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The impact of COVID-19 regulatory measures on UK mortgage-backed
securitisation transactions

Summary

The FCA guidance on payment holidays and suspension of repossession proceedings applies to all forms of
regulated mortgages. The FCA guidance does not apply directly to unregulated buy-to-let mortgages but it is clear the
FCA will take into account whether regulated lenders have complied with the guidance in that context also when
determining whether the Threshold Conditions are met.

The PRA Dear CEO letter sets out guidance to banks, building societies and PRA-regulated investment firms on the
calculation of expected credit losses under IFRS 9 and the determination of whether loans are in default for the
purposes of the EU Capital Requirements Regulation (CRR) as a result of payment holidays granted as part of the
COVID-19 economic relief package and the treatment of borrowers who breach covenants due to the current
economic conditions. Similarly, the EBA guidelines clarified that moratoria introduced in connection with the COVID-
19 crisis do not in and of themselves trigger forbearance classification and the assessment of distressed restructuring
if based on applicable national law or an industry or sector wide private initiative.

The sum effect of the UK regulatory measures to date suggests that UK securitisation transactions backed by UK
mortgage loans may require review and/or amendment in order to (A) comply with the FCA guidance including any
amendments required to the servicing agreements to allow for the granting of payment holidays or the updating of
servicing policies and procedures to reflect the principles set out in the FCA guidance; (B) clarify whether UK mortgage
loans subject to payment holidays are eligible assets; (C) implement enhanced transparency measures to track the
development of mortgage loans subject to COVID-19-related relief; and (D) clarify whether arrears and default
calculations exclude loans subject to COVID-19-related relief.

Overview

On 20 March 2020, the Financial Conduct Authority (FCA) issued guidance to mortgage lenders, mortgage
administrators, home purchase providers and home purchase administrators in response to the developing COVID-19
coronavirus pandemic (the FCA guidance). Pursuant to the FCA guidance, firms should grant customers a payment
holiday for three monthly payments in cases where a customer is experiencing or reasonably expects to experience
payment difficulties as a result of circumstances related to the COVID-19 coronavirus and wishes to receive a payment
holiday, unless the firm can demonstrate it is reasonable and in the customer’s best interest to do otherwise. The FCA
guidance also requires firms not to commence or continue repossession proceedings ‘at this time’.

On 26 March 2020, the Prudential Regulation Authority (PRA) issued a ‘dear CEO letter’ addressed to CEOs of UK
banks, building societies and investment firms subject to PRA supervision (the PRA Dear CEO letter). Pursuant to the
PRA Dear CEO letter, the eligibility for, or use of, a government-endorsed payment holiday should not automatically,
other things being equal, result in loans being treated as in default for the purposes of the CRR or the loans being
moved into Stage 2 or Stage 3 for the purposes of calculating expected credit losses under IFRS 9. The PRA further
indicated that a COVID-19 related payment holiday should not trigger the counting of days past due or generate arrears
for the purposes of the CRR.

The PRA Dear CEO letter also refers to the joint statement of the FRC, the FCA and the PRA on 26 March 2020 which
(among other things) urged lenders generally to consider carefully their responses to potential breaches of covenant
arising from COVID-19. The PRA in the Dear CEO letter indicates that where uncertainties are of a general nature or
firm specific but unrelated to the solvency or liquidity of the borrower, the PRA would expect lenders to consider the
need to treat such uncertainties differently (and so consider waiving the resultant covenant breach) from uncertainties
arising because of borrower specific issues. Where borrowers breach loan covenants due to COVID-19, the PRA
indicates that such a breach should not, other things being equal, trigger a default of the relevant loan for the purposes
of the CRR or the relevant loan being moved into Stage 2 or Stage 3 for the purposes of calculating expected credit
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losses under IFRS 9. It is unclear exactly what the phrase ‘unrelated to the solvency or liquidity of the borrower’ means.
However, we would read this as intending to highlight that classification needs to be considered on a case by case basis
and that the intention is not to capture financial covenant breaches arising out of COVID-19 that are clearly of a more
material or permanent nature in terms of the credit risk of the relevant borrower.

On 2 April 2020 the European Banking Authority published formal guidelines on moratoria on loan repayments applied
in the light of the COVID-19 crisis (EBA guidelines). Similarly, the EBA guidelines clarified that moratoria introduced in
connection with the COVID-19 crisis do not in and of themselves trigger forbearance classification and the assessment
of distressed restructuring if based on applicable national law or an industry or sector wide private initiative. This was
supported by the Supplementary Statement of the EBA on 22 April 2020 (Supplementary Statement) discussed further
below.

The FCA guidance and the PRA Dear CEO letter are part of a broader set of measures adopted by the FCA, the Bank
of England and the Prudential Regulatory Authority (PRA) to address the impact of the COVID-19 coronavirus pandemic
on the financial markets. The measures adopted by the regulators remain under review as the situation develops.

In this note, we examine the impact of the FCA guidance, PRA Dear CEO letter and EBA guidelines on structured
finance transactions backed by UK mortgages, including warehouse transactions in the mortgage loan market and
residential mortgage backed securities (RMBS).

Scope of application of FCA guidance and PRA guidance

FCA guidance

The FCA guidance applies to mortgage lenders, mortgage administrators, home purchase providers and home
purchase administrators and relates to regulated mortgage contracts and regulated home purchase plans.

The reference to ‘regulated mortgage contracts’ and ‘regulated home purchase plans’ in the FCA guidance is an
indication that the provisions of the FCA guidance apply to all types of mortgage products other than unregulated buy-
to-let loans, as these are not encompassed in the regulatory definition of ‘regulated mortgage contract’ and ‘regulated
home purchase plan’ in the Regulated Activities Order. However, the FCA guidance provides that where an authorised
person acts inconsistently with the guidance in the context of an unregulated credit agreement secured on land this
could have an adverse effect on the satisfying of Threshold Conditions. This statement and the spirit of the more general
guidance being released by the FCA and PRA will mean lenders and servicers of unregulated buy-to-let loans will likely
consider the FCA guidance (in particular if they are FCA or PRA authorised) in the context of unregulated buy-to-let
mortgages also. The regulator also remains empowered to discuss with authorised firms (including buy-to-let lenders)
their response to the crisis on an individual basis.

The FCA guidance is stated to apply to non-authorised persons (which would include special purpose vehicles on a
securitisation transaction) to whom the rights under the mortgage contract has been assigned on the basis such person
must still comply with general consumer protection law. It would also apply to securitisation special purpose vehicles
indirectly in view of the fact that mortgage administrators are within scope of the FCA guidance.

PRA Dear CEO letter

The PRA Dear CEO letter is addressed to lenders and investment firms subject to the supervision of the PRA. This
includes (among others) all deposit-taking institutions, investment banks and investment firms that are designated by
the PRA as subject to prudential supervision by the PRA.

The PRA Dear CEO letter refers to ‘loans’ without any kind of qualification. We understand the PRA Dear CEO letter to
apply to all kinds of loans, whether regulated or unregulated and without distinction based on the nature of the borrower
and their residence, given that authorised firms are subject to capital requirements in respect of both regulated and
unregulated activities. However, in this note, we focus on the consequences of the PRA Dear CEO letter on structured
finance transactions backed by mortgage loans.



While the focus of the PRA Dear CEO letter is the accounting and regulatory capital treatment of loans in respect of
which a government-endorsed payment holiday is granted or otherwise are in breach of covenant due to the current
economic situation, the PRA indicated that it might in the future issue guidance on other areas which have been
impacted by governmental and regulatory response to the COVID-19 coronavirus pandemic, such as the accounting
and regulatory capital treatment of loans in respect of which repossession proceedings have been suspended.

EBA guidelines

The EBA guidelines clarified that moratoria introduced in connection with the COVID-19 crisis do not in and of
themselves trigger forbearance classification and the assessment of distressed restructuring if based on applicable
national law or an industry or sector wide private initiative. The application of the EBA guidelines is limited only to those
moratoria that satisfy the stated conditions, which include that the moratorium was launched in response to COVID-19
(but does not apply to new loans granted after the launch of the moratorium), is broadly applied and changes only the
schedule of payments.

The EBA guidelines address concerns raised by industry that the application of the moratoria could otherwise result in
very immediate and significant defaults across many portfolios by clarifying that, without relieving institutions of their
obligations to make ongoing assessments of likelihood of payment, the application of the moratorium should not, in and
of itself, result in an exposure being classified as being subject to forbearance or (for the purposes of the definition of
‘default’) a distressed restructuring.

The term ‘default’ is (broadly) defined in Article 178 of the Capital Requirements Regulation as being considered to
have occurred with regard to an obligor if either: (a) the institution considers that the obligor is unlikely to pay its credit
obligations to the institution in full; or (b) the obligor is past due more than 90 days (regulators may permit the use of
180 days for certain exposures secured by property, although the PRA is to cease to exercise this discretion from the
end of 2020) on any material credit obligation. The occurrence of a distressed restructuring or postponement of amounts
may amount to an indication of unlikeliness to pay.

The EBA guidelines clarified that where a loan is subject to a moratoria meeting the relevant conditions, payments
under the loan should be considered ‘due’ for the purposes of the definition of ‘default’ and ‘non-performing exposure’
on the date(s) set out in the revised payment schedule with ‘days past due’ also being counted from such date.

However, the correct treatment must be considered on a case by case basis and a loan subject to a moratorium may
yet be categorised as unlikely to pay where circumstances require.

The communication of the European Commission on 28 April 2020 confirmed and welcomed the flexibility available in
the EU rules relating to moratoria on loan repayments as outlined above and further highlighted areas where banks are
invited to act responsibly.

Supplementary Statement and commission communication

The Supplementary Statement acknowledges that pools of securitised assets may comprise, fully or partly, assets falling
under the scope of the general payment moratoria discussed above. The Supplementary Statement clarifies that when
calculating the regulatory capital requirements on securitisation positions that they hold, institutions should classify the
underlying securitised exposures in accordance with the guidelines on COVID 19 where those exposures are subject
to a general payment moratorium. Accordingly, the entry into force of a general payment moratorium should not
automatically lead to reclassifying securitised exposures as in default or in forbearance for the purposes of calculating
the pool’'s Kirs or Ksa in accordance with Article 255 of the CRR as well as to calculate Ka in accordance with Article
261 of the CRR, where those securitised exposures were not classified as exposures in default or in forbearance prior
to the date of entry into force of the general payment moratorium. However, institutions are required to continue to
assess the potential unlikeliness to pay of obligors subject to the moratorium (including, in particular, as regards the
impact on the pool's expected and unexpected losses). The treatment described above is without prejudice to the
application to the securitisation positions of any definition of event of default, acceleration event, credit restructuring
events or similar definition in connection with a general payment moratorium under the contractual documentation
governing the securitisation.



Impact on asset-backed structures and securitisations backed by mortgage loans

Loan servicing

The mortgage loan portfolios in securitisation transactions are serviced by the originator or a third-party servicer
pursuant to a servicing agreement and in accordance with applicable policies and procedures. The relevant servicer is
usually required to provide its services in accordance with the applicable prudent servicer standard and subject to
applicable law and regulation, the definition of which sometimes (but not always) includes regulatory guidance.

Servicing agreements vary in terms of the degree of flexibility afforded to servicers to service the portfolio (including the
granting of payment holidays) and amend servicing policies and procedures from time to time with restrictions being
more common on private transactions where seeking investor consent is more practicable. The terms of the servicing
policies also vary according to the business of the originator and/or servicer including in respect of provisions relating
to payment holidays.

Servicers of mortgage loan portfolios (other than unregulated buy-to-let loans — although see discussion above) are
within scope of the FCA guidance, in both the public and private contexts. While the FCA guidance is not legally binding
and therefore may not qualify as an absolute requirement, the recommendations set out in the FCA guidance are
persuasive and should be taken as a statement of the regulator’s view and compliance with such guidance is likely to
demonstrate compliance with legally binding regulatory legislation, principles and requirements. Accordingly, although
there is some scope for a lender to challenge whether the application of the FCA guidance is a requirement of applicable
law, our view is that in most cases the recommendations of the FCA guidance should be treated as within scope of the
overarching “compliance with applicable law and regulation” wording that is typically found in servicing agreements
even if the definition of applicable law in the documentation does not expressly include such guidance.

If the transaction documents are more flexible and provide the servicer with general flexibility to take any actions
consistent with the prudent mortgage servicer standard (which is what we would expect on most public transactions),
then lender/investor consent should not be needed. Therefore, our expectation is that servicers of most structured
finance transactions backed by regulated mortgage loans should be able to comply with the FCA guidance and grant
payment holidays to borrowers or suspend repossession proceedings in accordance with the FCA guidance, as
applicable, without needing to make any amendments to the transaction documents. However, given the potentially
material nature of any change to the servicing procedures and increase in levels of payment holidays granted,
originators, servicers and issuers on public transactions need to consider whether it is necessary to notify the market of
the amendment and/or the extent of the issue on that particular transaction. The situation may also be slightly different
for structured finance transactions backed by unregulated UK buy-to-let loans given it is less clear whether the
implementation of the FCA guidance is a requirement of law in this context.

Eligibility criteria

The eligibility criteria may exclude mortgage loans the terms of which permit the borrower to take a payment holiday.
We note that in most cases any such criterion focus on what the borrower is permitted or entitled to do (rather than
actions that may be exercised as a matter of lender discretion) and go to the terms and conditions of the loan specifically
rather than rights that may arguably arise as a matter of law. The originator will typically represent satisfaction of the
eligibility criteria on the date of transfer of the mortgage loan. Accordingly, any restrictions will likely only impact on (and
potentially create a breach of representation or other right to claim under) warehouse transactions funding ongoing
origination and/or public deals which are programmes where new assets can be added/substituted from time to time.

However, depending on the specific wording of the representation, it may not be an issue in the context of such ongoing
sales either.

Cashflows

Structured finance transactions backed by mortgage loans may experience liquidity shortfalls should a significant portion
of loans comprised in the relevant portfolio be subject to a payment holiday granted in accordance with the FCA
guidance. The impact of such shortfalls on the relevant transaction would depend on the terms of the relevant
transaction.



In the case of rated public securitisation transactions, we would anticipate that principal funds would be diverted and re-
allocated as revenue funds and liquidity facilities or reserves utilised as required to support payment of interest then
due and payable in respect of the most senior class of notes. Where allowed in the relevant terms and conditions of the
notes, payment of interest in respect of classes of notes which are not the most senior class would usually be deferred
to the following payment date.

Reporting

Transaction reporting is an area which has been subject to significant change in view of the implementation of the
Securitisation Regulation.

In respect of transactions which report using the Securitisation Regulation reporting templates, the loan-level template
for residential loans under the draft regulatory technical standards on disclosure contains fields requiring the reporting
entity to indicate whether a loan is in arrears or has been subject to a restructuring due to forbearance (including
payment holidays and arrears capitalisation). However, as set out above, the application of a payment holiday under a
COVID-19 moratorium will not automatically constitute forbearance or result in a mortgage loan being treated as being
in arrears. Accordingly, transactions disclosing loan-level data using the Securitisation Regulation reporting templates
should consider providing an additional breakdown indicating whether the relevant payment holiday was granted as
part of the COVID-19 response or otherwise. Otherwise, investors would nevertheless see the impact of any material
rise in payment holidays via reduced levels of reported collections. Similar considerations apply in respect of
transactions which report on the basis of the CRA3 loan-level reporting template. Further, if payment holidays
significantly impact on the performance of a transaction, the originator may also need to report this as a “significant
event” under Article 7(1)(F) of the Securitisation Regulation.

STS repercussions

One of the requirements for a transaction to qualify as a simple, transparent and standard securitisation under the
Securitisation Regulation is that the underlying exposures do not comprise exposures in default or exposures to credit-
impaired obligors or guarantors at the time of selection.

‘Credit-impairedness’ under the Securitisation Regulation includes exposures which have been restructured in the
period of three years prior to their relevant date of sale or assignment to the securitisation vehicle. However, by way of
exception, restructured exposures which are performing during the period of one year prior to their sale or assignment
would still qualify for sale or assignment to the securitisation transaction and would not impact the STS designation of
the relevant transaction.

The EBA guidance and PRA Dear CEO letter provide reassurance that the granting of a payment holiday pursuant to
a COVID-19 moratorium will not automatically result in the underlying loan being treated as being in default or subject
to a distressed restructuring for the purposes of STS eligibility.

Financial covenants

Structured finance transactions backed by mortgage loans may include a number of financial covenants linked to arrears
and defaults in the portfolio. These covenants are common in private transactions including warehouse transactions.
Their breach may trigger stop-purchase, stop-funding and early amortisation events or events of default under the
transaction documents.

The terms of the relevant transaction documents and the relevant definitions will determine whether the granting of a
payment holiday, including a payment holiday pursuant to the FCA guidance, triggers the day count in respect of which
arrears and defaults are recorded. The definition of ‘arrears’ or ‘default’ in the transaction documents will typically
reference the number of days past due or the treatment of the relevant asset pursuant to the origination and servicing
policies and we expect originators, issuers and borrowers to argue strongly that in the absence of anything specific to
the contrary in the transaction documents the regulatory definition and/or guidance relating to days past due applies.
However, as the transaction documents would not usually refer expressly to regulatory treatment, lenders may argue
otherwise.



Arrangers, investors and lenders in structured finance transactions may also wish to consider whether it would be
advisable to amend the calculations of arrears ratios and defaults ratios or include a new ratio relating to COVID-19 on
new transactions going forwards in order to clarify how loans subject to payment holidays pursuant to the FCA guidance
are treated. We also expect additional disclosure and risk factors on the meaning of the terms ‘default’ and ‘arrears’ on
public securitisation transactions going forwards.

In the event of a breach of covenant or other trigger events occurring, lenders or investors would need to determine
whether to call the event in question or to exercise their discretion to waive the breach or trigger in question. Where the
investors or lenders in such structured transactions are lenders or investment firms subject to PRA supervision, they
will need to be mindful of the guidance set out in the PRA Dear CEO letter in this regard. However, originators and
issuers may wish to amend the documents or agree to a waiver arrangement in order to provide for greater clarity in
the transaction documents.
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