Collateral of Dutch Covered Bonds

Introduction

Dutch covered bonds are backed by Dutch residential mortgages only. These assets are recognized in the financial markets as high quality collateral, based on their strong performance over a long period of time. For a better understanding of these cover assets it is important to have a closer look at the Dutch residential mortgage market. 
Market players 

The traditional mortgage lenders are either commercial banks or specialised mortgage banks (as part of a larger financial institution, usually an insurance company). In 2014 and especially 2015 non-bank lenders pension funds, insurance companies and specialised asset managers) started to focus on the Dutch residential mortgage market as well given the attractive risk / return features of this asset class. Whilst pension funds and insurers have always been modest investors in Dutch residential mortgages they have – especially in 2015 – become very active. The main reasons for this are: a.) The low interest rate environment (as a result of the ECB’s very accommodative monetary policies); b.) The low risk profile of Dutch residential mortgages (for more see below); and c.) The fact that the commercial banks are confronted with increasingly tougher regulation (Basel Accords, especially ‘Basel IV’) which makes it more difficult for them to keep the mortgages on their balance sheets, d) preferential treatment of mortgages under Solvency II for insurance companies. The competition from the non bank lenders has caused a decline in market share for the top 3 commercial banks (Rabobank, ABNAMRO and ING Bank) to below 50% in the third quarter of 2015 when it comes to newly originated mortgages (source IG&H). 
The Dutch residential mortgage market – recent developments 
The mortgage production in The Netherlands in the third quarter of 2015 was equal to €17,8 billion. This was the best quarter in the last five years and represents an increase of 46% compared to the same quarter in 2014 and an increase of 25% compared to the previous quarter (source: IG&H).

According to Calcasa the average house price in the third quarter of 2015 increased with almost 4% on an annual basis to an average of €244,000 (compared to a historical high of €255,000 in 2008, source: Kadaster, see graph below).
[image: image1.png]Euro (€)

300.000

200.000

100.000

2005 2006 2007 2008 2009 2010 2011 012 2003 2014




According to the Kadaster also the number of houses sold is strongly recovering. The graph below shows that 50,609 houses were sold in the third quarter of 2015, a steep increase compared to the low of 22,111 in the second quarter of 2013 (but still a bit lower than the record of 55,163 in the fourth quarter of 2006). 
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New legislation for mortgage lending lowers Dutch LtVs
In 2011, the code of conduct to which all mortgage lenders adhere to when granting mortgages, was revised. This revision of the code of conduct brought a tightening of the underwriting criteria. The main changes concerned the lowering of the interest-only part of a mortgage loan to a maximum of 50% of the market value of the property, and a maximum loan amount of 106% (104% + 2% transfer tax) of the market value of the property. 
As of January 1, 2013 underwriting criteria were tightened further based on new legislation. Under this new legislation the maximum LtV at origination (based on market value) is 103% for 2015. This maximum LtV will be lowered with 1% per year, until it reaches its new maximum of 100% in 2018.

Compared to other jurisdictions the Dutch residential mortgage market is characterized by relatively high loan-to-values. The main reason for this is the full deductibility of mortgage interest payments under the current Dutch tax system. Since the implementation of the new legislation that came into effect on January 1, 2013 this tax deductibility does no longer apply to interest only mortgages but only to mortgages that are redeemed in full (based on an annuity payment or equal instalments over a maximum of 30 years). 
The new legislation has changed the risk profile of newly originated Dutch mortgages dramatically, caused by both the gradual lowering of the LtV cap as well as the strong (tax) incentive to redeem the mortgages in full.
Despite high LtVs default losses have always been low

As stated previously, the LtVs in the Dutch market are relatively high which was predominantly caused by the favourable tax treatment of mortgages (including interest only mortgages). Since the tax deductibility of interest payments is now (since January 1, 2013) only allowed for mortgages which are redeemed in full, a gradual lowering of Dutch LtVs can be expected. Up to 2005, an LTV at origination of 110 percent was not uncommon in the Netherlands. Average LTV at origination has come down from 96 percent in 2010 to 89 percent in 2013. The average share of new mortgages with an LTV of more than hundred percent has been declining, from 55 percent in 2010 to fifty percent in 2013, and is expected to decline further in the future. 
Despite relatively high loan-to-value ratios, default losses have always been relatively low
. The main reasons for the low losses on Dutch mortgages (even during the recent crisis) compared to other jurisdictions is the result of:

1. The Netherlands has a well-developed credit culture, making it socially very difficult to not service debt. 
2. There are strict criteria in place w.r.t. the maximum amount a homeowner can borrow compared to their disposable income. 

3. The vast majority of Dutch borrowers have fixed rate loans (>10 years fixing) which mitigates payment problems resulting from a change in the level of interest rates.

4. The Netherlands have a very strong social security system which means that when homeowners lose their jobs, the fall in their income can usually be coped with. 
5. People that have had a negative credit event in the past are registered with a central debt registry office (BKR) that registers negative credit events for all types of credit. Mortgage lenders are able to use this database to assess the risk profile of prospective buyers.
6. In the Netherlands the legal position of lenders is very strong when it comes to evicting people that are in arrears. Homeowners are very much aware of this and hence are strongly motivated to pay. 

7. Under Dutch law the lender is able to seize a portion of the borrower's income in cases where the borrower defaults. 
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[image: image4.png]Figure 18: Losses taken on mortgages by Dutch banks
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� For more see the graphs on the next pages





