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Executive summary

Covered bonds continue to demonstrate strong resilience in a challenging macro-financial environment, characterised by geopolitical
uncertainty, increasing interest rates and subdued housing activity. Primary market access remains robust and issuance volumes in
2026 are broadly comparable to recent years. This resilience reflects the asset class's enduring safe-haven status, supported by strong
investor demand, consistently high credit quality and a proven track record across market cycles.

The defining feature of the current cycle is not weak investor demand, but structurally constrained collateral supply. Covered bonds
benefit from persistent and broad-based investor demand, reflected in tight spreads and consistently oversubscribed transactions. At
the same time, issuance capacity is increasingly limited by subdued mortgage lending and weak housing construction rather than funding
conditions. As a result, collateral scarcity is reinforcing spread compression while limiting growth potential.

EU housing market dynamics remain central to these supply constraints. Across the euro area, construction activity and real mortgage
lending volumes are still significantly below their historical peaks. Although nominal house prices have resumed growth, real price levels
and activity indicators point to stabilisation rather than full recovery. The key limiting factor remains affordability: improvements in labour
markets and real incomes have been offset by house price increases and higher financing costs, keeping effective demand subdued.

These developments are also reflected in borrower behaviour. In Germany in particular, new lending is characterised by high
loan-to-value ratios, indicating increased reliance on leverage to maintain market access. While aggregate credit-quality metrics remain
stable, this points to emerging pockets of vulnerability and strengthens the case for borrower-based macroprudential measures.

At the same time, structural features of the covered bond framework remain robust. Proposed changes to the German Pfandbrief
Framework regarding LTV eligibility thresholds (up to 80%) would expand refinancing capacity while remaining supported by
conservative valuation practices. However, the evolving composition of lending shifts analytical focus increasingly towards borrower
quality rather than purely collateral valuation metrics.

Beyond economic and market factors, recent developments have highlighted the fundamental importance of legal certainty in covered
bonds. The Berlin socialisation debate — the proposed expropriation of the portfolios of large private residential landlords into public
ownership — illustrates how political intervention can affect the legal enforceability of mortgage claims. This introduces a dimension of
risk that is not captured by traditional credit metrics. While direct exposure appears limited, the broader implications for legal
predictability are significant.

Scope's updated covered bond rating methodology places stronger emphasis on the fundamental drivers of issuer resilience. Although
covered bonds benefit from dual recourse, their historical performance has primarily relied on the viability of the issuing bank rather
than reliance on the cover pool as a fallback mechanism. Our updated approach explicitly anchors ratings in issuers’ going-concern
strength, complemented by intrinsic benefits of strong legal, regulatory and institutional frameworks, and ultimately the residual
protection that cover pools can provide.
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Covered bonds hold firm as demand meets
structural scarcity

Despite escalating geopolitical tensions, including wars in
Ukraine and the Middle East, covered bonds have demonstrated
resilience in primary markets, with no material instability evident.
Issuance volumes in H1 2026 remain broadly in line with those of
recent years, confirming that market access for the asset class
has remained robust even under elevated stress conditions.

Figure 1: EUR Benchmark Issuance H12026 vs 2025 and 2024

Demand has remained consistently strong. Tight spreads and
heavily oversubscribed order books underline the asset class's
enduring safe-haven status. Covered bonds continue to attract a
broad and stable investor base, supported by their high credit
quality, structural protection and liquidity profile. This demand
persists despite compressed spreads offering minimal vyield
concessions to investors.

Figure 3: EUR Benchmark Spreads H12026 vs 2025 and 2024
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A notable feature of the current cycle is the increasing use of
dual-tranche benchmark issuance, a proactive liability
management approach that places bonds across multiple tenors
simultaneously. This distributes maturities along the curve,
reducing concentration risk and enhancing future funding
flexibility while still achieving targeted issuance volumes. The
trend reflects how issuers are adapting to a market defined by
strong demand but limited collateral-driven supply growth.

Figure 2: Number of Dual Tranched Issuance (H1)
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Current market dynamics are driven by a single structural tension:
strong investor demand for a defensive, stable asset class meets
constrained supply from subdued mortgage lending. In the
current environment, covered bonds serve as a natural anchor for
investors seeking stability, benefiting from their regulatory
standing and their proven performance across cycles. Sustained
demand continues to support spread compression and reinforces
the defensive positioning of the asset class.

However, these optically favourable conditions reflect a structural
supply constraint rather than organic market strength. Supply
growth is primarily constrained by the dynamics of collateral
creation, specifically, subdued mortgage lending. Mortgage
activity, which remains the core funding base for covered bonds,
continues to operate below historical levels, limiting balance-
sheet expansion and issuance capacity.

As a result, the market is increasingly defined by scarcity rather
than growth. While this supports tight spreads and strong
execution, it also imposes a structural limit on issuance volumes.
growth, even with favourable funding conditions.
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Housing markets define the limits of supply

The constraints on covered bond issuance are ultimately rooted
in the underlying housing market, as residential mortgages
represent the primary collateral for covered bonds.

Construction activity across the euro area has weakened
materially. Building permits remain well below their long-term
average, with activity having peaked around 2021 before
declining significantly. This deterioration reflects a combination
of higher construction costs, tighter and more expensive
financing conditions, and consequently weaker demand. The
resulting pipeline of new housing supply is subdued, directly
limiting the creation of new mortgage collateral and, by extension,
covered bond issuance capacity.

Figure 4: Building permits (dwellings,EU 21, 2025=100)

house-price dynamics. Nominal prices have resumed an upward
trajectory following the 2022-2023 correction.

However, in inflation-adjusted terms, prices have only partially
recovered and remain below previous peaks. This divergence
between nominal and real price trajectories is telling; it points to
persistent underlying demand
appearance of price recovery.

constraints despite the

Figure 6: House Price Index (EU 21, 2015=100)
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Mortgage lending presents a similar picture in real terms. While
nominal lending volumes have stabilised recently, this apparent
stability largely reflects higher average loan sizes rather than a
genuine recovery in borrowing demand. Construction costs and
property prices have risen significantly over the past decade,
inflating the average size of mortgages. Inflation-adjusted lending
remains substantially below levels observed a decade ago,
confirming that real demand remains subdued.

Figure 5: New mortgages, nominal and deflated (EU 21)
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Adjusted for inflation, lending activity is significantly below the
levels observed over the past decade. This is reinforced by
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Taken together, these datapoints reveal a housing market that has
stabilised but not yet recovered. Activity remains below trend, and
the system lacks a self-sustaining growth dynamic. For covered
bonds, this translates directly into structurally constrained
collateral generation, a binding constraint on supply growth.

Looking ahead, the critical question is whether current levels
represent the cycle trough. Any meaningful recovery in housing
activity will depend on improvements in affordability conditions,
which will be achieved through declining interest rates, real
income growth, or both. Until this materialises, collateral creation
will likely remain subdued, capping covered bond supply.

...while affordability remains the binding
constraint

The euro area’s economic backdrop has improved materially over
the past decade. Labour market conditions have strengthened
cyclically and structurally, with unemployment declining steadily
from double-digit levels in the mid-2010s to historically low levels
today. Notably, this trend has proven resilient even through
periods of economic stress.
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Figure 7: Unemployment rate (EU 21)
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In parallel, household income dynamics have become
increasingly supportive. Gross disposable income has risen
steadily and crucially, real income growth has recovered following
the inflation shock of recent years. While inflation temporarily
eroded purchasing power, the subsequent adjustment has re-
established positive real income growth, providing a more solid
foundation for household balance sheets.

Under normal circumstances, this combination of strengthening
labour markets and rising real incomes would be expected to
translate into a recovery in housing demand and lending activity.
Yet this has not materialised.

Figure 8: Gross disposable income (EU 21, 2025=100)

On the financing side, the sharp rise in interest rates since 2022
has significantly increased borrowing costs. Higher mortgage
rates directly reduce the amount households can afford to borrow,
amplifying the impact of already elevated property prices. The
mathematical effect is clear: a household facing both higher
prices and higher rates faces a compounding constraint on
borrowing capacity.

As a result, income gains have effectively been neutralised. The
household sector faces a structural affordability squeeze:
improving earnings are insufficient to offset the combined
headwind of price levels and financing costs.

Figure 9: Household affordability (EU 21, 2025=100)
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The improving economic picture has not led to a corresponding
recovery in housing affordability. The reason lies in a three-way
tension: income gains are being offset by the combined effect of
elevated property prices and higher financing costs.

On the price side, residential property prices have increased
substantially over the past decade. Despite a temporary
correction in 2022-2023, prices remain elevated relative to
income levels, keeping housing economically out of reach for
marginal buyers.
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The combined effect is visible in affordability metrics, which have
deteriorated despite improvements in macro indicators. While
income growth provides some support, it is insufficient to fully
compensate for higher borrowing costs and price increases. For
covered bonds, this constraint directly translates into subdued
collateral generation and limited supply growth.

The composition of new lending is therefore becoming
analytically critical. Beneath a stable macro backdrop, rising
leverage and increased borrower sensitivity to income and rate
shocks could emerge as meaningful risk factors. The German
mortgage market provides concrete evidence of how these shifts
materialise within an otherwise strong and well-protected
covered bond framework.
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The German lens

Beneath the surface: high leverage for German mortgages

Affordability constraints are increasingly shaping borrower
behaviour across the euro area. While aggregate housing activity
remains subdued, Germany's mortgage market reveals a critical
source of vulnerability: a reasonable share of new lending is
characterised by high leverage.

Recent data from the Bundesbank's WIFSta residential mortgage
database, published by the German Financial Stability Committee,
shows that more than 40% of newly originated residential
mortgages had loan-to-value (LTV) ratios above 90% in late 2025.
Notably, a meaningful share of these exceeded 100% LTV,
implying negative equity at origination, a practice that
concentrates vulnerability at origination and amplifies sensitivity
to adverse shocks.

Figure 10: New residential mortgage lending by LTV (Germany)
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This shift reflects constrained affordability translating into
dependence on higher leverage. Simultaneously, household
debt-to-income ratios remain elevated. This dynamic creates
two-sided vulnerability: borrowers are highly leveraged and
repayment capacity is stretched.

Risk is therefore evolving in a subtle but meaningful way. The
shifting risk profile is not yet visible as a broad deterioration in
aggregate credit quality metrics. These remain broadly stable.
Rather, it is emerging as a build-up of tail risk within specific
borrower segments, where pockets of heightened vulnerability at
origination could crystallise under income or rate stress.

The evidence presented by the Financial Stability Committee
strengthens the case for borrower-based macroprudential
measures in Germany. Despite elevated leverage metrics,
Germany remains one of the few major European markets without
active borrower-based constraints (such as LTV or debt-to-
income caps).

30 June 2026

However, policy action remains complex. Housing shortages,
rising construction costs, and relatively low home ownership rates
create tension between financial stability objectives and broader
social policy goals. Tighter borrower-based measures could
strengthen household resilience but could simultaneously
exacerbate affordability challenges by further restricting access
to credit. Policymakers face a genuine trade-off.

Against this backdrop of rising borrower leverage, the structural
safeguards embedded in the Pfandbrief framework become
increasingly important as a counterweight to origination-side
risks. This adds critical context to the current discussion around
Pfandbrief eligibility thresholds.

Expanding Pfandbriefe eligibility, rising scrutiny

The Association of German Pfandbriefe Banks (VDP) has
proposed raising the LTV eligibility threshold for residential
mortgages from 60% to 80%, aligning Germany with broader
European practice and expanding the refinancing capacity
available to issuing banks.

The conservative valuation principle (Beleihungswert) embedded
in German law provides a critical counterbalance to higher
eligibility thresholds. Mortgage lending values are set well below
market values, creating a persistent buffer between collateral
valuation. This valuation gap remains substantial and stable over
time, effectively reducing the real loan-to-value ratios in cover
pools relative to market values.

Figure 11: Loan-to-market vs German lending-value
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Source: VDP, Scope Ratings

This structural buffer can absorb a higher eligibility threshold
without materially weakening the protection against loss severity.
From a structural resilience perspective, the Pfandbrief
framework's integrity therefore remains intact even if a larger
share of loans becomes eligible for refinancing. The conservative
valuation principle, a cornerstone of German covered bond
strength, is not compromised by the threshold adjustment.
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City of Berlin could raise questions about legal
certainty

The Berlin socialisation debate introduces a fundamentally
different risk dimension for German covered bonds. A discussion
that transcends economic fundamentals and may strike at the
legal foundations of the Pfandbrief framework itself.

While borrower leverage and eligibility thresholds affect
economic risk profile, the proposed Berlin socialisation
mechanism touches the bedrock of covered bonds: the legal
enforceability and stability of secured mortgage claims.

The debate centres on proposals to expropriate large corporate
landlords (those holding more than 3,000 housing units) and
converting these properties into publicly or collectively managed
housing. A referendum held in September 2021 resulted in 57.6%
of voters supporting expropriation of major real estate
companies. While the referendum was non-binding, it created
political momentum for drafting a socialisation law.

The political trajectory for this wishful thinking becoming reality
is accelerating. The next Berlin state election is scheduled for
September 2026. Current polling indicates that coalitions
supporting socialisation could command a governing majority.
This means the proposal is not a distant theoretical risk but a
near-term legislative possibility.

From a quantitative perspective alone, direct exposure appears
limited. VDP estimates suggest approximately EUR 14 billion of
potentially affected multifamily exposure, equivalent to roughly
3% of total mortgage Pfandbrief cover assets. Within a broadly
diversified cover pool, Berlin multifamily exposure represents a
small slice. Conservative underwriting and low effective LTVs
(reflecting the valuation principle discussed above) further
mitigate immediate loss risk to covered bonds.

Figure 12: Maximum exposure to affected multifamily in
Pfandbriefe
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The core concern is not about financial losses for real estate
companies or banks financing their properties but legal certainty
and precedent. Covered bonds rest on the assumption that
secured claims are legally stable and enforceable. If mortgage
rights can be materially altered or cancelled through legislative
action, even in isolated cases, the foundational assumption of
legal certainty becomes conditional rather than absolute.

The strength of the Pfandbrief framework depends not only on
conservative valuation principles and structural safeguards, but
on the integrity of the legal environment. Legislative interventions
or even a genuine discussion around altering the stability of
secured claims, introduce a risk that must not be underestimated.

Other large cities with overheated rental markets and rental
supply shortages are already closely monitoring developments in
Berlin and could consider similar referendums. If the Berlin case
becomes reality, international investors will quickly react to any
risk of expropriation. These developments could significantly taint
foreign direct investments and significantly weaken the status of
Pfandbriefe as the global reference point for covered bonds.

Regulatory and market developments

Bad news from Brussels: Within the EU's securitisation reform
package, covered bonds did not receive the preferential capital
treatment many advocates had sought. While the existing
framework remains intact, the Commission's focus on capital
relief for high-quality securitisations without corresponding
advantages for covered bonds creates a competitive concern.

The CBD is functioning effectively. Why change?: The current
review of the European Covered Bond Directive (CBD) is unlikely
to deliver material changes. While the European Banking
Authority proposed a number of targeted enhancements, industry
feedback under the umbrella of the ECBC has been clear in
pushing back against broader adjustments, emphasizing that the
framework is already functioning effectively and warning against
premature intervention. The covered bond industry strongly
opposes material changes, pushing instead for stability and
confidence in the framework's durability.

Are ESNs finally here to stay? The inaugural European Secured
Note by Bpifrance illustrates the search for structures that bridge
the gap between traditional covered bonds and securitisation by
allowing a broader range of collateral (SME loans).

Without a legislative umbrella, ESNs will need to be established
on contractual frameworks, so will not be as homogeneous as
traditional covered bonds. This adds operational complexity and
may limit investor depth.

Spread differentials between secured (covered bond) and
unsecured bank funding in the low 30bp also mean that economic
benefits of ESNs are not compelling and only make sense for
issuers in special situations, hindering more widespread use by
other banks that have large SME portfolios.

8|12



Covered Bond Quarterly

—
SCOPE
e

Historical experience also warrants caution. Earlier attempts, like
Commerzbank's SME-backed structured covered bond, were one
offs. Against this backdrop, ESNs may not see more widespread
use, which they will need to put them on the regulatory agenda.

As market and regulatory developments continue to shape the
covered bond landscape, analytical frameworks are also
evolving. Scope's updated covered bond methodology, currently
in a call for comment, reflects this shift towards greater
transparency and a strong focus one the asset class's core
strength. This dimension is uniquely captured in Scope's Covered
Bond Rating Methodology

Scope's uniquely tailored approach to covered
bond ratings

Covered bonds are one of the safest instruments in fixed income,
backed by more than 250 years of uninterrupted performance
across crises and market cycles. This track record reflects a
structural reality that is often overlooked: the second recourse
feature of the product has never been tested. While the dual-
recourse mechanism is the defining strength of covered bonds,
investors have in practice relied exclusively on the first line of
defence, namely the viability of the issuing bank, rather than on
the cover pool as a fallback source of repayment.

This is not a coincidence. Covered bonds have evolved far
beyond a pure funding instrument into a systemically relevant
component of the European financial architecture. Their
resilience is underpinned by a combination of legislative,
regulatory, prudential and monetary support.

In recent decades, this relevance has increased significantly. The
emergence of the jumbo covered bond segment some 30 years
ago established deep and liquid benchmark markets, while
central bank interventions, most notably the first covered bond
purchase programme in 2009, reinforced the asset class as a
cornerstone of financial stability. From 2013 onwards, covered
bonds became more strongly embedded in key prudential
frameworks, including the CRR and liquidity regulation.

With the introduction of the Bank Recovery and Resolution
Directive in 2015, covered bonds were further anchored as
statutory, super senior secured liabilities, explicitly exempt from
bail-in. This position was reinforced with the European Covered
Bond Directive in 2019, providing the asset class with a
harmonised European framework and elevating it to a recognised,
standardised product across jurisdictions.

Taken together, these developments have created an
environment in which maintaining the integrity of the covered
bond market has become a shared objective across stakeholders.
In periods of stress, this has consistently translated into outcomes
that preserved the going-concern nature of covered bonds, even
where issuers required restructuring or resolution. While broader
creditor groups may have been affected, covered bond investors
have continued to receive timely payment, as obligations were

maintained either by the original issuer or its successor.
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Figure 13: Covered bond issuer failures since 2024
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The result is a product whose second recourse, the cover pool,
has never been relied upon as the source of repayment. Scope's
Covered Bond Rating Methodology explicitly recognises that the
core strength of regulated covered bonds lies in this first recourse
by placing greater emphasis on the likelihood of a going-concern
outcome. In doing so, it shifts the analytical focus to the
component of the structure that has historically demonstrated the
strongest performance.

Figure 14: Building blocks of Scope's Covered Bond Rating
Methodology
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This reflects a distinct European perspective on regulated
covered bonds as a super senior instrument whose strength rests
not only on issuer creditworthiness or the quality of the cover
pool, but fundamentally on the systemic relevance of the product
itself. The framework is designed in such a way that, if stress
materialises, multiple layers of support align to preserve the
functioning and credibility of the instrument.

At the same time, the methodology still explicitly incorporates the
strength of the second recourse. The cover pool remains a critical
source of uplift, reflecting the quality, diversification and
recoverability of the underlying assets if needed.

The proposed methodology update comes along with highest
standards on transparency by disclosing the Scorecards used to
define the maximum uplift possible. A unique approach in Scope's
tailored approach to covered bond ratings. For more details on
our updated rating approach see here.
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Scope's covered bond universe

All covered bonds rated by Scope are currently rated AAA with a
stable outlook (see here). Danish, French, Dutch, and Finnish
covered bond are the least sensitive to issuer downgrades owing
to their banks' higher average credit quality and the transaction-
specific interplay between complexity and transparency.

Figure 15: Downgrade sensitivity Covered bonds
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Strong bank ratings and very supportive legal and resolution
frameworks allow 89% of our rated covered bond programmes to
achieve the highest ratings without additional cover-pool support.
The strength of the cover pool does provide additional rating
stability, however.

On average, covered bond programmes rated by Scope can
withstand issuer downgrades of up to three notches, on condition
that the programmes'’ risk characteristics and protection provided
through over-collateralisation (OC) do not materially change. That
is unchanged from last quarter.

Figure 16: Rating constructs by country

EAvg. Issuer Rating m Legal Framework Uplift
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Source: . Scope Ratings

At the same time, the dual recourse of covered bonds allows the
other 11% of covered bond programmes to support the highest
ratings on the basis of cover-pool support. Notably, .covered
bonds in Austria and Norway achieve AAA ratings with.the help
of this credit support.

The buffer against issuer downgrades -is - lower- for- -such
programmes. For all- programmes, strong cover-pool support can
mitigate a downgrade of the issuer rating of at least one notch.

We do not expect rating-supporting over-collateralisation (OC) to
constrain ratings in.the short to medium.term, either through
increased ‘issuance. or a deterioration .in. cover-pool quality
(including a drop in.eligible assets from value depreciation).


https://scopewebassetstorage.blob.core.windows.net/scopewebassets/Scope_Covered_Bond_Rating_Overview_June_2026.xlsx
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Appendix1. Related research

Assessing climate risk in bank ratings: transmission pathways and implications on methodology, June 2026
Leverage a selective backstop for European SRT; rollover risk the key credit factor, June 2026

Excluding implicit government support could increase risk-weight complexity for bank exposures, May 2026
UniCredit's strategy for Commerzbank stake underscores long-term ambitions and governance challenges, April 2026
CMDI reform and EDIS momentum: a stepping stone towards Banking Union aims, April 2026

Private credit's woes: systemic implications for EU banks, April 2025

EU Banks NPL Heatmaps: ratios stable in 2025 but fresh geopolitical shocks cloud the 2026 outlook, March 2026
Escalating Middle East conflict: emerging risks for European banks, March 2026

Greek Bank Outlook 2026: stable, driven by resilient earnings, improving asset quality and capital, March 2026
Dutch banks outlook 2026: stable macro backdrop bolsters credit profiles, February 2026

European bank M&A momentum could be credit positive, February 2026

Bank Capital Quarterly: Binding leverage requirements encourage greater risk-taking by banks, February 2026
Spanish banks Outlook 2026: healthy credit fundamentals in a benign economic environment, February 2026
Covered bonds Outlook 2026: stable collateral performance, balanced bank outlook, January 2026

EU Banks NPL Heatmaps: High corporate NPLs, modest growth and geopolitical risk underpin a cautious asset-quality outlook, January 2026
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