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The FDIC Offers Certainty

The FDIC Offers Certainty
on Covered Bonds - a step
on Covered Bonds – a step
in the right direction
in the right direction

In March
mused that
thatcovered
coveredbonds
bondswere
were“worth
"worthconsidering.”
considering." However,
However, with
with
In
March 2008,
2008, Treasury
Treasury Secretary
Secretary Paulson
Paulson mused
the
credit crisis
crisis still
still under
the credit
under way
way and
and financial
financialinstitutions
institutionsbattling
battlingincreasing
increasingmarket
marketpressures,
pressures,Paulson
Paulson has
has a
a
decidedly more
decidedly
more optimistic
optimistictone.
tone.InIna aspeech
speechon
onJuly
July8,8,2008,
2008,Paulson
Paulsonstated
stated that
that covered
covered bonds
bonds were
were aa
"promising vehicle"
the availability
availability and
lower the
cost of
of mortgage
mortgagefinancing.
fnancing. He
“promising
vehicle” to
to increase
increase the
and lower
the cost
He went
went on
on to
to say
say that
that
"[a]s Treasury
to encourage
encouragenew
newsources
sourcesofofmortgage
mortgagefunding
fundingin
in the
theUnited
United States,
States,improve
improveunderwriting
underwriting
“[a]s
Treasury seeks
seeks to
standards and
and strengthen
strengthenfinancial
financial institutions’
institutions' balance
standards
balancesheets,
sheets, covered
covered bonds
bonds have
have the
the potential
potential to
to serve
serve these
these
purposes
and
reduce
the
costs
for
first-time
home
buyers,
and
for
existing
homeowners
to
refnance."
purposes and reduce the costs for first-time home buyers, and for existing homeowners to refinance.” Treasury
Treasury
also called
called aa meeting
meeting in
in late
late June
June with
with bankers,
bankers, issuers
issuersand
andother
otherregulators
regulatorsin
in an
aneffort
effort to
to jump
jump start
also
start the
the covered
covered
bond
market in
to create
regulatory and
and market
market practice
practice regime
regime that
that facilitates
of
bond market
in the
the U.S.
U.S. and
and to
create aa regulatory
facilitates the
the issuance
issuance of
covered bonds
bonds in
in the
covered
the U.S.
U.S.

The Final Policy
PolicyStatement
Statement on
on Covered
Covered Bonds
On July 15, 2008, the
the FDIC
FDIC issued
its Final
Final Policy Statement on
on covered
covered bonds.
bonds. The FDIC noted that Policy
issued its
Statement “define[s]
"define[s] the
circumstances and
andthe
thespecific
specifc covered
covered bonds
bondstransactions
transactionsfor
forwhich
whichthe
theFDIC
FDICwill
will grant
Statement
the circumstances
grant
consent to
to expedited
expedited access
accesstotopledged
pledgedcovered
coveredbond
bondcollateral.”
collateral." The
The Policy
Policy Statement
provides needed
needed clarity
clarity
consent
Statement provides
and certainty
certainty about
of covered
covered bonds
bonds in
in the
the U.S.
U.S. and
and reflects
reflects the
theFDIC’s
FDIC's desire
desire to
to facilitate
facilitate the
and
about the
the issuance
issuance of
the
development
of
the
covered
bond
market.
It
is
an
important
step
forward
along
the
path
of
developing
development of the covered bond market. It is an important step forward along the path of developing aa U.S.
U.S.
covered bond
bond market.
market.
covered

Compensatory Damages
Interim Policy
the need
needfor
for the
theFDIC
FDIC to
to provide
provide a definitive
definitive statement
Comments on the Interim
PolicyStatement
Statement stressed
stressed the
statement
regarding the actual compensatory
compensatory damages
damagesthe
theFDIC
FDICwill
will pay holders of covered bonds
bonds if
if itit were
were acting
acting as
as
conservator or
or receiver.
receiver. The
conservator
The Policy
PolicyStatement
Statement confirmed
confirmed that
that the
the FDIC
FDICwill
willindeed
indeedpay
payas
asactual
actual compensatory
compensatory
damages the
theoutstanding
outstanding principal
principal amount
and unpaid
unpaid interest.
interest. With
damages
amount plus
plus accrued
accrued and
Withrespect
respect to
tocovered
covered bonds,
bonds, the
the
FDIC noted that itit has
three
options
when
acting
as
conservator
or
receiver
for
an
FDIC-insured
institution:
has three options when acting as conservator or receiver for an FDIC-insured institution: (1)
(1)
continue to
continue
to perform
perform on
on the
the covered
covered bonds,
bonds, (2)
(2) pay
pay off
offthe
thecovered
coveredbonds
bonds in
in cash
cash up
up to
to the
the value
value of
of the
the pledged
pledged
collateral, or
collateral,
or (3)
(3) allow
allow liquidation
liquidationofofthe
thepledged
pledgedcollateral
collateralto
topay
pay off
offthe
thecovered
covered bonds.
bonds. Under
Underscenario
scenario 1,
1,
payments
on the
covered bonds
bonds would
would be
be made
made as
asscheduled.
scheduled. Scenarios
Scenarios22and
and33would
wouldbe
betriggered
triggeredifif the
the FDIC
FDIC
payments on
the covered
were to repudiate
repudiate the
the transaction
transaction or
or if
if a monetary default were to occur. In
theFDIC
FDIC will
will pay to
In both
both cases,
cases, the
holders
bonds the
the outstanding
outstanding principal
principal amount
holders of
of covered
covered bonds
amount plus
plus accrued
accrued and
and unpaid
unpaid interest
interest on
on the
the covered
covered
bonds
to
the
date
of
the
FDIC's
appointment
as
conservator
or
receiver,
up
to
the
value
of
the
cover
pool (the
bonds to the date of the FDIC’s appointment as conservator or receiver, up to the value of the cover pool
(the
collateral). IfIfthere
collateral, the
the FDIC
FDIC will
will retain
for distribution
distribution under
under the
the FDIA
FDIA and
if there
collateral).
thereisisexcess
excess collateral,
retain the
the excess
excess for
and if
there
is not
not enough
enough collateral,
collateral, itit will
will limit
claims up
up to
to the
the collateral
collateral value.
value. These
Theseaffirmative
affrmative
is
limitthe
theamount
amount of
ofsecured
secured claims
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statementsprovide
provide certainty
certainty to
to investors
investors and
and eliminate
eliminate the
the risk
risk that
that investors
investors may
may lose
lose aaportion
portion of
of their
their
statements
principal.
principal.

Flexibility
Flexibility
Commentators suggested
suggestedcertain
certainrevisions
revisionsto
to the
theInterim
Interim Policy
Policy Statement
that the
the market
market believed
believed would
would
Commentators
Statement that
encourage
innovation.
Among
these
were
objections
to
the
limitation
on
maturity
and
the
hard
4%
cap
on
encourage innovation. Among these
the limitation on maturity and the hard 4%
issuances. Responding
Responding to
to requests
requestsfrom
from market
market participants,
participants, the
the FDIC
FDIC increased
increased the
theterm
term limit
limit for
issuances.
for covered
covered bonds
bonds
from 10
from
10 to
to 30
30 years.
years. However,
However,the
the FDIC
FDICdeclined
declinedtotoremove
removethe
the 4%
4%cap
cap on
on issuances.
issuances. ItIt indicated
indicated that
that the
the 4%
4% cap
cap
is designed
designed to
to permit
permit regulators
regulatorsan
anopportunity
opportunityto
toevaluate
evaluatethe
themarket.
market.In
Inaasign
signofofflexibility,
fexibility, the
is
the FDIC
FDIC indicated
indicated
that
that itit may,
may, in
in the
the future,
future,change
change the
the limitation
limitationon
onissuances
issuancesas
as the
the market
market develops.
develops.
The FDIC
FDIC also
also noted
noted that
that nothing
nothing in
inthe
thePolicy
PolicyStatement
Statementrequires
requiresthe
theuse
use of
ofan
an SPV
SPVto
toissue
issue covered
covered bonds.
bonds.
Rather,
the
FDIC
will
use
its
"well-defined
standards
to
determine
whether
to
treat
such
entities
separatefrom”
from"
Rather, the FDIC will use its “well-defined standards to determine whether to treat such entities as
as separate
the
depository institution.
institution. The
entity will
will be
on specific
specific
the depository
Thedetermination
determinationas
asto
towhether
whetheran
an SPV
SPV isis aa separate
separate entity
be based
based on
facts and
facts
and circumstances.
circumstances.

Eligible Mortgages
Eligible
Mortgages
The Interim
Interim Policy
defnes "eligible
performing mortgages
on one-to-four
one-to-four family
family
The
Policy Statement
Statement defines
“eligiblemortgages"
mortgages” as
as performing
mortgages on
residential
properties
underwritten
at
the
fully
indexed
rate
and
relying
on
documented
income.
Though
market
residential properties underwritten at the fully indexed rate and relying on documented income. Though market
participants
that the
theFDIC
FDIC expand
expandthe
thedefinition
definition of
of eligible
eligible mortgage
(including changing
participants had
had suggested
suggested that
mortgage (including
changing the
the
criteria for
LTV, delinquency
the FDIC
FDIC determined
criteria
for such
such mortgages
mortgages to
to an
an LTV,
delinquencyand
and negative
negative amortization
amortization assessment),
assessment), the
determined
that
its interest
interest in
in efficient
effcient regulation
resilient
that its
regulation of
of FDIC-insured
FDIC-insuredinstitutions,
institutions,as
as well
wellas
as the
the initial
initial development
development of
of aa resilient
covered bond
bondmarket
marketthat
thatcan
canprovide
providereliable
reliableliquidity
liquidityfor
for well-underwritten
well-underwritten mortgages,
supported retention
retention of
of
covered
mortgages, supported
the
collateral
limitations
specifed
in
the
Interim
Policy
Statement.
However,
while
it
would
not
amend
the
the collateral limitations specified in the Interim Policy Statement. However, while it would not amend the
definition of
LTV, the
LTV for
definition
of eligible
eligiblemortgage
mortgage to
to use
use LTV,
the FDIC
FDIC will
willurge
urgeissuers
issuers to
to disclose
disclose LTV
formortgages
mortgages in
in the
the cover
cover
pool. The
covered bond
bond programs
programsthat
thatwould
would not
not otherwise
otherwise qualify
qualify
The FDIC
FDICalso
also declined
declined to grandfather existing covered
under
this definition.
defnition.
under this

Cover Pool
The FDIC
FDIC clarified
clarifed that
cover pool
pool collateral.
collateral. However,
However,
The
thatthe
the Policy
PolicyStatement
Statement permits
permits the
the substitution
substitution of
of cash
cash as
as cover
the
FDIC
declined
to
further
expand
the
assets,
believing
that
many
of
the
suggested
assets
are
subject
the FDIC declined to further expand the assets, believing that many of the suggested assets are subject to
to
substantialvolatility,
volatility, while
while others
otherswould
wouldnot
notspecifically
specifcally support
supportadditional
additional“liquidity
"liquidity for
for well-underwritten
well-underwritten
substantial
residential
mortgages." However,
showing its
its determination
determination to
to be
beflexible,
fexible, the
FDIC indicated
residential mortgages.”
However, again
again showing
the FDIC
indicated that
that it
it may,
may,
in the
in
the future,
future, reconsider
reconsider the
the limits
limitsplaced
placed on
on the
the composition
composition of
of cover
cover pools.
pools.

Conclusion
Conclusion
The FDIC
FDIC has
provided the
the market
market with
with some
some much
muchneeded
neededcertainty
certaintyand
andclarity.
clarity. And
And itit has
has left
lef open
door for
for
The
has provided
open the
the door
future revisions
future
future
revisions to
to the
the Policy
PolicyStatement,
Statement, noting
noting that
that as
as the
the U.S.
U.S. covered
covered bond
bond market
market develops,
develops, future
modifications or
may be
be considered.
considered. While
that the
the Final
Final Policy
Policy
modifications
or amendments
amendments may
Whilesome
some market
market participants
participants hoped
hoped that
Statement might
might have
have gone
gone further,
further, they
quick to
robust U.S.
U.S. covered
bond market
market is
large
Statement
they are
are quick
to observe
observe that
that a
a robust
covered bond
is aa large
step closer
closer to
to reality.
reality.
step
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About Morrison &
& Foerster
Foerster
With
1000 lawyers
lawyers in
in 17
17 offices
offces around
With more
more than
than 1000
around the
the world,
world, Morrison
Morrison&&Foerster
Foersteroffers
offersclients
clientscomprehensive,
comprehensive, global
global
legal
services
in
business
and
litigation.
The
frm
is
distinguished
by
its
unsurpassed
expertise
in
fnance, life
life
legal services in business and litigation. The firm is distinguished by its unsurpassed expertise in finance,
sciences,and
andtechnology,
technology,its
itslegendary
legendarylitigation
litigation skills,
skills, and
and an
anunrivaled
unrivaled reach
reachacross
acrossthe
thePacific
PacifcRim,
Rim,particularly
particularly in
in
sciences,
Japan
and
China.
Japan and China.
For more
more information,
information, visit
For
visit www.mofo.com.
www.mofo.com.
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