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Disclaimer:

This materialhas been produced by the Association of Danish Mortgage Banks and the Danish Mortgage Banks'Federation. The information is
solely based on information accessible to the public. The Association and Federation do not accept any liability for the correctness, accuracy
and completeness of the information in the material, which has been produced for generalinformation purposes only. Anydecision to investin
the bonds cannot be based on this material; instead reference is made to the prospectuses and final bond terms of the individual issuers.
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Overview of new Act
Scope of the Act:

The Act applies to Danish Mortgage Bonds (SDRO’s, SDQO’s, RO’s) where the term of the underlying loan is longer than
the maturity of the bond used to fund it. An example is a 30Y mortgage loan with a 1Y interest reset period, i.e. the
loan is funded by issuing 1Y bullet bonds one year at a time.

Theimplementation date of the new Act was 1 April 2014 for bonds with an original maturity up to and including 12
months. For bonds with an original maturity of more than 12 months, the implementation date is 1 January 2015.

The new Danish legislation has provided clarity over the position of borrowers, investors and mortgage banks in an
extreme crisis where a mortgage bank is unable to complete the refinancing by sale of bonds on market terms, or
interest rates suddenly rise very sharply.

The mortgage model and the status of covered bonds are unchanged:

The Danish mortgage systemiis still based on the match funding principle (balance principle), which applies to all
loans.

The covered bonds — even if the maturity has been extended:

» canbe pledged as collateral for loans at Danmarks Nationalbank
» carrythe ECBC's Covered Bond Label

» are CRR/CRD-compliant
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Overview of new Act (cont’d):

Further details:

* Ifthesale of a bond with a maturity above 1Y fails in connection with a refinancing, sale of shorter-term
bonds may be attempted before the maturing bond is extended.

* Partial failure of a refinancing activity is possible. Agreed trades will be executed, and the remaining
refinancing amount will be extended. This will result in a combination of a cash transaction and a maturity
extension of the bonds on a pro-rata basis.

* Ifamortgage bankis under resolution the bonds may be extended by 12 months at a time.

* TheAct does not apply to loans funded by bonds with the same maturity as the loans, for instance 30Y
callable loans.



il Nis 'R - NKE f
- DANISH MORTGAGT BANKS Danesh Mortgage Ba

ke’ Federatior

]R Bealkreditrﬁdet REFLKREDIT
\ .

SSOCTATION OF FC‘RFNINGFN

Two triggers are introduced

The Act introduces two types of triggers:
* Therefinancing failure trigger (RF)
* Theinterest rate trigger (IT)

Funding period Interestratetrigger Refinancing Effective from
(5% pointrise) trigger

Loans with< 1Y funding 1Yyield Yes 1 April 2014

Loans with<2Y funding 2Yyield Yes 1January 2015

Cibor/Cita/Euribor < 2Y funding Interest rate cap Yes 1 January 2015

Cibor/Cita/Euribor > 2Y funding No Yes 1January 2015

Loans with > 2y funding No Yes 1January 2015

(See appendix 2-4forinformation on refinancing in practice and recentyears sector changes in loans with refinancing )
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How do the triggers work?

Example: 1-year bond with contingent maturity extension Box 3

Assume that a mortgage bank at time 0 sells a 1-year bond with an effective interest rate of 0.3 per cent. One year later, at
time 1, the mortgage bank attempts to issue a new bond to replace the bond issued at time 0. One of the following three
situations may arise:

1. The mortgage bank succeeds in issuing a new bond with an effective interest rate of less than 5.3 per cent.

2. The mortgage bank receives sufficient bids to issue a new bond, but with an effective marginal rate above 5.3 per cent.
3. The mortgage bank does not receive sufficient bids to issue a new bond.

In both case 2 and case 3, the maturity of the bond issued at time 0 is extended by 1 year at a coupon of 5.3 per cent, cf. the

chart.
Normal Effective interest rate = Effective interest rate =
refinancing 0.5 per cent 5.3 per cent ? 7
Interest increase \l Coupon = 5.3 per cent
exceeds 5 per
cent
Failed auckion \ Coupon = 5.3 per cent [ ; Coupon = 5.3 per cent Coupon = 5.3 per
cent
T=0 T=1 T=2 THES
—> Issuance of new bond —  Extension

If case 2 or case 3 has been realised at time 1, one of the following two situations may arise at time 2: either the mortgage
bank receives a sufficient number of bids to sell a new bond, and it then sells a new bond at this marginal rate, or it does not
receive a sufficient number of bids, so the maturity of the bond issued at time 0 is extended by another year at a coupon of
5.3 per cent.

If it is assumed that the auction fails at time 2, there are, again, two possibilities at time 3: normal refinancing or failed
auction.

Source: Danmarks Nationalbank, Monetary Review, 1st Quarter 2014
(See appendix 1forfurtherinformation on the two triggers)
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The issuers support the new Act’s objectives

In November 2013, the Danish government presented an Act for the purpose of addressing refinancing risks arising
from the funding of mortgage loans by bonds where the maturity is shorter than the loan term. During the
subsequent process a number of changes were made to the Act, before it was adopted by the Danish Parliament in
March 2014. Itappears from the remarks of the Danish Ministry of Business and Growth that:

The ongoing refinancing of the loans by bond auctions entails a risk that it will not be possible to sell a sufficient
volume of new bonds on the refinancing date. This risk could arise from market fluctuations or because a specific
institution has specific problems.

If refinancing were to failwholly or partly, it would have major consequences for the mortgage -credit institution, for
the borrowers, for the bond investor and for society in general. A failed auction ... could affect financial stability as
the mortgage-credit institutions constitute an important part of Denmark’s financial sector and contribute to the
financing of major segments of the national economy.”

The Danish mortgage banks find it positive that the Minister for Business and Growth took the initiative to
address the refinancing risk relating to loans funded by bonds with shorter maturities than the loan terms. The
legislation further strengthens the setup around Danish mortgage bonds, by offering investor stronger protection
while reducing systemic risk.

The Danish mortgage market has never experienced afailed refinancing, but we regard the new legislation as an
expression of due diligence and focus on maintaining a Danish mortgage model, characterised by a strong
regulation and covered bonds offering a high degree of security.
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FAQ
Does the Act apply to loans funded with ROs? Yes. The Act applies to ROs, SDOs and SDROs
Do extended bonds have the same ISIN as the original | Yes
bonds?
Are the bonds repo eligible? The collateral base of Danmarks Nationalbank is

unchanged. Extended bonds are repo eligible with the
central bank on the same terms as existing covered
bonds. Extended bonds may also be used as collateral

Is Danmarks Nationalbank still "Lender of last resort"? | Yes. Inits Monetary Review 1st Quarter 2014,
Danmarks Nationalbank reiterated that it remains
"Lender of last resort" for solvent covered bond

issuers
Will "labelled" bonds keep the ECBC label upon Yes, an extension will not change whether the bonds
extension? are "labelled" or not.
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How do you know whether a bond can be extended or
has aninterest rate trigger?

Where can you see the interest rate levels that trigger
a maturity extension due to an interest rate trigger,
and the interest rate after extension?

Can an interest rate trigger be activated two (or more)
yearsinarow?

What happens with agreed trades if refinancing is
subsequently regarded as failed or if the interest rate
rises above the trigger level?

What coupon will a bond have if refinancing fails
severaltimes in a row?

A

In future there will be short-term bonds with the same
maturity and coupon — with and without an interest
rate trigger. It will appear from the bond terms that
are published on the stock exchange and on the
issuer's website. In addition, Nasdaqg OMX and
Bloomberg will add information via the "notes" field
and possibly in the bond's name in the price list,
wherethe triggers are called:

RF for Refinancing Failure, and

IT for Interest Rate Trigger

They will be published by the issuer e.g. on the
issuer's website

No. Aninterest rate trigger can only be activated once,
whereupon the interest rate may increase unlimitedly

All agreed trades will be executed

The bond coupon is maintained at the level at the first
failed refinancing that triggered the extension
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How large a proportion of a bond's principal will be
extended in connection with an interest rate trigger?

Can a mortgage bank do anything to avoid an
extension?

Will the new legislation affect the LCR classification of
covered bonds?

A

Each day of a selling period is settled separately. This
means that an executed sale on each day is final and
will not be affected by a breach of the trigger rate.
For example, if a mortgage bank has sold 80% of its
bonds ata YTM below the trigger rate and yields
subsequently rise to above the trigger rate and the
bond maturity is extended, investors in the maturing
bonds will have 80% of their holdings redeemed (ie
cash payment) and 20% extended.

The information on executed sales will appear on the
issuer's website

Yes, refinancing with shorter-term bonds can be
applied. That can be attempted in the period up to the
maturity date of the original bond

No, the new legislation will not affect the LCR
classification
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APPENDIX1

Failed refinancing trigger

If a mortgage bank is unable to sell bonds at refinancing (Year 1), the maturity of the maturing bonds will be

extended by 12 months
The coupon of the extended bonds is dependent on the yield-to-maturity (YTM) achieved when refinancing

similar bonds the previous year (Year 0)

Year O Year 1 - refinancing Year 2
Bond Refinancing result
maturity
<1y r,=YTM (1Y bond) | Coupon, =r,+500bp 1) If auction fails:
<Y’ r,=YTM (2Y bond) Coupon,=coupon,
2) If sale possible:
>2Y r,=YTM (1Y bond) r,

r;= YTM when refinancing year 1; Coupon ;= Coupon year 1
NOTE: For bonds with maturity = 2Y, the basis for extending a bond is the YTM of a 2Y bond, whereas the
basis for a bond with maturity > 2Y is the YTM of a 1Y bond.

If a mortgage bank is still unable to sell the bonds the following year (Year 2), the maturity of the bonds will
be extended by 1Y at a time until the mortgage bank is able to sell new bonds in the market

The coupon rate will remain unchanged at Coupon, if further extensions are necessary

However for floating-rate bonds”, the coupon after the extension will instead be the coupon rate at the last
fixing plus 500bp. This new rate is fixed for 12 months

If a mortgage bank is under resolution and the maturity is extended under the failed refinancing trigger, the
coupon is fixed at a variable reference rate (for example 12M Cita) plus up to 500bp, for one year at a time

*) From 1January 2015

11
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APPENDIX 1
Interest rate trigger

* For bonds with a maturity of up to and including 24 months an interest rate trigger is introduced”

* Iftheyield-to-maturity (YTM) at refinancing increases by more than 500bp (Year 1) compared with the
previous refinancing (Year 0), the maturity of the bond will be extended by 12 months

* Thebonds can only be extended due to interest rate increases once

Year O Year 1 Year 2
] ] interest rate increases
Bond Refinancing result
maturity
<1y ro=YTM (1Y bond) | Coupon, =r,+500bp ry
<2Y ro=YTM (2Y bond)

* However, for floating-rate bonds with a maturity up to and including 24 months®, the yield may not be more
than 500bp higher than at the last fixing. If triggered, the new coupon remains unchanged for 12 months or
up until the next refinancing, unless the yield falls to a lower level at a new fixing within the 12 months.

* Thefloating rate bonds will be extended by 12 months if the coupon at refinancing is to be fixed above the
previous fixing plus 500bp.

*) From 1 April 2014 only bonds with a maturity of up to andincluding 12 months. From 1 January 2015 all bondsthatfundlonger-term 12

loansareincluded
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APPENDIX 2
Volume of non-prefunded loans

Dueto the popularity of mortgage loans with loan terms longer than the maturity of the bonds funding the
loans (non-prefunded loans), the Danish mortgage system was facing refinancing risk, as mortgage banks have
to sell new bonds on an ongoing basis to fund existing loans.

The volume of non-prefunded loans amounts to around DKK 1,800 billion today.
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ontheright-hand axis. 13

Source: Danmarks Nationalbank, Monetary Review, 1 Quarter 2014, “Maturity extension of mortgage bonds”
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APPENDIX 3
Deconcentration of the refinancing of loans

Danesh Mortgage Banke' Federatior

Even though the amount of bonds sold at refinancing auctions has increased over the years, the financial crisis

have demonstrated that covered bonds can be sold, even in times of great uncertainty.

Over the last few years, the sector has spread the refinancing from January to April, July and October as well.
This has resulted in a more even distribution of the sale of the bonds funding adjustable-rate mortgage loans

and floating-rate loans over the year and it has reduced the concentration of refinancing volumes.

Refinancing of loans
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Source: Nordea
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APPENDIX 4
Refinancing process in practice

The following is a description of the main principles for how a mortgage bank undertakes the sale of bonds to be
refinanced. The process may vary from one mortgage bank to the next and from one bond to the next. It is customary
among Danish mortgage banks to sell the largest ISINs on auction, while the remaining ISINs are either sold on auction or
on tap.

* To fulfil the Liquidity Coverage Ratio (LCR) requirements, most mortgage banks schedule their sales so that all bonds are
expected to be sold 30 days before the maturity date of the maturing bonds at the latest.

* Afew weeks before the sale, the mortgage bank informs the market of the amounts offered in the individual ISINs, the
scheduled dates of sale and the type of sale (auction, tap sale or otherwise).

* Before the sale commences, the mortgage bank informs the market of the trigger rates. The trigger rate is fixed at the
yield-to-maturity (YTM) of corresponding bonds a year earlier plus 500bp. If the sale of new bonds results in a YTM
above the trigger rate, the maturity of the maturing bonds is extended by 1 year and the coupon is fixed at the trigger
rate.

* Inthe selling period, the mortgage bank must assess before each sale whether the bonds can be sold at a YTM below
the trigger rate. If the mortgage bank has a reasonable expectation of selling the bonds at a YTM below the trigger rate
onthe relevant date the sale can be executed. If not, the sale must not be executed.

* If a mortgage bank is unable to sell the bonds offered before the maturing bonds mature, the refinancing is considered
to have failed. In that case, the maturity of the maturing bonds will be extended by 1 year and the coupon will be fixed
at the trigger rate.

* Each day of a selling period is settled separately. This means that an executed sale on each day is final and will not be
affected by any failure to execute a sale at a later time or by a breach of the trigger rate.

* Forexample, if a mortgage bank has sold 80% of its bonds at a YTM below the trigger rate and yields subsequently rise
to above the trigger rate and the bond maturity is extended, investors in the maturing bonds will have 80% of their
holdings redeemed (i.e. cash payment) and 20% extended.

A similar method is applied to floating-rate bonds with the adjustments following from the special characteristics of this
type of bond.
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APPENDIX5

The Danish mortgage modelis unchanged

The Danish mortgage systemis still based on the match funding principle (balance principle) applied to all loans.
Theloan type, repayment profile, term, interest rate and currency thus determine which bonds the mortgage
banks will sell. The match funding principle eliminates mortgage banks' direct loss risk if market conditions change

during the loan term. This is because the payments received by a mortgage bank from its borrowers correspond

exactly to the payments it makes to the bondholders. Mortgage banks only incur a loss if a borrower fails to make
interest and principal payments.

Example of the match-funding principle for adjustable-rate loans
Borrower Lo?n
- rate

5 ) | Cash
i o] ___fﬁ__ — flow of
| loan
L Y |
Investor YTM of 30-year adjustable-rate loan Time
N bonds
\ T\
A {
\” \-\
(¢ | _
Y -
& “ — Cash
| / — flow of
1Y bullet 1Y bullet 1Y bullet 1Y bullet .
Yearl Year2 Year3 Year 30 Time bonds

The customer’s interest reset period equals the maturity of the bonds issued to fund the loan.

Atinterest reset the loan rate is adjusted to the yield-to-maturity of the bonds sold for the purpose of refinancing plus a margin
* The cash flow of the loan matches the cash flow of the bonds.
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More information

e Billno. L 89 for an act to amend the Danish Mortgage-Credit Loans and Mortgage-Credit Bonds, etc. Act and
the Danish Financial Business Act.

e Agreementto regulate refinancing risk.

e Amendments to Bill no. L 89.

e Actno. 244 of 19 March 2014 amending the Danish Mortgage-Credit Loans and Mortgage-Credit Bonds, etc.
Act and the Danish Financial Business Act.

e Executive order no. 0251 of 19 March 2014 on refinancing of adjustable-rate mortgage loans.

e "Maturity extension of mortgage bonds”, Danmarks Nationalbank Monetary Review, 15t Quarter 2014.

* The Danish mortgage system:
* The Association of Danish Mortgage Banks
e Danish Mortgage Banks’ Federation

* Thebalance principle.
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http://www.evm.dk/~/media/oem/pdf/2013/2013-pressemeddelelser/28-11-13-realkredit/28-11-13-bill-in-english.ashx
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http://www.evm.dk/~/media/oem/pdf/2014/2014-pressemeddelelser/06-02-14-aftale-om-lovforslag/aendringsforslag-engelsk.ashx
http://www.evm.dk/~/media/oem/pdf/2014/2014-pressemeddelelser/06-02-14-aftale-om-lovforslag/samlet-lov-l244-in-english.ashx
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http://www.evm.dk/~/media/oem/pdf/2014/2014-pressemeddelelser/06-02-14-aftale-om-lovforslag/bekendtgoerelse-in-english.ashx
http://www.nationalbanken.dk/C1256BE9004F6416/side/Maturity_extension_of_mortgage_bonds/$file/Maturity extension_MR1_2014.pdf
http://www.nationalbanken.dk/C1256BE9004F6416/side/Maturity_extension_of_mortgage_bonds/$file/Maturity extension_MR1_2014.pdf
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http://www.nationalbanken.dk/C1256BE9004F6416/side/Maturity_extension_of_mortgage_bonds/$file/Maturity extension_MR1_2014.pdf
http://www.nationalbanken.dk/C1256BE9004F6416/side/Maturity_extension_of_mortgage_bonds/$file/Maturity extension_MR1_2014.pdf
http://www.nationalbanken.dk/C1256BE9004F6416/side/Maturity_extension_of_mortgage_bonds/$file/Maturity extension_MR1_2014.pdf
http://www.nationalbanken.dk/C1256BE9004F6416/side/Maturity_extension_of_mortgage_bonds/$file/Maturity extension_MR1_2014.pdf
http://www.realkreditraadet.dk/Default.aspx?AreaID=13
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