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Slaughter and May has a securitisation and
structured finance team that advises on public
and private securitisations of every major as-
set class, and advises both originators and ar-
rangers. It has a core team of 33 securitisation-
focused lawyers in its London office, and the
broader multi-specialist financing team is also
brought in on matters as needed. The firm works
with the best local law firms on cross-border

Authors

Guy O’Keefe has a wide-ranging
financing practice that covers
securitisation and structured
finance, as well as banking and
capital markets. He advises
issuers, borrowers, lenders and
counterparties of all types. He also advises
governments and financial institutions, funds
and lending platforms on various matters,
including restructuring and asset sales.
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matters. Clients include specialist lenders set-
ting up their first funding transactions, the most
prolific ABS issuers in Europe, as well as the
largest global banks, which come to Slaughter
and May for their highest value, most structured
transactions. The team regularly works on STS
securitisations in the UK and EU, and also on
deals marketed to US and other global inves-
tors.

Richard Jones is the head of the
securitisation practice at
Slaughter and May and has over
20 years’ experience in advising
on securitisations and other
structured finance transactions,
covering credit card, store card, point-of-sale,
personal loan, auto loan and mortgage
receivables. He also advises on whole-
business securitisations and regulatory capital-
driven internal securitisations. Richard
frequently works on master trust and
standalone public transactions, as well as
private and bilateral transactions, and related
structures such as whole loan and forward flow
arrangements. He regularly speaks at industry
events (including the annual Global ABS
conference) and is one of the firm’s key points
of contact with AFME.
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products matters. His clients
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related financings for originators, inter-bank
credit protection and bank funding structured
through CDS, total return swaps, risk
participations and repo arrangements, loans
through or involving options and collars and
assisting clients with MiFID Il and clearing
compliance. Oliver is also head of the
derivatives practice at Slaughter and May.
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David has experience of acting as drafting and
transaction counsel on public securitisations,
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originators. He also advises on securitisation
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Slaughter and May

One Bunhill Row
London

EC1Y 8YY
United Kingdom

Tel: +44 20 7090 3817

Fax: +44 20 7090 5000

Email: david.thomas@slaughterandmay.com
Web: www.slaughterandmay.com

5 CHAMBERS.COM

SLAUGHTER AND MAY/



UK LAW AND PRACTICE

Contributed by: Guy O'Keefe, Richard Jones, Oliver Wicker and David Thomas, Slaughter and May

1. Specific Financial Asset Types

1.1 Common Financial Assets
Common asset classes securitised in the UK
include:

« residential and commercial mortgages;
« credit cards;

* personal loans and auto loans;

- commercial/trade receivables; and

« corporate loan portfolios.

Other less common asset classes that have
been securitised in the UK include:

* lease and rental receivables;

* IP royalty receivables;

* insurance premiums;

* healthcare receivables;

- ticket receivables;

« receivables from public utilities;

» mobile handset loan receivables; and
« student loan receivables.

1.2 Structures Relating to Financial
Assets

The transactional structures used in securitisa-
tions are designed to isolate financial assets, to
transfer risk and to create securities that can be
sold to investors.

+ Residential mortgage-backed securities
(RMBS) and commercial mortgage-backed
securities (CMBS) often use a special pur-
pose entity (SPE) to hold the mortgage loans,
which are then used to back the issued
securities. The cash flows from the mortgage
payments (interest and principal) are passed
through to investors in prescribed amounts
after administrative costs and fees are cov-
ered.
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+ Asset-backed securities (ABS) involving con-
sumer debt are similar to RMBS and CMBS,
and also use an SPE structure. Credit card
receivables, auto loans and personal loans
are transferred to the SPE, which then issues
notes to investors.

Collateralised loan obligations (CLOs) involve
pooling commercial loans and are organised
by a manager who selects and actively man-
ages the corporate debt. They differ from
other structures as they are managed over
their life, with the potential for trading and
substitution within the portfolio. The CLO
issues tranches of debt with varying seniority
and risk profiles to investors.

Trade receivables securitisations typically
operate by the sale of customer invoices by
an ordinary operating corporate to a structure
set up by a financing bank. Structures are
typically designed such that the corporate

is not considered to be the originator of a
securitisation (thereby avoiding the corporate
becoming subject to securitisation-specific
regulatory requirements).

Securitisation structures are typically con-
structed to be bankruptcy-remote, meaning the
SPE’s assets remain beyond the reach of the
originator’s creditors in the event of bankruptcy.
In addition, credit enhancement techniques are
used to achieve desired credit ratings and to
attract investors.

In a standard securitisation, it is common for the
originator to continue to administer the receiva-
bles on the SPV’s behalf under a servicing agree-
ment in return for a servicing fee. The originator
will typically maintain the original contact with
the underlying debtors. To mitigate the risk of
non-performance by the originator of the ser-
vicing and collection role, back-up servicers
may also be appointed during the lifetime of the
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transaction, such that an alternative and suit-
ably experienced and creditworthy entity is in a
position to take over the servicing of the receiva-
bles in the event of a default by the originator/
servicer.

Payments are made according to a priority order
of payments specified in the transaction docu-
ments (often referred to as the cash flow water-
fall or priority of payments).

Any money left over after all such payments have
been made is extracted from the SPV and either
retained by the holders of the most subordinated
tranche of securities or passed back to the origi-
nator using various profit extraction techniques.
These profit extraction techniques may include:

+ the originator taking fees for administering
the receivables contracts and collecting the
receivables, arranging or managing the port-
folio of receivables and/or acting as a swap
counterparty;

+ the SPV paying the originator deferred con-
sideration on the receivables purchased;

* the SPV making loan payments to the origi-
nator in respect of any subordinated loans
granted by the originator; and

+ the originator holding equity securities/the
most subordinated tranche of securities in the
SPV.

1.3 Applicable Laws and Regulations

Securitisation transactions are governed by a
complex framework of laws and regulations that
encompass corporate law, contract law, insol-
vency law, regulatory requirements and, where
applicable, specific securitisation regulations.
Historically, an important piece of legislation
was Regulation (EU) 2017/2402 (the EU Secu-
ritisation Regulation), which was onshored post-
Brexit. However, the Financial Conduct Authority
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(FCA) and Prudential Regulation Authority (PRA)
have released new draft rules that will replace
the EU Securitisation Regulation. These rules
will regulate not only authorised firms that are
involved in securitisation, but also entities that
are not authorised but act as the original lender,
originator or securitisation special purpose entity
(SSPE) of a securitisation.

Since the end of the Brexit transition period, the
retained EU Securitisation Regulation has con-
tinued to apply in Britain, with some modifica-
tions (the UK Securitisation Regulation). The UK
Securitisation Regulation sets out the following:

- standards for simple, transparent and stand-
ardised (STS) securitisations;

* risk retention rules where originators are
required to maintain a material economic
interest in the risk of the assets; and

« disclosure and reporting requirements to
ensure investors have sufficient information.

When brought into force, the new FCA and
PRA rules are expected to largely replicate the
UK Securitisation Regulation, albeit with some
technical improvements. It is likely, however, that
further changes will be made over time (and,
indeed, the new rules have been constructed in
a manner that facilitates future changes).

In addition, there are current FCA and PRA rules
that include regulations on the capital treatment
for banks and investment firms, and the Finan-
cial Services and Markets Act 2000 (FSMA) pro-
vides the overarching framework for financial
regulation.

For securitisations involving residential mort-
gages, the Financial Services and Markets Act
2000 (Regulated Activities) Order 2001 requires
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specific authorisations for mortgage lending and
administration.

Consumer credit laws will also apply in secu-
ritisations involving consumer loans, governing
the conduct of the servicer. In particular, a wide-
ranging consumer duty applies in the UK, which
includes a requirement for consumer lenders
to provide good customer outcomes. Investor
due diligence will typically involve assessing the
extent to which the originator and servicer have
complied with applicable consumer legislation
when originating and servicing loans, the risk
being that non-compliance could reduce the
amounts recoverable and ultimately reduce the
amounts available to pay and repay investors.

Lastly, international standards like Basel Il
(implemented in the UK) impact the securitisa-
tion market by setting out risk-based capital
requirements for banking institutions that may
hold securitised assets.

1.4 Special-Purpose Entity (SPE)
Jurisdiction

SPEs can be incorporated in a variety of jurisdic-
tions, depending on the goals of the securitisa-
tion, the originator’s location, tax considerations,
regulatory concerns and investor preferences.

United Kingdom (England and Wales)

SPEs incorporated in the UK are frequently seen.
The UK has a clear legal framework, including for
corporate establishment and tax. Using an SPE
established in the UK is often the simplest choice
where a securitisation relates to UK assets.

European Union

Where a transaction involves assets relating to a
jurisdiction in the EU, or where the securitisation
transaction is intended to constitute a “simple,
transparent and standardised” securitisation for
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the purposes of the EU Securitisation Regula-
tion, an SPE is typically established in the EU,
with the following jurisdictions being the most
popular:

* Luxembourg is a particularly favoured juris-
diction due to its flexibility in corporate struc-
turing, and its favourable tax regime; and

« Ireland is frequently chosen for its favourable
tax treaties and English-speaking environ-
ment.

Other Jurisdictions

SPEs are occasionally established in Jersey,
Guernsey or the Cayman Islands, albeit less
frequently (although these jurisdictions remain
popular as listing venues).

1.5 Material Forms of Credit
Enhancement

Four primary forms of credit enhancement are
commonly used to improve the creditworthiness
of the debt issued.

+ Over-collateralisation involves holding a
larger pool of assets than the securities
issued, which provides a buffer against asset
defaults.

+ Subordination uses a tiered structure where
junior tranches absorb losses before senior
tranches, thereby protecting senior inves-
tors. It is common for the junior tranches to
be held by the originator (or affiliates) to both
retain risk and provide confidence to inves-
tors.

» Reserve accounts, such as cash reserves or
liquidity facilities, are set up to cover potential
shortfalls in the cash flow from the asset pool.

+ Although this is less common after the finan-
cial crisis, guarantees and similar external
credit enhancement can be provided by a
highly rated entity, offering additional assur-
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ance of payment to investors in case the
underlying assets fail to generate expected
cash flows.

2. Roles and Responsibilities of the
Parties

2.1 Issuers

The issuer typically takes the form of a bank-
ruptcy-remote SPE, which is a legally distinct
entity created solely to carry out the securitisa-
tion transaction. The role of the issuer is typically
to acquire or hold an economic interest in the
pool of assets to be securitised and issue the
securitised debt to investors. The issuer’s key
obligations are to make payments of principal
and interest as required by the transaction docu-
ments, to the extent that cash — derived from
collections on the receivables — is available for
it to do so.

2.2 Sponsors

Securitisation transactions sometimes, but not
always, have a “sponsor”. This is a financial insti-
tution that establishes the transaction and plays
a role in its ongoing operation. The sponsor is
often involved in structuring the transaction and
selecting the portfolio of assets, and may han-
dle or oversee the servicing of the assets post-
securitisation. Sponsors can also provide credit
enhancement or liquidity facilities to the transac-
tion, or retain risk in the transaction.

An entity that acts as sponsor is subject to regu-
latory requirements under the UK Securitisation
Regulation (or the EU Securitisation Regulation,
as applicable).

2.3 Originators/Sellers

An originator is the entity that originally creates
or originates the assets being securitised, or
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that has purchased such assets before they are
securitised. In a typical securitisation transac-
tion, the originator sells or transfers a portfolio
of financial assets, such as loans, credit card
receivables or mortgages, to an SPE. The origi-
nator is sometimes a financial institution such as
a bank, but non-bank originators are a growing
feature of the securitisation market. An origina-
tor will typically have an ongoing interest in the
securitisation. Often, this is by way of an entitle-
ment to the cash generated by the sold receiva-
bles to the extent it is not needed to pay third-
party investors.

An entity that acts as sponsor is subject to requ-
latory requirements under the UK Securitisation
Regulation (or the EU Securitisation Regulation,
as applicable).

2.4 Underwriters and Placement Agents
Underwriters — often investment banks - serve
to facilitate the issuing and distribution of the
securitised instruments to investors. Their role
encompasses structuring the transaction, pric-
ing the securities, ensuring compliance with rel-
evant legal and regulatory frameworks relating to
the marketing of securities and often providing a
commitment to purchase any unsold securities.
Public securitisations, where the securities are to
be widely distributed, will typically have multiple
banks that act as underwriters.

In private placements or direct issuances where
the securities are sold to a smaller number of
sophisticated investors, underwriters are less
frequently seen. In such cases, a bank may be
appointed to market the deal but not provide an
underwriting commitment. A bank fulfilling this
function could be described as a placement
agent (although that description/title is not fre-
quently used in a securitisation context).
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2.5 Servicers

The servicer is responsible for managing the
day-to-day operations of the securitised assets,
such as collecting payments from borrowers,
handling customer enquiries, managing delin-
quencies and undertaking enforcement and
repossession procedures, if necessary.

Servicers thus play a critical role in maintaining
the performance and cash flow stability of the
securitised asset pool and will generally receive
a fee for their role that is sufficient to attract
a replacement servicer if the original servicer
ceases to be able to perform its role.

The entity that acts as servicer is often the same
entity or part of the same group as the origina-
tor, but transaction documents typically con-
template that the servicer may be replaced in
the future (for example, if the original servicer
ceases to be able to perform its role). Specialist
servicers are frequently appointed at the outset
of transactions to act as a back-up servicer, the
intention being that such an entity would be able
to quickly assume the role of servicer, if neces-

sary.

2.6 Investors

Investors provide the capital necessary for
funding the purchase of assets by buying the
securities issued by the SPE. They are typically
institutions such as banks, pension funds, insur-
ance companies and asset managers, seeking
to deploy capital and earn a yield. Investors will
perform due diligence to assess the risk pro-
files, credit quality and potential returns of the
securitisation. Their investment decisions are
guided by their own analysis of the underlying
assets, the structure of the deal, the protections
afforded by credit enhancements and the ratings
provided by credit rating agencies.
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2.7 Bond/Note Trustees

A note trustee is typically appointed on behalf
of the investors in the securitisation. The note
trustee will typically be party to the key transac-
tion documents and give the investors, indirectly,
the benefit of the representations, warranties
and undertakings of the other parties to such
documentation.

In practice, the note trustee will typically play an
active role in two circumstances:

+ during the ordinary life of the deal, when it
is proposed that transaction documents are
to be modified, in which case the trustee will
either exercise discretion to allow the amend-
ment to be made or oversee the process of
approaching noteholders for consent; and

+in the case of a default, whereupon the note
trustee may be directed by noteholders to
declare a default and accelerate obligations
under the notes.

In Europe, trustees will typically otherwise play a
passive role and not, for example, seek to moni-
tor compliance.

Trustees are usually trust corporations or finan-
cial institutions with dedicated trustee depart-
ments. While trustees are common in securitisa-
tion structures, some transactions might utilise
alternative mechanisms like an owner trust or
a fiscal agent arrangement, which provides a
different level of oversight and control over the
adherence to the structure’s terms but may offer
less comprehensive protection for noteholders
than a traditional trustee.

2.8 Security Trustees/Agents

A security trustee (or, less frequently, a secu-
rity agent) is appointed to hold and manage
the security interests on behalf of the secured
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parties (most notably, the investors). Typically
the same firm as the note trustee, the security
trustee takes, directly, the benefit of the security
and holds it on behalf of the secured parties.
Its responsibilities include managing the secu-
rity according to the terms of the security docu-
mentation, handling enforcement proceedings in
the event of default (as directed by noteholders)
and distributing proceeds from any enforce-
ment. Although focused on security, the role
of the security trustee overlaps with that of a
note trustee, and both the note trustee and the
security trustee will have a role to play where
consents are required (for example, in relation to
amendments) or in the case of a default.

3. Documentation

3.1 Bankruptcy-Remote Transfer of
Financial Assets

Customary documentation effecting bankrupt-
cy-remote transfers to an SPE typically com-
prises a receivables purchase agreement and a
declaration of trust over amounts standing to the
credit of collection accounts. Key terms include:

* the assets to be transferred to the issuer by
the originator;

« the purchase price;

- conditions precedents for the transaction to
occur;

« conditions for perfection of the transfer, such
as notifications or registrations (where neces-
sary);

« comprehensive seller warranties on the qual-
ity and status of the assets; and

+ covenants restricting the seller’s actions to
protect the asset pool’s integrity.

The declaration of trust over the collection
accounts is intended to avoid collections form-
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ing part of the originator’s (or servicer’s) insol-
vent estate, and is typically formally notified to
and acknowledged by the collection account
bank, so as to reduce the risk that such bank
may set off amounts standing to the credit of
such accounts against other liabilities of the
originator or servicer.

3.2 Principal Warranties

The originator, servicer, SSPE and, to a more lim-
ited extent, other transaction parties will each
give warranties relating to certain fundamental
matters, such as their capacity, power, authority
and solvency.

In addition, the originator will give asset warran-
ties. Most fundamentally, the originator will con-
firm that the assets are free from encumbrances
and that it has the right and ability to sell them.
It will also represent that the sold assets comply
with a set of carefully drafted eligibility criteria. If
the asset warranties are breached, the origina-
tor will typically be required to repurchase the
affected assets or make a compensatory pay-
ment equal to the face value of the relevant
assets.

3.3 Principal Perfection Provisions

In a securitisation where there is a transfer by
assignment, the transfer documentation will
normally provide for perfection on (and only on)
specified perfection events. Perfection turns the
equitable assignment of receivables into a legal
assignment, and is important in ensuring the pri-
ority of claims and the ability of the securitisation
structure to enforce rights under the receivables
in circumstances in which the servicer/originator
is not able to do so.

Perfection will typically entail the notification
of underlying borrowers and, in certain cases,
the registration of the securitisation’s interest in
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related assets (for example, at the Land Regis-
try).

3.4 Principal Covenants
Key covenants include:

+ covenants of the issuer to make payments
of principal and interest to noteholders in the
amount and times required;

+ covenants of the originator to maintain
records of the ownership of the securitisation
of receivables and not to do anything that
could impair the title of the securitisation to
such receivables;

» covenants of the servicer to service the
receivables in accordance with any applicable
legal requirements and the applicable servic-
ing standards; and

+ covenants of any cash manager (or, in the
absence of such, the issuer) to apply cash
strictly in accordance with prescribed cash
waterfalls.

Covenants are enforceable by the trustee on
behalf of noteholders. Of the above, failure to
pay by the issuer will be an event of default
under the notes. Breach of fundamental cove-
nants by the originator may result in a perfection
event. Breach by a servicer or cash manager of
its duties is likely to entitle the trustee to termi-
nate the appointment and appoint a replacement
servicer or cash manager.

3.5 Principal Servicing Provisions
Key obligations of the servicer include:

* the servicing of receivables in a manner that
is consistent with and no less favourable than
receivables which the servicer and originator
have not securitised (and that is compatible
with the prescribed servicing standards);
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» compliance with laws, including those regard-
ing consumer protection and data protection;

» maintaining the necessary regulatory permis-
sions;

+ enforcing the obligations of the underlying
obligors;

* the preservation of records; and

» maintaining segregated collection accounts,
taking steps to ensure that underlying obli-
gors make payment into such accounts and
transferring amounts from such accounts to
the securitisation.

Breaches of servicing obligations can trigger the
replacement of the servicer.

3.6 Principal Defaults
Key events of default include:

* non-payment by the issuer when due;

« breach by the issuer of other obligations
under the transaction documents;

* misrepresentation; and

* insolvency.

The occurrence of an event of default, subject to
grace periods, would typically entitle notehold-
ers to direct the trustee to accelerate payment
obligations under the notes and to direct the
security trustee to enforce security.

3.7 Principal Indemnities

Indemnities are carefully negotiated and vary
from deal to deal. In some deals, indemnities
are given by the originator in respect of losses
caused by the sale of ineligible assets.

3.8 Bonds/Notes/Securities

The notes are typically constituted by a deed of
covenant, with terms and conditions set out in
a trust deed.
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The terms and conditions set out the issuer’s
payment obligations, interest provisions, matu-
rity dates and redemption rights, and can some-
times also set out other provisions, such as cov-
enants, representations and warranties, events
of default, cash flow waterfalls and provisions
regarding ranking and security (although these
provisions can equally be found in other related
documentation). Either the conditions or the trust
deed will set out provisions governing voting and
decision making by noteholders. In the case of
a public securitisation, the terms and conditions
are typically set out in full in the prospectus.

3.9 Derivatives

Derivatives are often, but not always, used in
order to hedge interest rate basis risk and cur-
rency risk; where present, they are usually
entered into by the SPE.

Commonly encountered derivatives include rate
swaps, caps or floors. These derivatives are
employed to hedge various risks:

* interest rate swaps mitigate the risk of fluctu-
ating interest rates affecting cash flows;

* currency swaps are used when the securi-
tised assets and the notes issued are in differ-
ent currencies, thus protecting against foreign
exchange risk; and

+ caps or floors limit the exposure to interest
rate volatility by setting maximum or minimum
rates.

Aside from the hedging of risk, currency swaps
enable the issuance of notes in a currency other
than that of the underlying assets, thereby allow-
ing securitisations to issue notes targeted at
investors in different jurisdictions.
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3.10 Offering Memoranda

A prospectus is typically required when secu-
rities are offered to the public or admitted to
trading on a regulated market. A prospectus will
set out detailed information on the offer and the
issuer in a manner that is consistent with the
applicable legal requirements (in the UK, Pro-
spectus Regulation (EU) 2017/1129 as retained
and amended by UK law post-Brexit). For pri-
vate placements or transactions not involving
public offerings or regulated markets, the issuer
will instead publish a transaction summary, with
less extensive/detailed content.

4. Laws and Regulations
Specifically Relating to
Securitisation

4.1 Specific Disclosure Laws or
Regulations

In addition to the disclosure requirements relat-
ing to the offer of securities to the public (see
3.10 Offering Memoranda), there are also spe-
cific disclosure regulations under Article 7 of
the UK Securitisation Regulation. The origina-
tor, SPE and any sponsor are jointly responsible
for providing the required information, although
one of them must be designated as the entity
that fulfils the requirements in practice. Infor-
mation required to be made available includes
loan level performance data (on the basis of pre-
scribed templates), as well as the transaction
documents and investor reports. In the case of
a public securitisation (determined by reference
to whether or not there is a prospectus), infor-
mation must be made available by way of an
authorised securitisation repository.
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4.2 General Disclosure Laws or
Regulations

See 4.1 Specific Disclosure Laws or Regula-
tions.

4.3 Credit Risk Retention

The UK Securitisation Regulation mandates
credit-risk retention to ensure that originators or
sponsors have “skin in the game”, requiring a
minimum retention of 5% of the credit risk of
the securitised exposures. This can be done by
way of (one of) a number of permitted methods,
including by retention of a vertical slice of expo-
sures, a first loss tranche and the maintaining of
exposure to a random selection of assets that
would otherwise be securitised. The regulation is
overseen by the FCA and (in the case of banks)
the PRA, which enforce compliance through
supervision, auditing and sanctions. Penalties
for non-compliance can include fines and other
regulatory penalties. It is essential that the risk is
retained for the life of the transaction. Hedging
or transferring of the retained exposure is not
permitted.

4.4 Periodic Reporting

The UK Securitisation Regulation sets out peri-
odic reporting requirements, as described in
4.1 Specific Disclosure Laws or Regulations.
Originators, sponsors and issuers are required
to provide regular reports on the performance
and underlying exposures of the securitised
assets. These reports include data on the credit
quality and cash flows of the assets, which must
be made available to investors, potential inves-
tors and the relevant authorities. The reports
are typically required on a quarterly basis, but
the frequency can vary depending on the asset
type and the transaction’s structure. Non-com-
pliance with these reporting obligations can lead
to enforcement action by regulatory authorities,
including fines or other penalties.
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The reports described above must be made
available on standardised, prescribed templates.
The reporting requirements and these templates
are currently subject to review by regulators and
are likely to change in the medium term.

UK Market Abuse Regulation (MAR) reporting
obligations can also apply in relation to inside
information.

4.5 Activities of Rating Agencies

The activities of credit rating agencies (CRASs)
are regulated, with the key regulation being the
Credit Rating Agencies Regulation (CRA Regu-
lation), which is retained EU law, with CRAs
supervised by the FCA. The FCA ensures CRAs
adhere to standards of integrity, transparency
and analytical rigour by requiring they are reg-
istered, disclose and manage conflicts of inter-
est and apply appropriate rating methodologies.
The enforcement of rules can lead to sanctions,
fines or the suspension of the CRA’s registration.

4.6 Treatment of Securitisation in
Financial Entities

In the UK, capital and liquidity rules apply for
banks, insurers and regulated financial entities,
and are broadly aligned with international stand-
ards. For banks, such holdings are governed by
the Capital Requirements Regulation (CRR),
which incorporates Basel Ill and dictates the
risk weighting applied to securitisation positions
to determine regulatory capital requirements.
Under Solvency ll, insurers (and reinsurers) must
also hold capital against securitisation invest-
ments, on a similar basis. However, the Edin-
burgh Reforms are intended to bring in changes
to, among other things, the Solvency Il regula-
tions. All these institutions must also adhere to
liquidity requirements, ensuring sufficient high-
quality liquid assets to cover short-term liabili-
ties. These rules aim to mitigate systemic risk
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and ensure financial stability. Non-compliance
with capital and liquidity requirements can result
in penalties, increased capital charges or other
regulatory actions.

4.7 Use of Derivatives

Derivatives used in securitisations are regu-
lated under the European Market Infrastructure
Regulation (EMIR), which is EU law onshored
post-Brexit (UK EMIR). These regulations man-
date risk mitigation techniques for non-centrally
cleared derivatives and the reporting of all deriv-
ative contracts to trade repositories. The FCA
is the primary enforcer of these rules, with the
Bank of England also playing a role. In practice,
securitisation SPEs are treated as non-financial
counterparties; this means that derivatives regu-
lation applicable to securitisations is much lighter
than, for example, that applicable in transactions
between banks or other financial counterparties.

4.8 Investor Protection

The UK Securitisation Regulation and FSMA
protect investors, along with UK MAR, the CRR
and Solvency Il. The regulations aim to encour-
age due diligence and monitoring, whilst also
avoiding insider trading, market manipulation
and instability. The FCA and PRA enforce these
rules, focusing on transparency, risk retention
and due diligence. Breaches can result in sanc-
tions, fines and restrictions being imposed on
the relevant entities.

4.9 Banks Securitising Financial Assets
Please see 4.8 Investor Protection.

4.10 SPEs or Other Entities

SPEs established in the UK are registered as
companies under the Companies Act 2006
with limited liability. Where it is proposed that
securities are issued to the public, the SPE is
registered as a public company. Limited liabil-
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ity companies are often preferred as the form
of entity used as SPEs in UK securitisations for
several reasons.

+ Limited liability — shareholders of a limited
company have limited liability, which means
that they are only responsible for the debts
of the company up to the amount of unpaid
share capital (if any).

 Separate legal personality — a limited com-
pany is a separate legal entity from its owners
and from any other person/entity, and can
enter into binding contractual arrangements
in its own name. This allows for the assets
and liabilities associated with the securitisa-
tion to be segregated from the originator,
enhancing bankruptcy remoteness.

* Ring-fencing of assets — as a separate entity,
a limited company’s assets are inherently
ring-fenced from the assets/broader business
of the originator and servicer. This assists in
the structure being bankruptcy-remote.

To enhance the above, it is usual for an SPE’s
shares to be held on trust, with the trust being
in favour of a purpose rather than any individual
beneficiaries. The lack of any individuals/entities
that can be said to beneficially own or control the
SPE enhances its bankruptcy-remoteness and
separation from the originator’s group.

4.11 Activities Avoided by SPEs or Other
Securitisation Entities

It is important for an SPE to avoid engaging in
activities that would classify it as conducting a
“regulated activity” under FSMA, such as depos-
it-taking, providing investment advice or under-
taking insurance business. This is to maintain
the SPE’s status as a bankruptcy-remote entity
and to circumvent the need for authorisation by
the FCA or the PRA. The activities performed
by the SPE are determined by its directors, but
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these are strictly outlined in the transaction doc-
uments to ensure compliance with regulations.

Similarly, servicing activities facing customers
are typically regulated and require regulatory
permission. It is therefore a servicer — with the
appropriate permissions — that performs this
role, rather than the SPE.

If an SPE performs regulated activities, it could
face enforcement actions, including fines or
sanctions, and may be required to cease activi-
ties or obtain the appropriate authorisations,
which could impact the securitisation structure.
In practice, this is a fairly minimal risk, unlikely
to arise with proper drafting of the transaction
documents and transaction structuring.

4.12 Participation of Government-
Sponsored Entities

The UK government has an established histo-
ry of participating in the securitisation market,
albeit to a much more limited extent than US
agencies. Examples include the securitisation
by UK Asset Resolution of receivables acquired
from rescued banks in the financial crisis, and
the use by the British Business Bank of securiti-
sation funding tools to fund SME lenders via its
ENABLE programme.

4.13 Entities Investing in Securitisation

A wide variety of investors invest in securitisa-
tions, including banks, pension funds and their
asset managers, insurance companies and — pri-
marily in respect of mezzanine tranches — private
credit funds.

Investors are required to conduct due diligence
on securitisations before they invest, with pre-
scribed rules for this set out in Article 5 of the
UK Securitisation Regulation. This includes a
requirement to ensure that securitisations them-
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selves comply with a number of provisions of
the UK Securitisation Regulation (to the extent
applicable), such as reporting requirements. The
extent to which this restricts UK investors from
investing in third country securitisations has
been subject to some debate, and is subject to
review and potential reform by the FCA and PRA.

4.14 Other Principal Laws and
Regulations

UK GDPR (the onshored version of the EU’s
General Data Protection Regulation) and the
Data Protection Act 2018 govern the handling
of personal data, which must be considered
carefully in every transaction; it is a fundamental
principle of securitisations that the securitisation
structure can outlast the business of the servicer,
but for this to occur, a large volume of personal
data relating to underlying customers must be
made available to a replacement servicer. It is
important to ensure that arrangements in this
regard are lawful and operate on an appropri-
ate basis. For so long as the original servicer
remains responsible for servicing the assets,
the transfer, holding and processing of personal
data by the SPE and any investors is minimised.

5. Synthetic Securitisation

5.1 Synthetic Securitisation Regulation
and Structure

Synthetic securitisations are common in the UK
and, whilst this was a relatively quiet market in
the immediate aftermath of the financial crisis, it
has grown significantly in recent years. Synthet-
ic securitisation is a form of structured finance
where credit risks are transferred to investors
using credit derivatives or guarantees rather than
through the transfer of actual assets. The focus
is on the transfer of risk rather than the transfer
of the underlying assets themselves, as found in
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traditional securitisations. Synthetic securitisa-
tions, like true sale securitisations, operate by
virtue of general principles of English contract
and property law, although the UK Securitisation
Regulation does apply.

In terms of structure, a synthetic securitisation
typically involves the following elements.

+ CDS or credit-linked notes (CLN) — the
originator (usually a bank) enters into a credit
default swap with an SPE or directly with
investors. Alternatively, an SPE may issue
credit-linked notes to investors, where the
payments on the notes depend on the perfor-
mance of the reference assets.

+ Reference portfolio — this comprises the
assets whose risks are being transferred. The
originator still holds the actual assets, and
only the credit risk is shifted to the investors.

* Tranching — like traditional securitisations,
synthetic transactions are structured with
different levels of risk, creating tranches that
allow for varying degrees of protection for
investors and different levels of return.

6. Structurally Embedded Laws of
General Application

6.1 Insolvency Laws

The purpose of a securitisation is to give the
investor exposure to the credit risk of underlying
obligors, not the originator. Structural protections
and contractual provisions are designed not only
to insulate the SPE’s assets from creditors of the
originator in the event of insolvency, but also to
ensure that investors are exposed only to the
obligors. In particular, steps are taken to reduce
the possibility of an insolvency practitioner, in
the insolvency of the originator, successfully
unwinding the transfer of assets to the SPE (for
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example, by alleging that the sale amounted to
a preference or a transaction at an undervalue).
This is primarily achieved by ensuring that the
transfer of assets is by way of a sale (and that
it cannot readily be recharacterised as security)
that occurs (other than in the case of NPL secu-
ritisations) at the face value of the receivables.
In addition, confirmations of the solvency of the
originator at the time of sale, by way of directors’
certificates, are almost always sought.

6.2 SPEs

The key consideration for an SPE is ensuring
that it is bankruptcy-remote and separate from
the corporate group of the originator. This is typi-
cally ensured by incorporating an SPE that has
no prior history and no contractual relationships
other than as part of the securitisation, and that
is part of an orphan structure (rather than the
corporate group of the originator). The directors
of an SPE are typically provided by a corporate
services provider that is appointed as part of
the securitisation and are not employees of the
originator.

English courts do not recognise a doctrine of
substantive consolidation.

6.3 Transfer of Financial Assets

The transfer of receivables by way of equitable
assignment (see 3.3 Principal Perfection Provi-
sions) results in the SPE acquiring an equitable
interest in such receivables and a right to the
benefit of collections relating to such receiva-
bles.

In the ordinary course, the transfer of receivables
will not be notified to the underlying customers
— instead, the originator will maintain its cus-
tomer relationships and the servicer will collect
amounts in the name of the originator.
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The servicer will typically hold any collections
received on trust for the securitisation struc-
ture before paying such amounts to the secu-
ritisation. Such a trust is intended to put such
amounts beyond the reach of the servicer or
originator’s other creditors. It is important to
ensure that trust funds are not comingled with
funds not held on trust, and to ensure that any
collection account bank is notified that amounts
held in the relevant account are held on trust.

Under certain circumstances, such as the insol-
vency of the originator, it is usual that the equi-
table assignment of receivables will be perfected
into a legal assignment by notifying the underly-
ing obligors of the sale of receivables — see 3.3
Principal Perfection Provisions for the descrip-
tion of perfection.

It is common for legal analysis to be undertaken
to confirm that the transfer of receivables oper-
ates by way of a sale and is not readily recharac-
terisable as security. It is customary for counsel
for the banks/investors to deliver a formal, rea-
soned legal opinion to this effect. Counsel will
typically look to ensure that:

* receivables are transferred in exchange for
a price that is calculated by reference to the
face value of the receivables;

+ the SPE has a right to both interest and prin-
cipal receipts relating to the receivables; and

+ the originator has only limited rights to repur-
chase receivables from the SPE.

6.4 Construction of Bankruptcy-Remote
Transactions

Itis also possible to use a trust instead of a “true
sale” of assets. In this less common structure,
the originator would declare a trust over its rights
under the assets, with the SPE as the beneficiary.
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Whilst this achieves bankruptcy-remoteness, it
is uncommon in practice.

In addition, it is inherent in a synthetic securitisa-
tion that investors’ liability is tied to the perfor-
mance of the portfolio of reference assets, rather
than the originator.

6.5 Bankruptcy-Remote SPE
Securitisation documents will always include
specific provisions to protect the SPE from insol-
vency. One key measure is the “limited recourse”
provision, which ensures that the investors can
only claim against the secured assets of the
SPE, and not beyond that for any shortfall.

Another safeguard is the “non-petition” clause,
where the investors agree not to petition for the
insolvency of the SPE. This prevents the inves-
tors from forcing the SPE into insolvency pro-
ceedings, thereby allowing the securitisation
structure to remain intact and cash flows to be
distributed by way of the prescribed cash flow
waterfalls, even in circumstances in which pay-
ments to noteholders are delayed or not made
in full due to a shortfall in cash generated by the
securitised assets.

In addition, the SPE is typically structured so as
not to form part of the corporate group of the
originator, and the transfer of assets to the SPE
is structured as a sale.

7. Tax Laws and Issues

7.1 Transfer Taxes

Generally, there are no taxes payable by the SPE
on the transfer to it of the financial assets from
the originator. There may be potential stamp
taxes on the transfer of certain interests in real
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estate or equity-like securities to the SPE, but
this is usually not an issue for securitisations.

7.2 Taxes on Profit

Provided that the SPE satisfies the conditions
imposed by the Taxation of Securitisation Com-
panies Regulations 2006, the SPE will be charge-
able to corporation tax only on the retained profit
after it has paid its expenses in accordance with
the transaction waterfall. Practitioners will there-
fore generally structure the SPE so that it ben-
efits from this tax regime by ensuring that:

+ the SPE falls within certain categories of
company as defined by the regulations;

« payments (other than the retained profit and
any amounts reasonably required to cover
losses or expenses and support creditwor-
thiness) flow through to investors within 18
months of the end of the accounting period;

+ the SPE is not party to any transactions for
which UK tax avoidance was one of the main
purposes; and

+ the SPE is generally not involved in business
activities other than those that are incidental
to its role as an SPE in the securitisation.

7.3 Withholding Taxes

Withholding Taxes and Cross-Border
Payments Received by SPE

The financial assets securitised in UK SPEs
are typically UK financial assets, so UK with-
holding taxes are not usually an issue. Where
cross-border payments are received by a UK
resident SPE, withholding taxes may be relevant,
depending on the jurisdiction, but treaty or other
reliefs may be available to minimise these taxes.

Withholding Taxes and Cross-Border
Payments Made by SPE

The SPE is subject to UK withholding tax at the
basic rate of income tax (20%) on interest paid
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on the securitisation notes it issues, unless an
exemption applies. A commonly used exemp-
tion is the “quoted Eurobond” exemption, where
the notes are listed on a “recognised stock
exchange” such as the London Stock Exchange
or admitted to trading on a “multilateral trad-
ing facility” operated by a “regulated recognised
stock exchange”, being a recognised stock
exchange that is regulated in the UK, EEA or
Gibraltar. The “qualifying private placement”
exemption may also be available if the SPE
issues notes to investors resident in jurisdictions
that are party to a double tax treaty with the UK
that includes a “non-discrimination” article. In
some securitisations with a more limited number
of counterparties, a normal claim for treaty relief
may also be possible.

7.4 Other Taxes

UK VAT on servicing fees incurred by the SPE
may be relevant, depending on the nature of the
services. Where possible, the servicer will usu-
ally look to provide the services in a way that
falls within a VAT exemption (such as the exemp-
tions for financing transactions). Where this is
not possible, the VAT incurred is likely to be an
additional cost of the securitisation.

7.5 Obtaining Legal Opinions
The tax lawyers acting for the SPE/arrangers
are commonly required to give a tax opinion
addressed to the SPE, the trustee acting for the
noteholders, and the arrangers. The material
conclusions will generally be that:

+ the SPE should be chargeable to corporation
tax only on the retained profit;

+ there should be no requirement to withhold
UK income tax from payments of interest
on the securitised assets and the securities
issued by the SPE; and
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* no VAT or stamp duty should be chargeable
on the acquisition of the securitised assets by
the SPE, nor on the issue or transfer of notes
by the SPE.

The tax opinion(s) will make a number of factual
assumptions based on the transaction docu-
mentation.

8. Accounting Rules and Issues

8.1 Legal Issues with Securitisation
Accounting Rules

Originators will typically obtain accounting
advice to ensure the desired accounting treat-
ment of the securitisation is achieved. The
accounting treatment that is desired and is
achievable varies from transaction to transac-
tion, but key considerations include:

» whether the assets sold should be derecog-
nised from the originator’s balance sheet; and

« whether the SPE should be consolidated as
part of the originator’s group accounts.
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As to derecognition, a key consideration is
typically whether the originator has sufficiently
relinquished control over the sold assets. This
requires particular care in the case of whole
loan/forward flow funding transactions (which,
although not strictly securitisations, pro-
vide analogous asset backed funding), where
accountants will often require that the purchaser
is able to trigger perfection of legal title to the
receivables, sell the receivables on and appoint
an alternative servicer. Care is required to assess
the impact of the exercise of any such rights
on, for example, any originators’ entitlement to
deferred consideration.

8.2 Dealing with Legal Issues

Legal opinions as to a “true sale”, the SPE’s
independence and bankruptcy-remote status
and the legal enforceability of transaction docu-
ments are the principal interaction between law-
yers and these accounting issues. Accountants
are likely to use such opinions when drawing
conclusions and advising the originator, but it
is uncommon for lawyers to directly opine on
the accounting treatment of a given transaction.
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