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CONSULTATION PAPER 
-Issuance of Covered Bonds by Housing Finance Companies 

 

This consultation paper outlines National Housing Bank’s (NHB) proposal for 

issuance of covered bonds by Housing Finance Companies (HFCs).  

Covered bonds are debt obligations issued by an institution secured by a pool of 

assets (“cover pool”), such as residential mortgage loans. Covered bonds typically 

have the following characteristics:  

 The institution issuing covered bonds must provide assets to secure the 
covered bonds and related liabilities 
 

 The assets that back covered bonds are held by a covered bonds Special 
Purpose vehicle and used to protect covered bond holders should the issuer 
become insolvent.  
 

 Covered bond holders have dual recourse, both to the HFC issuing the 
covered bonds and to the assets in the cover pool.  
 

 The institution issuing the covered bonds must maintain a minimum cover 
pool in excess of the notional value of the covered bonds (“over-
collateralisation”) at all times.  
 

 The assets in the cover pool must meet the minimum specified underwriting 
criteria. If the quality of an asset in the cover pool deteriorates or the asset is 
extinguished, it will have to be replaced with other qualifying assets.  

 
2. Covered bonds framework can include a range of elements. Some elements 
are essential structural features of any framework, such as the manner in which 
assets are segregated, and must be specified in the framework. Others, such as the 
term and features of the covered bond note, are normally left to market discretion. 
The benefits of fixing a particular parameter need to be weighed against the loss of 
flexibility. 
 
3. Covered bonds provide an additional source of longer-term funding to an 
issuing institution. Internationally, various jurisdictions have allowed financial 
institutions to issue covered bonds.  
 
4.  Covered bonds, however, introduce risks because they increase the level of 
asset encumbrance of issuing institutions.NHB proposes that HFCs may issue 
covered bonds subject to the aggregate value of assets in the cover pool being 
capped at 10% of the value of the total housing loan assets of the HFC. This will keep 
risks contained while allowing HFCs to tap an additional source of longer-term 
funding. In addition, it is proposed that the HFC appoints an independent cover 
pool monitor. The cover pool monitor should certify annually that the HFC has 
complied with the proposed 10% cap and other regulatory requirements on covered 
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bonds. These proposed requirements are set out in the draft Guidelines to HFCs in 
Annexure I 
 
5. NHB may also impose additional requirements on any HFC issuing covered 
bonds, should NHB take the view that such issuance increases risks to depositors or 
where NHB considers it necessary in the circumstances of the case.  
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Annexure I 

Draft Guidelines on Issuance of Covered Bonds by Housing Finance Companies 
 
1.  These Guidelines have been issued pursuant to ________ and are applicable 
to all Housing Finance Companies (HFCs).  
 
Definition  
2.  In these Guidelines,   
 
“Covered bonds” means any bonds, issued by a HFC and the liabilities to the 
holders of such covered bonds are:  
 
(a) recoverable from the HFC; and  

(b) secured by assets beneficially owned by a covered bond Special Purpose Vehicle  
 
“Cover pool” in relation to covered bonds, means the assets beneficially owned by 
the covered bond Special Purpose Vehicle for the purpose of securing the liabilities 
to the holders of the covered bonds only.  
 
“Covered bond liabilities” are the liabilities of the HFC to the holders or 
representatives, and any other liabilities secured by assets beneficially owned by the 
covered bond special purpose vehicle (Liabilities incurred by the covered bond 
special purpose vehicle can be covered bond liabilities of the HFC).    
 
“SPV” means any Special Purpose Vehicle set up for the purpose of holding the 
cover pool in relation to covered bonds.  
 
“Memorandum of Compliance” means a memorandum complied by the HFC setting 
out how the HFC has complied with each of the requirements in paragraph 4(a)-(g) 
of these Guidelines. 
 
3.  The expressions used in these Guidelines shall, except where expressly 
defined herein or where the context otherwise requires, have the same respective 
meanings as in the Housing Finance Companies (NHB) Directions, 2010.   
 
4. When issuing covered bonds, a HFC shall comply with the following 
conditions:  
 
(a) the aggregate value of assets in cover pools for all covered bonds issued by the 
HFC shall not exceed 10% of the value of the total housing loan assets of the HFC, at 
all times.;  
 
For the avoidance of doubt, a HFC shall continue to hold capital against assets 
included in the cover pool in accordance with the provisions of the Housing Finance 
Companies (NHB) Directions, 2010. 
 
(b) only housing loans provided to individuals secured by residential property 
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(“residential housing loans”) and classified as standard assets as defined in the 
Housing Finance Companies (NHB) Directions,2010 along with benefit of all 
mortgages, collateral, guarantees, or other securities, and benefit of any interest rate 
swaps, or other derivatives entered into by the Originator specifically designated as 
a hedge for the Cover Pool, shall be eligible assets to be included in the cover pool;  
 
(c) the maximum loan-to-value (“LTV”) limit at the time of origination of the loan 
shall be 80%. If the LTV limit exceeds 80%, the value of the loan for the purpose of 
determining the value of the loan as an asset to be part of the cover pool shall be 
reduced by the amount of the excess if the loan is to be included in the cover pool;  
 
For the avoidance of doubt, a HFC shall continue to comply with the LTV limits on 
the housing loans prescribed by NHB for the purposes of granting any credit facility 
for the purchase of residential property to a borrower.  
 
(d) The loans shall have a minimum seasoning of 12 months (excluding moratorium 

period). 

 
(e) The loans shall be free from any encumbrances/charge on the date of selection. 

 

(f) The Loan Agreement in each of the individual housing loans, shall have been 

duly executed and the security in respect thereof duly created by the borrower in 

favour of the HFC and all the documents shall be legally valid and enforceable in 

accordance with the terms thereof. 

 

(g) the value of assets in a cover pool shall be at least 110% of the face value of the 
covered bonds secured by the assets at all times;  
 
(h) the HFC shall not issue covered bonds through foreign incorporated entities;  
 
(i) the HFC shall put in place adequate risk management processes and internal 
controls to manage the risks arising from the issuance of covered bonds. The HFC 
shall ensure that its Board and Senior Management are responsible for conducting 
due diligence in assessing the risks associated with issuing covered bonds and 
ensuring that risk management processes that are put in place for covered bonds are 
adhered to The policies and procedures established by an HFC relating to its 
issuance of covered bonds must include: 
 

 (i) appropriate risk management systems to identify, measure, monitor and 
manage the risks associated with the HFC’s issuance of covered bonds; 
 
(ii) how the HFC will monitor the effects of its issuance of covered bonds on its 
risk profile, including exposures to the covered bond special purpose vehicle; 
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(iii) consideration, under stress scenarios, of the impact on the HFC of 
contractual obligations to maintain collateral levels required for covered 
bonds;and  
 
(iv)assessment of the effect, including under stress scenarios, of covered bond 
issuance on the ability of the HFC to raise other sources of funding and the cost 
of such funding 
 
(v) valuation of the property atleast once in three years 
  

 (j) the HFC shall appoint an external third party, a qualified Chartered Accountancy 
firm , as the Cover Pool Monitor (CPM) to:  

 
(i) ensure that the assets in the Cover Pool are segregated from the rest of 
the assets of the Originator, i.e. the collateral used to secure the Covered Bonds 
is not used for creating additional leverage or borrowings on the balance sheet 
of the Originator or otherwise, ultimately leading to double funding 
 
(ii) verify annually that the HFC keeps an accurate register of the assets in 
the cover pool;  
 
(iii) verify annually that the HFC complies with paragraph 4(a) to (i);  
 
(iv) Loans that have become non-performing/are extinguished are removed 
from the cover pool and are replaced by new eligible Assets of at least the same 
size; 
 
(v) No loans are taken out from the collateral pool except for the compliance of 
the replacement obligation; 
 
(vi) submit a certified report to the SPV annually on paragraph 4(g)(i) to (v) no 
later than the last day of the third month immediately following the end of the 
immediately preceding financial year;  
 
(vii) report to the SPV immediately if it becomes aware that the HFC has 
breached any of the conditions imposed;  
 
(viii) CPM shall continue to monitor the performance of the Issuer in payment 
of interest and principal, and in case of any delay or default, shall immediately 
bring the same to the notice of the SPV; and 
 
(ix) On occurrence of an Event of Default herein, the CPM shall ensure that the 
HFC immediately refrains from comingling any of the principal or interest 
collections from the Collateral Pool, including any overdue interest or 
principal, and immediately makes over the same to the covered bond SPV, to 
be used to make payments to the Investors. 
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For the avoidance of doubt, the National Housing Bank may at any time add to, vary 
or revoke any condition or requirements imposed under these Guidelines.  
 
5. Every issue of Covered Bonds under these Guidelines shall be rated by an 
approved Rating Agency referred to in the Housing Finance Companies (NHB) 
Directions, 2010.  
 
6.  The documentation associated with a covered bond issuance must clearly set 
out: 
 
 (a) the events of default that would enable covered bond holders to access collateral 
held in the cover pool; 
 
(b) how assets forming part of the cover pool are identified; 
 
(c) the interests of the issuing HFC in assets held by the covered bond special 
purpose vehicle and the rights of the HFC to recover such assets; 
 
(d) the undertakings, if any, given by the issuing HFC in relation to assets 
transferred to the cover pool and the extent of any mechanisms for ensuring 
compliance; 
 
(e) provisions governing the topping up and removal of collateral held in the cover 
pool by the covered bond special purpose vehicle and any return of collateral to the 
issuing HFC;  
 
(f) the provisions, if any, to ensure the continuance of the covered bond special 
purpose vehicle beyond any default by the issuing HFC; and 
 
(g) the terms of appointment of the CPM including the role, duties and 
responsibilities of the CPM   
 
7.  All agreements, rights and obligations between the issuing HFC, covered 
bond special purpose vehicles and covered bond holders must be formally and 
legally documented and must set out the full scope of such agreements, rights and 
obligations. All affected assets must be dealt with in accordance with these 
agreements. 
 
8.  Where assets that have been transferred by the issuing HFC to a covered bond 
special purpose vehicle are administered by the HFC or an affiliated entity, the 
assets should, to the maximum extent practicable, continue to be administered 
consistently with the HFC’s policies for similar assets and this requirement should 
be contained in relevant legal documents. 
 
9.  An issuing HFC must maintain an accurate and up-to-date register of assets 
in the cover pool. The issuing HFC must be able to report to NHB at any time, upon 
written request, the assets in such a register  
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10.  When determining whether an asset is part of a cover pool, an issuing HFC 
must have regard to the priority of claims under all possible scenarios, not just 
under a business-as-usual scenario. 
 
11.  Any assets added to the cover pool, or otherwise provided to the covered 
bond special purpose vehicle, or returned to the issuing HFC must be clearly 
identified. 
 
12.  The issuing HFC must be able to identify, at all times, all derivatives and 
other transactions outstanding with a covered bond special purpose vehicle. 
 
13.  An issuing HFC must ensure that agreements between the HFC, the covered 
bond special purpose vehicle and covered bond holders: 
 

(a) require that all assets not securing covered bond liabilities return to the HFC 
within one month of a default relating to the covered bond; 
 
(b) only permit assets of the covered bond special purpose vehicle to become part 
of the cover pool or otherwise subject to claims by third parties following an 
express written instruction to do so by the HFC; and 
 
(c) only permit assets of the covered bond special purpose vehicle to be sold, 
liquidated or otherwise disposed of: 

 
(i) after first providing the issuing HFC with a reasonable opportunity to 

acquire the assets on similar terms; and 
 

(ii) if the assets are not acquired by the issuing HFC, then for not less than the 
asset’s market price (if there is one) or otherwise for the best price 
reasonably obtainable having regard to the circumstances existing when 
they are sold. 

 
14.   Where the issuing HFC has assets in the covered bond special purpose vehicle 
that: 
 
(a) the covered bond special purpose vehicle holds only on trust for the HFC; 
      or 
(b) the HFC retains a right to freely withdraw from the covered bond special 
purpose vehicle at any time, including after a default by the HFC or the covered 
bond special purpose vehicle on the covered bonds;  
 
the existence of such arrangements must be clearly set out in any issue 
documentation and in any legal documentation involving the HFC, covered bond 
holders and the covered bond special purpose vehicle. It must be made clear to 
holders of covered bonds that such assets are unavailable as collateral securing their 
bond holdings. 
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15.  Where an issuing HFC acquires assets from a covered bond special purpose 
vehicle, including by way of substituting assets to maintain levels of collateral held 
by the covered bond special purpose vehicle, the HFC must, to the extent that this 
has not already occurred, ensure: 
 
(a) the returning assets are subject to impairment testing (and provisioning as 
necessary); or 
 
(b) the returning assets are marked to market; depending on how the acquired assets 
are to be accounted for by the HFC  
 
16. Registers, Records and Reports 

 

16.1 Covered Bonds Register 
 
The Covered Bonds Register (CBR) is to be maintained by the Issuer of the Covered 
Bonds 
 
The minimum information to be contained in the Covered Bonds Register includes: 

a) Information on the size, tenor and terms of the issuance 
b) The type and amount of assets used to back the covered bonds 
c) Details as to the investors 
d) Details as to transfers during the tenure of the Covered Bonds 

 
16.2 The CBR shall be the legal evidence of segregation of the Cover pool from the 
rest of the assets of the Originator. 

 

16.3 The CBR shall be verified annually by the CPM to the satisfaction of the CPM 
that the CBR has been accurately maintained. However, inspection of the CBR shall 
be open to the CPM at any time it deems fit. 
 
16.4 Submission of servicing reports by Housing Finance Entity to the Cover Pool 
Monitor. 

 

16.4.1 The Originators shall submit servicing reports to the CPM either on monthly 
basis or quarterly basis as may be determined by the Agreements entered into this 
regard. 
 
16.4.2 The Servicing Reports shall be submitted by 5th day of the month following the 
month or the quarter to which the Servicing Report pertains. 

 

16.4.3 The Servicing Report shall contain at least the following details: 
a) Amount of payment made to the investors, indicating repayment made 

against principal and payment of interest; 

b) Time of repayment; 
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c) The repayments falling due for the immediate next month or quarter, as the 

case may be; 

d) Amount of overdues and ageing thereof. 

 

16.4.4 The Servicing Report shall be dated and shall be signed by the Head and one 

other member of the internal highest authority that authorized the issuance of 

Covered Bonds. 

 

16.4.5 The Servicing Report shall be submitted in such format and in such manner as 

may be required by the CPM. In any case, it shall contain the details as required 

under Para 16.4.3 

 

Default provisions 
 
17.  An issuing HFC must ensure that documentation associated with a covered 
bond issue does not permit covered bond holders to make a claim on the covered 
bond special purpose vehicle or the cover pool unless the issuing HFC or the 
covered bond SPV has defaulted on their obligations to covered bond holders. 
 
Events of Default and Consequences  

 

The following shall constitute events of default:  

 

a) any act of insolvency of the Issuer; 

b) any failure to pay interest or principal on the Covered Bonds for a period of 

15 days or more; 

c) any decline in the level of over-collateralisation or any other material non 

compliance with the terms of issue which remains unremedied for a period of 

15 days or above after a notice by the CPM; 

d) downgrade of the rating of any of the debt securities of the Issuer by any 

Rating Agency, such that the rating after downgrade becomes BBB+ or less; 

e) any adverse material change, whereby NHB, in its sole discretion, considers 

that the likelihood of default by the Issuer in compliance with terms of the 

Covered Bonds has become high. 

 

On happening of a remediable Event of Default herein, the SPV upon being advised 

in writing by the Cover Pool Monitor, may give notice requiring the Issuer to take 

immediate steps to remedy the Event of Default. In case of an unremediable Event of 

Default, or in case of an Event of Default not remedied within 7 days of notice by 

SPV, the SPV may give a final notice of occurrence of an Event of Default herein. 

Immediately upon receipt of a notice of occurrence of Event of Default, the 

Originator shall refrain from claiming any of the rights on the Collateral Pool, 

cashflow therefrom, and shall immediately make over all cashflows received by the 
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Originator from the date of such notice to the covered bond SPV. SPV may, after 

issuing the notice of occurrence of Event of Default, take all or any of the following 

actions: 

 

a) Appointment of a Backup Servicer: –SPV may, by notifying to the Issuer, 

appoint such person as the SPV may think fit as Backup Servicer to carry out 

such functions as are stipulated herein. 

 

b) SPV may take such action in terms of any powers conferred to it under 

suitable law, as it may deem fit. 

 
Implications for other obligations 
 
18.  Prior to issuing a covered bond, the issuing HFC must identify all existing 
obligations (whether financial or otherwise) subject to a negative lien or similar 
commitment. The HFC will need to assess the impact of any such negative lien or 
similar arrangement, including whether the issuing of the covered bonds could 
expose the HFC to requirements to accelerate payments or offer (or increase) 
collateral or security against the existing obligations. 
 
19.  For each obligation identified under paragraph 18 as potentially exposing the 
HFC to requirements to accelerate payments or offer (or increase) collateral or 
security, an HFC must, prior to issuing covered bonds: 
 
(a) identify the circumstances in which it could be required to accelerate payments or 
offer collateral or security against the obligation, and the quantum of collateral that 
might be involved; and  
 
(b) assess the implications for its capital, liquidity and borrowing capacity if it were 
required to provide collateral against the obligation;  
 
20.  If an issuing HFC identifies an obligation pursuant to paragraph 17, it must 
consult NHB prior to issuing covered bonds. NHB may, at its discretion, require the 
HFC to obtain, at the HFC’s expense, an opinion, from an appropriate independent 
expert agreed by NHB on any of the matters referred to in paragraph  
 
Notifications 
 
21.  An issuing HFC must provide to NHB, within a week, after the issue of a 
covered bond, a written declaration signed by an authorised signatory a certificate to 
the extent that at the time of issue of the covered bond, the combined value of assets 
in cover pools securing covered bonds issued by the HFC, including the issue 
undertaken, do not exceed 10 per cent of the value of the housing loan assets of the 
HFC (or such other percentage as may be prescribed by NHB). 
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22.  An issuing HFC must provide NHB with a copy of all documentation relating 
to the issue of covered bonds on request. 
 
23.  An issuing HFC must notify NHB in writing, as soon as practicable after it 
becomes aware that the value of assets in cover pools securing covered bonds issued 
by the HFC exceeds, or will exceed, 10 per cent of the value of the housing loan 
assets of the HFC. Such notification must include the value of the assets in the cover 
pool, the amount in excess of the specified percentage, reasons for the excess and an 
indication of the HFC’s plans and a proposed time frame in which assets held in the 
cover pool may fall below the specified percentage. 
 
24.  These Guidelines shall come into force with immediate effect. NHB may 
issue a notice in writing to adjust or exclude a specific prudential requirement in 
these Guidelines in relation to one or more specified HFCs. 
 
The Guidelines are in addition to and not in derogation of any other law applicable 
to the issuance of such covered bonds by HFCs.  
  

*** 


