INTERNATIONAL FINANCIAL LAW REVIEW

incorporating  Will investors fall for India’s privatized power sector?
» L Regulating e-commerce in Hong Kong
L %  Pakistan declares interest repugnant to Islam
. % German energy industry awaits competition
ASML@W Optimism fuels Spanish growth into Latin America
Portuguese firms grasp uneasily towards global role



s.com!

INTERNATIONAL FINANCIAL LAW REVIEW

rnatmna bond survey
TFLRS unigue data once again reveals the leading legal adwsr:m on international bond issues.

AND X His

Linklaters tops the stand alone issues while Clifford Chance and Allen & Overy lead the market b el ATSTNbNG
in securitization and MTNs. Rob Mannix reports : Wk o TE

NAK ECHOHI
Fﬁ!wtﬂ DEACS
T iﬂ! MD

* Weil Gotshal saffers London losses
* UK firms make further in-roads into Asia

* Mannesman/Vodafone legal advisers

* [BA examines Pakistan Chief Justice dismissal

« Baker & McKenzie acts on fibre optic network deal
* Online recruitiment cuts out middle man

» Simmoens advises on GEM listing

Vodafone to merge
with Mannesmann

Asian law firms of the year 15

On February 18 in the Ritz Carlton, Hong Keng, [FLR recognized the achievements of the
leading Brims across the region in the fourth annual Asian awards ceremony. Freshfields and
Mallesons picked up the top honours for leading international and regional firms respectively
Will Indian insurance privatization attract investors 28

After 10 years of wrangling, the Indian government has privatized its insurance industry. Aparna
Viswanathan of Viswanathan & Co asks whether the legislative reforms have created an adequate
regulatory framework

Interest proves repugnant to Islam in Pakistan 25
Pakistan is set to bring financial services under the aegis of the Koran. Orr, Dignam & Co,
Karachi, review the likely effect of the decision to ban interest payments
Hong Kong recognizes digital signatures 35

The tapid develepment of e-commerce can cause regulatory headaches. Lam Wing Wo of
Deacons Graham & James, Hong Kong, explains the latest measures taken by the local govern-
ment to keep apace

Latin love
Europe

German energy industry awaits full competition 32

No other cousitry in the EU has libetalized its electricity market as completely as Germany. but as
Jan Byok of Wessing, Diisseldorf, argues, the old municipal monopelies have stll not felt the full
force of competition

Spain
Optimism fuels Spanish push into Latin America 38

By resisting the advances of the international legal neeworks Spanish firms hope to forge a global
role of their own. the historical and cultural ties with Latin America may yet form the basis for a
strengthened Spanish legal market. Ben Maiden reports

Common law securitization in civil law Spain 47

It has not always been easy to shoehorn Anglo-American techniques into civil law jurisdictions.
Sergio Nasarre-Aznar of Ruovira i Virgili University, tarragona, explains how the differences in the
two systems have not prevented the Spanish from developing a thriving mortgage-backed securi-
tization market

Portugal

Portuguese firms make uneasy grasp at global future 53

While their Iberian neighbours are busy forging links in Lacin America, the Portuguese are more
reticent. [t is hoped that the special relationship with Brazil will allow Portuguese firms to coat-
tail the Spanish firms. Ben Maiden reports ’

March 2000 | International Financial Law Review 1



It has not always been simple to shoehorn Anglo-American techniques into civil

law jurisdictions. Sergio Nasarre-Aznar of Rovira i Virgili University, Tarragona,

explains how UK securitization methods have been adapted 1o Spain

Mortgages are the most commonly securitized
assets, in the world. In Spain, as in many conti-
nental European countries, the German system
is the traditional way of financing mortgage
credits. It is not based on the Anglo-American
model of securitization — as the mortgages are
not converted into securities, but the securities
represent debt to the issuer and are covered by
all the issuer’s mortgages.

This model is changing for the first time
since its inception in the 18th century. The
European continental countries have adapted
their legislation to allow other ways of land
credit funding. In most cases, this involves the
intreduction of commeon law Anglo-American
techniques into Latin civil law jurisdictions.

As a result, land credit is now being funded
with non-traditional types of securities, such as
participaciones hipotecarias and the bonos de
titulizacién hipotecaria, which work similarly to
UK mortgage-backed securities.

The common law mortgage

The UK’s trust and mortgage are unfamiliar to
Spanish civil law. One might think the
mortgage similar to the Spanish hipoteca, but
there are many differences that become

The Spanish mortgage is rigid
and unable to be easily
negotiated. Moreover, it
cannot be saparated into
pieces

relevant in the securitization process. And the
trust is almost completely unknown.

The continental mortgage has the same
finality as the UK mortgage: it is used for
securing the devolution of loans. When the
debtor cannot refund the loan, the creditor can
execute the mortgage — that is to say, take
possession or foreclose for instance. But this is
probably the only similarity between the two.
Firstly, the UK mortgage is very flexible:
® it can be established over a piece of land or
over any other thing (including moveable
things);
® it may or may not be registered (a legal or
equitable mortgage);
© it can take different forms (repayment
mortgage, endowment mortgage, etc); and
@ it allows the creditor to take possession of
the land from the beginning of the mortgage’s
arrangement.

On the other hand, we have the Spanish
mortgage, which is very rigid and unable ¢to be
easily negotiated:

@ it can only be established over an immove-
able object or right (but not another mort-
gage);

@ it must be registered,;

@ there is only one type of mortgage (art 104
Mortgage Act 1946, LH}; and

@ the creditor is not able to take possession of
the land in any case.

Moreover, the mortgage cannot be
separated into pieces— it is undivisible and it is
impossible to find a legal and an equitable
continental mortgage in the sense of the
Anglo-American common and equity law.
Finally, the continental mortgage is a
dependent right over the land, which means
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Spanish securitization

that it needs a credit to exist; it cannot be negotiated
separately to the credit (loan) that it secures.

The UK mortgage securitization process is
thanks to two features:
® the flexibility of the mortgage, because the credit com-
pany (building society or bank}) when it securitizes is still
the legal mortgagee, meanwhile the special purpose vehicle
(SPV — which issues the mortgage-backed securities) has
only an equitabe right against the mortgagor (generally the
debtor); and
@ the existence of two trusts during that process,

MNeither of these features are possible in a continental civil
law system. Consequently the continental legislator is
obliged to find other ways of achieving the same goal.

possible

The trust
The trust is normally used twice during the English process
ofsecuritization:

@ between the originator of the mortgages to be securi-
tized (building society or bank) and the SPV: the origina-
tor is the legal owner of the mortgage and the trustee of the
trust, while the SPV is the beneficiary; and

@ when the SPV securitizes the mortgages, that is, when it
issues the UK mortgage-backed bonds, there is a new
trustee (any society) which holds the securities upon the
bondholders {the beneficiaries); the finality of the trusts is
to protect the issue of mortgage-backed securities from any
insolvency that affects the originator or the SPV.

Although there have been initatives to accept the trust in
non Anglo-American legislations, such as the Hague's
Convention on the Law Aplicable to Trusts and their
R.ecognition 1985, the trust has not been admitted in Spain,
because it is not only unknown, but also incompatible with
our ctvil law system. There are some Spanish civil law insti-
tutions thar can work like the trust:
© the mandato (something like the English power of attor-
ney);

@ the fideicomiso (like a trust mortis causa); and
© the fundacidn (like a charitable trhst).

However, none of these work exactly like the trust
because the trust requires a division of property (legal and
equitable) which is impossible in the continental civil law
system — the right of the owner must always be absolute.
The sale of the mortgageyby the originator to the SPV is not
normally complete, which produces a division of ownership
between the originator (legal property} and the SPV
(equitable property); then the originator (now trustee) holds
the mortgages on the SPV (beneficiary) because the origi-
nator manages the mortgages, carries the relationships with
the customers (debtors, mortgagors), demands the repay-
ments of the loans, etc.

All these activities are done for
the beneficiary (SPV) and for them
the originator obtains a percentage
of the global amount. On the other
hand, the second trust appears
between the SPV  and the
bondhelders. The SPV issues the
mortgage-backed securities and
places the mortgages with a trustee
which holds them in guaranty of the
bondholders, The trustee must do
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Division of propertyis
impossible in the continental
civil law system - the right of

the owner must always be
absolute

everything for the benefit of the bondholders: ensure
punctual and complete interest payment by the SPV, ensure
repayment of the securities in the same way if the SPV or the
originator become insolvent, and so on. The issuer’s trustee
takes care of the bondholders’ rights. If the originator
becomes insolvent the trustee can order the SPV to complete
the sale of the securitized mortgages, giving the SPV alegal
interest over the mortgages and making it the legal creditor.
If the SPV is still unable to pay the securities to the
bondholders, then the trustee will be able to sell the
mortgages and with this amount satisfy the bondholders.

The question then necessarily becomes, how can a conti-
nental civil law legislator manage to build a systemn of securi-
tization of mortgages without these two important institu-
tions: the English mortgage and the trust?

The mortgage securitization process in Spain
Between 1872 and 1981 Spanish land credit funding was
cdrried out by the issuing of ddulas hipotecarias (mortgage
bonds), which were issued exclusively by the Banco
Hipotecario de Espafia. In 1981 the Act of the Mortgage
Market (LMH]) introduced new legislation. Up until 1986
the cédilas hipotecarias were still the most important and
popular securities for refunding mortgage credits. Bue since
then they have shared their popularity with the participaciones
hipotecarias, the securities that represent the first step to
securitizing a Spanish mortgage.

The final product of the Spanish securitization process is
the bonos de titulizacion hipotecaria (created in 1992). In
Spanish securitizations there are, as in the English process,
two main steps:
© che relationship between the originator and the SPV;
and
9 the relationship between the SPV and the bondholders.

They are not obviously built like a trust and they have
been substituted by two Spanish civil law institutions: the
partial cession of mortgage credit {art 149 LH and art 15 LH)
and the Mortgage Securitization Funds (art 5 Act 19/92).

The first step

When an authorized credit company such as a bank or a
building society makes a2 mortgage credit/loan to promote
the land credit, it can refund it to carry on lending. It can then
issue participaciones hipotecarias. These securities represent a
part of a mortgage credit: a piece of the mortgage credit is
attached to the security and when the investor — profes-
sional or not — buys it they acquire a percentage of the global
capital of the mortgage credit. For example, the credit insti-
tution can retain 1% of the global capital of the loan and the
inivestor can acquire 99%.

The reason for this is that Spanish legislation can accept
neither a division of the loan's
titularity nor its complete cession
to an individual or to a professional
{bank, building society, etc). The
only institutions which can issue
these securities are those regulated
by article 2 LMH, the same ones
that can make mortgage credits.
Only institutions with mortgag
credits (with the prerequisites th
are in article 5 LMH: first mortgagéi iy




Spanish securitization

over the land, the loan cannot
exceed 70% (B0% in some cases)
of the terrain’s value, etc) can
then issue participaciones hipofe-
carias. Note that this is different in
English law — the originator

The differences between the
common and civil law systems ~
such as trusts and mortgages

insolvency or the effects of
economic difficulty experienced
by originators or SPVs. The
trustee acquires an interest over
the pool of mortgages to be
securitized. It is an equitable

makes the loans and the SPV interest known as a sub-
issues the mortgage-backed under common law - have not mortgage; a mortgage of a
securities. prevented the adoption ofan mortgage. This is the guaranty of

The issue of participaciones
lipotecarias does not represent
debt to the issuer, unlike the issue
of mortgage bonds; but it allows
the mortgage credit funding.
With the quantities obtained by the sale, the credit company
c¢an carry on making loans. Since now, we have seen only the
first step of the Spanish process of securitization. Although
there has been an issue of securites, the participaciones hipote-
carias are not like UK mortgage-backed securities — they
only represent the transfer of mortgages, which in the UK
the originator makes to the SPV — because in Spain there is
also a movement of a percentge of the loans’ value, from the
instirution which has the titularity of the mortgages to the
institution or individual who acquires the security.

The second step

There is no problem in concluding a Spanish securitization
with the issue of participaciones hipotecarias because both steps
are independent, unlike in the UK. In the Anglo-American
model it is necessary to complete every step to eventually
produce some securities with which to refund the originator
and the SPV.

In fact, the issue of participaciones hipotecarias has existed in
Spainsince 1981, whereas the second step, the creation of the
mortgage securitization funds and the emission of bonos de
titulizacion hipotecaria, has existed only since 1992 {Act
19/1992). In order to securitize there must exist 2 Fondo de
Titulizacidon Hipotecaria (mortgage securitization fund),
which is composed of a pool of participaciones hipotecarias (not
by a pool of mortgages). The fund, over this pool of partici-
paciones hipotecarias, issues the bonos de titulizacidn hipote-
caria which are acquired by the investors.

Nevertheless the funds have no legal personality —
because its members are not people, but participaciones hipote-
cavias. Alsa, this sort of instirution is not well accepted in
Spanish civil law, which can cause problems with the respon-
sibility of the fund, its organization, its legitimation to issue
securities and so on. Under common law this would notbea
problem because it would be defined as a trust. The nearest
example in Spanish law is the fundaciones (charitable trusts).
Obviously, this kind of fund is not a charitable trust. In spite
of the problems with the nature of the fund, what it is most
important to know is that the pavticipaciones hipatecarias cover
the payment of the bonos de titulizacion hipotecaria and their
owners are responsible for the payment of them. As with the
American pass-throughs, the bondholders of the bonos de
titulizqeién have the co-titalarity of the fund.

Special consideration to the bonholders’

guarantee
In UK securitizations the trustee of the issue safeguards the
rights of the bondholders and acts to protect them from

Anglo-American style mortgage
securitization process in Spain

the. UK  mortgage-backed
securities” bondholders: they are
sub-mortgagees of the sub-
mortgagor.

As in Spanish law the institution
of the trustee is unknown, each bondholder of participacions
hipotecarias, called participe, and of bonos de titulizacién hipote-
caria, called bonista, can exercise their own rights against the
issuer and against other third parties.

On one hand, the participe has a double right — frst, as
creditor of the issuer of participaciones hipotecarias {his debtor),
the participe can claim from him the payment of the security,
but only if it is not due to a mortgagor — the person who has
acquired the mortgage loan from the issuer — unpayment. If
this is the case, he can contrain the issuer to execute the
unrepaid mortgage; if the issuer doesn't want to do that, the
participe can execute that mortgage himself directly against
the mortgage debtor,

On the other hand, the bonista has the titularity of the
participes Tights because he is the owner of a piece of the pool
of participaciones hipotecarias. He will have, then, the same
rights but wouldn’t be able to exercise them himself, but only
through the manager of the fund — the people or societies
that administer the fund.

While the protection of the UK mortgage-backed
securities bondholders can be defined as a sub-mortgage, the
Spanish bondholders have z personal action against the
securities’ issuer and in some circumstances the same rights as
the mortgagee against the mortgagor.

Conclusion

The differences between the common and civil law systems
— such as trusts and mortgages under commmeon law — have
not prevented the adoption of an Anglo-American style
mortgage securitization process in Spain,

This introduction has brought some flexibility to Spanish
civil law instutions such as the hipofeca, attaching a partial
cession of mortgage credits to some securities, called partici-
paciones hipotecarias,

As in the Anglo-American model, the Spanish process of
securitization has two steps: the first one causes the exit of a
percentage of mortgage credits from the total pool of
mortgages that has the issuer by the issuing of participaciones
hipotecarias; the second step consists on joining a poal of
participaciones hipotecarios making a mortgage securitization
fund and over them issuing other securities called bones de
titulizacion hipotecaria,

The participe and the bonista have almost the same rights
against the issuer and against the mortgage debtor, but the
bonista must exercise them through the manager of the fund.
B

Special thanks to the support of the Catalan government in the
writing of this article.
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