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THr Portuciiese CMBS MARKET

creditor’s privilege and their rights rank senior to those of the other ered-
itors in respeet of receivables allocated to the relevant issue of notes.

Transactions under the securitisation {framework

The first securitisation transuction was carried vut in Portugal in 1997 and
the first AAA securitisation in 1999, However. the first transaction carried
out under the Securitisation Law---which was performed by a mortgage-
backed deal  only oceurred in [ate 2001, The regime under the Securitisia-
tion Law. although investor-friendly. did not give ellicient solutions for tax
sensitive matters, an issue that was only overcome with the enactment of
Decree-law No 21922000, dated August 3. 2001, which established the tux
regime applying Lo securitisation transactions.

This specific tax regime included several exemplions. notably in what
concerns income inherent Lo seeuritisation units (issued by the FTCs) and
securilisation notes {issucd by the STCs). value added tas relating to ser-
vicing of the receivables and management thereol and stamp tax affecting
dssignments. interest and commissions.

From December 2001 to the present day, the Portuguese market has
experienced the incorporation of more than 30 FTCs and four STCs, and
the execution of nearly 20 trunsactions involving receivables backed by
mortgages. which clearly evidences the relevant role of this type of security
as a related security of o receivable assigned for securitisalion purposes.

The mortgage-backed deuls originated in Portugal have always related (o
RMBS. with the CMBS market still waiting to make its debut. Both RMBS
and CMBS are subject, us concerns fegul and taxation limitations. to the
exact sume rules us explained above, Actually, the Securitisation Law docs
not have any provisions specifically applicable to RMBS or to CMBS and.
consequently, all key features presented in relation to potential originators,
eligibility criteria, selectable securitisution vehicles. rules applicable to the
assisnment of receivables and inveslor’s protection measures apply. on
general terms, to both RMBS and CMBS cqually.

Once there is no legal constraint applicable to CMBS when compared to
RMBS. the most evident reason to explain the boom of RMBS transuctions
and the absence of CMBS transuctions is thut RMBS is 2 much more
homogentsed murket (notably due to underwriting standards). thus fucil-
ilaling massive assignment and avoiding complicated due diligence pro-
cesses. However. things may change in the near future, lor the slow-starting
CMBS Portuguese market may have found a new path to develop its
potentialitics: mortgage-covered bonds.
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Adittle over four vears after the first securitisution trunsaction carried out
under the Sceuritisation Law and a little over six vears after the enactment
ol that Law. and bearing in mind the fust although smooth  growth of the
Portuguese seeuritisation market. the Portuguese Government has decided
to review Decree-law No. 12590, dated April too which set out the regime
governing an instrument which may constitute an aliernative to wuurﬂia:r
tion talthough bearing different teatures): mortgage-covered bonds.

This review was long awaited by members of the financial community.
Although the Portuguese legal environment contained regulation on
mortgige-covered bonds since the beginning of the [‘)‘)(l\'i Decree-law
Ne 2590 has never conquered the sympathy of market participants as a
piece of legislation providing a uselul and eflicient tool aimed at creating
conditions for debt representative instruments hacked by portiolios o]'
muortgage credits to he issued. Therelore. it does not come as surprise that
the preamble of Decree-law No.59/2006. duted Muarch 200 identifies the
purposes of avoiding bureaucratisation and creating flexibility as the most
relevant targets to be achieved by granting to certain market players the
ability o issue mortguge-covered bonds. hence lollowing the E[lropcun
trend on this subject und profiting from the experience gathered with similar
instruments in jurisdictions having this tool more efficiently developed.

Theretore. Decree-law No.39:2006 has deternined several changes to the
tegal framewark set forth by ils predecessor, in particular the:

e enlargement of the type of receivables capable of being used uas
underlying credits of the mortauge-covered bonds, as o consequence of
the adoption of more flexible eligibility criteria. thus allowing for
receivithles other than those mortgaged-hacked to work as underlying
asels:

o cnlurgement of the type ol entitics enjoying issuing capabhility. which
resubted in the insertion of a new species of credit institation. nmortguge
foun credit institutions, entities which are known to the lewal frame-
work of other EU Member States: and }

o acknowledgment of the useful function that risk coverage instruments
may perform in the context ol a transaction involving debt issuance
and the consequent recognition of derivitive instruments s appro-
priate schemes for the purposes of curreney Auetuation, interest var-
iution and liquidity shortfulls risk u,\vcr;lgc..
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Issuing capability

Decree-law N3 2000 has not accepted the idea ol all entities being enti-
ted to issue mortgage-covered bonds. Taking into account the special
nature of the typical asset which underlies debt representative instruments,'
the law has initialy fimited the issuing capubility to those entities which are
wllowed to grant mortgage loans in the context ol their business activities, It
is understandable that credit institutions unable to grant mortgage loans
should not he entitied 1o issue debt representative instruments backed.
primarily. by mortgage loans. This may be said to constitute a statutory
limitation. Flowever. in practice is not that relevant. as all (or. at least. the
vast majority of) eredit institutions are statutorily allowed o grant mort-

wige louans.

Even i a credit institution is allowed to grant mortgage loans in the
context of its business activity. a second criterion should be also met: an
appropriate feve! of own funds. which the law has set at £7.500.000. This
may be said Lo constitute a prudential imitation. which is aimed at ensuring
that credit institutions evidencing a low level of own funds may not obtain
liquidity thraugh the issuance ol these instruments.

As previously discussed, Decree-law No.39,/2006 hus also introduced a
new type of credit institution: mortgage loan credit institutions. These
entities are credit institutions having the power to grant, acquire und sell
receivables seeured by mortgages over reil estate for the purpose of issuing
mortgage-covered honds.” In order o properly conduct their activities,
mortgage loan credit institutions may also perform all administrative acts
reluting to the assets which are collected as repuyment of the receivables, as
well as perform other acls proving necessary tor the accomplishment ol their
primary role.

In conclusion, it is possible to ideutify as entities enjoying mortgage-
covered honds issuing capubility, credit institutions legally authorised to
grant mortgage loans which cnjoy own funds amounting to no less than
£7.500,000. including the new mortgage loan credit institutions. '

ac-hicked receivables, resulting from i mortgage loan entered into by and between

Moty
credit institetion sand o given barrower.

T Furthermore, wmortgage lean eredit institations miy also grant, acquire and sell receivables
doe or guaranteed by centeat administeations or vegional snd local authorites of U Member
States (v the purpose ol issuing mortgage-covered hands.

P The preambic of Decree-laiw No392006 adready anticipates that other entities fetably.
financial companies -y i the feare be entitled 1o issue mortgage-backed honds, o possi-
bility which is closely dependent on the evolution and experience gathered by the use ol that

instrunent.
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Main features inherent to mortgage-covered bonds

This new legal framework  profited from  several investor protection
mechanisms introduced by the Securitisation Law, the generality ol which
were unknown Lo the former Decree-faw No. 125,90, Therefore, mortgage-
covered bonds grant certain entitlements to their holders. which are aimed
at aflowing them o be detached from ail risks not inherent to the securities
they hold (the mortgage-covered bondsy and the receiviibles underlying
them (the mortgage loans). In this contest. the special creditor privilege
{which, for flexibility and costs saving purposes. is not subject 1o registri-
Liom aver the underlyving mortage receivables and ather assets integrating
the covered pool. assumes o predominant position.? This credit privilege
allows the holders of mortgage-covered bonds to enjoy a preferential posi-
tion in relation to other creditors for the purposes of principal repayment,
and interest payment corresponding to their mortgage-covered bonds.”

Additionatlly. as the mortgage receivables and other assets allocated to the
mortgage-covered bonds. including the proceeds relating to interest and
repayments, constitute an autonomous pool of assets, they are incapable of
heing used fTor the payment of other debts incurred by the issuer. to the
extent the amounts due to the holders ol the mortgage-covered bonds ure
not fully discharged. This segregation structure, which is already Tumiliar to
investors in securitisation units {on u fund by fund basis) and on secur-
itisution notes (on u issuance by issuance basis) issued by FTCs and STCs
respectively. demands mortgage receivables and other assets forming part of
the autonomous pool ol ussets allocated to the morteage-covered bonds. to
be registered in segregated accounts of the issuer. and identified in a codified
manner in the issuance docaments.” The key Lo the code, Tollowing the
solution that already applies to securitisation notes,” must be deposited with
the Bank of Portugal. as supervising entity of the issuer. Decree-law No.39/
2006 has not pravided for specitic rules governing the access by holders of
mortgage-covered bonds to the code. entrusting the matier to the Bank of

* I its main fentores. notably the preference status granted thereby wid the absenee of
regisivalion, this catittement is very similar 1o the one awarded to the holders of seeuritisation
bonds and entities rendering services connected with the issuance thereof under Portiguese
Seeutritisation Law.

* This credit privilege is estendable o the counterparts of cligible derivative transactions,
insofir as the receivables resulting from such trmsactions are coneerned. See “Risk Covernge
Tastruments™. below,

“ The Portuguese seeurtisation funds dispense with the need for such o segregiled registrition.
as each tund works as amitonomous pool ol assets. and is thus capable of being used (or only
one transaction, even i e same myolves multiple issaanees and mubiple series of securitisation
units,

" The hey (o the code of The securitisation bowds accounts shall be deposited with the UM VAL
(Portugiese Seeurities Conmmissioni. as supervising entity of the STCs.
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Portugal. who must establish. by meuns of regulation. the conditions under
which such access muy. in the event of default, take place.

Another relevant feature of mortgage-covered bonds is the r'ing lencing
mechanism set forth by the legislator, so as to sul’cgu:ml'tln\sg mvslrumcm.s'
and respective holders, from events having a negative pulrn}w!mll unApucl on
the issuer. notably its insolvency. Hence. in the cvcnlhol dissolution and
winding-up (inchuding on grounds of insolveney) ol the issuer. the mortgage
receivables and remainder assets allocated Lo the mortgage-covered bonds WIIJ
he searesated Tram the insolvency estate and thus will not form part thereol.
This ;c&]‘cuulion allows for the mortgage reccivahles and assets (o be auton-
omnusl} n]unngcd until full repayment of the amounts due to the h‘oklcr.\" of
the l‘nOl:lL’Ll‘:!C-COVCl'Cd honds. notwithstanding the |mndho|dclr§ mecllng hcmg
entithed l:v approve the immuediate aceeleration olj those securities. Also in lhl‘ﬁ
respect. the Bank of Portugal is required to provide the procedures that 1)]LISE
be adopled during such autonomous management and the terms of the
liguidation of the estale (mortgage receivables and %)lhcr .‘JSSt‘lS) nlh.n"ulcd Lo
the mortgage-covered bonds following the aceeleration of the seeurities.

What type of assets can back mortgage-covered honds?

Decree-law No.39:2006 provides [or two different categories of underlying

assets:

e unconditioned pecuniary non-matured morlgage-bucked receivables.
and

e other usscts.
Unconditioned pecuniary non-matured mortgage-bucked receivables
These include three different sorts of receivahles:

(1 pecuniary receivables that are not matured. nor subject to mnd'ition,?.
nor encumbered, nor judicially seized or upprclwm}lul and which are
sectired by frst ranking mortguges over residential or commerciul
real estate located in a ELY Member State:

(21 receivables seeured by junior mortgages where all receivables scgn'cd
by senior mortgages over the same real estate iee held by the issuer
and allocated to the same hond issuance: and

(3) receivables enjoying the benefit ol u personal guarantee g'mnlud. by u
credit institution or by an approprinte insurance poli . \\"ll'l{ Rl
mortgage counler suaraniee evidencing the characteristics identified

above.
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[t should be noted that, when establishing the cligibility criteria For assets
which may back mortgige-covered bonds. Decree-law No.39;2000 has fol-
lowed in the Tootsteps of the Securitisation Law with regard to the definition
ol the receivables capable of assignment I

seeurilisiation purposes. In lact,
only in respeet of maturity and transferability the Teatures of cligible
unconditioned  pecuniary non-matured receivables differ from those of
vecetvables eligible for sceuritisation purposes,

Regarding maturity. it should be stressed that the original version of (he
Sceuritisation Law abso prevented the use of matured and unpaid receivables
for securitisation purposes, a restriction which has been eliminated so as to
“leave to market players the role of evaluating the quality of the transac-
tions they wish Lo enter in fight of the rating attributed by the relevant rating
agency ™ Seeuritisation regulation has not always been s it currently is: the
tegiskator has originally chosen a prudent approach on the cligibility criteria
and has later removed some of the limitations initially imposed in order to
meet the market development and to achieve a full undertaking by investors,
as decision makers, of the investment risk inherent to the purchased secu-
rities. I remains to be seen it the same happens in respect of this requisite for
mortgage-covered bonds.

The ahsence of transferability (a key. indeed critical. feature of receivables
hoping to qualify as suitable for assignment for securitisation purposes)
among the mortgage-covered bonds eligibility eriteria means that there must
he no transfer of the mortgage loun und relevant mortgage to any third
party, as happens in stundard securitisulion (as opposed to synthetic
securitisalion). As happens in sceuritisution transactions, the proceeds
inherent to mortgage loans are allocated to the mortgage-covered bonds.
However. the benefit of the holders of mortguge-covered bonds to receive all
principal and interest collections resulting [rom those loans is not the con-
sequence of a transfer of title but rather of an allocation of proceeds and
seeurity scheme, thus implying no variation at the creditor position level.

Other assetys

In the “other assets™ category. the law has included deposits with the Bank
of Portugal. in cash or in securities cligible for credit transuctions of the
Furosystem: current or lerm account deposits with credit institutions (which
are not in a domination or group-relationship with the issuery having a
rating equed to or higher than

Tor equivalent: and other assets com-
plying simultancously with the reguisites of low risk and high liguidity.

T Preamble of Decrec-kaw No303 2003, dated December 5. which enacted the second
amendoent to the Portuguese Securitisation Law.
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In addition o their specific features. the main difference between the two
lypes ol underlying assets stems Trom the fact tei the total value of the
“other assets™ may not exeeed 200 per cent of the global value ol the
mortgage receivables and other assets alfocated as seeurity over the mort-
vage-covered bonds.

Risk coverage instruments

The need o ensure. at all imes, tha the relevant periodic payments are duly
performed as and when they fall due is one ol the major concerns inherent 1o
the issuance of bonds and other deht representative seeuritics. Therelore, it
is critical to permil the use by the issuer of cerlain Wols whenever, [or any
reason whatsoever, proceeds originated by the mortgage-backed receivables
and other assets allocated to the issued mortgage-covered bonds prove 1o be
insuflicient to meet the scheduled payment obligations.

I order to face temporary iquidity shortfalls, irrevocable credit lines may
be contracted and. il" needed. activated. the corresponding Tunds being
exclusively used Jor purposes of repayment and interest payments of the
relevant mortgage-covered bonds, Following the same rating level require-
ment which has been presented above in relation to current or term account
deposits with credit institutions (which muy be comprised within the “*other
assets™ catesory). those credit fucilitics may only be contracted with credit
institutions rated al least “A-"

On the other hand, and with the exclusive purpose of ensuring risk cov-
crage, mamely interest rate, currency exchange and liguidity shortalls, the
issucr s entitled to conduct transactions involving derivative financial

instruments. Those instruments would form part of the autonomous pool of

assets allocated to the performance of the corresponding mortgage-covered
bonds, and should be considered for calculation of the relevant limits and
registered in the applicable segregated accounts of the issuer.”

As happens with the credit facilities. there is a restriction on where deri-
vative nancial instruments may be entered into. Decree-iw No.39/2000
identifies regulated markets functioning in Member States or recognised
markets of a full member of the Organisation lor Economic Co-operation

and Development (OECD) ay cligible lransaction markets Tor this type of

transaction. The entering into of fransactions involving derivative fimancial

" Thes registration shallsdditonally include. in respeet ol cacl derivative fmmeial iwdeament.
e following conditions: the mortgage-coverad honds to which such instrument s allocated.
asset orassets underdving such mortg
the comerpart and mitiab dade and manueeiny date.

covered bonds. transaction amount. identification of

Morriacri-Coveren Bonns

instruments oulside those restrictions is only acceptable il the respective
counter part is i creditinstitution rated at least “A-7.

Derivative Anancial instruments grant (o the counterpart of the issuer tie
credit privilege referred o carlier in this chapter, insofur us the receivables

resulting Irom such transactions are concerned.

It should be noted that the Bank of Portuzal may define, by means of
regulation approved for such purpose. the terms in which the derivitive
linancial instruments are to be considered Tor the purposes of determining
the prudential fimits explained i the next part of this chapter. or set Torth
the application of Turther conditions on the use of derivative financial
instruments.

Prudential rules

As illustrated by provisions such ax those relating to segregation and ring
fencing, the whole purpose of mortgage-covered bonds, is allocation. assct-
backing und a direct connection belween o particular asset and the securities
whose performance it secures. Therelore, the existence of certain ratios is
crucial for the prudent relationship between the backing assels and the
performing securities. Therelore, Decree-law No.59,2006 provided that the
nominal global value of the outstanding mortgage-covered bonds may not
exceed 95 per cent of the nominal global value ol the mortgage receivables
and other assets allocated thereto. Similar rules apply Lo interest puyments,
and thus the nominal global amount ot interest to be paid to the holders off
mortgige-covered bonds may not exceed. from time-to-time. the amount of
interest pertaining to the mortgage receivables and other assets allocated 1o
the mortgage-covered bonds. The caleulation of these limits. as well as other
fimits or conditions, und refevant calculation methods. namely in what
relates 1o risk coverage und management. may still be complemented by
regulations enucted by the Bank ol Portugal.

While these two references relate to the mortgage-covered bonds them-
selves, another reference. working as an eligibility criterion, also results from
the Taw: the refationship between the amount of a mortgage receivable and
the value ol the mortgige seeuring it i.e. the foan-to-value ratio. Contrary
to the position ander the Sceuritisation Law. Decrec-law No.3%:2006 has
detined o minimally aceeptable ratio o the agreement that parties may
achieve in the transaction documents determining that the amount of any
mortgage receivable allocated to mortgage-covered bonds may nol exceed
the value of the respective mortgaee (e thut amount seeured thereby):
neither 80 per cent of the vitlue of the secured assel. in the case of residential
real estate. nore 60 percent ol that vatue in the case ol commerceial read estate.
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Should any of the ahove limits be exceeded the issuer shall ensure that the
exeess is not prejudicial to the pesformance of the issued mortgage-covered
bonds and that the balance which the law has defined as a minimum - and
which is evidenced by the referred ratios s prompily re-established. 1For
such a purpose. the issuer muy:

(1 enlarge the set of assets allocated (o the mortgage-covered bonds,
improving the deficient bucking fevel (rebalance at the underlying
assel level) by the allocation of new marteage receivables. with or
without substitution of the mortgage receivables allocated 1o the
mortgage-covered bonds. or other authorised assets: and or

(2} decrease the number of outstanding mortgage-covered honds and
improve the backing fevel (rebalunce al the mortgage-covered bonds
tevel). through the acquisition of mortgage-covered honds in the
secondary market.

Tax implications

Provided certain requisites are met. income generated by mortgage-covered
honds may be exempt from corporite or personal income tax (including
capital income and capital gains). This exemption is provided for in Decree-
law No. 19372005, dated November 7. which sets forth o special taxation
regime applicable to securitics qualilying as deht representative instruments
issued by public or private cntities and traded in o centralised svstem
recognised by Portuguese Seeurities Code.

Additionally, und in order for those securities to be releused from tax
contingencies, a second requisite must be met: the coffective beneliciaries
thereof muy not have their residence, hend office. effeetive management or
permanent establishment in Portuguese territory to which the alluded
income may he allocated. a structure which is very close to the one provided
for in Decree-kiw No. 2192001, which establishes the tax regime applying (o
securitisation teansactions carried oul under the Securitisation Law.

CONCLUSION AND EXPECTATIONS

Legislation on mortgage-covered bonds has been awaited for several yeurs
by Portuguese market players. particuburly credit institutions having strong
shares in residentia] mortgage markets. The Portuguese leaislitor has closely
followed the already tested and eflicient framework of the Securitisation
Law notably in matters such as the entitiements of holders ol mortgage-
covered bonds, including:
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o the special creditor privilege over the underlying mortgige receivables,
e the uccount’s seeregation mechanism,
e the ring lencing structure.

o the detinition of chgible underlying assets, where the criteria applicable
to receivables quahfying Tor securitisation purposes have been mintativ
mutandis adopied. amd

o admissibility ol risk coverage instruments,

Decree-law No. 392006 has thos chosen o [ollow solutions that have
been successlully ased by the legal framework under which dozens of
securitisution transactions, including those of mortgage-backed receivables.
were carried out in Portugal.

Hois Lo be hoped thut the inefficiencies that doomed the now revoked
Decree-law No. 125,90 have been identified. In its place. a brave new tool
has now been made available granting market players, [rom originators to
arrangers. an allernative tool to manuage mortgage loan portlelios which
may be more uselul in all these cases where halunce sheet release is not
criticul usset class diversilication for investors is also an achievement of (their
new legislation.

Ax discussed. most of the legud solutions have already crossed the markel
hurdle with regard 1o seeuritisation structures. The adoption of those same
solutions for the issuance of mortgage-covered bonds demonstrates that the
Portuguese legishitor has [ollowed the path of flexibility and market and
investors protection. for the benetit of trunsuctions originating out of Por-
tugul. The legistator lins done its job and it renains o be seen how market
participants will respond.



