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By Gregorio Arranz, Spanish Mortgage Association
I. FRAMEWORK
The legal framework for Spanish covered bonds – “Cédulas Hipotecarias” (CHs) – is determined by the Law
2/1981 of 25 March on the regulation of the mortgage market (hereinafter, “Law 2/1981”), Law 41/2007 of
7 December, by which Law 2/1981 of 25 March, regulating the mortgage market and other rules of the mortgage and financial system are modified, reverse mortgages and long-term care insurance are regulated and
certain tax regulations are established (hereinafter Law “41/2007”) and the Royal Decree 716/2009 of 24 April,
which develops certain aspects of Act 2/1981 and other rules of the mortgage and financial system (hereinafter
“RD 716/2009”). In May 2013, a new Law on protection of mortgage debtors, restructuring of mortgage debt
and rented social housing was approved and partially affected mortgage and procedural laws and some very
specific points of Law 2/81 referred below.
Regarding bankruptcy regulation, Article 14 of Law 2/1981 (modified by the 19th final provision of Law 22/2003
of 9 July, hereinafter the “Insolvency Law”, and by Law 41/2007) provides for a special treatment for the holders of the CHs in case of insolvency of the issuer. According to this article, CH holders have special privileged
claims (créditos con privilegio especial) as established in Article 90 of the Insolvency Law.
Article 12 of Law 2/1981 defines that the capital and interests of the CH are secured by the entire mortgage loan
book registered in favour of the CH issuer (excl. loans used in securitisations or loans securing mortgage bonds).
Moreover, Article 14 of Law 2/1981 determines that in case of issuer insolvency claims of CH holders shall be
treated as privileged claims against the insolvency estate (créditos contra la masa). It shall be considered as
credits against the mass: all the payments which correspond to the repayment of the capital and interest of
the issued cédulas hipotecarias and, if any, to the substitution assets which backup the cédulas hipotecarias
and the economic flows generated by the financial instruments linked to the issues (Article of 14 Law 2/1981).
Pursuant to Article 84(2)(7), in combination with Article 154 of the Insolvency Law, claims against the insolvency estate have to be paid on their respective due dates without delay of payment, regardless of the status
of the bankruptcy proceedings.
In addition, the second additional provision of the Insolvency Law, modified by Royal Decree – Law 3/2009
of 27 March, establishes that in case of insolvency of credit institutions, their specific legislation, specifically
Article 10, Article 14 and Article 15 of Law 2/1981 of the mortgage market, shall be applicable. As a result,
the mortgage market law supersedes the Insolvency Law.
II. STRUCTURE OF THE ISSUER
Issuers of CHs have to be credit institutions, entitled to participate in the mortgage market and thus, to grant
the mortgage credits or loans that comply with the requirements of the Spanish mortgage market legislation.
In practice, issuers of CH are mainly: commercial banks, saving banks and cooperative banks.
The issuer of the CHs holds the cover assets on his balance sheet and they are not transferred to a different
legal entity.
The CHs, in addition to being direct, unconditional obligations of the issuer and without prejudice to the unlimited universal nature of the liability, comprise a special privileged credit right of its holder against the issuer, and if any, against the substitution assets which backup the cédulas hipotecarias and the economic flows
generated by the financial instruments linked to each issue. This right is guaranteed by the entire mortgage
loan book registered in favour of the issuer. The effectiveness of this right is also guaranteed by the existence
of mandatory overcollateralisation.
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Although in 2017 there was not any change in the covered bonds legal framework, it is worth to mention that
Spanish regulatory authorities (Treasury, Bank of Spain and CNMV) launched in Autumn of 2014 a public consultation on potential changes to the legal regime of CHs. The main topics of the consultation were the following:
a) Possible reduction of the levels of asset encumbrance.
b) Clarification of the rights of cédulas holders in case of insolvency.
c) Introduction of indexation of the cover pool assets.
d) Creation of the figure of the cover pool monitor.
e) Additional liquidity management tools.
Three years and a half after the end of the consultation, it seems no legislative measures could be adopted
in the short term, although the future Directive on Covered Bonds will necessarily oblige Spanish Treasury to
do something.
Although there is no direct link between the covered bonds and the underlying mortgaged properties, there is
a direct link between CHs and the cover assets.
Due to the status of the issuer as a credit institution, one of the requirements to conduct business is to have
adequate human and material resources pursuant to the credit institution legislation.
The degree of outsourcing covered bond issuance activities is quite low, almost irrelevant. Usually, the outsourced service has to be provided by a well-known servicer with an adequate rating. In any case, the issuer
is responsible and liable for the performance of the service.
Additionally, several entities can group their CHs issuances in a CDO structure (called multi-seller structure).
This is based on the issuance of securitisation bonds, backed by the cash-flow generated by such CHs, by an
open vehicle that, under Spanish law, is created as a separate fund without legal personality, serviced by a
securitisation fund trustee or management company. The bondholders of each of the series issued by the fund
will bear the risk of default on the CHs backing the bonds. The holders of these securities, known as “cédulas
multicedentes” enjoy all of the advantages of the covered bond but as well of a higher degree of risk diversification. Notwithstanding the latter, there have not been “cédulas multicendentes” issuances in the last years
It is important to point out that there is another Spanish covered bond called Cédulas Territoriales (CTs) with
the same special privilege claim status as CHs. In this case, the cover asset pool consists of all loans to the
Spanish State, its autonomous communities and local authorities, as well as their entities and dependent public
companies and entities of a similar nature in the European Economic Area. The credit institutions may issue
CTs up to 70% of the eligible public loan portfolio, resulting in a minimum overcollateralisation of 43%. Later
on, the Law 14/2013 of 27 September on support for and the internationalisation of entrepreneurs created the
so-called “Cédulas de Internacionalización” and “bonos de internacionalización” which are covered bonds very
similar to cédulas hipotecarias and bonos hipotecarios (see below) where the cover asset pool consists of loans
and credits associated with the financing of export agreements. Secondary legislation was approved by Royal
Decree 579/2014 of 4 July. The total amount cannot exceed 70% of the eligible amounts. Last but not least,
a last type of covered bonds is the Bonos Hipotecarios that, although contemplated in Law 2/1981, have not
been used for the time being. These bonds have specific mortgages as collateral and not the whole portfolio.
III. COVER ASSETS
A distinction shall be made between cover assets and eligible assets.
Cover assets consists of the entire mortgage loan book registered in favour of the issuer. The special privileged
claims of the holders of CHs are guaranteed by the cover asset pool and if any, by the substitution assets
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which backup the cédulas hipotecarias and the economic flows generated by the financial instruments linked
to each issue.
The Law 2/1981 does not establish specific requirements for mortgage loans that constitute the cover asset pool.
For issuance purposes and their limits, it shall be considered as eligible assets in order to determine the maximum amount of CH issued and outstanding for a particular issuer.
All mortgage loans which comply with the following criteria are taken into account for the calculation of the
maximum amount of CH issued and outstanding:
> The object of the loan or credit must be the financing of the construction, reconstruction, or acquisition
of residential premises, zoning works and social equipment, construction of agrarian buildings, tourist,
industrial and commercial and any other activity or work and any other loan, regardless its purpose.
> The mortgage that guarantees the loan or credit must be a first-ranked mortgage.
> The loan or credit guaranteed may not exceed 60% (Article 5 of Law 2/1981 modified by Law 41/2007)
of the mortgage lending value of the mortgaged asset, except for the financing of the construction, reconstruction or acquisition of residential premises, in which case it may reach 80% of such value.
> The 80% limit in the ratio between the guaranteed loan or credit and the value of the mortgaged home
mentioned in the previous section can be exceeded, without under any circumstances exceeding 95%, if
the mortgage loan or credit has a bank guarantee provided by a different credit institution to the creditor or is covered by credit insurance. The bank guarantee or insurance shall be direct and will cover at
least the amount of the guaranteed loan or credit which exceeds 80% of the valuation of the mortgaged
asset and interests (Article 5 of RD 716/2009). Although the latter is a theoretical possibility as a matter
of fact Spanish issuers have never utilized it. Any possible usage should be under the stringent control
of Bank of Spain.
Notwithstanding, mortgaged loans or credits that initially exceed these percentages can be used as cover
assets for the issuance of CHs when, as a consequence of the repayment of their principal amount or
the modification of the market value of the mortgaged properties the values do not exceed said LTV, in
relation to the initial or revised valuation of the mortgaged asset.
The mortgaged properties must have been valued previously by the so-called “Sociedades de Tasación”
or by the valuation services of the issuer.
> The mortgaged assets must be insured against damages.
> Residential mortgage loan cannot exceed 30 years.
All mortgage loans that do not fulfil at least one of the above mentioned criteria cannot be taken into
account for the calculation of the maximum amount of CH.
Excluded from cover asset pool are special types of mortgage credits or loans, such as:
> Those documented by way of registered securities, either to the order or bearer securities.
> Those which are partially or totally due.
> Those which have already been the subject of mortgage participations (“Participaciones Hipotecarias”,
i.e. loans used in securitisations).
> Those subject to senior mortgages or seizure.
The right to use and enjoy (“derecho de usufructo”) administrative concessions, rights to extended areas
(“derechos de superficie”) and real estate properties which do not have building codes (i.e. those which are
outside the zoning regime) are excluded as well.
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The cover asset pool is defined as a dynamic cover pool. ABS/MBS or other assets are not allowed in the cover
pool, but mortgages are allowed.
It has been a common practice for the issuer to hedge the interest rate risk by using the corresponding derivative instrument.
The institution issuing the cédulas hipotecarias will keep a special accounting register of the loans and credits
that serve as collateral of the issues of cédulas hipotecarias and, if any, of the substitute assets fixed that
cover them, as well as the derivative financial instruments linked to each issue. The annual accounts of the
issuing institution shall contain the essential details of said register (Article 12 of Law 2/1981, Article 21 of
RD 716/2009 and Circular 7/2010 of 30 November of the Bank of Spain).
In order to guarantee the transparency of the cover assets, the issuers have to provide the Bank of Spain
with a monthly cover pool report. Moreover, there is a general duty of disclosure as a result of the continuous
supervisory power of the Bank of Spain
IV. VALUATION AND LTV CRITERIA
According to mortgage market legislation, the value of the mortgaged property has to be appraised prior to
the issuance of the CHs by specialised companies, the so-called Sociedades de Tasación or by the valuation
services of the issuers.
As said before, for eligible assets, the loan or credit guaranteed may not exceed 60% (Article 5 of Law 2/1981
modified by Law 41/2007) of the mortgage lending value of the mortgaged asset, except for the financing
of the construction, reconstruction or acquisition of residential premises, in which case it may reach 80% of
such value.
The mortgage markets legislation also determines the regulation for the appraisal service and the requirements with which the specialised companies have to comply, such as, an exclusive corporate object, minimum
corporate capital requirement, registration with the corresponding registry at the Bank of Spain. The last legal
reform as of May 2013 prevents credit institutions from owning more than a 10% of appraisal companies’
capital. Moreover, those entities are supervised and subject to inspection by the Bank of Spain. These rules
were developed by the Ministerial Order of 27 March of 2003 in relation to the appraisal of real estate goods.
V. ASSET – LIABILITY MANAGEMENT
The volume of CHs issued and outstanding by a particular Issuer cannot exceed 80% (Article 16 of Law 2/81)
of the sum of the unpaid principal amounts corresponding to all the mortgage credits or loans included in the
Issuer’s portfolio that comply with the requirements mentioned above under section III on cover assets. The
issuer cannot issue CHs beyond these percentages at any time.
The cédulas hipotecarias can be backed up to a limit of 5% of the issued capital by substitution assets (fixed
income securities issued by the State and other EU Member States, cédulas hipotecarias, mortgage bonds,
securities issued by Mortgage Securitisation Funds or Asset Securitisation Funds and other fixed-income securities listed on an official secondary market or on a regulated market, with a credit rating equivalent to that
of the Kingdom of Spain – Article 15 and Article 17 of Law 2/1981)
Notwithstanding this general statement, if the limit is surpassed due to increases in the redemption of the
Eligible Assets or any other event whatsoever, the Issuer shall re-establish due balance by means of any of
the following actions:
> Cash deposit or deposit of government paper in the Central Bank of Spain.
> Acquisition of CHs in the relevant marketplace.
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> Execution of new mortgage loans or acquisition of mortgage participations provided that they are eligible
to cover CHs.
> Redemption of CHs by the pertinent amount until balance has been reinstated, which, if necessary, can
be executed through early redemption and drawing the number of securities to be redeemed by lot.
As a general remark it should be noted that it has been a common practice for the issuer to hedge interest
rate risk.
Moreover, regulation provides for some particular rules in this respect that can be summarised as follows:
Issuers shall adopt the necessary measures to avoid inappropriate imbalances between the flows from the
cover portfolio and those derived from the payments due for the cédulas that they issue (Article 17(6) of
RD 716/2009).
Concerning foreign exchange risks, there is no legal provision in relation to the following areas:
> The currency of the covered bonds;
> Limiting FX risks between cover assets and the CHs;
> Limiting, managing or hedging the exchange risk as in the case of the interest rate risk. Notwithstanding,
it is universal market practice to denominate the CHs in Euro if the currency of the cover assets is Euro.
Other risks such as early repayment, reinvestment, etc. are also mitigated by the 25% overcollateralisation
as well as by the dynamic nature and structure of the cover pool.
VI. TRANSPARENCY
As mentioned above (Section III, Cover Assets) Spanish legislation obliges Spanish issuers of covered bonds
to keep a special and very complete register of their loans and credits. The annual accounts have to contain
additionally the essential details of said register.
On top of that, main Spanish issuers of CH, coordinated by the Spanish Mortgage Association, and since the
end of 2011, have created a transparency template, consistent with the guidelines of the ECBC Label Initiative. This last version meets the requirements of Article 129(7) of the Capital Requirements Regulation (CRR).
VII. COVER POOL MONITOR AND BANKING SUPERVISION
The institution issuing the cédulas will keep a special accounting register. Please refer to Section III on cover
assets. The Spanish legislation does not require a special pool monitor other than the supervision on a continuous basis by the Bank of Spain which includes the periodic disclosure of information regarding cover assets
by credit institutions.
The Bank of Spain beyond its regular prudential supervision is responsible for specifically supervising compliance with the limits and regulatory requirements and is entitled to adopt measures in order to mitigate any
breach or deviation from the regulation, including sanctioning such breach or failure.
The issuer is also responsible and liable for cover and eligible assets pool monitoring. The quantitative mandatory limits have to be maintained at all times, thus the monitoring is carried out continuously by the issuer as
a part of the risk management and auditing of its activity.
The “special” supervision – as per reference to Article 52(4) UCITS – is also carried out by the Comisión Nacional del Mercado de Valores (hereinafter, “CNMV”). The CNMV may also monitor and supervise compliance
with statutory requirements and limits upon approval of the issuance and clearly supervise the placing process
The role of the rating agencies shall be decided by the issuer on a case-by-case basis, either for commercial
or market reasons, although as matter of fact most issues are rated.
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VIII. SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED BONDS
Identification of the cover assets
Any mortgage that is originated in Spain must be registered in the Land Registry. Consequently, the Land Registry is the cover registry which records all the mortgages serving as the collateral for the CHs. The institution
issuing the cédulas will keep a special accounting register.
Asset segregation from the insolvency’s estate
Article 14 of Law 2/1981 of the regulation of the mortgage market stipulates that the institution issuing the
cédulas will keep a special accounting register. This provides the legal framework regarding the position of the
rights of the holders of the CHs in case of insolvency of the Spanish issuer.
In this respect, it is worth pointing out the following relevant issues:
1. According to Article 14 of Law 2/1981 claims of CH holders have to be treated as privileged claims against
the insolvency estate (créditos contra la masa). Article 84(2)(7) and Article 154 of the Insolvency Law
require that claims against the insolvency estate have to be paid by the insolvency administrators on their
respective due dates without delay of payment, regardless of the status of the bankruptcy proceedings.
In the case of CH, the claims of the CH holders are secured by the entire mortgage loan book registered in
favour of the CH issuer (Article 12 of Law 2/1981) and if any, by the substitution assets which backup the
cédulas hipotecarias and the economic flows generated by the financial instruments linked to each issue.
The definition as stated by the Insolvency Law implies the application of the special rule of payment without
enforcement of the collateral.
The Insolvency administration is not entitled to adopt any decision against said legal provision and has to
use the proceeds from the issuer’s mortgage loan book to satisfy CH principle and interest payments on
their respective due dates without delay of payments.
2. The Insolvency administrators are obliged to pay such amounts as long as the cash flows produced by the
cover assets are sufficient to meet the CHs payments pursuant to Article 84(2)(7) of the Insolvency Law.
In this respect, the Insolvency Law provides a clear definition of the claims of CH holders as special privileged
claims without enforcement of the collateral. It also provides an unequivocal classification of the claims of
CH holders, as claims against the insolvency estate and clear identification of the cover assets, which are
reserved to meet the claims of the CH holders.
Thus, the clarity of the provision leaves no room for a different interpretation. In other words, the same
legal provision that states the privilege, states the extent and limits of the same.
All of the holders of cédulas hipotecarias, whatever their date of issue, shall have the same preference
over the loans and credits covering them and if any, to the substitution assets which backup the cédulas
hipotecarias and the economic flows generated by the financial instruments linked to each issue.
3. The payments to be effected by the debtor comprise all those deriving from principal and interest of the
issued and outstanding CHs on the date on which the Insolvency is declared. All CH payments have to be
met on their respective due dates, regardless of the status of the bankruptcy proceedings. In the case where
the cover assets are insufficient to meet the CH payments, the claims of the CH holders will be realised. The
payment to all of the cédulas hipotecarias owners shall be done on a pro rata basis, regardless of the issue
date of their securities. (Article 14 of Law 2/1981). In the case of insufficient cover assets, all CH holders’
claims will be met on a pro-rata basis together with ordinary claims (Article 157(2) of the Insolvency Law).
A judicial stay (moratorium) on the insolvency’s estate cannot delay the cash flows from the cover assets
and, therefore, endanger the timely payment of interest and the principle on CHs.
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In case of insolvency of the issuer, liquidity is ensured by the means discussed above, by the flows derived
from the cover assets.
To comply with the payment obligations to the holders of the cédulas hipotecarias in the event of a temporary
gap in the revenue received by the debtor, payments shall be made by means of liquidating the substitution assets serving as collateral of the issue. If this was insufficient, payments shall be made by means of
funding operations via subrogation of the debtor in the position of the holder of the cédulas (Article 14 of
Law 2/1981).
Administration of the cover assets
In case of insolvency, it is the normal insolvency administrator who administrates the cover assets. In this
respect, under Spanish Insolvency Law, the bankruptcy is directed by commercial court of competent jurisdiction and managed by a specific body called the “bankruptcy authority” (“administración concursal”) normally
comprising a single person.
IX. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION
The legislation when taken together with the practices, processes and procedures across the industry should
fall within the criteria of Article 129 of the Capital Requirements Regulation (CRR). The Spanish covered bonds
fulfil the criteria of Article 52(4) UCITS and Article 129 CRR.1
Finally, the CHs upon being listed or applied for listing are eligible for: i) investment by insurance companies
of their technical provisions obligations; ii) the investment by mutual guarantee companies; iii) investment
by Pensions Funds.

1

Please click on the following link for further information on the UCITS Directive and the Capital Requirements Regulation (CRR):
https://hypo.org/ecbc/covered-bonds/.
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> Figure 1: Covered Bonds Outstanding, 2008-2017, EUR
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> Figure 2: Covered Bonds Issuance, 2008-2017, EUR
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Issuers: ABANCA Corporación Bancaria, S.A., Banca March, Banco Caja Castilla La Mancha, Banco Caminos, Banco de Sabadell S.A., Banco Mare
Nostrum, Banco Popular, Banco Popular e.com, Caja Rural de Granada, Banco Santander S.A., Banesto, Bankia, Bankinter, Bankoa, Barclays Bank,
BBVA, BES SA, C. Pollença, CaixaBank SA, Caja Laboral, Caja Rural Navarra, Cajas Rurales Unidas, Cajasur, Catalunya Bank, CEISS, Deutsche Bank
SAE, Ibercaja, Kutxabank S.A., Liberbank, NCG Banco, Santander Consumer Finance, Unicaja Banco.
ECBC Covered Bond Comparative Database: http://www.ecbc.eu/framework/45/C%C3%A9dulas_Hipotecarias.
:B
 anco de Sabadell, S.A. (1 pool), Bankia (1 pool), CaixaBank SA (2 pools), Banco Santander S.A. (1 pool), Kutxabank
S.A. (1 pool), Unicaja Banco SA (1 pool), Banco Popular Español, SA (1 pool), BBVA (2 pools), Bankinter, S.A. (1 pool),
Ibercaja Banco S.A. (1 pool), Eurocaja Rural (1 pool), Caja Rural de Navarra, Credit Cooperative (1 pool), ABANCA
Corporación Bancaria, S.A. (1 pool).
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