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LOWER RATED COVERED BOND ISSUER MIGHT BENEFIT 
FROM FITCH'S NEW RATING METHODOLOGY 

Fitch presented its new rating 
methodology  

 On 17 July, Fitch held a presentation in Frankfurt regarding its new rating 
methodology for covered bonds. The new approach is applicable to plain va-
nilla covered bonds only. Multi-Cédulas will continue to be analyzed via 
Fitch's structured finance approach. As a result of the new rating methodol-
ogy, there will not be many covered bond rating changes. Nevertheless, for 
example, some Spanish issuers like Caixa Catalunya, whose Cédulas are cur-
rently rated AA- (rated Aa2 at Moody's) only, might benefit from the new 
rating methodology. Also, Cédulas of Santander and Banesto whose AA+ rat-
ing is already on watch positive at Fitch (rated Aa1 at Moody's), might bene-
fit. Business prospects for Fitch in the Spanish market might also improve 
through the new rating methodology as well.  

Positive rating effects for AA+ rated German Pfandbriefe like mortgage 
Pfandbriefe of Hypo Real Estate Bank Germany also seem possible, even 
though Fitch is negative regarding the insolvency remoteness of the volun-
tary overcollateralization of German Pfandbriefe. In contrast to Fitch, we 
are convinced that voluntary overcollateralization of German Pfandbriefe is 
insolvency remote. 

Calculation of the covered 
bond rating via default prob-
ability of the issuer, continuity 
factor, cash flow stress test and 
recovery value 

 Fitch calculates the covered bond rating on the basis of the issuer (default) rating 
in four further steps: 

• Calculation of the continuity score 

• The maximum achievable covered bond rating based on the default 
probability of the covered bond (default probability of the issuer multi-
plied with the continuity factor) 

• Stress test of the resulting covered bond default rating via a cash-flow 
model 

• Possible further "uplift" of the covered bond rating via giving credit to 
the recovery value of the covered bond 

 

E X H I B I T  1 :  C O V E R E D  B O N D  P R O B A B I L I T Y  O F  D E F A U L T  D E P E N D I N G  O N  I S S U E R  
P R O B A B I L I T Y  O F  D E F A U L T  A N D  D I S C O N T I N U I T Y  F A C T O R  ( B E T W E E N  0 %  A N D  1 0 0 % )  

 5 Year 
issuer 

PD 

100.00% 50.00% 40.00% 15.00%  10.00% 5.00% 0.00%

AAA 0.03% AAA AAA AAA AAA AAA AAA AAA 

AA+  0.09% AA+ AAA AAA AAA AAA AAA AAA 

AA  0.20% AA AA+ AA+ AAA AAA AAA AAA 

AA- 0.26% AA- AA+ AA+ AAA AAA AAA AAA 

A+  0.50% A+ AA- AA AA+ AAA AAA AAA 

A  0.56% A AA- AA AA+ AAA AAA AAA 

A- 0.79% A- A+ AA- AA+ AA+ AAA AAA 

BBB+  1.02% BBB+ A+ A+ AA AA+ AAA AAA 

BBB  1.58% BBB A- A AA- AA AA+ AAA 

BBB- 3.36% BBB- BBB BBB A+ AA- AA AAA 

BB+  5.36% BB+ BBB- BBB A- A AA- AAA 

BB  7.48% BB BBB- BBB- BBB+ A- AA- AAA 

BB- 11.01% BB- BB+ BB+ BBB BBB+ A AAA 

B+  15.37% B+ BB BB+ BBB BBB A- AAA 

Source: Fitch  
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Probability of default of cov-
ered bond: probability of de-
fault of the issuer × discontinu-
ity factor 

 According to Fitch, the probability of default of a covered bond is the result of 
the probability of default of the individual issuer and the discontinuity factor. 
Hence, the lower the discontinuity factor, the greater the "uplift effect" on the 
probability of default of the covered bond and hence of the rating of the covered 
bond compared to the issuer rating. A low discontinuity factor generally shows a 
high probability of continuity of payments after insolvency of the issuer. 

Discontinuity factor of 100% 
would indicate complete seg-
regation of covered bonds 
versus the issuer credit quality 

 The discontinuity factor takes into account asset segregation (50%), liquidity 
gaps (30%), alternative management (15%) and covered bonds' oversight (5%). 
The discontinuity factor will be mainly driven by the specific legal framework of 
each country. As asset segregation depends on the legal framework for covered 
bonds of the respective country, this part will be the same for all issuers of a 
specific legal framework. Fitch will not publish the individual components, but 
will publish the resulting discontinuity factor for each issuer.   

Discontinuity factor of Spanish 
issuers between 40% and 50% 

 According to Fitch, the discontinuity factor of most issuers in the Western Euro-
pean legal frameworks will be between 5% and 20%. Due to a weaker legal 
framework, that of Spanish issuers might be between 40% and 50%. 

A rated issuer in countries with 
strong legal framework can 
easily achieve an AAA rating 

 Taking into account that the probability of default of covered bonds in the Fitch 
methodology is the product of probability of default of the issuer and the discon-
tinuity factor, an A rated issuer with a discontinuity factor of 10% - indicating 
continuation of covered bonds in case of insolvency of the issuer – could easily 
achieve a probability of default of its covered bonds in line with an AAA rating 
without a further uplift (see table above).  

Best discontinuity factors for 
UK and Dutch covered bonds 

 According to Fitch, structured UK and Dutch covered bonds will be able to 
achieve the best discontinuity factors. However, Fitch emphasized that these 
covered bonds do not achieve absolute continuity. The reason is that in these 
countries the respective regulators are less involved. As we assume that German 
Pfandbriefe will not achieve absolute continuity under the Fitch approach either, 
this is not a problem on a relative basis. Due to higher liquidity of the cover pool 
assets, generally speaking, discontinuity factors for public sector covered bonds 
will be below discontinuity factors of mortgage covered bonds.  
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M AX IM U M  A CH IE VA BLE  R A T IN G  BA S ED  ON  P ROB A B IL ITY  OF  D E F AU LT  W IL L  
B E  S T R ES S  TE S T ED  A N D  G I V EN  C RE D I T  T O  R E C O V E R I E S   

Fitch gives credit to recovery 
values 

 The maximum achievable rating based on the probability of default of the cov-
ered bond calculated in the described way is then stress tested via a cash-flow 
model. Fitch would lower the rating following the cash flow stress test if the 
agency is not satisfied with the stress test results. An uplift of the rating as a re-
sult of the cash flow test is not possible in the Fitch approach. However, on top 
of all this, Fitch gives credit for the recovery prospects of the covered bonds.  

Higher recovery values lead to 
higher covered bond ratings 

 Fitch predicts the majority of covered bonds will have recovery values of be-
tween 50% and 100%. Depending on the recovery prospects for covered bond 
holders, the rating can receive a further "uplift": hence, the greater the recovery 
range, the greater the noting on top of the above mentioned uplift.  

 

E X H I B I T  2 :  F U R T H E R  N O T C H I N G  D E P E N D I N G  O N  R E C O V E R Y  V A L U E S  

Recover Rating Recovery pros-
pects 

Recovery Range 
(%)   

Notching Invest-
ment grade is-
suer 

Notching non-
Investmentgrade 
issuer 

 RR1    Outstanding    91 -100 2 3 

 RR2    Superior    71 -90 1 2 

 RR3    Good    51 -70 1 1 

 RR4    Average    31 -50   

 RR5    Below Average    11 -30 -1 -1 

Source: Fitch  

 
Upgrade potential for 
Santander and Banesto 

 For example, a Spanish Cédulas issuer with an A rating can achieve a covered 
bond default probability in line with an AA rating assuming a 40% discontinuity 
factor (0.56%*0.4=0.22%) (see Exhibit 1 above). As the recovery prospects of the 
highly overcollateralized Spanish Cédulas are quite good, a further "uplift" is 
likely. Hence, an AAA rating, meaning an uplift by 2 notches (see Exhibit 2 
above), for issuers who are committed to holding enough overcollateralization, is 
achievable. This leads to upgrade potential for Cédulas of Santander and 
Banesto, which are still rated AA+ by Fitch (Moody's rates Cédulas of Santander 
and Banesto Aa1 currently, but there seems to be rating upside potential as 
well). 

Upgrade potential for A- rated 
German issuer 

 Moreover, German lower rated issuers might have upgrade potential according 
to the new Fitch approach. A3 s/BBB+ p/A- rated Hypo Real Estate Bank Ger-
many (HYPORE) is one example. HYPORE's mortgage Pfandbriefe are currently 
rated Aa3 wp at Moody's and AA+ at Fitch. Given the A- issuer rating at Fitch 
and an assumed low discontinuity factor (between 5% and 20%) for the German 
legal framework of covered bonds, the probability of default of HYPORE's mort-
gage Pfandbriefe could easily be in line with an AA to AAA rating (see above).  

Further uplift as a result of the 
recovery prospects 

 Assuming that the achieved rating passes the cash-flow test, again, the notching 
based on the recovery value applies. As a result of the 60% maximum LTV re-
quired by the German Pfandbrief law, a superior or even outstanding recovery 
value should be achievable, leading to a uplift of HYPORE's mortgage Pfand-
briefe.  
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Fitch questions insolvency re-
moteness of voluntary overcol-
lateralization of German Pfand-
briefe 

 A negative point according to Fitch's rating methodology for German Pfandbriefe 
is the consideration regarding the insolvency remoteness of voluntary overcollat-
eralization. Fitch is not confident regarding the insolvency remoteness of over-
collateralization regarding German Pfandbriefe. This might have negative effects 
on the discontinuity factor, the cash flow test and maybe also the recovery pros-
pects in the Fitch rating process. Even if we are generally very pleased with 
Fitch's rating approach, we disagree regarding its view on insolvency remote-
ness of voluntary overcollateralization in Germany.  

Overcollateralization in Ger-
many is insolvency remote 

 Admittedly, voluntary overcollateralization can be reduced any time. But from a 
legal perspective, every overcollateralization that is available at the time of in-
solvency is safeguarded against claims of unsecured creditors. Unsecured credi-
tors only have a claim on overcollateralization which is obviously not needed to 
satisfy claims of covered bond holders.  

Unsecured creditors have to 
prove that collateral is "obvi-
ously" not needed to satisfy 
Pfandbrief holders 

 Even more, the insolvency administrator representing the unsecured creditors 
and not the cover pool administrator (Sachwalter) has to prove that some of the 
overcollateralization is obviously not needed. In case of insolvency of the issuer, 
this is hardly possible to prove, to say the least. Hence, voluntary overcollaterali-
zation of German Pfandbrief issues is insolvency remote and should be recog-
nized as such by rating agencies. 

Upgrade potential for most 
AA+ rated German Pfandbriefe 

 Taking into account this legal perspective and the fact that the discontinuity fac-
tor for German Pfandbriefe should be quite low, in the region between 5% and 
15%, we see upside potential for AA+ rated German Pfandbriefe. This might not 
happen quickly. Fitch will start applying the new rating methodology to lower 
rated covered bonds and will generally discuss the topic which the respective 
issuer.  

Negative rating actions unlikely  Fitch's rating approach has been quite consistent in the past. Hence, even in 
case of BBB+ rated issuers like Landesbank Berlin (A1 s/-/BBB+) we do not ex-
pect negative rating actions. In this special case, it has to be taken into account 
that the BBB+ rating of Landesbank Berlin is not considered as adequate by the 
issuer.  

German Pfandbriefe are per-
ceived as AAA quality anyway 

 Taking into account the improvements of credit quality and the implicit support 
by the Land Berlin, we agree with this view. At the end of the day, ratings and 
credit quality assessments will never be totally quantifiable. Also, Baa3 wn/BB+ 
n/BBB- wn rated AHBR must not necessarily experience a downgrade on its AA+ 
rate mortgage Pfandbriefe. Moreover, as the market perceives most German 
Pfandbriefe of AAA quality anyway, market reactions are unlikely 

Caixa Catalunya and Banesto 
trading with pick-up to peers 

 Spread impacts could be possible in case of Caixa Catalunya's CAIXAC 3.5% 
March 2016 currently trading at mid-swap + 8.5 bp and Banesto's BANEST 
3.5% Jan 2016 trading at mid-swap – 8.7 bp. Nevertheless, due to the ongoing 
high supply of Spanish Cédulas burdening the secondary market, we refrain 
from giving buy recommendations on these papers.  

   

  Bernd Volk, CFA, +49 89 378-18133 
bernd.volk@hvb.de
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DISCLAIMER 
This analysis was prepared by Mr./Ms.Volk and was published the first time on 7/19/2006. 
Responsibility for its preparation lies with: Bayerische Hypo- und Vereinsbank AG, Am Tucherpark 16, 80538 Mu-
nich, Germany’ 
Regulatory authority: “BaFin” – Bundesanstalt für Finanzdienstleistungsaufsicht, Lurgiallee 12, 60439 Frankfurt, 
Germany 

 

Important notices acc. § 4/ 4; 4 Fin AnV: 

 

Company Date Product Recomm.  Company Date Product Recomm. 
         

 

BIW: Bank & Insurance Watch, CBM: Covered Bond Monitor, CCT: Corporate CDS Tracker, CF: Credit Flash, CSS: Credit 
Strategy Special, CV: Credit View, DCB: Daily Credit Briefing, ECP: Euro Credit Pilot, HGC: High Grade Compass, HYCO: 
Euro High Yield & Crossovers, SF: Sector Flash, SMW: Securitization Market Watch, SR: Sector Report, SU: Strategy Up-
date 
 

Other important notices: 

Key 1a: Bayerische Hypo- und Vereinsbank AG and/or a company affiliated with it pursuant to § 15 AktienG (German 
Stock Corporation Act) owns at least 5% of the capital stock of the company.  

Key 1b: The analyzed company owns at least 5% of the capital stock of Bayerische Hypo- und Vereinsbank AG and/or 
a company affiliated with it pursuant to § 15 AktienG (German Stock Corporation Act). 

Key 2: Bayerische Hypo- und Vereinsbank AG and/or a company affiliated with it pursuant to § 15 AktG (German 
Stock Corporation Act) belonged to a syndicate that has acquired securities of the analyzed company within 
the twelve months preceding publication. 

Key 3: Bayerische Hypo- und Vereinsbank AG and/or a company affiliated with it pursuant to § 15 AktG (German 
Stock Corporation Act) administers the securities issued by the analyzed company on the stock exchange or 
on the market by quoting bid and ask prices. 

Key 4: The analyzed company and Bayerische Hypo- und Vereinsbank AG and/or a company affiliated with it pursu-
ant to § 15 AktG (German Stock Corporation Act) concluded an agreement on services in connection with in-
vestment banking transactions in the last 12 months, in return for which the Bank received a consideration 
or promise of consideration. 

Key 5: The analyzed company and Bayerische Hypo- und Vereinsbank AG and/or a company affiliated with it pursu-
ant to § 15 AktG (German Stock Corporation Act) have concluded an agreement on the preparation of 
analyses.  

 

Company Key 
  
 

Significant financial interest:  

Bayerische Hypo- und Vereinsbank AG and companies affiliated with it regularly trade shares of the analyzed company. 
Analyses may refer to one or several companies and to the securities issued by them. 
The author’s remuneration has not been, and will not be, geared to the recommendations or views expressed in this 
study, neither directly nor indirectly. 
In some cases, the analyzed issuers have actively supplied information for this analysis. 
To prevent or remedy conflicts of interest, Bayerische Hypo- und Vereinsbank AG has established the organizational 
arrangements required from a legal and supervisory aspect, adherence to which is monitored by its Compliance depart-
ment. 

The prices used in the analysis are the closing prices of the Xetra system or the closing prices of official 
trading on the Frankfurt Stock Exchange or the closing prices on the relevant local stock exchanges. In the 
case of unlisted stocks, the average market prices based on various major broker sources (OTC market) are 
used. 

Our recommendations are based on information available to the general public that we consider to be reliable but 
for the completeness and accuracy of which we assume no liability. We reserve the right to modify the views 
expressed herein at any time and without notice. Moreover, we reserve the right not to update this infor-
mation or to discontinue it altogether without notice. The investment possibilities discussed in this report may 
not be suitable for certain investors depending on their specific investment objectives and time horizon or in the 
context of their overall financial situation. In particular the risks associated with an investment in the securities or 
the financial instruments under discussion are not explained in its entirety. This information is given without any 
warranty on an “as is” basis and should not be regarded as a substitute for obtaining individual advice. Please 
contact your bank’s investment advisor for individual explanations and advice. Provision of this information shall not 
be construed as constituting an offer to enter into a consulting agreement. 

You will find an overview of the breakdown in absolute and relative terms of our investment ratings on our website 
www.hvb.de under the heading “Disclaimer.” 

Our investment ratings are in principle judgments relative to an index as a benchmark. Our ratings are as follows: 
Buy, Outperform, Neutral, Underperform and Sell. Outperform/Underperform ratings mean that we expect a 
stock to outperform or underperform the benchmark by more than 5%. Similarly, a Buy or Sell rating is based on the 
assumption of outperformance or underperformance of more than 10%, including an absolute component (i.e. 
projected absolute gains or losses). The benchmark for the stocks covered in this publication is the Euro STOXX 50. 
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Issuer level: 

Marketweight: We recommend to have the same portfolio exposure in the name as the respective reference index (the 
iBoxx index universe for high-grade names and the ML EUR HY index for sub-investment grade names) 
Overweight: We recommend to have a higher portfolio exposure in the name as the respective reference index (the 
iBoxx index universe for high-grade names and the ML EUR HY index for sub-investment grade names) 
Underweight: We recommend to have a lower portfolio exposure in the name as the respective reference index (the 
iBoxx index universe for high-grade names and the ML EUR HY index for sub-investment grade names) 

Instrument level: 

Core hold: We recommend to hold the respective instrument for investors who already have exposure. 
Sell: We recommend to sell the respective instrument for investors who already have exposure. 
Buy: We recommend to buy the respective instrument for investors who already have exposure. 

Note on what the evaluation of equities is based: 

Company valuations are based on the following valuation methods: Multiple-based models (P/E, P/cash flow, EV/sales, 
EV/EBIT, EV/EBITA, EV/EBITDA), peer-group comparisons, historical valuation approaches, discount models (DCF, 
DVMA,DDM), break-up value approaches or asset-based evaluation methods. Furthermore, recommendations are also 
based on the Economic profit approach. Valuation models are dependent on macroeconomic factors, such as interest 
rates, exchange rates, raw materials, and on assumptions about the economy. Furthermore, market sentiment affects 
the valuation of companies. The valuation is also based on expectations that might change rapidly and without notice, 
depending on developments specific to individual industries. Our recommendations and target prices derived from the 
models might therefore change accordingly. The investment ratings generally relate to a 6 to 9-month horizon. They 
are, however, also subject to market conditions and can only represent a snapshot. The ratings may in fact be achieved 
more quickly or slowly than expected, or need to be revised upward or downward. 

Note on the bases of valuation for interest-bearing securities: 

Trading recommendations for fixed-interest securities mostly focus on the credit spread (yield difference between the 
fixed-interest security and the relevant government bond or swap rate) and on the rating views and methodologies of 
recognized agencies (S&P, Moody’s, Fitch). Depending on the type of investor, investment ratings may refer to a short 
period or to a 6 to 9-month horizon. 

Please note that the provision of securities services may be subject to restrictions in certain jurisdictions. You are re-
quired to acquaint yourself with local laws and restrictions on the usage and the availability of any services described 
herein. The information is not intended for distribution to or use by any person or entity in any jurisdiction where such 
distribution would be contrary to the applicable law or provisions.  

Notice to U.K. residents: 

This report is intended for clients of Bayerische Hypo- und Vereinsbank AG who are market counterparties or intermedi-
ate customers (both as defined by the “FSA”, the Financial Services Authority) and is not intended for use by any other 
person, in particular, private customers as defined by the FSA Rules. This report is not to be construed as a solicitation to 
buy or an offer to sell any securities. The information in this publication is based on carefully selected sources believed 
to be reliable, but we do not make any representation with respect to its completeness or accuracy. All opinions ex-
pressed in this report reflect our assessment at this time and are subject to change without notice.  
We and/or other members of Bayerische Hypo- und Vereinsbank Group may take a long or short position and buy or sell 
securities mentioned in this publication. We and/or members of Bayerische Hypo- und Vereinsbank Group may act as 
investment bankers and/or commercial bankers for issuers of securities mentioned, be represented on the board of such 
issuers and/or act as “market makers” for such securities. The Bank and its affiliates may also, from time to time, have a 
consulting relationship with a company mentioned in this report.  
The investment opportunities discussed in this report may be unsuitable for certain investors depending on their specific 
investment objectives and financial position. Investors are recommended to obtain the advice of their banker/broker 
about investments prior to entering into them. 
Bayerische Hypo- und Vereinsbank AG London branch is regulated by the FSA. 

Notice to U.S. residents: 

The information contained in this report is intended solely for institutional clients of Bayerische Hypo- und Vereins-
bank AG, New York Branch (“HypoVereinsbank”) and HVB Capital Markets, Inc. (“HVB Capital” and, together with 
HypoVereinsbank, “HVB”) in the United States, and may not be used or relied upon by any other person for any 
purpose. Such information is provided for informational purposes only and does not constitute a solicitation to buy 
or an offer to sell any securities under the Securities Act of 1933, as amended, or under any other U.S. federal or 
state securities laws, rules or regulations. The investment opportunities discussed in this report may be unsuitable for 
certain investors depending on their specific investment objectives, risk tolerance and financial position. 
In jurisdictions where HVB is not registered or licensed to trade in securities, commodities or other financial prod-
ucts, transactions may be executed only in accordance with applicable law and legislation, which may vary from 
jurisdiction to jurisdiction and may require that a transaction be made in accordance with applicable exemptions 
from registration or licensing requirements. 
The information in this publication is based on carefully selected sources believed to be reliable, but HVB does not 
make any representation with respect to its completeness or accuracy. All opinions expressed herein reflect HVB's 
judgment at the original time of publication, without regard to the date on which you may receive such informa-
tion, and are subject to change without notice. 
HVB may have issued other reports that are inconsistent with, and reach different conclusions from, the information 
presented in this report. These publications reflect the different assumptions, views and analytical methods of the 
analysts who prepared them. Past performance should not be taken as an indication or guarantee of future per-
formance, and no representation or warranty, express or implied, is provided in relation to future performance.  
HVB and any company affiliated with it may, with respect to any securities discussed herein: (a) take a long or short 
position and buy or sell such securities; (b) act as investment and/or commercial bankers for issuers of such securities; 
(c) act as market makers for such securities; (d) serve on the board of any issuer of such securities; and (e) act as paid 
consultant or advisor to any issuer. 
The information contained herein may include forward-looking statements within the meaning of U.S. federal secu-
rities laws that are subject to risks and uncertainties. Factors that could cause a company’s actual results and finan-
cial condition to differ from expectations include, without limitation: political uncertainty, changes in general eco-
nomic conditions that adversely affect the level of demand for the company’s products or services, changes foreign 
exchange markets, changes in international and domestic financial markets and in the competitive environment, and 
other factors relating to the foregoing. All forward-looking statements contained in this report are qualified in their 
entirety by this cautionary statement. 

 

 


