
(i)  after sub-paragraph (1) insert—

“(1A) The administrator of a company to which the 2007 Regulations apply shall make a separate
statement setting out proposals for achieving the purpose of administration at paragraph 3(5).”;

(il))  after sub-paragraph (3) insert—
“(3A) But paragraph (3) shall not apply to any statement of proposals required by sub-paragraph (1A).”;
(iii))  after sub-paragraph (4) insert—
“(4A) The administrator of an issuer shall send a copy of the statement of the proposals required by sub-
paragraph (1A) to—
(a) the registrar of companies;
(b) every creditor with a claim over the asset pool of whose claim and address he is aware; and
(c) every member of the company of whose address he is aware.”; and
(iv)  in sub-paragraph (6), after “(4)(c)” insert “(4A)(c)”.
(©) in paragraph 50 (creditors’ meeting)—

(i)  in the unnumbered paragraph of sub-paragraph (1), after “company” insert “or a
meeting of creditors of the company with claims over the asset pool”; and

(il))  in sub-paragraph (1)(b), after “company” insert “or creditors of the company
with claims over the asset pool”.

(d) in paragraph 51(1) (requirement for initial creditors meeting), after “49(4)(b)”
insert “or 49(4A)(b)”;
(e) in paragraph 52 (requirement for initial creditor’s meeting), after sub-paragraph
(1) insert—
“(1A) But paragraph (1) shall not apply in relation to a statement of proposals made under paragraph
49(1A).7;
® in paragraph 59 (general powers), after sub-paragraph (1) insert—

“(1A) But the administrator of an issuer must, in relation to the asset pool, exercise the powers in
subsection (1) subject to the requirements of regulation 16.”;

(2) in paragraph 65 (distribution), at the end add—

“(4) A payment may not be made by way of distribution under this paragraph using assets in the asset
pool.”;

(h) in paragraph 66 (distribution), at the end add—
“(2) A payment may not be made under this paragraph using assets in the asset pool.”;

(1) in paragraph 73 (protection for secured or preferential creditors), after sub-
paragraph (2_ insert—

“(2A) But paragraph (2) shall not apply to any statement of proposals required by sub-paragraph 49(1A).
”: and

) in paragraph 111(1) (interpretation)—

(i)  under “Schedule” add ““2007 Regulations” means the Recognised Covered
Bond Regulations 2007;”;
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13133

(il))  after the definition of “administrator” add ““‘asset pool” has the meaning given
by regulation (1) of the 2007 Regulations;”; and
after the definition of “in administration” insert ““issuer” has the meaning given by

regulation 1(1) of the 2007 Regulations;”
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RCB RECOGNITION PROCESS

e The Regulations require that an issuer must be an FSA authorised credit
institution.

e The recognition process requires satisfactory compliance with FSMA and
our 11 Principles for Businesses. Issuers should have ongoing regard to
FSMA threshold conditions (e.g. financial soundness, systems and controls)
and the Principles for Businesses.

e Recognition must be achieved for ‘categories of bonds’ i.e. for each covered
bond programme, not each covered bond. An issuer can have more than
one programme.

e Issuers can apply for recognition of categories of bonds which have already
been issued.

e An issuer will need to comply with the Regulations on an ongoing basis,
including at the time of each subsequent issue.

e Anissuer wishing to apply for recognition will need to submit the necessary
information (see Annex 1), issuer and professional adviser declarations and
afee.

e The application form covers the key features of a covered bond programme.
We may request further information as necessary to determine whether to
grant recognition.

o Key features include participants in the transaction (e.g. name of bond
trustee) and details of the asset pool, including whether or not the asset pool
will be BCD41 compliant.

e Issuers must explain how they will ensure the assets are capable of covering
claims during the whole life of the bond. And they must be able, on request,
to give us adequate supporting documents which should detail the risks
considered in reaching this conclusion.

e This process is set out in the following flow-diagram which also includes
what happens post-recognition.

41 Banking Consolidation Directive Annex VI point 68
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FSA authorised
credit institution?

Can't issue RCB

Has the issuer demonstrated
compliance with the Regulations,
submitted declarations, correct
fee and further information as
requested?

| Decision to recognise |

| FSA notify Commission |

| FSA update register |

v

FSA decision-making process

| Annual Fee |

|Annua| Declaration| | Notification Requirements

FSA do nothing if

A

will be secured

satisfied that compliance

Yes

Does the issuer
continue to satisfy the
requirements under
the Regulations?

Has the issuer
taken appropriate
steps to secure
compliance?

Bond-holders receive
interest and principal
(maturity)

FSA may issue direction to
secure compliance or take
alternative enforcement action
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APPLICATION FORM

Applicant
Issuer name

FSA Reference number

Contact Details

Principal contact person

= Name

= Telephone number

=  Email address
= Address

=  Fax number

Is the issuer a credit institution authorised by the FSA?

Yes [ No [

Programme Details

Name of Programme

Size of Programme

Description of the structure of the transaction including a structure diagram

Ownership structure of LLP (if applicable)

Issuer strategy and business plan in relation to the recognised covered bond programme

Annual reporting date [dd/mm/iyyyy]

Please provide names and contact details for the following parties;
= Owner (including legal status and registration number)
= Bondholder representative;
=  Cover Pool Monitor;
= Servicer; and

=  Seller

Asset Pool

Provide details of assets to be included in the cover assets pool and any other collateral of
which holders of recognised covered bonds will directly or indirectly have the benefit. An
issuer should also state if the programme will be BCD compliant.

Assets capable of covering the claims

A description of how the issuer satisfies the condition of ensuring that the assets are
capable of covering claims attaching to the recognised covered bonds during the whole
life of the bond.
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Insolvency
Demonstrate the arrangements in place to ensure a smooth transition of the assets from
10. | the issuer to the cover pool in the event of issuer default. In particular issuers should detail
the roles performed by each party in the process.
Fees
11 Have you included the appropriate fee within the application?
Yes [ No [
12 Supporting Documentation [for example a copy of the offering circular]
Warning
Knowingly or recklessly giving us information, which is false or misleading in a material
particular, may be a criminal offence (Regulation 37 of the Recognised Covered Bond
Regulations and section 398 of the Financial Services and Markets Act 2000).
Declarations:
| confirm that the information supplied in this form is complete and correct to the best of
my knowledge at the time of application.
| undertake to tell the FSA immediately of any material changes in the information
provided before receiving the FSA's decision on the application.
| confirm | am satisfied that (having taken reasonable care to ensure that this is the case)
the arrangements relating to the bond programme will comply with the requirements of the
13. Recognised Covered Bond Regulations 2007 and the FSA's RCB sourcebook
Senior Management of Issuer:
Signature:
Name:
Position:
Issuer:
Professional Adviser 42
Signature:
Name:
Position:
Firm:
42 suitably qualified independent third party professional adviser to the issuer.
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RECOGNISED COVERED BOND SPECIALIST
SOURCEBOOK INSTRUMENT 2007

Draft: FSA 2007 / XX

RECOGNISED COVERED BOND SPECIALIST SOURCEBOOK INSTRUMENT 2007
Powers exercised
A. The Financial Services Authority makes this instrument in the exercise of the following
powers and related provisions of the Recognised Covered Bond Regulations 2007 (“the
Regulations”):
(1) Regulation 6 and 7 (Applications for recognition);
(2) Regulation 10 (Guidance);
(3) Regulation 9, 14, 17, 23-25 (Notification requirements); and
(4) Regulation 48 (Fees).
Commencement
B. This instrument comes into force on 1 January 2008.
Amendments to the Handbook

C. The Glossary of definitions is amended in accordance with Annex A to this instrument.

D. The Recognised Covered Bond Specialist Sourcebook is created in accordance with Annex
B to this instrument.

Citation

E. This instrument may be cited as the Recognised Covered Bond Specialist Sourcebook
Instrument 2007.

By order of the Board
6 December 2007
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A. AMENDMENTS TO THE GLOSSARY OF DEFINITIONS

In this Annex, text is new and is not underlined. Insert the following new
definitions in the appropriate alphabetical position in the Glossary:

administrator

asset

asset pool

issuer

liquidator

owner

protected period

(in RCB) an administrator who is covered by the RCB Regulations.

(in RCB) (as defined in Regulation 1 of the RCB Regulations) any property,
right, entitlement or interest.

(in RCB) as defined in Regulation 2 of the RCB Regulations.

(in RCB) (as defined in Regulation 1 of the RCB Regulations) a person who
issues a recognised covered bond.

(in RCB) a liquidator who is covered by the RCB Regulations.

(in RCB) (as defined in Regulation 1of the RCB Regulations) the owner of the
assets in the asset pool whether by right of his position under the RCB
Regulations or otherwise.

(in RCB) (as defined in Regulation 25 of the RCB Regulations) the period of
one year beginning with the date on which the issuer goes into liquidation
(within the meaning of section 247(2) of the 1986 Insolvency Act) subject to
any extension directed by the FSA.

provisional liquidator (in RCB) a provisional liquidator who is covered by the RCB Regulations.

recognised covered (in RCB) (as defined in Regulation lof the RCB Regulations) a category of

bond

recognition date

RCB

RCB Regulations

bond recognised under Regulation 6 of those regulations.

(in RCB) the date of the FSA's decision to recognise a recognised covered
bond.

The Recognised Covered Bond specialist sourcebook.

The Recognised Covered Bond Regulations 2007 (SI 2007/xxx).
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1.1

1.2.1

1.2.2

2.1

2.2

2.3.1

232

233

2.4.1

242

243

244

B. THE RECOGNISED COVERED BOND SPECIALIST SOURCEBOOK (RCB)

The Recognised Covered Bond Specialist Sourcebook is created in this Annex.
This is all new text and is not underlined.

Introduction

Application

G  This sourcebook applies to issuers, owners, administrators, provisional
liquidators and liquidators.

Purpose

G  The general purpose of this sourcebook is to set out the guidance, directions and
rules made by the FSA under the RCB Regulations. Those regulations enable
bonds to be issued which comply with Article 22(4) of the UCITS Directive.

G  This sourcebook should be read together with the RCB Regulations.

Applications for recognition

Application

G  This chapter applies to issuers.

Purpose

G This chapter sets out the requirements that an issuer must follow to apply for
recognition as a recognised covered bond issuer and for recognition of a
recognised covered bond under Regulations 6 of the RCB Regulations

Form and manner of application

D  The issuer must use the FSA's form.

D  The issuer must send the form electronically to the address stated on the form.

D  The issuer must send the recognition fee with the application (see 6.5 R). The
FSA will only treat the application as complete when it receives the fee.

Determination of recognition

G To enable the FSA to be satisfied that the issuer and owner will comply with
requirements imposed on the issuer or owner as the case may be by or under
the RCB Regulations, the applicant must use the application form to provide
relevant details of the bond issue or programme and demonstrate how each of
the requirements will be complied with.

G  The FSA will not normally consider applications for issuer recognition in isolation
from the application for recognition of the covered bond. For the first application
the FSA expects the issuer to apply for recognition of a covered bond at the
same time and on the same form as they apply for recognition to be a recognised
covered bond issuer. But, once an issuer has been admitted to the register of
issuers it will only need to apply for recognition of the particular covered bond.

G Inrelation to recognition as an issuer the FSA will need to be satisfied that the
issuer's compliance with the requirements of the regulatory system has been
adequate and does not give rise to any material cause for concern over the
issuer's ability to issue recognised covered bonds in compliance with the RCB
Regulations.

G  To demonstrate that the issuer and owner will comply with Regulation 13(2) and
Regulation 16(a) of the RCB Regulations (obligation to ensure the asset pool is,
during the period of validity of the bond, capable of covering claims attaching to
the bond), the issuer should set out the risks it has considered to the regulation
not being complied with and show how those risks have been adequately
mitigated.

Proposals for a UK Recognised Covered Bonds legislative framework 11



RECOGNISED COVERED BOND SPECIALIST SOURCEBOOK INSTRUMENT 2007

24.5 G The FSA expects the issuer to demonstrate that there are provisions in the
programme that adequately deal with:
(1) the identification and rectification of any breach of Regulations
13(2) and 16(a) of the RCB Regulations, and
(2) The orderly winding up of the asset pool in the event that the
timely rectification of breaches of Regulations 13(2) and 16(a)
does not occur.

246 G The FSA expects the issuer to demonstrate, as part of showing that Regulation
16(a) will be complied with, that there are provisions in the programme which
enable the views and interests of investors in the recognised covered bond to be
taken account of in an appropriate and timely way by a suitably qualified,
adequately resourced, independent third party.

24.7 G The FSA expects the issuer, for the purposes of demonstrating compliance with
Regulations 2 and 3 (composition and situation of asset pool), to give details of
the types of assets in the asset pool and the situation of those assets.

Verification of information
2.5 D Senior management of the issuer and a suitably qualified independent third party
professional advisor, must verify the application by confirming on the FSA's form
that they are satisfied that:
(1) the information provided in the application is correct and complete,

(2) the arrangements relating to the bond programme will comply with
the requirements in the RCB Regulations and this sourcebook.

3 Notifications
Application
3.1 G  This chapter applies to issuers, owners, administrators, provisional liquidators,
and liquidators.
Purpose
3.2 G  This chapter sets out the reporting and notifications requirements under

Regulations 14,17-19,23,24 and 25 of the RCB Regulations
Manner, timing and verification of notifications by issuer under Regulation 13 of the
RCB Regulations

3.3 D  The issuer must send to the FSA written confirmation of compliance with

Regulation 13(1) (transfer and allocation of sums to asset pool) and Regulation
13(2) (ensuring asset pool capable of covering claims) of the RCB Regulations.

Timing of confirmation
3.4.1 D The first confirmation date is the earlier of, any date the issuer selects, or the
date 12 months from the recognition date. The issuer must make subsequent
confirmations on the anniversary of the first confirmation date.

342 D The issuer must send the confirmation to the FSA within 1 month after the
relevant confirmation date.

Period covered by confirmation
3.5.1 D The first confirmation must cover compliance during the period from the
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3.5.2

3.6.1

3.6.2

3.7.1

3.7.2

3.7.3

3.74

3.7.5

3.8.1

3.8.2

3.8.3

D

recognition date up to the confirmation date referred to in 3.4.1 D above.
Subsequent confirmations must cover compliance for the duration of the period
from the last confirmation to the date of the current confirmation.

Verification of confirmation

D

D

Senior management of the issuer must verify confirmation of compliance with
Regulation 13(1).

Both senior management of the issuer, and a suitably qualified independent third
party professional advisor must verify compliance with Regulation 13(2).

Manner, timing and verification of notifications by the owner under Regulation 17 of the
RCB Regulations

D

The owner must send or ensure that the issuer sends the FSA written
confirmation of compliance with Regulations 3(2) and 16 of the RCB Regulations
(requirements relating to the asset pool).

The owner must send or ensure that the issuer sends the confirmation to the FSA
annually and at the same time as the date confirmations under 3.5 D are due.
The confirmation must cover the same period as under 3.5 D above.

Where the owner is a person other than the issuer, and the issuer has gone into
insolvency (as defined in Regulation 1 of the RCB Regulations), the owner must
send a confirmation of compliance to the FSA within 1 month from that date. The
owner must in addition continue to send annual confirmations under 3.7.2 D.

Senior management of the issuer must verify the confirmation. A suitably
gualified independent third party professional advisor must, in addition, verify
compliance with Regulation 16 (a).

But, confirmation of compliance with Regulation 16 (a) will not be required if the
issuer has, in respect of the same period, sent written confirmation of compliance
with Regulation 13 (under 3.3 to 3.5 D above).

Change of owner

D

Where an owner proposes to transfer the asset pool to a new owner he must
provide the following information in writing to the FSA at least 3 months before
the proposed transfer date:

Q) Name, address and contact details of the new owner
2 Reasons for the transfer

3) An explanation of how the new owner will comply with the
requirements imposed on it by the RCB Regulations

A suitably qualified independent third party professional advisor must confirm in
writing that they are satisfied that the information provided is complete and
correct.

Where Regulation 20 of the RCB Regulations (obligation to transfer when issuer
fails to meet adequacy of resources requirements) applies, the owner must
provide the information required in 3.8.1 D immediately.

Notifications to the FSA under Regulations 18 and 19 of the RCB Regulations (assets
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not capable or not likely to be capable of covering claims)

3.91 G The FSA expects owners or other persons to make notifications under
regulations 18, 19 (asset pool not capable or not likely to be capable of covering
claims) immediately in writing.

3.9.2 G  The owner or other person should include details of proposals to rectify the
breach when they notify, or as soon as practicable after that time.

Manner, timing, and verification of notifications by the administrator, provisional
liquidator and liquidator

3.10.1 D  The administrator, provisional liquidator or liquidator must confirm compliance
with Regulation 16 within 2 weeks of their appointment and after that annually
from the date of appointment. They must send the confirmation to the FSA within
1 month of the relevant confirmation date.

3.10.2 D  Confirmations must cover compliance for the period from the last confirmation to
the date of the current confirmation.

3.10.3 D A suitably qualified independent third party professional advisor must verify the
confirmation of compliance with Regulation 16a) of the RCB Regulations.

3.10.4 G  The directions in 3.10 D apply where the issuer and the owner are the same
person.
3.11 R If an issuer, owner, provisional liquidator, liquidator or administrator does not

provide a notification to the FSA of the sort required by directions 3.3, 3.4.2,
3.7.1,3.7.2, 3.8 or 3.11.1 by the date required, then that issuer, owner,
provisional liquidator, liquidator or administrator must pay to the FSA an
administrative fee of £250.

4 Applications for extension of the  protected period
Application
4.1 G  This chapter applies to liquidators .
Purpose
4.2 G  This chapter sets out guidance and directions on making applications for

extension of the protected period.
Manner and timing of applications
4.3 D Liquidators must apply in writing 4 months before the end of the protected period
giving details of:
(1) the period of extension asked for;

(2) the reasons why the extension period is necessary;

the proposed action during the proposed extension; and
(4) views of the investors in the relevant recognised covered bond.
4.4 G  The FSA will consider all relevant circumstances and in particular whether the
extension of the protected period is in the interests of the investors in the relevant

recognised covered bond.

4.5 G The FSA will aim to make a decision on the extension application 2 months
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5.1

5.2

5.3.1

5.3.2

5.4.1

5.4.2

6.1

6.2

6.3

6.4

6.5

before the end of the protected period.

Enforcement powers

Application

G This chapter contains guidance for issuers, owners, administrators and
provisional liquidators, liquidators and other persons subject to the RCB
Regulations on the use of the FSA's enforcement powers under those
regulations.

Purpose

G To give guidance on the FSA's approach to use of its enforcement powers under
the RCB Regulations and to set out the FSA's policy on the imposition and
amount of financial penalties.

The FSA's enforcement powers

G The FSA's approach to exercise of its enforcement powers will be consistent with

its approach in DEPP and EG so far as possible.

G ) When deciding to take enforcement action under Part 7 of the RCB
Regulations, and what form of enforcement action to take, the FSA will
consider all relevant facts, including:

(a) whether any contractual or other arrangements agreed between
the parties can be used effectively to address any perceived
failure under the RCB Regulations; and

(b) the interests of investors in the relevant recognised covered bond

(2) The FSA does not normally expect to use its enforcement powers where
the issuer, owner, provisional liquidator, liquidator, or administrator are in
the process of rectifying non-compliance and where they have taken
account of the views and interests of investors in the recognised covered
bond.

Financial penalties

G The FSA's policy on imposing financial penalties and amounts of financial
penalties under the RCB Regulations will be consistent with that as set out in
DEPP and EG) with appropriate modifications.

G  When considering, whether to impose a financial penalty, the amount of penalty,
and whether to impose the penalty on the issuer or the owner, the FSA will have
regard, where relevant to:

(1) the particular arrangements between the issuer and the owner.

(2) the likely impact of the penalty on the interests of investors in a
recognised covered bond.

Fees

Application

R  This chapter applies to issuers.

Purpose

G  This chapter provides for an initial fee for recognition of a recognised covered
bond and subsequent ongoing annual fees.

G  The recognition fee is for the FSA's work in dealing with an issuer's application
for recognition of a recognised covered bond.

G The ongoing annual fee is a fee for the FSA's ongoing costs in administering the
recognised covered bond regime. Like the recognition fee, it is charged to
issuers in respect of their participation in the regime.

G Fees are not refundable.
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6.6

6.7

6.8

6.9

6.10

6.11

6.12

6.13

6.14

16

Recognition Fees

R

R

An issuer applying for recognition of a recognised covered bond must pay the
FSA the recognition fee set out in the table at 6.8 R below.

The issuer must pay the fee in full on or before the date set out in the table
below. The issuer must pay the fee by bankers draft, cheque, or other payable
order.

Table of recognition fees
(1) Fee payer (2) fee payable Due date

An applicant for recognition of a recognised covered bond under the
Regulations. [£25,000] On or before the date
application is made

Ongoing Annual Fees

R

R

An issuer must pay the FSA the ongoing annual fee set out in the table at 6.12 R
below.

The issuer must pay the fee in full on or before the date set out in the table
below. The issuer must pay the fee by bankers draft, cheque, or other payable
order.

The issuer must pay the fee for each financial year in which the issuer is on the
register of issuers as at 31 March of the previous financial year. This will apply
for the financial year beginning 1 April 2008, and following financial years.

Table of ongoing annual fees

1 Fee payer 2 Fee payable 3 Due date

Issuers on the register as at 31 March of the financial year immediately
preceding the period 1 April to 31 March to which the fee relates

[£20,000] Within 30 days of the date of the
invoice.

For the first year in which the issuer becomes recognised, the issuer must pay
the proportion set out in the table at 6.14 R of the ongoing annual fee, within 30
days of the date of the invoice.

Table of proportion of ongoing annual fee:

1 April to 30 June inclusive

100%
1 July to 30 September inclusive

75%
1 October to 31 December inclusive

50%
1 January to 31 March inclusive

25%
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