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I. FRAMEWORK 

The issuance of Lettres de Gage is regulated by Articles 12-1 to 12-9 of the Financial Sector Act of 5 
April 1993 (the Financial Sector Act). These Articles were introduced by the Act of 21 November 1997 for 
banks issuing mortgage bonds and amended by the Act of 22 June 2000 and by the Act of 24 October 
2008. The Lettres de Gage regulations are supplemented by the CSSF (Commission de Surveillance du 
Secteur Financier) Circular 01/42 which lays down the rules for the appraisal of real estate and CSSF 
Circular 03/95 which defines the minimum requirements for the maintenance and control of the cover 
register, for the cover assets and for the issuance limit for outstanding Lettres de Gage. The CSSF is the 
supervisory authority in Luxembourg.

The amendments in October 2008 include an increase of the loan-to-value limit for residential mortgage 
loans from 60% to 80%, the stipulation of a minimum over-collateralisation level of 2% and the permis-
sion to include securitised assets. The most important modification, however, has been the introduction 
of a new form of Lettres de Gage backed by movable assets including ships, aircrafts and trains.

II. STRUCTURE OF THE ISSUER 

The Lettres de Gage issuers have to be credit institutions with a specialist bank licence. Their business 
activities are restricted: In the past, the bank’s principal activities were limited to mortgage lending and 
public sector financing which were primarily funded by issuing Lettres de Gage Hypothécaires and Lettres 
de Gage Publiques. According to the last covered bond law amendments, the Luxembourg issuers are 
also allowed to issue Lettres de Gage backed by movable assets (Lettres de Gage Mobilières). Moveable 
assets can be mortgage loans on ships, aircrafts and trains. However, other classes of movable assets 
are possible as well provided that they are registered in a public register. Consequently, the permitted 
principal activities of an issuer have been widened to allow the origination of those movable assets. The 
issuers may only engage in other banking and financial activities if these activities are accessory and 
auxiliary to their main business. 

The issuer holds the cover assets on its balance sheet in separate registers. Each class of Lettres de Gage 
has its own register: one for assets which are allocated to the Lettres de Gage Hypothécaires, another 
one for the cover assets backing the Lettres de Gage Publiques and potentially several more for the 
various forms of Lettres de Gage Mobilières. Each moveable asset class requires a separate cover pool 
register, i.e. ship Lettres de Gage would be backed by a segregated pool of ship mortgage loans while 
aircraft Lettres de Gage would be backed by a pool of aircraft exposures. The cover assets remain on 
the balance sheet of the issuer. They are not transferred to another legal entity (special purpose vehicle) 
like in a securitization. All obligations arising from Lettres de Gage are direct, unconditional obligations 
of the issuer. In the case of issuer insolvency, the cover pools are segregated by law from the general 
insolvency estate and are reserved for the claims of the Lettres de Gage holders. There is no direct legal 
link between a single asset in the cover pool and an outstanding Lettre de Gage. Interest and principal 
payments of the outstanding Lettres de Gage Hypothécaires, Lettres de Gage Publiques and the various 
forms of Lettres de Gage Mobilières (including any derivatives benefiting from the preferential treatment) 
are backed by the assets in the respective cover pools.
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Lettres de Gage issuers employ their own staff. The issuers have to be banks and according to the Finan-
cial Sector Act they need to have sound administrative and accounting procedures, control and safeguard 
arrangements for electronic data processing and adequate internal control mechanisms which restrict 
the extent of outsourcing legally possible. In addition, the way of permitted outsourcing is described in 
detail in different CSSF Circulars.

III. COVER ASSETS

The eligible cover pool assets are defined in Article 12-1 of the Financial Sector Act of 5 April 1993. Since 
the amendments of the covered bond legislation in October 2008, there are three asset classes: mortgage 
assets, public sector exposures and moveable assets, i.e. mortgage loans on ships, aircrafts, trains or 
other classes of movable assets. In each of the various cover pools the assets may be replaced by up 
to 20 % of the nominal value of the outstanding Lettres de Gage by substitution assets, for example 
cash, assets with central banks or with credit institutions whose head office is in a member state of the 
EC, EEA or OECD or bonds satisfying the conditions set out in article 43 (4) of the law of 20 December 
2002 concerning undertakings for collective investments. 

The geographical scope of the cover assets is restricted to the member states of the EU, EEA and the 
OECD. There is no further limit in place. It is also possible to hold the cover assets indirectly through a 
third-party bank located in a member country of the EU, the EEA or the OECD. 

The Lettres de Gage Mobilières are backed by movable assets, i.e. mortgage loans on ships, aircrafts, 
trains or other classes of movable assets. In order to be cover pool eligible, the movable assets and the 
charges on the property of those assets need to be registered in a public register within the European 
Union (EU), the European Economic Area (EEA) or the OECD. 

In addition, securitised assets are cover pool eligible if they comply with the eligibility criteria laid down 
for the various types of Lettres de Gage. The amount of securitised assets that are not cover pool eligible 
per se will be limited to 10% of the collateral pool. This can be achieved in two ways: One option would 
be that at least 90% of the assets of each securitisation (vehicle) are cover pool eligible. The other op-
tion would be that at least 50% of the assets of each securitisation (vehicle) are cover pool eligible. In 
that case, the percentage of securitisation assets shall not exceed 20% of the total collateral pool. The 
issuer can choose one of the two options for each type of Lettre de Gage but cannot combine the two 
options. Moreover, the securitisation tranches should have a minimum rating of Aa3 from Moody’s or a 
rating of AA- from S&P or Fitch. The law allows only true sale transactions and synthetic securitisations 
are explicitly excluded.

Moreover, the amended law clarifies that any kind of obligations from public sector institutions including 
public private partnerships (providing a controlling public sector stake; other public private partnership 
structures are subject to the above mentioned 10% limit) are cover pool eligible. 

There is no limitation on the volume and the types of derivatives used as long as they are employed as 
hedging instruments.

The cover pools are dynamic. Assets can be included, excluded and exchanged as long as the require-
ments of the law are not breached.

There are no explicit transparency requirements regarding cover pools. However, there is common un-
derstanding among the five Lettre de Gage issuers that a broad range of information should be provided 
on a voluntary basis in the interest of bond holders.
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IV. VALUATION AND LTV CRITERIA 

The property valuation methods are defined by a CSSF Circular 01/42 and are based on the mortgage 
lending value of the property. A special auditor, who may not simultaneously hold the position of com-
pany auditor, has the responsibility of determining whether the property valuation has been undertaken 
according to the valuation rules.

The LTV limit for residential property has been increased from 60% to 80% of the estimated realisation 
value. The LTV ratio of 60% will remain in force for all other immovable and movable properties includ-
ing commercial real estate loans. The actual loan, however, can exceed the 60% limit (or 80% limit in 
case of residential mortgages). In those cases, only the first 60% (80%, respectively) of the mortgage 
lending value is eligible for the cover pool.

V. ASSET-LIABILITY MANAGEMENT

The new law has introduced a minimum overcollateralisation level of 2% on a nominal basis as well as 
on a net present value basis. The Luxembourg regulator has the right to review and adjust these over-
collateralisation levels. Any mismatches in terms of currency or interest rate risk have to be hedged and 
the respective hedge instruments have to be included in the collateral pool. In addition, there are the 
requirements imposed by the rating agencies.

The special auditor has to ensure that there is always sufficient collateral in the pool. This has to be 
certified by the special auditor when Lettres de Gage are be issued. Cover assets may only be removed 
from the cover pool when the prior written consent of the special auditor has been received and provided 
that the remaining cover assets are sufficient to guarantee the legally protected cover.

The calculation of the nominal value and of the net present value of the collateral pool as well of the 
outstanding Lettres de Gage volume must be reported to the supervisory authority on a monthly basis.

Moreover, the law changes removed the restriction of the outstanding volume of Lettres de Gage to 60 
times the issuer’s equity.

There is no obligation for the issuers to publish specific information referring to the collateral pool. 
However, there is a voluntary practice by the Lettres de Gage issuers to publish specific cover pool data 
on their respective internet pages.

VI. COVER POOL MONITOR AND BANKING SUPERVISION

The supervisory authority of covered bond issuers is the general banking regulator “Commission de 
Surveillance du Secteur Financier (CSSF)”. The CSSF has a specialised department which is responsible 
for supervising the Lettres de Gage issuers. It is entitled to demand relevant reports and intercede if 
liquidity problems have been identified at a bank. The Commission de Surveillance du Secteur Financier 
(CSSF) is also responsible for the approval of the various types of covered bonds secured by movable 
assets. Definitions, the details on which types of moveable assets qualify and other practical issues will 
be clarified in a separate CSSF Circular.

For the independent control of the cover pool a special auditor which is recommended by the Lettres 
de Gage issuer has to be approved by the supervisory authority. Only auditing firms which satisfy the 
conditions set forth in the law of 2009 regarding réviseurs d’entreprises (independent auditors) can be 
appointed as special auditors. The issuer communicates the names of the partners of these auditing 
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firms who will fulfil the function to CSSF. The special auditor must have a suitable qualification and must 
be able to call upon the experience and technical expertise of a recognized international auditing firm.

The special auditor is continuously responsible for monitoring the collateral pool and the outstanding 
Lettres de Gage. He must ensure that there are sufficient assets in the collateral pool to service the ob-
ligations resulting from the outstanding Lettres de Gage up to the final maturity of the last outstanding 
bond. He is obliged to inform the supervisory authority immediately should any of the prudential limits 
be violated. The Lettres de Gage issuer is also obliged to immediately inform the supervisory authority 
of the violation of any limits.

Rating agencies do not play any mandatory role in the monitoring process. The issuers comply with the 
rating agencies’ requirements on a voluntary basis.

VII. HOW ARE SEGREGATION OF COVER ASSETS AND BANKRUPTCY REMOTENESS OF COVERED
BONDS REGULATED?

The cover registers for mortgage, public sector and moveable assets include all necessary data to identify 
the assets and the derivatives included. As soon as an asset or derivative product is registered in the 
official cover register it forms part of the collateral pool.

The cover register is managed by the issuer but regularly monitored by the special auditor. The special 
auditor is obliged to inform the CSSF of any irregularities and provide an annual report.

Asset segregation

In the case that a Lettres de Gage issuer is declared bankrupt, the assets and derivatives in the collat-
eral pool are separated from the other assets and liabilities of the bank. The respective collateral pools 
remain unchanged and are administered by the CSSF up to the final maturity of the last outstanding 
Lettre de Gage. By law the derivative counterparties rank pari passu with the Lettres de Gage creditors. 

Impact of insolvency proceedings on Lettres de Gage and derivatives 

Lettres de Gage do not automatically become due when the issuing bank becomes insolvent. Interest 
and principal are paid as per their original due dates. The same applies to derivatives registered in the 
cover register which are part of the cover pool. The net present value of the derivatives after netting 
ranks pari passu with the claims of the Lettres de Gage holders.

Preferential treatment of Covered Bond holders

Lettres de Gage holders benefit from a preferential treatment in case of an issuer insolvency. The regis-
tration of the cover assets in the cover register provides the Lettres de Gage holders with a preferential 
right, above all other rights, preferences and priorities of any nature whatsoever, including those of the 
Treasury. The general bankruptcy administrator has no direct access to the assets in the collateral pool.

If the assets in the collateral pool are insufficient to meet the demands of the Lettres de Gage creditors, 
the bondholders may draw on the bankruptcy estate and the ordinary rules of collective liquidation will 
apply, but restricted to the amount which has not been satisfied by the cover assets. In this case, the 
Lettres de Gage holders participate in the general bankruptcy procedure and have an unsecured claim 
against the issuer ranking pari passu with other senior unsecured investors.
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Access to liquidity in case of insolvency

The CSSF administers the cash flows resulting from the cover assets and according to the Article 12-8 
(5) it can transfer the administration of the cover assets and the Lettres de Gage to another bank. 

There is no explicit provision in the law regarding any voluntary overcollateralisation. However, Article 
12-8 (5) stipulates that assets remaining after the creditors enjoying the preferential rights have been 
paid off in full, shall be transferred to the general pool of assets comprised in the liquidation of the 
bank. From this regulation the conclusion can be drawn that the voluntary overcollateralisation is only 
available to the non-privileged creditors when the claims of the last outstanding Lettre de Gage holders 
have been satisfied.

VIII. RISK-WEIGHTING & COMPLIANCE WITH EUROPEAN LEGISLATION

The Luxembourg Covered Bond legislation fulfils the criteria of Art. 52 (4) of the UCITS Directive (Council 
Directive of 13 July 2009 on the coordination of laws, regulations and administrative provisions relating 
to undertakings for collective investment in transferable securities (UCITS)) and Lettres de Gage enjoy 
therefore a 10% risk weighting under Basel I rules in Europe. Derivatives included in the cover pool are 
currently 0-20% risk-weighted according to the risk weighting of the counterparties. In its current format, 
the Lettres de Gage legislation does not fulfil the requirements set out in Annex VI, Part 1, Article 68 a) 
to f) of 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, the Capital Requirements Directive 
(CRD). The recent amendments of the Luxembourg covered bond legislation did not make the Lettres 
de Gage legislation CRD-compliant. However, it should be possible for issuers to make their outstanding 
Lettres de Gage ‘CRD compliant’ by limiting their cover pool exposure. 

Lettres de Gage are principally eligible for repo transactions with the European central bank. But this 
applies only to Lettres de Gage issued in Euro and in New Global Note format for Euro-System eligibility.
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> Figure 1: Covered Bonds Outstanding, 2003-2010, EUR m  
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> Figure 2: Covered Bonds Issuance, 2003-2010, EUR m 
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Issuers: There are five issuers in Luxembourg: Dexia LdG Banque S.A., Erste Europäische Pfandbrief- und Kommunalkreditbank AG in Luxemburg 
S.A., EUROHYPO Europäische Hypothekenbank S.A., Hypo Pfandbrief Bank International S.A. and Nord/LB Covered Finance Bank S.A.

The Netherlands 


