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U.S. Covered Bond Legislation
Introduced in Congress
Introduced in Congress
U.S. Covered Bond Legislation

On June 16,
16, 2009,
2009, Republican Representative Scott
Scott Garrett
Garrett and Democratic Representative Paul
Paul E.
E. Kanjorski
Kanjorski
jointly
jointlyintroduced
introducedaabill
billininthe
theU.S.
U.S.House
HouseofofRepresentatives
Representatives to
to enact
enact the
the “Equal
“Equal Treatment
Treatmentof
ofCovered
Covered Bonds Act
of 2009.”
2009.”11 Representatives
Kanjorski are
Representatives Garrett and Kanjorski
are a Ranking Member
Member and the Chairman,
Chairman, respectively, of the
House Financial Services
Subcommittee on
on Capital
Capital Markets,
Markets, Insurance and Government Sponsored Enterprises.
Services Subcommittee

In
covered bond
bond market
market was
wasput
put on
on hold
hold as
asthe
thefinancial
financial crisis
crisis unfolded.
unfolded.
In 2007,
2007, development
development of
of the
the nascent
nascent U.S. covered
Regulatory efforts in
bonds market
market were
were well
well received.
received. However,
in 2008
2008to
toencourage
encourage development of the covered bonds
these efforts
efforts were not
not sufficient
sufficient to
covered bond
bond market
market both because
the efforts
efforts did
did not allay
to launch
launch aa U.S. covered
because the
investor
investor concerns
concerns regarding
regarding the
the treatment
treatmentof
ofcovered
coveredbonds
bonds upon
uponthe
theinsolvency
insolvencyof
ofan
anissuing
issuingbank,
bank,and
andbecause
because
most prospective covered bond issuers
issuers were
were unable
unable to
to act
actgiven
giventhe
theextreme
extremedislocation
dislocation of
of the
the capital
capital and credit
credit
markets.

Covered
bonds have
havethe
thepotential
potential to
to provide
provide issuers
issuerswith
with an
an alternative
alternative to securitization
securitization as part of a wellCovered bonds
diversified
debtinstrument
instrument that
diversified liquidity
liquiditymanagement
management program
programand
and to
to provide
provide investors
investors with
withan
an asset-backed
asset-backed debt
protects against many
many of
of the
the risks
risks recently
recently experienced
experiencedin
inthe
theoriginate-to-sell
originate-to-sell model.
model. However, since late 2008,
2008,
federal government financial
financial crisis
focused on
onrestarting
restarting the
the securitization
securitization markets.
crisis recovery
recovery efforts have focused
The legislation proposed by Representatives
Representatives Garrett
Garrett and
and Kanjorski
Kanjorski would
least two
two of
of the
the remaining
remaining
would address at least
impediments
bond market
market in
in the
the United
United States.
States. First, the legislation
impediments to
to the further
further development
development of
of aa covered
covered bond
would provide
statutory scheme
for the treatment
treatment of covered
covered bonds
bondsupon
uponthe
theinsolvency
insolvencyofofaafinancial
financialinstitution
institution
provide a statutory
scheme for
issuer, ensuring that
that the
the treatment
treatmentof
ofcovered
covered bonds
bonds upon
uponthe
theissuer’s
issuer’s insolvency
insolvency could
could not
notbe
be changed
changed by
regulatory
that would
would more likely make
regulatory whim.
whim. Second,
Second, the
the legislation
legislationwould
wouldprovide
provideaameasure
measure of
of damages
damages that
investors whole upon an issuer’s
issuer’s insolvency
insolvencythan
than the
theformula
formula applicable
applicable under
under current
current law.
Below, we provide a brief
brief overview
overview of
of covered
covered bonds, recent actions taken by the federal
federal regulatory
regulatoryagencies,
agencies, and
the significance
significance of
of the
the proposed
proposedlegislation.
legislation. For additional
additional information
informationon
onthe
thegovernment’s
government’s recent
recent actions,
covered bonds and
and the
the financial
financial crisis
seeour
our Client
Client Alerts
Alerts and resources
resources at
at Financial
Financial Crisis
crisis generally,
generally, please
please see
Legal Updates and News.
News. For
For more
more general
general information
informationon
oncovered
coveredbonds,
bonds,please
pleasesee
see our
our covered bonds
resources here.

Background
Covered
bondsare
aredebt
debtobligations
obligationswith
with recourse
recourseeither
eitherto
tothe
theissuing
issuingentity
entity or
or to
to an
an affiliated
affiliated group to which the
Covered bonds
issuing entity
entity belongs,
belongs, or both.
both. Upon
Uponan
anissuer
issuerdefault,
default,covered
coveredbondholders
bondholdersalso
alsohave
have recourse
recourse to a pool of
collateral, known
fixed rate bonds
bonds with
with a maturity
maturity of
known as
as the “cover pool.” Covered
Covered bonds are generally fixed
of no
no less
less than
one year
year and
and no
nomore
morethan
than 30
30 years.
years. The
The bonds
bondsare
arelow
lowrisk
riskyield-bearing
yield-bearing products
products having
having long
long maturities.
maturities.
11This
Thisisisbill
bill H.R.
H.R. 2896.
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Unlike
in a covered
covered bond
bond structure,
structure, the
Unlike securitization,
securitization,where
whereassets
assets are
are removed
removed from
froman
an issuer’s
issuer’s balance
balance sheet, in
cover pool remains on
sheet but
but is
is ‘ring
‘ring fenced’ from the
other assets.
on the
the issuer’s balance sheet
the issuer’s other
assets. The cover pool
usually consists of
of high
high quality
quality assets,
including residential
assets, including
residential mortgages,
mortgages, public
public debt,
debt, or
or ship
ship loans.
loans. Cash,
Cash, or
or cash
cash
equivalents, also may
may serve
serveas
ascover
coverpool
poolcollateral.
collateral.The
Thecover
coverpool
poolisissubject
subjecttotoongoing
ongoingeligibility
eligibility criteria,
criteria, and
cover pool assets
assetsmust
mustbe
bereplaced
replacedififthe
thepool
poolfails
failstotomeet
meetsuch
suchcriteria.
criteria. By
By requiring
requiring ongoing maintenance of the
cover pool, a covered
covered bond
bond protects
protects investors from
from asset
asset degradation and ensures ongoing management by the
issuer. Typically,
Typically, the
the issuer
issuer is required
required to
to overcollateralize
overcollateralize the
the cover pool.

Many European countries have
have covered
coveredbond
bondlegislation
legislation establishing
establishingaastatutory
statutoryframework
framework for
for the structure and
treatment
treatment of
of covered
covered bond programs. This
This legislation
legislationtypically
typicallyprovides
providesexceptions
exceptions for
forcovered
covered bonds
bonds in
in the
the event
of bankruptcy.
bankruptcy. Specifically,
statutes typically
typically provide
provide that
Specifically,in
inthe
theevent
event of
of an
an issuer
issuer insolvency, the European statutes
covered bondholders
bondholders have
have priority
priority rights
rightsover
overthe
thecover
coverpool
poolassets.
assets.

2008
2008 Regulatory Actions
Europe has had aa developed
developedcovered
coveredbond
bondmarket
market for
for many
many years,
years,with
with precursor transactions
transactions dating
dating back
back several
several
centuries. In
In2007,
2007,two
twoU.S.
U.S.banks
banksundertook
undertookpioneering
pioneeringU.S.
U.S.covered
coveredbond
bondissuances.
issuances. These
These transactions
transactions were
accomplished despite the
the lack
lack of
of aa statutory
statutory framework
framework for
for issuing
issuing covered
covered bonds in
in the
the United
UnitedStates,
States, and despite
some
uncertainty regarding the treatment
of the
the issuing
issuing financial
financial
some uncertainty
treatment of
of the
the covered
covered bonds upon the insolvency of
institution.
transactions required
required additional
additional
institution.ItItwas
wasclearly
clearlyrecognized
recognizedthat
thatinvestors
investorsin
inthese
these seminal U.S. transactions
compensation for
for the risks posed
posedby
byuncertainty,
uncertainty,resulting
resulting in
in potential
potential pricing
pricing considerations.

As the
the securitization
securitization market began to
to falter
falter in 2007
2007 and ultimately
ultimatelycollapse
collapse in
in 2008,
2008,U.S.
U.S. regulators
regulators recognized
recognized
that
could provide a promising
promising vehicle to increase the
the availability
availability and
that covered bonds could
and lower
lower the
the cost
cost of mortgage
financing and loan originations while
retaining the financed
while ensuring that originators
originators kept
kept “skin
“skin in
inthe
the game”
game” by retaining
mortgage assets
assetson
ontheir
their balance
balancesheets,
sheets,thereby
therebyaddressing
addressingone
oneofofthe
themost
mostdamning
damningcriticisms
criticismsof
ofthe
the“originate“originateto-sell” model underlying the traditional
traditional securitization market.
The FDIC Policy
Policy Statement2
Statement2

On July 15,
2008, the FDIC issued aa Final
Final Policy
Policy Statement
Statement on
on covered
coveredbonds
bonds(the
(the“Policy
“PolicyStatement”).
Statement”). The FDIC
15, 2008,
stated that the Policy Statement “define[s]
“define[s] the
covered bond
bond transactions
transactions for
for which
the circumstances
circumstances and the specific covered
the FDIC will
topledged
pledgedcovered
coveredbond
bondcollateral.”
collateral.” The
The intention
intention of the Policy
will grant
grantconsent
consent to
to expedited
expedited access
access to
Statement was to provide needed clarity
clarity and
and certainty
certaintyabout
aboutthe
theissuance
issuance of
of covered
covered bonds in
in the
the U.S.,
U.S., and
reflected the FDIC’s desire to facilitate
facilitate the
bond market.
the development
development of
of a covered bond
One of the key
key accomplishments
accomplishments of
of the
the Policy
Policy Statement
Statement was
wasto
toprovide
provide aadefinitive
definitive statement regarding the actual
compensatory damages
the FDIC
FDIC would
would pay holders of covered bonds if itit were
damages the
were acting
acting as conservator or receiver
for the issuing financial institution.
institution.The
ThePolicy
PolicyStatement
Statementconfirmed
confirmedthat
thatthe
theFDIC
FDICwould
wouldpay
payas
as actual
compensatory damages
damagesthe
theoutstanding
outstanding principal
principal amount
and unpaid
unpaid interest.
amount of
of the
the covered
covered bonds plus accrued and
The FDIC noted that
that it has three options
options when acting
acting as
asconservator
conservatoror
orreceiver
receiverfor
foran
anFDIC-insured
FDIC-insuredinstitution:
institution:
(1) continue to
to perform
performon
onthe
thecovered
covered bonds,
bonds, (2)
(2)pay
pay off
offthe
thecovered
covered bonds
bonds in
in cash
cash up to
to the
the value of the
the pledged
collateral, or (3)
(3) allow
allow liquidation
liquidationofofthe
thepledged
pledgedcollateral
collateralto
topay
payoff
offthe
thecovered
covered bonds. Under
Underscenario
scenario 1,
1,
payments on the covered bonds would
would be made as
asscheduled.
scheduled. Scenarios
Scenarios 22and
and33would
would be
betriggered
triggered ifif the FDIC
were to repudiate the transaction or ifif aa monetary default
default were
were to occur. In
Inboth
bothcases,
cases, the FDIC would pay to
holders of covered
bonds the
the outstanding
outstanding principal
principal amount
accrued and
and unpaid
unpaid interest
interest
covered bonds
amount of
of the
the covered
covered bonds plus accrued
to the date of the FDIC’s appointment
appointment as
of the
the cover
cover pool
pool (the
(the collateral).
collateral).
as conservator or receiver, up to the value of
If
collateral,the
theFDIC
FDICwould
wouldretain
retain the
theexcess
excessfor
fordistribution
distributionin
in accordance
accordancewith
withdistribution
distribution
If there
there is excess
excess collateral,
priorities
and, ifif there
there is
is not
not enough
enoughcollateral,
collateral,the
theFDIC
FDICwould
wouldlimit
limit
prioritiesestablished
established under
under the FDIC’s enabling statute and,
the amount
amount of
of secured claims up to the collateral value.

2 Please
2
Pleasesee
seeour
ourJuly
July16,
16,
2008Client
ClientAlert,
Alert,“The
“TheFDIC
FDICOffers
OffersCertainty
Certaintyon
onCovered
CoveredBonds
Bonds–-aastep
stepininthe
theright
rightdirection.”
direction.”
2008
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Although
substantially increased
increasedthe
thecertainty
certainty and
andclarity
clarity surrounding
surrounding the treatment of
Although the Policy Statement substantially
covered bonds
bonds issued
issuedby
byfinancial
financial institutions,
institutions, the
the treatment
treatmentunder
underscenarios
scenarios 22 and
and 3 described in the preceding
paragraph may not have been
been fully
fully satisfactory to investors. Under
Underthose
those scenarios,
scenarios, investors would
would receive
receive
interest only
institution of
might actually
only to
to the date of the institution
ofthe
the conservatorship
conservatorship or
or receivership,
receivership, even though they might
receive
thereturn
return of
of their
their principal
principal much later, resulting in a shortfall of interest. Moreover,
receive the
Moreover, investors
investors would
assume
thereinvestment
reinvestmentrisk
risk of
of receiving
receivingtheir
their principal
principal in
interest rate
rate environment
environment in which they
assume the
in an
an adverse
adverse interest
might
the benefit
benefit of
of their
their
might be
be required to reinvest at a substantially lower interest rate, thereby being deprived of the
bargain in
in acquiring
acquiringthe
thecovered
covered bonds.
bonds. These
These shortcomings
shortcomings were
were the
the subject
subject of
of extensive discussion in the
comments received
received by
by the
theFDIC
FDICprior
prior to the adoption of the Policy Statement. However,
However, the
the FDIC’s position
position was
was
that
definition of
that its
its hands
hands were tied,
tied, since the definition
of“actual
“actualcompensatory
compensatorydamages”
damages”was
was established
established by the FDIC’s
enabling statute, and could not
by regulatory
regulatory action.
not be expanded by
U.S. Treasury
Treasury Best
Best Practices3
Practices3

On July 28,
for U.S.
28, 2008,
2008,then-Treasury
then-TreasurySecretary
Secretary Paulson
Paulson announced
announced the
the publication
publicationof
ofaaBest
Best Practices
Practices guide for
covered bonds,
bonds, intended
intended to promote covered bond issuances
issuancesand
andto
tocomplement
complement the
the Policy
Policy Statement.
Statement. Flanked by
regulators, including
includingthe
theChair
Chairof
ofthe
theFDIC,
FDIC,the
theOCC
OCC Comptroller,
Comptroller,the
theGovernor
Governorofofthe
theFederal
FederalReserve,
Reserve, and
representatives from large financial
financial institutions,
have the
the potential
potential
institutions,Secretary
SecretaryPaulson
Paulson stated
stated that
that “covered
“covered bonds have
to increase
mortgagefinancing,
financing,improve
improve underwriting
underwriting standards, and strengthen
strengthen U.S.
U.S.financial
financial institutions
institutions by
increase mortgage
providing
new funding
funding source
sourcethat
thatwill
will diversify
diversify their
their overall
overall portfolio.”
portfolio.”
providing a new
The Best Practices
Practices were
wereintended
intended to
to establish
establish aa template
template for
for U.S.
U.S. covered
coveredbond
bond issuances
issuancesand
andoutline
outlineadditional
additional
standards for covered
covered bonds
bondsthat
that would
would bolster
bolster investor
investor confidence
confidencein
in these
theseinstruments.
instruments. It
It was
was evident that the
formulation
instead of
of binding
binding regulations resulted
formulationof
ofthe
theTreasury’s
Treasury’s rules
rules as relatively toothless “best practices” instead
from
from the
the lack of any statutory authority
authorityof
of the
the Treasury
Treasury to
to act in
in this
this area.
area.

In
release of
of the
the Best
BestPractices,
Practices,the
theTreasury
Treasuryasserted
assertedthat,
that,“[w]hile
“[w]hile in
in Europe
In aa “Fact
“Fact Sheet” accompanying the release
specific legislation often defines the
the debt
debt instrument,
instrument, the U.S. regulatory
regulatory environment
environment is different
different and
and does
does not
require legislation.” Notwithstanding
Notwithstandingthis
thisstatement,
statement,the
the investor
investor community
communitymay
may not
not be
be entirely comfortable
that
protection to
that the
the U.S. regulatory regime provided
provided as
as much protection
to investors
investors as
as the various statutory
statutory schemes
schemes in
Europe, in
part
because
of
the
relative
ease
by
which
regulators
can
change
their
own
rules
as
compared
to the
in part because
relative ease by which
change their
perceived greater
greater difficulty
difficulty of
of effecting
effectinglegislative
legislativechanges.
changes.

The Proposed
Proposed Legislation
Legislation
The proposed
proposed legislation
legislation would
would provide
provide aastatutory
statutory definition
definition of the term
term “covered bond” and would include
“covered bonds” as
asan
anenumerated
enumeratedtype
typeofof“qualified
“qualified financial
financial contract,” or “QFC,” entitled
entitled to
to expedited,
expedited, favored
treatment upon the conservatorship
conservatorship or
or receivership
receivershipof
ofaafinancial
financialinstitution.
institution. The
The legislation would further
further specify
specify
the amount payable to
to holders
holders of
of covered
coveredbonds
bondsissued
issuedby
byinsured
insuredfinancial
financialinstitutions
institutions in conservatorship or
receivership by
by including,
including, in
in addition to the current entitlement
entitlement to
to outstanding
outstanding principal
principaland
and interest
interest to
to the
the date
of the appointment
appointment of
of appointment
appointment of
of the
the conservator
conservator or
or receiver,
receiver, the
the cost on the date of
of a guaranteed investment
contract, deposit agreement, or
or other instrument
instrument that
thatwould
wouldprovide
providefor
forscheduled
scheduledpayments
paymentsto
tobe
be made
made on the
covered
bond until
until its
incurred through
covered bond
its originally
originallyscheduled
scheduled maturity
maturitydate,
date,as
as well
well as
as the costs incurred
through the
the date of the
conservator’s or
or receiver’s
receiver’s appointment
appointment that arise from
from or
any right,
right, power or remedy
or relate
relate to
to the
the exercise
exercise of any
under the covered
covered bond
bond or
or related
related transaction
transaction documents.
documents. This formulation
formulation would
wouldensure
ensure that
thatinvestors
investors receive,
receive,
in
liquidated payment,
in a single, liquidated
payment, the
the value
value of their
theirforegone
foregone interest
interestand
and any
any reinvestment
reinvestmentlosses.
losses.

What
Bond Market?
What Does this Mean for
for the
the U.S.
U.S. Covered Bond
While
far as
as to
to affirmatively
affirmatively “enable”
While the
the proposed
proposed legislation
legislation does
does not
not go so far
“enable” or
orauthorize
authorizethe
theissuance
issuance of
of covered
covered
bonds to the same extent as
as some
someEuropean
European statutes,
statutes, the
the statutory
statutory recognition
of
covered
bonds
as
a
specific
type
recognition of covered bonds as
3 Please
3
Pleasesee
seeour
ourJuly
July29,
29,2008
2008Client
Client Alert,
Alert, “Treasury Announces Best Practices for Covered Bonds.”
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of financial
entitled to
financial instrument,
instrument,and
andespecially
especiallythe
thedesignation
designationofofcovered
coveredbonds
bondsas
as aa type of QFC entitled
to special
treatment,
way toward
toward providing
providing investors with
from a federal
treatment, should
should go
go a long way
with the
the certainty
certaintythey
they have
have desired from
statutory
of the
the definition
definition of
statutory framework
framework for
forcovered
covered bond issuance.
issuance. Moreover, the expansion of
of compensatory
damages
payableto
tocovered
coveredbondholders
bondholdersupon
upon an
aninstitution’s
institution’s insolvency
damages payable
insolvency should
should address
address the
the concerns of
investors that they might
might be short-changed
short-changed under
under the
the current
current Policy
Policy Statement
Statementformulation.
formulation.

It
that the legislation
in which
It should
should be
be noted that
legislation currently
currentlyproposed
proposed is
is aa first
first draft,
draft,and
andthere
thereare
are numerous
numerous respects
respects in
itit is
it proceeds through the legislative process.
that the legislation is
is likely
likely to
to be
be refined
refined as
as it
process. Assuming, however, that
ultimately
form similar
similar to this
ultimately enacted
enacted in a form
this initial
initialproposal,
proposal,this
thislegislation
legislationwould
wouldrepresent
represent aa major
major step in
removing two of the most significant
bond market
market in the
significant impediments
impedimentsto
tothe
the development
development of
of aa robust
robust covered bond
United
United States.
States.
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Because
thegenerality
generalityof
ofthis
thisupdate,
update,the
theinformation
information provided
provided herein may not be
be applicable
applicable in
in all situations and should
Because ofofthe
not be acted
acted upon
uponwithout
without specific
specific legal
legal advice
advice based
basedon
onparticular
particular situations.
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