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3.5 DENMARK

By Mette Saaby Pedersen, Association of Danish Mortgage Banks 
and Svend Bondorf, Nykredit

I. FRAMEWORK

The Danish rules regarding the financing of real property were amended in 2007. The Danish Act on 
covered bonds (SDOs) came into force on 1 July 2007. It was passed to implement the SDO rules of 
the new EU capital adequacy rules (CRD). At the same time, it met the political objective of giving both 
mortgage banks and commercial banks the opportunity to issue SDOs.

Danish mortgage banks and commercial banks are regulated in detail by the Danish Financial Business 
Act (Lov om finansiel virksomhed). Danish mortgage banks are also governed by the Danish Mortgage-
Credit Loans and Mortgage-Credit Bonds etc. Act (the “Mortgage Act”) (Lov om realkreditlån og re-
alkreditobligationer mv.). The mortgage banks are specialised banks.

Specific bankruptcy regulations laid down in the Financial Business Act and the Mortgage Act prevail over 
general bankruptcy regulations (sections 247a-247i of the Financial Business Act and sections 22‑33 of 
the Mortgage Act).

II. STRUCTURE OF THE ISSUER

The Danish Financial Supervisory Authority (FSA) may license mortgage banks, commercial banks and 
ship financing institutions1 to issue covered bonds.

In the past, only mortgage banks were allowed to issue mortgage bonds/covered bonds. Now commer-
cial banks are also able to issue covered bonds  to fund mortgage loans. However, mortgage banks still 
have the exclusive right to issue covered mortgage bonds. 

This leads to the existence of three types of Danish mortgage bonds:

>	 the (traditional) mortgage bonds (Realkreditobligationer, ROs) issued by mortgage banks. ROs are 
UCITS compliant (article 22(4)).

>	 the (new) covered mortgage bonds (Særligt Dækkede Realkreditobligationer, SDROs) issued by 
mortgage banks, fulfilling the former as well as the new legal requirements. SDROs are both UCITS 
(article 22(4) and CRD compliant (Annex VI, 68).

>	 the (new) covered bonds issued by commercial or mortgage banks (Særligt Dækkede Obligationer, 
SDOs). SDOs are both UCITS (article 22(4) and CRD compliant (Annex VI, 68).

In addition, all ROs issued before 1 January 2008 maintain their covered bond status in accordance with 
the grandfathering option under the CRD.

The new legislation in Denmark allows for joint funding, i.e. two or more institutions joining forces to 
issue covered bonds in order to achieve larger issues.

Danish mortgage banks operate subject to a specialist banking principle in accordance with Danish legis-
lation, which confines the activities of issuers to the granting of mortgage loans funded by the issuance of 
mortgage bonds. The cover pool may include unsecured loans to public authorities and guarantees issued 
by public authorities. Mortgage banks may also carry on other business related to mortgage banking. 

DENMARK

1	� Ship financing institutions are regulated by the Act on a Ship Financial Institute (Act no 1376 - 10 December 2007).
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The specialist banking principle implies that mortgage banks are confined to granting loans that meet 
the requirements for cover assets imposed by legislation. Similarly, the funding sources are limited to 
ROs, SDOs and SDROs. This is due to the fact that Danish mortgage banks are not allowed to accept 
deposits etc as a source of funding, cf section 8 of the Financial Business Act.

The issuer (mortgage bank or commercial bank) holds the cover assets on its balance sheet as well as 
all rights under the cover assets. Bonds and cover assets are assigned to individual capital centres in 
mortgage banks and to registers in commercial banks. The individual bonds, however, are not linked to 
individual mortgage loans. In case of suspension of payments or bankruptcy proceedings, the assets of 
the capital centres and registers will be frozen, and no excess funds may be transferred from them. In 
a bankruptcy scenario, the assets of a/each capital centre/register constitute a separate cover pool, cf 
section 27 of the Mortgage Act and section 247d of the Financial Business Act.

Issuers have their own employees. Outsourcing of activities is allowed if control measures are deemed 
satisfactory by the FSA, and consumer protection regulations are observed. The valuation of property 
may be outsourced provided that the issuer conducts sample valuations on a regular basis. The loan 
origination process may be outsourced, whereas the final approval process related to loan applicants is 
not subject to outsourcing. Loan administration activities may be outsourced.

III. COVER ASSETS

Assets eligible as the basis for bond issuance:

Covered bonds – SDO Covered mortgage bonds – SDRO Mortgage bonds – RO

> Loans secured by real property
> Exposures to public authorities
> �Exposures to credit institutions 

(up to a maximum of 15 %)
> �Collateral in ships (not an option 

for mortgage banks)

> Loans secured by real property
> Exposures to public authorities

> Loans secured by real property
> Exposures to public authorities

To serve as cover assets, mortgages must be entered in the Danish land register, which is kept by the 
Danish district courts. Digital land and loan registration was launched in September 2009 and  crowns 
several years of cooperation in the Danish financial sector aimed at handling customers’ loans faster 
and more efficiently.

With respect to SDO the cover pool may include exposures to credit institutions up to a statutory maxi-
mum limit of 15% of the nominal value of the outstanding amount of SDOs. Owing to various technical 
aspects regarding the lending activities of mortgage banks or commercial banks, a number of invest-
ments are not subject to this limit. 

The difference between funding and lending may be hedged through derivatives, which are included in 
the cover pool assets.

In a capital centre in a mortgage bank the cover pool is dynamic as a result of the current addition and 
disposal of loans in connection with the granting and repayment of loans. In most capital centres assets 
may exclusively be transferred to or from the cover pool upon new lending and (p)repayment. On (p)
repayment, the corresponding amount of issued bonds will be transferred from the capital centre. Each 
mortgage loan (cover asset) refers to specific ISIN codes and both cover assets and ISIN codes are as-
signed to specific capital centres. It is therefore not possible for the issuer to (i) change the cover pool 



145

unless in connection with new lending and (p)repayment nor (ii) transfer cover assets between different 
cover pools. Such cover pools are thus less dynamic than cover pools where existing mortgages can be 
transferred into and out of the cover pools. Cover assets must be identifiable, and the FSA supervises 
cover asset identification.

IV. VALUATION AND LTV CRITERIA

The Financial Business Act and the Mortgage Act contain provisions on property valuation. 

Where loans are funded by the issuance of SDOs and SDROs, valuations are based on the open market 
value of a property. Where loans are funded by ROs, valuations are based on the mortgageable value. 
In Denmark, the mortgageable value will correspond to the open market value in the vast majority of 
cases, cf sections 10-15 of the Mortgage Act.

LTV limits - an overview

Loan Type

Property category
Covered bond – SDO

Covered mortgage 
bond – SDRO

Mortgage bond – RO

Residential property 80% or 75%1) 80% or 75%1) 80%

Holiday property 60% 60% 60%

Agricultural property 60%2) 60%2) 70%

Commercial property 60%2) 60%2) 60%

Note:	 1) �80% for loans issued with up to 30 years maturity and 10 years interest-only period and 75% for loans with an unlimited maturity and 
interest-only period.

	 2) The LTV can be raised to 70% if the bank adds additional collateral.

In connection with the issuance of SDOs and SDROs, mortgage banks and commercial banks must en-
sure continuous LTV compliance - ie not just at disbursement of the loan as is the case for ROs. Where 
an LTV ratio exceeds the statutory limits, the bank must add supplementary security to the capital 
centre/register. Otherwise, the issues will lose their status as SDOs or SDROs. Where the LTV limit of 
75% for owner-occupied dwellings etc is exceeded, supplementary security will be required when the 
LTV exceeds 80%.

Mortgaged property is valued (on-site inspection) as part of the processing of loan applications. If the 
customer applies for a supplementary loan, a new valuation will be performed. When a loan is granted, 
the LTV thereof is assessed on a case-by-case basis. A basic principle of the valuation regulations is that 
valuations must be performed by a valuation officer of an issuer. Provided that a number of conditions 
are met, valuations may be outsourced. The detailed conditions are set out in the Financial Business 
Act and the Mortgage Act.

All valuations of mortgaged property by the Danish mortgage banks are reported to the FSA. The FSA 
performs random checks of mortgage banks’ valuations by way of on-site inspections. In 2005 the FSA 
approved the use of an automated valuation model (AVM) for the valuation of mortgaged property. The 
AVM was approved for specific property categories only. AVM valuations are also supervised by the FSA.

V. ASSET - LIABILITY MANAGEMENT

The Financial Business Act, the Mortgage Act and the Executive Order on bond issuance, balance principle 
and risk management require mortgage banks and commercial banks to observe a balance principle and 
a set of rules on risk management in connection with the issuance of RO, SDRO and SDO.

DENMARK
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The Executive Order provides limits to the scope of differences allowed between on the one hand the 
payments from borrowers and on the other hand the payments to the holders of the issued ROs, SDROs 
and SDOs. The limits are adjusted by loss limits to the interest rate, foreign exchange, option and liquid-
ity risks that follow from cash flow differences in the balance sheet. The Executive Order also contains 
a number of other provisions limiting financial risk.

For commercial banks, the balance principle is applicable at register level. For mortgage banks, the bal-
ance principle is applicable at the level of the individual capital centres and the institutions in general. 

For each register/capital centre, mortgage banks and commercial banks must choose whether to comply 
with either the specific balance principle or the general balance principle. The choice of balance principle 
does not depend on the choice of bond type (RO, SDRO or SDO) issued out of the register/capital centre. 
The differences between the two balance principles are as follows:

Types of risk Specific balance principle General balance principle

Interest rate risk Stress test on level and structure 
+ 

Loss limit of 1 per cent of capital base 
+ 

Risks in different currencies cannot 
be set off

Stress test on level and structure
Loss limit for mortgage banks dependent of 

stress test:
1 per cent/ 5 per cent of capital adequacy 

requirement +
2 per cent/10 per cent of the additional excess 

cover
Loss limit for commercial banks dependent of 

stress test:
10 percent/100 percent of excess cover

Currency risk Exchange rate indicator 2 
(few currencies) 

+ 
Loss limit of 0.1 per cent of 

capital base

Simple stress test
Loss limit for mortgage banks:

10 pct. of capital adequacy requirement +
10 per cent of the additional excess cover
for EUR and 1 per cent of capital adequacy 

requirement + 1 per cent of additional excess 
cover

 of other currencies 
Loss limit for commercial banks

10 percent of excess cover

Option risk Maximum term of 4 year 
+ 

Structural limits on call options and 
index‑linking

Stress test on volatility
Loss limit for mortgage banks: 

0,5 per cent of capital adequacy requirement +
1 per cent of the additional ex-cess cover

No maturity or structural limits
Loss limit for commercial banks

5 percent of excess cover
No maturity or structural limits

Liquidity risk Limitations on temporarily liquidity 
deficits

25 per cent (years 1-3)
50 per cent (years 4-10)

100 per cent (from year 11) 

Limitations on interest payments: 
Interest (in) > Interest (out) (over a current 

period of 12 months) 
+ 

Present value 
PV (in) > PV (out) (always) 

Repayment of loans 
by bonds other 

than the underlying 
bonds

Max. 15 pct. 
Both own issued bonds and bonds 

from other credit institutions 
+ 

Approximately same cash flow

Max. 15% from other credit institutions 
- Own issued bonds unlimited 
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Despite the risk limits of the balance principle, Danish mortgage banks have in practice structured their 
mortgage lending business in such a way that they do not assume significant financial risks with respect 
to lending and the underlying funding activities. Thus, the mortgage banks have nearly eliminated inter-
est rate risk, foreign exchange risk and prepayment risk. 

Loans granted by the Danish mortgage banks are funded exclusively through mortgage bond issuance. 
Proceeds from issuance according to the loan amount must therefore be available on the date of loan 
disbursement. The mortgage bank commonly achieves this through tap issuance. Each loan disbursed 
is linked to certain amounts of bonds (not certain bonds) in one or several specific ISIN codes currently 
open for issuance. Knowing which loans to disburse, e.g. the following day, the mortgage bank pools 
the bond amounts necessary for these loans. Having done this, the total tap amount for each open ISIN 
code is issued and – subsequently – sold to investors. The tap issuance thus ensures that the following 
key criteria are maintained day by day:

>	Provision of liquidity for actual disbursement;

>	Balance of mortgages and bonds outstanding on capital centre level;

>	Balance of future payments on capital centre level.

The individual ISIN code can be open for issuance for an extended period of time. With tap issuance tak-
ing place virtually every day over a period of several years there is no strict distinction between primary 
and secondary markets in the Danish system. In other words: a liquid secondary market has a direct 
positive impact as a catalyst for smooth operation and tight pricing in the primary market. 

The Danish commercial banks are also subject to the strict ALM rules. In practice the commercial banks 
operate under a general asset and liability management and do not offer pass-through products.

The FSA must be informed of any balance principle breaches without delay. Breaches are punishable by 
a fine imposed by the FSA. In case of severe or multiple breaches, the FSA may revoke the operating 
license and dismiss the management of the issuer. 

According to the Financial Business Act, the capital base must represent at least 8% of risk-weighted 
assets and at least EUR 5m. Mortgage banks must observe the capital adequacy requirement both at 
individual capital centre level and at the level of the institution. Overcollateralisation forms part of the 
cover pool. If this requirement is not observed, the FSA must be informed without delay. In this case, 
the FSA will issue an order effecting suspension of payments and, if applicable, initiate bankruptcy pro-
ceedings against the issuer. The FSA may also grant the issuer time to secure an adequate capital base.

In addition, issuers are required to prepare comprehensive reports on asset-liability management for 
the FSA on a quarterly basis. 

VI. COVER POOL MONITOR AND BANKING SUPERVISION

The issuer monitors the cover pool continuously. Data from every single loan offer from the Danish 
mortgage banks and thus all property valuations for new lending purposes are reported to the FSA on 
a quarterly basis. 

There is no cover pool monitor officer. Instead, in the mortgage banks the internal auditors are required 
to monitor the existence of the mortgages in the capital centre on a current basis. The commercial banks 
report on a quarterly basis to the FSA on the assets in the register. The statement of the registered as-
sets must be verified by the external auditor of the bank.

DENMARK
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Banking supervision is carried out by the FSA. The FSA has the authority to issue an order with which 
the issuer must comply. In case of severe or multiple breaches of Danish law or of such orders, the FSA 
may revoke the operating licence and dismiss the management of the issuer, cf sections 373-374 of the 
Financial Business Act.

VII. SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED BONDS

Capital centres of mortgage banks (regardless of whether the issuer has issued ROs, SDROs 
or SDOs):

Cover assets, mortgages and eligible securities are assigned to specific capital centres which constitute 
the cover pools of the bonds issued in accordance with Danish legislation. A capital centre consists of 
a group of series with joint liability and a joint series reserve fund. To become eligible as collateral, 
mortgages must be entered in the Danish land register or filed for registration in the register (under 
certain conditions). Mortgages are registered at a specific level employing a property identification code. 
Eligible securities are registered on an accounting basis. The registration is legally binding and will form 
the basis of any bankruptcy proceedings. 

The issuer - which is subject to the supervision of the FSA - keeps the cover register. The land register 
is kept by the Danish district courts.

Cover assets are assigned to cover pools on an ongoing basis in accordance with Danish legislation, and 
no further steps to secure a segregation of assets are therefore required. 

If bankruptcy proceedings have been initiated, a trustee appointed by the bankruptcy court will adminis-
ter the cover assets. As mortgage bank creditors are essentially bondholders, no separate administrator 
is appointed. Bond investors have a primary secured claim against all assets in the cover pool. Derivative 
counterparties have a corresponding primary preferential right provided that the derivatives contract 
stipulates that the suspension of payments or bankruptcy of the institution does not constitute an event 
of default. Bonds issued to secure assets as compensation for LTV excess (also referred to as junior 
covered bonds) have a secondary preferential right to all assets of the capital centre. The trustee may 
re-establish the issuer, if possible, and is not necessarily required to dissolve the enterprise.

When a mortgage bank becomes subject to bankruptcy proceedings, the assets of a capital centre will 
be segregated to satisfy bondholders, etc, in accordance with their legal position as secured creditors2. 

Any excess funds will form part of the assets available for distribution immediately or subsequently.

Any outstanding claims against the capital centres3 – also referred to as residual claims – are payable 
out of the assets available for distribution. In this case, bondholders and derivative counterparties are 
secured creditors ranking before ordinary creditors, including holders of junior covered bonds. Junior 
covered bond holders are thus secondary secured creditors in relation to the capital centre but ordinary 
creditors as regards the assets available for distribution.

The bankruptcy proceedings against a mortgage bank cannot be closed until the last creditors have been 
paid or all funds have been distributed. Note that no Danish mortgage bank has ever been subject to 
bankruptcy proceedings. 

2	� The same segregation of assets takes place in the “mortgage bank in general” as regards bonds issued outside capital centres at the level of 
the institution. However, the value of such assets may not exceed the value of the mortgages under the bonds plus an amount equal to 8% of 
the risk-weighted value of the mortgages.

3	� Including any claims by bondholders against the “mortgage bank in general”.
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The preferential position ensures that a bankruptcy scenario will only in exceptional cases affect bond 
investors and derivative counterparties, thereby rendering bonds bankruptcy remote.

Bankruptcy regulations applicable to Danish mortgage banks contain detailed guidelines which must be 
observed in a bankruptcy scenario. Key points of the guidelines are: 

>	A trustee will be appointed by the bankruptcy court to administer all financial transactions of the 
issuer;

>	The trustee will be instructed to meet all payment obligations under bonds issued in due time 
despite any suspension of payments of the issuer;

>	All new lending activities of the issuer will be suspended; 

>	The trustee may issue bonds to refinance maturing bonds and raise secured loans to obtain liquidity 
(cf below);

>	The trustee may transfer an entire capital centre to another mortage bank;

>	Payments on loans will not be accelerated, and therefore payments from borrowers will fall due 
according to the original payment schedule;

>	The trustee will not meet the claims of other creditors until all payment obligations under the senior 
bonds have been met in full;

>	Derivative counterparties enjoy the same legal position as senior bonds.

Bonds do not accelerate automatically. Payments fall due according to the original payment schedule. 

The trustee is ordered by law to meet all payment obligations under senior bonds and the derivative 
contracts as they fall due. 

If payments from cover assets (mortgages and overcollateralisation of minimum 8%) are insufficient 
to meet the payment obligations, the trustee has the authority to raise additional loans. If this fails, 
the issuer will ultimately default on its payments. The trustee may raise loans to meet the payments 
for bondholders and derivative counterparties and provide security for such loans in the form of assets 
other than the cover pool mortgages, ie the reserve fund assets. Security can also be provided in the 
form of collateralized funds from the upcoming borrower instalment. The lender will have a first priority 
secured claim against the assets provided as security but not against the mortgages.

Cover assets are assets on the issuer’s balance sheet, the issuer being the mortgagee of the mortgages. 
Cash flows from the cover assets must be used to meet the payment obligations under the bonds and 
the derivative contracts. Only the issuer as mortgagee, not investors, is entitled to foreclose on cover 
assets. Cash flows from cover assets must be used to meet firstly the payment obligations under senior 
bonds and the derivative contracts, secondly the obligations under junior covered bonds. 

Commercial bank registers

A commercial bank may now set up a register segregating assets, which exclusively serve as SDO cover 
assets. 

As is the case with mortgage banks, derivative counterparties have a primary preferential right in line 
with the SDOs provided that the derivatives contract stipulates that the suspension of payments or 
bankruptcy of a commercial bank does not constitute an event of default. Bonds issued to secure assets 
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as compensation for LTV excess (also referred to as junior covered bonds) have a secondary preferential 
right to all assets of the register.

The register is kept by the commercial bank and must at all times contain all assets, guarantees received 
and derivatives contracts, clearly individualised. The commercial bank must submit statements of the 
assets to the FSA. The external auditor must perform continuous regular control of the register and at 
least twice a year make unannounced of register audits.

Where the FSA suspends the licence of a commercial bank to carry on banking business, the FSA or the 
bank files a bankruptcy petition, or the bank is adjudicated bankrupt following the petition of a third 
party, the FSA will decide whether the register is to become subject to administration by an administra-
tor as an estate in administration. The administrator (and not the ordinary trustee) will be in charge of 
the assets of the register. 

Any unsatisfied residual claims by SDO holders and derivative counterparties against the register may 
be proved against the assets available for distribution of the commercial bank, but – contrary to the 
proceedings related to mortgage banks – exclusively as ordinary claims. Residual claims from junior 
covered bonds may also be proved as ordinary claims against the assets available for distribution. 

The register is – contrary to the capital centres of mortgage banks – not subject to any specific statu-
tory minimum requirement as to capital adequacy. The 8% capital adequacy requirement must only be 
fulfilled at the level of the commercial bank. 

VIII. RISK WEIGHTING AND COMPLIANCE WITH EUROPEAN LEGISLATION

Most of the Danish covered bonds are listed on NASDAQ OMX in Copenhagen, which is a MiFID approved 
Stock Exchange. The covered bonds denominated in DKK are issued via VP Securities Denmark, the 
Danish CSD. The euro denominated Danish covered bonds are issued via VP Lux in Luxembourg. The 
reason for this is that only covered bonds issued within the euro zone are eligible as collateral in the 
ECB. VP Securities in Denmark are under supervision by the Danish FSA and VP Lux is under supervi-
sion by the FSA in Luxembourg. SDOs and SDROs qualify as covered bonds under the CRD. ROs issued 
before 1 January 2008 will maintain the low risk weighting of 10% throughout the maturity of the bonds 
in accordance with the grandfathering option under the CRD. ROs issued after 1 January 2008 carry a 
risk weight of 20%. 

ROs, SDOs and SDROs are eligible for repo transactions and may be used as collateral for loans with 
the Danish central bank (Danmarks Nationalbank). Most EUR denominated ROs, SDOs and SDROs are 
also eligible for repo transactions with the ECB.

When investing in ROs, SDOs and SDROs, the Danish investment legislation allows pension funds etc 
to exceed the usual limits on exposures to a single issuer. thus acknowledging the reduced risk associ-
ated with covered bond assets (cf the Financial Business Act (for insurers) and the Act on Investment 
Associations and Special-Purpose Associations as well as other Collective Investment Schemes etc.).
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> Figure 1: Covered Bonds Outstanding 2003-2009, €m 
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> Figure 2: Covered Bonds Issuance, 2003-2009, €m 
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Issuers: Covered Bonds backed by real estate collateral are primarily issued by the specialised mortgage banks: BRFkredit a/s, DLR Kredit A/S, 
LR Realkredit A/S, Nordea Kredit Realkreditaktieselskab, Nykredit Realkredit A/S (incl. Totalkredit A/S) and Realkredit Danmark A/S. FIH Realkredit 
A/S ceased new lending and issuance in 2004. At the end of 2009 the mortgage banks’ outstanding volume of covered bonds was EUR 327 bn
Since the new Danish regulation on Covered Bonds entered into force on 1 July 2007 only one commercial bank, Danske Bank A/S, has utilised 
the possibility to issue covered bonds. Danske Bank has issued non-pass-through (euro-style) covered bonds of a value of around EUR 15 bn.
Danish Ship Finance is the only Danish issuer of Covered Bonds backed by ship loans.
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