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1. THE RESEARCH PROJECT AND ITS BOUNDARIES
1.1. Introduction and the object of research

In 2007, a convergence of various economic imbalances culminated in the collapse
of the United States’ economy. This event marked the beginning of what is commonly
referred to as the subprime mortgage crisis, a direct consequence of the abrupt
bursting of the housing bubble within the United States (hereinafter, also “US”). The
repercussions of this crisis swiftly rippled through most of the advanced economies,
sparking a series of global repercussions. These were primarily driven by pre-existing
macroeconomic disparities and the excessive risk-taking behaviours exhibited by
numerous financial institutions, ultimately giving rise to the Global Financial Crisis
(hereinafter, also “GFC”) of 2007 and 2008.

The ensuing chain reaction was of colossal magnitude, resulting in the failure of
numerous financial institutions not only within the US but also extending its reach
into Germany or the United Kingdom (hereinafter, also “UK”), among others with
significant exposures to US structured securities. The situation was further
exacerbated by the dramatic bankruptcy filing of Lehman Brothers, then ranked as
the fourth-largest investment bank in the US, on 15 September 2008. These two
shocks served as catalysts, amplifying the severity of what would become known as
the Great Recession. This economic downturn persisted from December 2007 to June
2009, standing as the most significant recession since the Great Depression of the
1930s.

The financial and economic upheaval, coupled with various underlying economic
factors and unique national circumstances, gave birth to the European sovereign
debt crisis. This crisis, in essence, resulted directly from the flawed design of the
Eurozone and, even more critically, the existing imbalances within it, along with the
substantial levels of government and private debt in several European Union
(hereinafter, also “EU”) Member States. Notably, in the case of Greece, which bore
the initial brunt of this crisis, it stemmed from a lack of adequate fiscal discipline,

characterised by excessive spending and severe deficiencies in tax collection. This
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fiscal recklessness was further compounded by the burst of the housing bubble, a
shared theme in the crises experienced by various countries on the periphery of the

Eurozone, including Ireland and Spain.

Consequently, doubts began to plague investors regarding the fiscal sustainability of
several Eurozone Member States, raising concerns about whether these countries
would be able to honour their debt obligations when they came due. This scepticism
had a devastating impact not only on the Greek economy but also on numerous other
countries, including Italy, Ireland, Portugal, and Spain. To address this predicament,
both the EU and international organisations deemed a combination of austerity
measures and the implementation of structural reforms as the most effective means

of tackling the crisis.

Of course, the deterioration of the economic conditions as well as the doubts on the
fiscal capacity of the sovereigns had a prompt impact on the credit institutions. This
evolved into a rapid increase of the risk exposure, the tightening of credit supply
and the proliferation of problematic assets endangering the viability of many
European credit institutions. These were the preconditions of the rapid growth in
the stock of non-performing loans (hereinafter, also “NPLs”) and the perfect
scenario for an uneven deployment of lending forbearance measures among EU

banks.

The sudden onset of the COVID-19 pandemic, which subsequently escalated into a
global crisis, served as a rigorous test for the measures implemented in previous
years by EU Member States and banks in addressing the accumulation of NPLs. As
announced, this accumulation had primarily arisen from the fallout of the GFC and
the European sovereign debt crisis, as well as unique circumstances specific to both
countries and financial institutions. In many European countries the levels of NPLs
had already diminished significantly to a comfortable position or NPL ratios below
to 2% in aggregated terms. However, in others, such as Italy, Greece or Cyprus, the
level of NPLs was still problematic when the COVID-19 unfolded.
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In 2020, the pandemic and the containment measures implemented in response had
notable adverse effects on households in the EU, particularly through increased
unemployment and reduced income. Concurrently, private consumption
experienced a decline, while concerns persisted regarding the overvaluation of
housing prices in some Member States. Additionally, the lockdown measures adopted
by several Member States to combat the pandemic posed significant threats to
numerous businesses, ranging from small and medium-sized enterprises

(hereinafter, also “SMEs”) to large corporations.

During this period, three critical factors emerged, which would profoundly influence
the potential impact on banks' financial results, namely, (i) the duration of the
lockdowns, (ii) variations in the resilience of corporate entities, and (iii) the actions
taken by public authorities to mitigate the economic burdens. Consequently, the
potential proliferation of NPLs was likely to emerge as a consequence of the
interplay among these three elements. However, the rapid response of the European
institutions and national governments attenuated this potential threat. In any event,
it is still premature to conclude on this as previous crisis episodes showed that the

proliferation of problematic assets typically comes with a significant lag.

Once clarified the context it is important to delineate the object of research. This
dissertation covers three crisis episodes and a complete economic cycle between
the GFC (and the sovereign debt crises in some EU Member States) and the COVID-
19 crisis. Concretely, it examines the European banking sector from 2007 to 2022
with a multilevel approach. In this regard, it studies not only the Member States’
responses to the changing economic conditions unfolded by the three crises in the
national banking sectors, but also tries to shield light into the policy outreach of the
European institutions and their efforts to design a comprehensive set of actions to

content the proliferation of NPLs.

The concept of non-performing and its boundaries will be covered in detail in
Chapter 2. However, to set the scene it encompasses those loans, assets or

exposures, depending on the scope that is taken, from which banks do not earn a

17



EIDUNED

Escuela
Internacional

de Doctorado

compensation for the risk incurred or it is likely that this would occur due to the

lack of payment capacity of the borrower.

It covers two main circumstances: (i) lack of payments over the last 90 days (the so-
called “past-due” or quantitative criterion”, and (ii) the “unlikeliness to pay” or
qualitative criterion, which refers to situations where the financial capacity of the

borrower is at severe risk.

The proliferation of NPLs endangers the normal functioning of the credit business of
banks, which affects their profitability and their lending capacity as well as their
resources in terms of the need for the reallocation of staff. At system-level when
the accumulation of NPLs does not only affect a bank, but also all or most of the
banks within a banking system it has a negative impact on the economic growth,

investment, consumption and government debt, among others.

Furthermore, every time there has been a banking crisis in modern times, regardless
of the country, one of the driving factors has been the NPLs burden on banks. This
is particularly worrisome in Europe, where the capital markets have not managed to
channel adequate and timely funding to the real economy in desirable amounts.
Consequently, this significant dependence on banks’ funding makes especially
vulnerable the European economy, as reflected during the three crisis episodes

analysed in this dissertation.

Among the tools implemented in the EU to tackle the excessive accumulation of
NPLs, sometimes also denominated as “toxic”, “problematic”, “distressed” or
“troubled” assets, in the European banks’ balance sheets this dissertation focuses
on the establishment of publicly-sponsored asset management companies
(hereinafter, also AMCs). As Constancio (2017) admitted “many of these measures
should not be expected to yield fruit immediately. Only AMCs (...) and securitisation
can offer a quick clean-up of bank balance sheets.” For this reason, the study of the
AMCs established during the period of observation is at the core of this doctoral

dissertation.
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For the sake of clarity the aforementioned main features of the object of research

are summarised in the following table:

Table 1.1. Object of research

Element Description
Time 2007-2022

Context From the GFC to the COVID-19 crisis

Location European Union

The proliferation of NPLs in the European banking sector and the
Research topic establishment of publicly-sponsored asset management companies

in several Member States to tackle that phenomenon.

Source: Own elaboration.

1.2. Research questions

To cover the research topic there are four areas of particular attention that will be

addressed during this doctoral dissertation.

- Which are the definitions of non-performing and forbearance practices in the
EU?

- Which are the determinants of the non-performing loans and the forbearance

practices?

- How did non-performing loans evolve during the period of observation (i.e.
2007-2022)?

- What led many EU Member States to sponsor the creation of asset
management companies and which were the limiting factors for their

establishment?

1.3. Objectives

- General objective: contribute to the policy as well as academic debate in
the area of distressed assets as well as asset management companies by
covering an extended period of observation (i.e. from 2007 to 2022) as well
as by following a multilevel approach.
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- Concrete objectives:

A. Study the evolution of the non-performing and forbearance concepts after the

GFC: the homogenisation efforts at the EU and international level.
B. Identify the determinants of NPLs and the roots of forbearance practices.
C. Analyse the evolution of NPLs from 2007 to 2022 in the EU.

D. Understand the reasons for the establishment of publicly-sponsored AMCs in
the EU after the GFC.

E. Assess the limiting factors that had an impact on the creation of those AMCs

and on their characteristics.

F. Explore whether asset management companies are a valid tool to address high

levels of distressed assets.
a. If this is the case, it would be key:

i. To identify the most relevant features of an effective asset

management company (in theoretical terms).

ii. To explore whether those theoretical features are or were part

of the real cases.

1.4. Methodological approach

This dissertation follows the comparative method, which is at the core of the
research methodology in social sciences. Moreover, it facilitates a multidisciplinary
approach in the economic, legal and political science dimensions of the research
object, which is part of the foundations of the Doctoral programme in European
Union at UNED. Indeed, in my view, the unique organisational structure of the
institutions and Member States composing the European Union requires a
comprehensive approach to interpret adequately any research question. Therefore,

to cover the multidimensional nature of the NPLs in the European banking system
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between 2007 and 2022 there is the need to compare across time and across policies
developed by Member States, without underestimating the coordination efforts at

the level of the EU institutions.

As important as defining the methodological approach is setting its boundaries. The
comparative method is understood as one of the three main approaches within
comparative analysis. The other two are the experimental and statistical methods.
Lijphart (1971) defined the experimental method by its features: “In its simplest
form, [it] uses two equivalent groups, one of which (the experimental group) is
exposed to a stimulus while the other (the control group) is not”. In a second step,
this method compares those two groups and determines that “any difference can be
attributed to the stimulus”. As regards the statistical method Lijphart (1971) noted
that it “entails the conceptual (mathematical) manipulation of empirically observed
data-which cannot be manipulated situationally as in experimental design-in order
to discover controlled relationships among variables”. Therefore, he considered the

statistical method an approximation of the experimental method.

The main difference he observed was the concept of control. He considered that the
statistical method was less robust than the experimental method due to the
“problem of control”. In particular, he argued that “it cannot control for all other
variables, merely for the other key variables that are known or suspected to exert
influence”. However, he noted that “control by means of partial correlations does
not allow for the effects of measurement error or unique factor components”.
Nevertheless, he admitted that “the experimental method does not handle the
problem of control perfectly, because the investigator can never be completely sure

that his groups are actually alike in every respect”.

As regards the comparative method, Lijphart (1971) argued that the “crucial
difference is that the number of cases it deals with is too small to permit systematic
control by means of partial correlations”. However, he admitted that “this problem
occurs in statistical operations, too; especially when one wants to control

simultaneously for many variables, one quickly runs out of cases”. Therefore, he
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considered that the limitation in the number of cases was simply the trigger for using
the comparative method instead of the statistical one. This approach could be
considered rather simplistic. Della Porta and Keating (2008) denied that the
comparative method serves to supplement the small number of cases via a logical
reasoning. They argued that “yet in many research designs, the choice of the
comparative method is not just a second-best one imposed by the availability of
data”. In this regard, they managed to shift the doctrinal debate from the number
of observations and the role of control to place its focus on the “capacity to go
beyond descriptive statistical measures”. Ultimately, the comparative method,
allows for “an in-depth understanding of historical processes and individual
motivations”. These elements are precisely the ones considered for following this
method, especially as regards the study of the establishment and evolution of

publicly-sponsored asset management companies in the EU from 2008 onwards.

In fact, already in 1968, Lasswell (1968) argued that “future applications of the
comparative method can benefit by adhering to the requirement of contextuality.
To choose the relevant setting for a disciplinary field of inquiry is to select the
setting that includes all the phenomena to be investigated”. Bartlett and Vavrus
(2017) admitted that the “importance exerted by context is one of the primary
reasons for selecting a case study approach to research”. Laswell (1968) highlighted
that “in order to discover the principal likenesses and differences to be studied, the

entire context must be continually scanned”.

However, it is clear that considering the “entire context” is not only a titanic effort,
but also a chimerical one as this observational feature is dependent on the
accessibility of data for the study and the researcher own interests. Therefore, in
the study of historical processes and individual motivations it is understandable that
the subjective component emerges. As Ragin (1998) confessed “in every social
scientific investigation, the selection of cases and attributes to study is dependent
on the substantive and theoretical interests of the researcher and his or her intended

audiences”. In this regard, he stated that “a fundamental goal of social science is
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to interpret significant features of the social world and thereby advance our

collective understanding of how existing social arrangements came about”.

For this, it is understandable that the tasks of representing and interpreting social
phenomena is a tangible goal. Nevertheless, it has its own intrinsic limitations, as
Bartlett and Vavrus (2017) stated “scholars continue to rely on a rather static,
confined, and deterministic sense of context”, whereas the reality shows that “no
‘place’ is unaffected by history and politics; any specific location is influenced by
economic, political, and social processes well beyond its physical and temporal

boundaries”, they concluded.

Della Porta and Keating (2008) attested that “there is a well-established view in the
social sciences that it should be based on variables. Yet much research is case-
oriented”. Definitely, both approaches are legitimate and will be followed in this
dissertation. In Chapter 3 to explore the determinants of the proliferation and,
subsequent, reduction of non-performing exposures a comprehensive overview of
empirical studies that justify both the macroeconomic and bank-specific
determinants is presented. Moreover, in Chapter 5 the case-based comparisons are
the cornerstones of the comparative analysis to be performed. As Della Porta and
Keating (2008) conceded “variable-oriented studies mainly aim at establishing
generalized relationships between variables, while case-oriented research seeks to
understand complex units”. Therefore, depending on the approach to be followed

both serve to a logical research method.

In turn, Brady, Collier and Seawright (2004) proclaimed that, in fact, “case-oriented
researchers certainly think in terms of variables, but their attention is strongly
focused on detailed contextual knowledge of specific cases and on how variables
interact within the context of these cases”. In this regard, it is important to clarify
the definition of cases, following the same authors, as “the political, social,
institutional, or individual entities or phenomena about which information is

collected and inferences are made”.
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This dissertation covers the context of a particular point of time, i.e. the aftermath
of the GFC, the one of the sovereign debt crisis or the perceived effects of the
COVID-19 crisis, but at the same time has some features of comparative-historical
analysis. This is because, mainly in Chapter 2, when studying the evolution of the
definition of several core concepts, such as “non-performing”, “default”,

“impairment”, or “forbearance” the historical dimension is also considered.

For the sake of clarity, Brady, Collier and Seawright (2004) defined this comparative-
historical analysis, as a research combining: “(1) a sustained comparative analysis
of a well-defined set of national cases; (2) a focus on the unfolding of causal
processes over time; and (3) the use of systematic comparison to generate and/or
evaluate explanations of outcomes”. As announced, this is precisely the
methodological approach followed in Chapter 2 as it is the one that better serves
the needs of intrinsic complexity in the search for a common or at least more
homogenous definition of key concepts to facilitate the cross-banks and cross-

borders comparative efforts of asset quality in the European banking sector.

As noted, even in the case-oriented method there are variables (or characteristics)
to systematise the approach. Here it is crucial to focus on key variables only to avoid
the danger of being confronted with an engulfed situation when the assessment
departs from the core ideas and devotes significant attention to variables of
marginal importance. This is precisely, the approach to be followed in Chapter 2
when comparing between the EU and BCBS definitions of non-performing exposures

or forbearance.

In its also important to identify cases that could be comparable. Brady, Collier and
Seawright (2004) defined this comparable term as “similar in a large number of
important characteristics which one wants to treat as constants, but dissimilar as

far as those variables are concerned which one wants to relate to each other”.

This approach is meant for the Chapter 5, when paying special attention to a
subgroup of asset management companies established in the EU between 2008 and

2015. They have an important characteristic in common, which is the key role of the
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public authorities with regard to its inception via a special legislation and even
significant participation in their ownership structure. Moreover, once their
comparable characteristics are clear we could also focus on the differences or
distinctive features among them. This approach will be particularly relevant for the
most similar asset management companies in terms of nature, namely: NAMA, SAREB
and DUTB. Therefore, using the categories the European Commission defined in its
AMC Blueprint a deep dive will be performed by examining the distinctive features

of the aforementioned three AMCs in Chapter 5.

This dissertation aims to contribute to the policy as well as academic debate in the
area of distressed assets as well as asset management companies. For this, a
multilevel and comprehensive approach is envisaged. In this regard, Bartlett and
Vavrus (2017) highlighted the importance of the comparative case study approach,
which “attends simultaneously to global, national, and local dimensions of case-

based research”.

In the following diagrams two examples are provided of how this approach will be

operationalised in this dissertation.

Figure 1.1. Visual representation of the multilevel approach for Chapter 2

Level Organisation/Entity/Body

International Basel Committee on Banking Supervision (BCBS)

European European Banking Authority  European Central Bank European Commission

National Central Bank of Ireland Bank of Bank of Bank of Portugal
Spain Italy

Banks 10 largest EU banking groups

Change over time

Source: Own elaboration.
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Figure 1.2. Visual representation of the multilevel approach for Chapter 5

Level Organisation/Entity/Body
International International Monetary Fund  European Bank for BCBS
guidelines Development and
Reconstruction
European rules State Aid rules Recovery and resolution National accounting
rules rules
National legislation UK, Germany, Ireland, Spain, Hungary,
Lithuania Slovenia, Italy
Asset Management UKAR, FMS-WM, EAA, NAMA, SAREB, MARK,
Companies DUTB, AMCO
GFC - Sovereign debt crisis - COVID-19 crisis

Source: Own elaboration.

This comprehensive approach comes from the need to systematise the existing
phenomena and ongoing processes. Definitely, it constitutes a crucial feature of any
comparison. In fact, Bartlett and Vavrus (2017) defined the “comparison” concept
as “one that constantly compares and contrasts phenomena and processes in one
locale with what has happened in other places and historical moments”. As Collier
(1991) argued “comparison sharpens our powers of description and can be an
invaluable stimulus to concept formation (...) It places its emphasis on interpretive
understanding”. This comparison could be performed in both horizontal and vertical
axes. The former refers to “how similar policies may unfold in different locations”,
whereas the latter “insists on simultaneous attention to and across multiple scales”,

according to Bartlett and Vavrus (2017).

As regards the horizontal axis this dissertation touches upon the so-called
“homologous horizontal comparisons”, which Bartlett and Vavrus (2017) defined as
an “analysis with a corresponding position at the same scale (e.g., two schools or
two hospitals in one city)”. In Chapter 5 of this dissertation this approach is aimed

to be followed when describing and, ultimately, comparing two asset management
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companies established in Germany to deal with problematic assets as a result of the
GFC, namely: EAA and FMS-WM.

However, the bulk of the methodological approach for this dissertation is what those
authors denominated “heterologous horizontal comparisons”, defined as “where the
entities are categorically distinct but hold a position more or less at the same scale
(such as a school, a clinic, and a community center in one town)”. In this
dissertation, the “town” is the publicly-sponsored asset management companies and
the “school”, “clinic”, etc. are the asset management companies established in a

number of Member States during a limited period of time.

The vertical axis of comparison is also present in this dissertation. It places
“simultaneous attention to and across multiple scales”, as defined by Bartlett and
Vavrus (2017), who clarified this definition as “temporary, shifting alliances or
networks of people, objects, and ideas; researchers examine how assemblages are
amassed, organized, challenged”. In Chapter 5 of this dissertation we will use this
approach to compare the theoretical framework which defines the key features of
successful asset management companies to its uneven implementation in practical

terms in the European context due to existing limitations.

However, there is an ultimate component that should not be disregard, the so-called
“transversal comparison”, which historically “situates the processes or relations
under consideration and traces the creative appropriation of (...) policies and
practices across time and space”, according to Bartlett and Vavrus (2017). In fact,
the approach to be followed in Chapter 5 does not disregard horizontal and
transversal elements, which are, as a matter of fact, for instance, advocated by the
Slovenian authorities when designing its own asset management company. They
acknowledged that they mirrored the cases of NAMA in Ireland and SAREB in Spain
and, at the same time, tried to learn from past experiences of an asset management
company established to deal with problematic assets in the previous banking crisis

in the country. Moreover, even Chapter 4 of this dissertation will follow this
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comprehensive approach, as it aims to cover both the asset quality metrics across

banking systems of the EU Member States and its evolution over time.

To conclude, in this dissertation the object of study, distressed assets and publicly-
sponsored asset management companies are compared across space, the EU, and
time, from 2007 to 2022. There will be a clear need to focus on the key elements of
these phenomena to determine the paramount elements that will lead to the
concluding remarks and lessons learnt of this research project. The comparative
method approach should also serve to identify best practices and to test how the
theoretical elements of effective asset management companies have been

implemented in practical terms in the EU during the period of observation.

There is the need to overcome obstacles driven by different economic, social and
political considerations across Member States as well as the specific responses of the
EU institutions to the three cases that affected the EU during this time, namely: the
GFC, the sovereign debt crisis and the COVID-19 crisis.

Moreover, there is another layer of complexity which comes from the fact that the
definitions of key concepts, such as “non-performing” or “forbearance” have not
been traditionally comparable across banks in Europe and, sometimes, even within
the same country. For this, it is crucial to start by an approximation to this lack of
homogenous definitions in the EU, and internationally, and study the evolution of

those concepts over time, driven by the European and international bodies.
1.5. Structure of this research project and justification

The remainder of this dissertation is presented below to have a clear understanding
not only of the content of this dissertation, but also it should serve as a justification
of where the various key elements to tackle the object of study and the research

objectives will be displayed.

Table 1.2. Interplay between research sub-topics and objectives

Chapter Sub-topic Objectives

5 Identification, definition and evolution of the most A
relevant concepts in the area of asset quality.
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Review of the existing literature on non-performing

and forbearance determinants.

Quantitative evolution of NPL and other relevant
metrics from the GFC to the COVID-19 crisis.

Study of the publicly-owned or sponsored asset
5 ) D,EandF
management companies.

6 Concluding remarks and areas for future research Al
attention.

Source: Own elaboration.

This dissertation considers that only a comprehensive approach to discuss the
evolution of the NPLs in the EU between 2007 and 2022 as well as the establishment
of publicly-sponsored AMCs during this timespan could capture their
multidimensional characteristics. Consequently, compared to other studies a
multidisciplinary approach is followed to cover adequately legal, financial and
economic considerations as well as a political review of the context in which relevant
decisions in this area were made. Precisely, this multidisciplinary approach is the

main novelty that this dissertation brings about.

It is also relevant to reflect on the particular order in which the various key elements
to tackle the object of study and the research objectives will be displayed. Chapter
2 will cover the definitions of key concepts and discuss the efforts made at European
and international levels to try to ensure more homogeneity in the definitions which

should result in better comparability across banks.

Then, in Chapter 3 a comprehensive review of the most relevant studies that tackle
the study of the macroeconomic as well as bank-specific determinants of the non-
performing status and forbearance practices is presented. It follows a systematic
approach as first it covers both cross-country comparison (e.g. global and regional)
and country-specific analyses. Then, it takes stock of the most relevant empirical

studies regarding the effects of forbearance practices.

Chapter 4 focuses on the quantitative evolution of NPLs from 2007 to 2022

leveraging on graphical representations either at regional or at country level. It
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serves to examine the progress of the NPL levels not only at aggregated level, but

also breaking them down by sector, type of exposure, etc.

Chapter 5 covers the initiatives taken by the authorities of several Member States
since 2008 to deal with the proliferation of NPLs in their national banking sector.
This encompasses diverse approaches to execute a state-sponsored asset relief to a
number of beneficiary banks via asset management companies. Moreover, it includes
the efforts made at European level to ensure that the main features of the EU
legislation, i.e. fair competition in an open-market economy, respect of national
accounting rules, etc., were preserved and that a level playing field for European
banks was not put at severe risk. It also pays attention to the academic and,
fundamentally, political discussion around the eventual need for the establishment
of a European asset management company or whether there should be a coordinated

approach of national asset management companies.

In turn, Chapter 6 aims to draw some conclusions based on the elements covered in

the previous chapters and suggest areas for future research in this field.

The logical sequence of elements which conduct to the analysis of the object of

research throughout this dissertation is presented in the schematic diagram below.

Figure 1.3. Schematic representation of the sequence of the analysis

» » »

Source: Own elaboration.
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2. UNDERSTANDING THE PROBLEMATIC SITUATION: DEFINITIONS ACROSS
INTERNATIONAL AND EUROPEAN INSTITUTIONS

2.1. Looking for a common definition

2.1.1.Non-performing

While bank liabilities are comparable internationally, much less efforts have been
made on standardising the asset side of the balance sheet, especially with respect
to loan classification and the definition of the non-performing status. Traditionally,
such lack of harmonisation greatly affected any attempt to perform asset quality

reviews of credit institutions at national, European and international level.

The use of (slightly) different definitions has made historically difficult to compare
NPL stocks and ratios across countries or even, what is more worrisome, across credit
institutions in the same country. For many years, a majority of countries has
classified loans as non-performing when principal or interest is 90 days past due
and/or there is “well defined weakness of loan or borrower” (Barisitz, 2011).
However, it is worth noting that the qualitative dimension of that definition has a
significant grey area. Indeed, the concept of “well defined weakness” was not
defined across most of the jurisdictions, leading to different interpretations by

credit institutions and regulators (Barisitz, 2013).

That phenomenon has not been substantially different in the European Union
(hereinafter, “EU”). Comparing NPL definitions and asset classification systems
across Member States has been a complex and, when the information was available,
a time consuming task because the analyst should be mindful of the need for upwards
and downwards corrections (D Hulster, et al., 2014), depending on the credit
institution and the jurisdiction. Moreover, in my view, this situation could lead to

unintended biases on the analyst.

Barisitz (2013), in his study on national NPL definitions, compared the existing NPL
definition in eight Eurozone countries and UK to the NPL definition included in the
Financial Soundness Indicators Compilation Guide. As presented in the table below,

he concluded that Portugal, UK, Austria and Germany presented downward biases,
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so at that point in time it would need upward corrections to be internationally
comparable, while Italy was presenting upward bias. In the case of Italy, the upward
bias could be attenuated by excluding “substandard loans” from the existing NPL
definition in the country. In that regard, Bank of Italy (2013) stated that the upward
bias amounted to 32% of the total NPL stock (in other words, there would be a 32%

reduction of the figures reported by Italian credit institutions as at June 2012).

Table 2.1. Lack of comparability of NPLs in the EU banking sector

Jurisdiction | Primary elements * Secondary elements ** Overall assessment
Austria Comparable Downward bias Slight downward bias
Finland Downward bias Upward bias Possibly no bias
France Comparable comparable comparable

Germany Comparable Downward bias Slight downward bias
Ireland Comparable comparable comparable
Italy Upward bias Upward bias Upward bias
Portugal Slight downward bias Downward bias Downward bias
Spain Comparable comparable comparable
UK Downward bias Downward bias Downward bias

* Primary elements: 90 days past-due or well-defined weakness. ** Secondary elements: classification of replacement loans; role of collateral in
grading credit quality; part of loan recorded as NPL and existence of downgrade requirement.

Source: Barisitz, 2013.

On that basis, following a cautious approach, for many years the IMF Financial
Stability Indicators and the ECB Consolidated Banking Data included clear
disclaimers in their NPL data series, warning that the definitions were “not strictly
comparable across countries” or data “should be interpreted with caution, since (...)

definitions differ across countries”.’

The aftermath of the global financial and the peak of the EU sovereign debt crises
put a spotlight on NPLs, revealing difficulties for supervisors in identifying and

comparing banks’ information across jurisdictions and, sometimes within the same

11t is worth noting that as at November 2021 the ECB does not include any disclaimer in its Consolidated Banking Data. In the
case of the IMF Financial Stability Indicators, the disclaimer is no longer included in the revised version of the 2006 FSI Guide,
the 2019 FSI Compilation Guide.
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jurisdiction. Consequently, the starting point to tackle the problem, having a clear
understanding of its dimension, was not clear. This problem could have constituted
a key factor for unwanted delays in dealing with the NPLs in the EU. Of course,
another factor was the uneven distribution of NPLs across Member States, which will

be thoroughly presented in section 1.3.

One of the Member States most hit by the global financial crisis (hereinafter, GFC),
Ireland, was the first to react by launching an ambitious project aiming to restore
international confidence in the country. Along those lines, the Central Bank of
Ireland proposed a systematic approach to understand the real dimension of the

NPLs in its jurisdiction.

In May 2013, it published its Impairment Provisioning and Disclosure Guidelines, a
project that started in 2011 looking for improving the disclosures on asset quality of
Irish credit institutions in order to enhance investor confidence. For serving that
purpose, terms such as “exposure”, “non-performing loan”, “cured loan” and

“forbearance” were defined (Central Bank of Ireland, 2013).

Table 2.2. Extract of the Impairment Provisioning and Disclosure Guidelines

Concept Definition
Exposure The total potential loss which a Covered Institution could incur in the
event of non-payment by a counterparty. An exposure includes an
amount outstanding on a loan, both principal and interest.

Non-performing loan | (...) those that satisfy at least one of the following criteria:
- Loans that are more than 90 days past due;
- Loans which present a risk of not being paid back in full without

collateral realisation, regardless of the existence of any past-due
amount or the number of days past due.

Cured loan Loans may be considered to have ceased being non-performing when,
simultaneously, the situation of the debtor has improved to the extent
that full repayment, according to the original or when applicable the
modified conditions, is likely to be made and the debtor does not have
any amount past-due.

Forborne exposure Forbearance measures occurs when a bank, for reasons relating to the
actual or apparent financial stress of a borrower, grants a concession
whether temporarily or permanently to that borrower.

A concession may involve restructuring the contractual terms of a debt
(such as a reduction in the interest rate or principal due, or an
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extension of the maturity date or any weakening of the security
structure or adjustment/non-enforcement of covenants) or payment
in some form other than cash, such as an equity interest in the
customer.

Source: Central Bank of Ireland, 2013.

Shortly after that, the European Banking Authority (hereinafter, EBA) decided to
step in to ensure a level playing field in the European banking sector by
homogenising the existing NPL definitions. As already discussed, until then some
features of NPLs were widely known and accepted, but there were also a number of
implementation and regulatory related issues impacting significantly on NPLs

comparability.

In October 2013, six years after the start of the GFC (2007-2009), the EBA introduced
new definitions? of “non-performing exposures” (hereinafter, “NPEs”) and
“forbearance”. Following the standard procedure, the European Commission
adopted them via the Commission Implementing Regulation (EU) 2015/227, of 9
January 2015, amending Implementing Regulation (EU) No 680/2014 laying down
implementing technical standards with regard to supervisory reporting of
institutions according to Regulation (EU) No 575/2013 of the European Parliament
and of the Council (hereinafter, “the Commission Implementing Regulation (EU)
2015/227”).

From the EBA preparatory work two main findings are worth highlighting (i) a
consistent application of harmonized definitions would likely result in further
upward revisions of NPLs; and (ii) that definitions used in jurisdictions with high NPL

ratios were not necessarily the most conservative (Aiyar et al., 2015).

For instance, in Portugal asset quality of the Portuguese credit institutions was
assessed, among other prudential or accounting indicators, by two nationally coined
concepts: (i) “overdue credit”, based on accounting definitions; and (ii) “credit at
risk”, for supervisory monitoring. Therefore, it was difficult to compare the results

against banks in other jurisdictions.

2 Implementing Technical Standards on Supervisory reporting on forbearance and non-performing exposures under article
99(4) of Regulation (EU) No 575/2013.
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Table 2.3. Portuguese asset quality metrics

Concept Adoption | Instrument Classification Approach Scope
criteria
Overdue 1996 Loans Up to 30 days past- | By operation | Only amount
credit due; past-due
Credit at risk | 2011 Loans 90 days past-due; By operation | Total
outstanding

Restructured having
been past-due for 90
days; or

amount

Past-due for less than
90 days with strong
evidence of risk (e.g.
bankruptcy or
liquidation

Source: Own elaboration based on Banco de Portugal, 2018.

As commented, the internationally widely used term “NPL” was based on different
definitions. Therefore, taking into consideration that the EBA scope is only the EU,
and the fact that for the time being the homogenisation efforts were located only

in the EU, the EBA decided to coin a new concept.

The concept of “NPE” was designed in order to overcome the problems deriving from
the existence of different definitions for “NPL” in the international arena and to
signal, at that point in time, (i) the scope of the new concept: the EU; and (ii) the

broader perimeter of exposures included.

It is worth noting that this new concept built on the accounting definition of
“impairment” and the prudential definition of “default”. However, one of the aims
of the NPE definition was to make data more comparable by overcoming the

differences in the “default” and “impairment” definitions across the EU.

To this extent, the “non-performing” definition had the objective of acting as an
overarching harmonised asset quality concept for reporting purposes. Therefore, the
NPE concept is broader than the accounting definition of “impairment” and the

prudential concept of “default”. In other words, all impaired and/or defaulted
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exposures are necessarily NPEs, but NPEs can also encompass exposures that are not

recognised as impaired or defaulted.

Table 2.4. Impairment and default in the EU at the time of the “NPE” inception

Concept Adoption | Instrument Classification Approach Scope
criteria
All
Loans and By consolidated
. . S . accounts of
Impairmen securities Objective operation/ R
4 . . . institutions
t 2002 (excluding | evidence of losses instrument .
3 . following
(1AS 39°) assets at incurred (ex post . .
. .o international
fair value) recognition) .
accounting
standards
90 days or 180 General rule:
days past-due; or | by debtor
Default Loans and All European
(Article 20143 securities Unlikely to pay in | Retail credit
178 CRR) full (without exposures: institutions
realisation of by operation
collateral) is possible

Source: Own elaboration based on IAS 39 and CRR.

At the inception of the NPE definition, the stock of defaulted loans was larger than
the impaired loans. As presented by the EBA (2016), this circumstance was
maintained over time (in the period analysed: Q32014-Q12016), while, interestingly,
the contribution of other features included in the NPE definition compared to the
impairment concept decreased. In other words, the explanatory capacity of the
accounting component of the definition increased, narrowing the difference from 75

bps to 48 bps, as presented in the figure below.

3 JAS 39 Financial Instruments: Recognition and Measurement was adopted in December 1998 (applicable to the financial
statements as of 1 January 2001). It was revised twice, in October 2000 and December 2003. Finally, it was amended when
the International Accounting Standards Board (hereinafter, IASB) undertook the migration from IAS 39 to IFRS 9, which became
the new accounting standard as of 1 January 2018 (as explained in subsection 2.1.3).

4 Regulation (EC) n. 1606/2002 of the European Parliament and of the Council of 19 July 2002 on the application of
international accounting standards adopted the international accounting standards and required their application in the
consolidated financial statements of companies issuing securities traded on listed markets. It was left for Member States to
choose the standard for the preparation of the consolidated accounts of the other companies as well as the individual accounts.

5 It is worth noting that a definition of “default” was already established by the BCBS in 2004.
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Figure 2.1. Visual representation and evolution of the metrics

Impaired loans

Q32014 D Q12016

Source: Own elaboration based on EBA, 2016

The definition of NPE is composed of two criteria: (i) the “past-due” criterion; and

(i1) the “unlikely-to-pay” criterion.

The “past-due” or quantitative criterion includes a temporal trigger: all exposures
with amounts over 90 days past due are considered non-performing. In contrast, the
“unlikeliness to pay” criterion is purely qualitative. The qualitative indicators focus
on the definition of some events that trigger the non-performing classification. As
this two-fold configuration of the concept gives significant leeway for
interpretation, supervisors noted that they expect that credit institutions have
clearly defined internal criteria to identify indicators of “unlikeliness to pay”, which

is subject to supervisory scrutiny (ECB, 2017).

The definition has not been designed from scratch. On the contrary, some well-
known and stable features of the “non-performing” concept across European

jurisdictions are maintained in the NPE definition as follows:

(i) Exposures will be categorised as “non-performing” for their entire

amount; and
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(i)  The carry-over or “pulling effect” applies: when more than 20% of the
exposures of one obligor are past due by more than 90 days, all other

exposures to this obligor are considered as “non-performing”.

In the international sphere, the Basel Committee on Banking Supervision
(hereinafter, also “BCBS”) also recognised that there were significant differences in
how credit institutions were identifying and reporting their asset quality

assessments.

In 2016, the BCBS, taking over from the EBA, recognised that those significant
differences in how credit institutions used to identify, report and disclose their asset
quality were not only located in Europe but also worldwide. Indeed, as it became
evident there were material divergences in NPL definitions across jurisdictions
endangering international comparability (Haben, 2015; Bholat et al., 2016). For
example, NPLs in some jurisdictions were registered by their net value, while in
others they were measured by the amount that was actually overdue (D Hulster and
Qefalia, 2016). Furthermore, the treatment and recognition of forborne exposures
were significantly diverse internationally and even across banks within the same

jurisdiction.

In light of the above, the BCBS decided to create a task force with the following
mandate: (i) to analyse jurisdictions’ and banks’ practices regarding asset
categorisation; and (ii) to assess the consequences of any difference in practice. The
task force performed an ambitious stock-take among 28 supervisors® and 39 credit
institutions from 28 jurisdictions as well as reviewed the existing literature before

presenting its conclusions (BCBS, 2017).

The main outcome of that task force was the development of guidelines for the
“NPE” and “forbearance” definitions. Broadly speaking, following the EBA approach,
those definitions were based on commonalities in the existing definitions across

member jurisdictions. However, compared to the EBA definitions, they were aimed

6 27 members of the BCBS and Thailand.
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to be used not only for supervisory reporting, but also for public disclosures (e.g.
Pillar 1l reports) and banks' internal credit categorisation for credit risk
management (BCBS, 2015).

Finally, it is worth noting that with regard to the definition of NPE the BCBS made
clear that it was intended to complement, and not supersede, the existing categories
of “past due” and “defaulted” (BCBS, 2017), as those definitions already had a long
tradition in the Basel framework. In the same vein, recital 4 of the Commission
Implementing Regulation (EU) 2015/227 also noted that the NPE concept should
become a harmonised asset quality index, a classification tool, without substituting

the existing definitions of default and impairment.

In order to have a clear understanding on how the EBA and the BCBS approached the
establishment of their standards, an analysis of the key components of both
definitions is presented below following a systematic approach: (i) NPE definitions;

(i1) NPE collateral treatment; and (iii) NPE recategorisation.

Table 2.5. Comparison of NPE definitions

NPE definitions

Commission Implementing | BCBS Guidelines on Prudential treatment of problem
Regulation (EU) 2015/227 assets - definitions of non-performing exposures and
forbearance
(a) material exposures which are i. all exposures that are “defaulted” under the Basel
more than 90 days past due; framework (...), where applicable; or
(b) the debtor is assessed as | ii. all exposures that are credit-impaired (in the
unlikely to pay its credit meaning of exposures having experienced a
obligations in  full  without downward adjustment to their valuation due to
realisation of collateral, regardless deterioration of their creditworthiness) according
of the existence of any past due to the applicable accounting framework; or
amount or of the number of days

iii. all other exposures that are not defaulted or
past due. . .
impaired but nevertheless:
Exposures in respect of which a
default is considered to have

occurred in accordance with Article

(a) are material exposures that are more than 90
days past due; or

178 CRR and exposures that have (b) where there is evidence that full repayment
been found impaired in accordance based on the contractual terms, original or, when
with the applicable accounting applicable, modified (e.g. repayment of principal
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framework  shall always be and interest) is unlikely without the bank’s
considered as non-performing realisation of collateral, whether or not the
exposures. exposure is current and regardless of the number

of days the exposure is past due.

Source: Own elaboration based on Eur-Lex (Official Journal of the European Union), 2015 and BCBS, 2017.

The scope of the definition is very close. However, interestingly, the EBA emphasised
the quantitative and qualitative criteria and only concluded by making sure all
defaulted and impaired exposures are also considered as NPE. On the contrary, the
BCBS built on the default and impairment criteria and gave the quantitative and
qualitative criteria diminished attention. Finally, the qualitative criteria “unlikely
to pay” is more developed in the BCBS definition and included an explicit but

indirect reference to the “forbearance” concept.

Table 2.6. Comparison of NPE collateral treatment

Collateral treatment

Commission Implementing Regulation (EU) | BCBS Guidelines on Prudential treatment of
2015/227 problem assets - definitions of non-performing
exposures and forbearance

Exposures shall be categorised for their entire | Collateralisation or received guarantees should
amount and without taking into account the | have no direct influence on the categorisation of
existence of any collateral. an exposure as non-performing.

However, the bank may consider the collateral
when assessing a borrower’s economic incentive
(both positive and negative) to repay under the
unlikeliness to repay criteria.

Source: Own elaboration based on Eur-Lex (Official Journal of the European Union), 2015 and BCBS, 2017.

Differences that are more significant can be found with regard to the collateral
treatment. The EBA definition focused on the classification of the exposure at its
gross value, while the BCBS made clear that the existence of guarantees or other
form of collateralisation of the exposure would not affect its categorisation as NPE.
Moreover, the BCBS made explicit one exception of the above: The collateral might
be taken into account only when assessing the qualitative criterion of the definition.
Therefore, while the EBA approach prefers to disentangle between the exposure and

the collateral that might be associated to it, the BCBS approach considers that the
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collateral does not have direct influence, but an indirect one via the assessment of

the unlikeliness to repay qualitative criterion.

Table 2.7. Comparison of NPE recategorisation

Recategorisation

Commission Implementing Regulation (EU) | BCBS Guidelines on Prudential treatment of
2015/227 problem assets - definitions of non-
performing exposures and forbearance

Exposures shall be considered to have ceased | An exposure ceases to be non-performing and
being non-performing when all of the | can be recategorised as performing when all the

following conditions are met: following criteria are simultaneously met:
(a) the exposure meets the exit criteria i. the counterparty does not have any
applied by the reporting institution for material exposure more than 90 days past
the discontinuation of the impairment due;

and default classification; B
ii. repayments have been made when due

over a continuous repayment period as
specified by the supervisor of at least
three months. A longer repayment period
can be required for nonperforming
forborne exposures;

(b) the situation of the debtor has
improved to the extent that full
repayment, according to the original or
when  applicable the  modified
conditions, is likely to be made; iii. the counterparty’s situation has improved

so that the full repayment of the exposure

is likely, according to the original or, when

(c) the debtor does not have any amount applicable, modified conditions; and

ast-due by more than 90 days.
p y 4 iv. the exposure is not “defaulted” according

to the Basel Il standard or “impaired”
according to the applicable accounting
framework.

Source: Own elaboration based on Eur-Lex (Official Journal of the European Union), 2015 and BCBS, 2017.

Another interesting feature of the definition is when the exposures could be
reclassified or considered as cured, thus, exiting the NPE categorisation. The EBA
included three criteria that should be met simultaneously, while the BCBS inherited
those criteria and went one-step beyond. Indeed, the BCBS also clearly requested
that the repayment had been continuously made in order to test that the exposure

was cured. The main difference strives in the fact that it set a floor at three months,
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but (i) it left the explicit possibility for supervisors to strengthen that minimum
repayment period; and (ii) it made clear that non-performing forborne exposures

should have a longer repayment period before exiting its categorisation as NPE.

These attempts for harmonisation constituted a significant step forward as regards
asset quality comparability among (i) jurisdictions; and (ii) credit institutions within
the same jurisdiction. However, it was clear from the beginning that such
harmonisation was incomplete and de minimis. As it was inmediately made evident
that the NPE definition did not cover (i) the treatment of collateral and write-offs
with sufficient detail; and (ii) the procedure for calculation the stock and coverage
ratios (D Hulster and Qefalia, 2016).

Montanaro (2019) considered that the standards could reduce room for under-
reporting NPLs, but an opportunity was missed with regard to tackling the under-
reporting of loan losses by broadening the scope of the standards. Neither the EBA
nor the BCBS adequately covered that existing shortcoming. Only in the accounting
context, with the IFRS 9 (please refer to section 2.1.3) an attempt to tackle that

problem was made.

In the Banking Union, this incomplete harmonisation has been partialy covered up
by the European Central Bank (hereinafter, also “ECB”). With its Guidance to banks
on non-performing loans, the ECB has set a number of expectations that credit
institutions under its direct remit are recommended to follow, covering the

treatment of collateral and write-offs.

However, it is worth noting that this document is in no way binding to credit
institutions. However, as all guidances to credit institutions, it plays an important
role in the supervisory dialogue and if deviations from it are not dully justified by a
given credit institution, it might affect its Pillar 2 requirement. All in all, it
constitutes a key development in the comprehensive efforts to tacke the NPEs

burden.

Another shortcoming of the EBA and BCBS standards is their high-level categorisation

of exposures, as presented in the table below.
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Figure 2.2. EBA categorisation of exposures (template 18)
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Source: EBA, 2014.
Some national supervisory authorities, in order to overcome this shortcoming,
identify different categories of NPEs. For instance, Bank of Italy in its Circular no.
272/2008 of 30 July 2008, updated on 16 July 2013, divided NPEs in three categories

as follows:

o« Bad loans (sofferenze): exposures to debtors that are insolvent or in

substantially similar circumstances.

o Unlikely-to-pay (inadempienze probabili): exposures in respect of which
credit institutions believe the debtors are unlikely to meet their contractual
obligations in full unless action such as the enforcement of guarantees is

taken.

e Overdrawn and/or past-due (esposizioni scadute e/o sconfinanti): exposures
that are overdrawn and/or past-due by more than 90 days and for above a

predefined amount.

For many years Bank of Spain has had in place the Annex IX to its Accounting Circular,
where there is a definition of “riesgo dudoso” as a proxy of “non-performing”

(“exposiciones con incumplimiento”) and a provisioning framework for credit risk.
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The version of the Annex IX, fully aligned with the ECB expectations, was included
in the Circular 4/2017, of 27 November (Bank of Spain, 2018), which has been
amended by the Circular 3/2020, of 11 June in order to adjust the Spanish financial
legislation to the response of the European financial authorities to the COVID-19

situation.

In March 2018 the European Commission made another important step forward in
the configuration of a harmonise approach. As part of its package of measures to
deal with NPEs in the EU, the European Commission published its Proposal for a
Regulation of the European Parliament and the Council on amending Regulation
(EU) No 575/2013 as regards minimum loss coverage for non-performing exposures,
where it adopted the EBA definition of NPE.

As indicated, this proposal built on the NPE definition included in European
Commission Implementing Regulation (EU) 680/2014 and after its endorsement by
the European legislative institutions, the European Council and the European
Parliament in their Regulation (EU) 2019/ 630 of the European Parliament and of the
Council of 17 April 2019 amending Regulation (EU) No 575/2013 as regards minimum
loss coverage for non-perfoming exposures (hereinafter, Regulation (EU) 2019/630),
it became binding for the European credit institutions the use of the EBA definition
not only for supervisory reporting purposes but also for the purposes of the minimum
loss coverage, as further developed in section 2.2 of this chapter. Therefore, the

previous scope of the European NPE definition was broadened.

Table 2.8. NPE definition in Article 47a(3) Regulation (EU) 2019/630

Definition of NPE
European Commission Proposal Final adoption

(a) an exposure in respect of which a default is | (a) an exposure in respect of which a
considered to have occurred (...); default is considered to have occurred (...);

(b) an exposure considered impaired in | (b) an exposure which is considered to be
accordance with the applicable accounting | impaired in accordance with the applicable
framework; accounting framework;
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(c) an exposure under probation (..), where
additional forbearance measures are granted or
where it becomes more than 30 days past due;

(c) an exposure under probation (...), where
additional forbearance measures are
granted or where it becomes more than 30
days past due;

(d) an exposure in form of a commitment that,
were it drawn down or otherwise used, would
present a risk of not being paid back in full
without realisation of collateral;

(d) an exposure in form of a commitment
that, were it drawn down or otherwise
used, would likely not be paid back in full
without realisation of collateral;

(e) an exposure in form of a financial guarantee
that is at risk of being called by the guaranteed
party, including where the underlying
guaranteed exposure meets the criteria to be

(e) an exposure in form of a financial
guarantee that is likely to be called by the
guaranteed party, including where the
underlying guaranteed exposure meets the

criteria  to be considered as non-
performing.

considered as non-performing.

Source: Own elaboration based on European Commission, 2018 and Eur-Lex (Official Journal of the European
Union), 2019.

As presented in the table above, the amendments introduced in the legislative
procedure were minimal, showing that there was a full alighment among the three
participating EU institutions. On the contrary, it is worth noting that there are
remarkable differences between this definition and the one used by the EBA. Firstly,
it follows the approach taken by the BCBS, building the definition on the basis of the
pre-existing definitions of “default” and “impairment”. Secondly, the probation
status of an exposure is directly included in the definition. Finally, the “unlikely-to-

pay” criterion is further specified in letters d) and e).

To conclude, it is worth noting that the NPE definition is strictly speaking only
binding for supervisory reporting, for the associated loan loss provisions and limited
to asset quality exercises within the EU. Nevertheless, the European authorities
encourage credit institutions to use the term NPE and its definition also for their
internal risk control and public financial reporting with a view to turn NPE into the
new standard in the banking sector. Overall, regardless of the efforts of the EBA on
coining a common definition the divergences in public financial reporting across
European credit institutions are still in place. The table below exemplifies these

divergences for the ten largest EU banking groups by comparing the number of times
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a concept is mentioned in the results presentation as well as in the regulated

reporting (i.e. Pillar 3 report?) as at year-end 2022.

Table 2.9. Overview of the use of NPE and NPL concepts in the banks’ (un)regulated reports

Results presentation Pillar 3 report
Bank

NPL NPE NPL NPE

BNP Paribas SA 11 0 11 42
Crédit Agricole Group 12 0 8 30
Banco Santander SA 9 0 5 24
Groupe BPCE 1 0 8 15

Société Générale SA 3 0 21 2
Deutsche Bank AG 1 0 5 53
Intesa Sanpaolo SpA 79 0 45 34
Crédit Mutuel Group 7 0 80 30
ING Groep NV 1 0 11 26
UniCredit SpA 0 29 15 30

Source: Own elaboration, based on bank’s year-end 2022 results presentations as well as Pillar 3 reports.

Analysing the table above we clearly see how banks include references to the
concept of NPE in the regulated report. However, this basically refers to the
inclusion of the tables designed by the EBA. Even one banking group, Société
Générale, does not include those tables in its Pillar 3 report (but potentially in a
separate document). On the contrary, the use of NPL concept is still dominant in the
unregulated reports, except for UniCredit, and still has a relevant footprint in the
regulated reporting exercises. Therefore, despite the policy efforts anchored by the
EBA and followed by the EU legislation in the area of reporting there is still

significant room for improvement in terms of homogenisation of terminology.

The EBA, acknowledging that those divergences still exist, decided to create

standardised data templates in order to facilitate sale transactions across the EU.

7 Following the mandate of Article 434a of CRR2, the EBA adopted a standardised approach in elements for banks’ Pillar 3
disclosures with the EBA/ITS/2020/04: Implementing technical standards on public disclosures by institutions of the
information referred to in Titles Il and Il of Part Eight of Regulation (EU) No 575/2013.
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These templates offer a common data set for (i) the screening, (ii) financial due

diligence and (iii) valuation with regard to NPE transactions (EBA, 2018).

At the international level, the harmonisation process is even slower due to the lack
of enforceability of the guidelines issued by the BCBS, relying solely on its moral
suasion and the will of the participating jurisdictions to implement the definition in

their respective legislations.

Acknowledging the differences, as presented in the table below, in this dissertation
we will be forced to occasionally refer indistinctively to NPE, NPA or NPL2 due to the
use of data and/or sources that do not clarify the scope of the definition, i.e. the
instruments covered. As acknowledged by Baudino et al. (2018), NPL is still the term
most commonly used in academia and among market participants. However, it is
well-noted that from a regulatory point of view NPE is the key concept, as defined

in the applicable European legislation.

Table 2.10. Categories of “non performing” based on the instruments covered

Concept Acronym Instruments covered
Non-performing loans NPLs Loans
Non-performing assets NPAs Loans, securities (excluding trading book) and

foreclosed assets

Non-performing exposures NPEs Loans, securities (excluding trading book), and off-

balance sheet exposures

Source: Own elaboration.

Therefore, the overarching concept is the non-performing exposures, which includes
the non-performing assets and the non-performing loans (in turn, a subset of the
non-performing assets). In this dissertation, and in particular in chapters 3 and 4,
we will use the concept of NPE when we refer to the data with reference date as
from the entry into force of this definition in the EU, whereas NPL remains valid for

the timespan before that moment when the dataset were not adjusted or for

8 This approach has been also followed by the ECB in its Guidelines to banks.
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international sources. Likewise, in chapter 5, when we present the state-sponsored
asset management companies put forward by Member States we will use both

definitions depending on the reference date and the sources used.

2.1.2. Definition of forbearance

The academic literature uses the term forbearance to describe two different

situations: (i) regulatory forbearance and (ii) private forbearance.

The concept of the regulatory forbearance refers to a situation where regulators
decide not to take timely action to prevent the negative externalities of failing banks
and, consequently, close insolvent banks. That is to say, it is a time buffer regulators
grant financial institutions for them to solve their financial problems before the

authorities take actions.

This concept was at the center of the policy and academic discussions in the
aftermath of the banking crises of the 1980s and early 1990s in the US, when deposit
insurance funds incurred in significant losses due to a dysfunctional use of this
practice. As a response, the U.S. Congress created a system of “Prompt Corrective
Action” to limit regulators’ ability to forbear (Edwards, 2011). This discretionary
decision, executed in a case-by-case basis, is usually based on the “Too-Big-to-Fail”’

and “Too-Many-to-Fail” approaches (Kasa and Spiegel, 2008; Brown and Ding, 2011).

When it is implemented following sound standards, it should provide credit
institutions adequate time to take corrective actions in order to reduce risks and
implement structural changes to strength their solvency position. However, it is
worth noting that its use needs to be carefully assessed. If a forbearance policy only
artificially expands the timespan for the failure of a credit institution, it would

increase the aggregate costs of the failure (Eisenbeis and Horvitz, 1994).

9 According to Dash (2009), the too-big-to-fail doctrine started with the federal financial support provided to New York City
in 1914. Then, in the context of the bailout of Continental Illinois Bank, a U.S. congressman, Stewart McKinney, indicated that
“the government had created a new class of banks, those too big to fail.”
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Here we will focus on the second meaning of the forbearance concept: the so-called
“private forbearance” or “forbearance lending”. It refers to the ex post
renegotiation of the initial terms of a contract between a credit institutions and a
borrower facing (temporary) financial difficulties. This meaning has its
terminological roots in the aftermath of the Japanese financial crisis in the early

1990s, when real estate prices crashed and many borrowers were in trouble.

When “private forbearance” is used to assist borrowers experiencing temporary
financial difficulties, credit institutions aim at maximising the recovery value of
their assets, reducing the potential of a fire sale and avoiding repossession costs and
provisions. By doing so, in turn, at firm-level they are believed to reduce credit risk
and credit losses. Moreover, at macroeconomic level its use would limit the erosion
of the economy’s supply potential during a downturn (Arrowsmith et al, 2013). This
is known as “good forbearance”, being an effective tool for risk management (BCBS,
2017).

On the contrary, “bad forbearance”, also known as “zombie lending” (Caballero et
al., 2005) or “evergreening” (Peek and Rosengren, 2005; Watanabe, 2010), would
be used not to alleviate borrowers’ underlying temporary constraints but to mask
persistent financial difficulties. It is described as a tool of “extend and pretend”'°
for inadequate risk management, as those assets are left without the adequate
treatment in the credit institution s balance sheet. Indeed, it is sometimes used as
a strategy to artificially reduce NPEs and to avoid negative attention to the
deterioration of the asset quality by postponing provisions and, in turn, avoiding the

erosion of investors” confidence in the solvency of a credit institution.

In this case, there is a misallocating of resources to non-viable borrowers at the
expense of sound companies (BCBS, 2017). This type of forbearance confers credit

institutions the possibility to defer the recognition of losses, distorting their financial

10 The excessive and inappropriate recourse to forbearance measures have been a key ingredient of financial crises, as during
the “Tequila effect” started in 1994 in Mexico, and also posed difficulties to the recovery following a financial distress, as
during the Japanese lost decade in 1990s (Calomiris and Haber, 2014).
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reports. It has been particularly used at the peak and in the aftermath of financial

crises (Huizinga and Laeven, 2012).

Therefore, it is clear that the term “forbearance” should not be directly associated
to “bad forbearance”. As presented above, the key factor when considering applying
forbearance measures is to evaluate whether a borrower is experiencing temporary

or persistent financial difficulties.

When an economy is growing, even in the run up to a crisis, few bank clients present
difficulties to repay the amounts borrowed. In this context, the adoption of
forbearance measures is negligible. On the contrary, when the economic cycle
moves to a negative outlook, supervisors typically shine a spotlight on forbearance
practices as a consequence of the potential deterioration of the credit portfolios of
the credit institutions. In the aftermath of the GFC and at the peak of the sovereign
crisis in the EU, some national authorities reacted while others continued silent. A

coordinated EU-wide policy response was not even envisaged at that point in time.

In Spain, the Circular 6/2012 of Bank of Spain requested Spanish credit institutions
to disclose the amount of forbearance exposures on an annual basis. Moreover, the
Code of good banking practice was issued including some guidelines on forbearance
measures, such as the recommendation to evaluate whether the client is under
transitional difficulties. If so, credit institutions and clients facing temporary
problems could renegotiate the terms of their contract to adapt to the current
situation of the debtor (Plata et al., 2017).

In July 2014, the EBA decided to step in. Together with the NPE definition, it
developed harmonised criteria in order to identify forbearance measures for
supervisory reporting. As described in the table below, the EBA deviated from the
purely conceptual debate of “good forbearance” and “bad forbearance”, as it is
based on a mainly subjective decision of credit institutions. The EBA tried to
integrate both subjective and objective factors when defining two categories: (i)
“performing exposures with forbearance measures” and (ii) “non-performing

exposures with forbearance measures”.
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Figure 2.3. EBA categorisation of forbearance measures (Template 19)
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Source: EBA, 2014.

Contrary to academic attention to NPLs, before the EBA 2014 document there was
not much published on forbearance in the EU. It was a concept that did not deserve
attention by European academia.’" Among regulators it was not either as important

as the discussions on NPLs.

According to Homar et al. (2015) this perceived lack of attention was, indeed,
explained by the lack of data for conducting empirical studies. We could cite the
exceptions of the ESRB Advisory Scientific Committee (2012) and the Bank of England
(i.e. in its Financial Stability Report of June 2011 and the Quarterly Bulletin of
Q42013) publications as significant anchors of the regulatory debate ahead of the
EBA technical standards.

We had to wait until 2015, only after the EBA definition of forbearance, for the first
study that empirically analyses forbearance in the EU. It was conducted by Homar
et al. (2015), leveraging on the asset quality review performed on 130 Eurozone
credit institutions ahead of the establishment of the Single Supervisory Mechanism

(hereinafter, also “SSM”) in 2014. They concluded that the main factors explaining

1 On the contrary, in Japan it has been one of the key aspects of the studies explaining the Japanese “lost decade”. However,
as recognised by Kobayashi et al. (2003): “On the empirical side, a difficulty arises in that we cannot see, from observed data,
whether banks had deemed borrower firms unable to repay the outstanding loans when they decided to roll them over”. Thus,
this major constraint could be one of the reasons for the lack of empirical studies.

51



EIDUNED
Escuela

Internacional
de Doctorado

forbearance are the following: (i) adverse macroeconomic conditions; (ii) lax bank

supervision; and (iii) measures of bank weakness.

In 2016, the BCBS acknowledged that forborne exposures represented a significant
amount of existing NPLs and there seemed to be different definitions and practices
of forbearance across participating jurisdictions and credit institutions within those
jurisdictions that, in turn, would affect the comparability of NPLs. As way-forward
in this regard it established a task force with a clear mandate: to study how
forbearance was defined and implemented in 28 jurisdictions and a sample of their
banks.

The task force identified that most of the jurisdictions (26 out of 28) had a term
referring to modified contracts due to a borrower’s financial difficulty. “Forborne”
and “restructured” were the most common terms. In 9 jurisdictions the term
“forborne” was used, while in most of the other jurisdictions "restructured” was the
most widely-used term, followed by “renegotiated”, “rescheduled” or “troubled

debt restructuring”.

Of course, even working under the assumption that those terms could be considered
as synonyms, in the absence of an international applicable definition it was almost
impossible to effectively compare practices across jurisdictions. Indeed, it was
perfectly possible that even described with a different term, in practical terms, two
concepts were closer in their categorisation than the same term across two
jurisdictions. As a conclusion, it became evident that each jurisdiction had a
particular definition to describe the modification of contracts where borrowers were
facing financial difficulties. However, it is worth highlighting that several

commonalities were identified.

Table 2.11. Main results of the analysis conducted by the task-force of the BCBS

Commonalities Differences
» The definition refers toachangeof | + The definition of financial difficulty (the
the terms of the contract to essential  characteristic  to  distinguish
address a borrower’s financial forbearance from other changes in credit
difficulty; terms that are commercially motivated); the
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* Forbearance could allow the types of forbearance measure and concession
upgrade of a non-performing that qualify as forbearance;
exposure to performing status and
» The conditions under which the recognition of

* Cross-cutting  category: credit forborne exposures as impaired, defaulted,
institutions could assign forborne non-performing or the categories;
loans to various other credit
categories * The credit categorisation schemes in which

they are included, and whether a forborne
exposure must at a minimum be included in a
given category; and

« When an upgrade is possible, the conditions
imposed before the upgrade to performing
vary, including the mandatory probation
period during which the restructured borrower
has to show good compliance with the
restructured  conditions  before  being
considered as performing

Source: BCBS, 2017.
As in the case of the NPE definition, the BCBS built its definition of forbearance on
the commonalities in existing definitions of similar terms, as outlined above. The
objective was ambitious but clear. The standard aimed at providing clarity from a
terminological point of view as well as guidance on quantitative and qualitative
criteria for credit categorisation. As a result it should ensure consistency in
supervisory reporting, enhancing comparability when supervisors and market

participants were to analyse the asset quality of credit institutions (BCBS, 2017).

In order to have a clear understanding on how the EBA and the BCBS approached the
establishment of their standards, we will analyse the key components of both
definitions following a systematic approach, as the one followed with regard to the
NPE definition.

Table 2.12. Definition of forbearance measures

Forbearance measures
Commission Implementing | BCBS Guidelines for definitions of non-performing
Regulation (EU) 2015/227 exposures and forbearance

Forbearance measures consist of | -Forbearance occurs when:

concessions towards a debtor that is

12 The EBA defined forborne exposures as debt contracts in respect of which forbearance measures have been applied.
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experiencing or about to experience e a counterparty is experiencing financial difficulty in
difficulties in meeting its financial meeting its financial commitments; and

commitments (‘financial difficulties’). . . .
(f ff ) e a bank grants a concession that it would not otherwise

consider, whether or not the concession is at the
Exposures shall be regarded as forborne discretion of the bank and/or the counterparty.
where a concession has been made,

A concession is at the discretion of the counterparty

irrespective of whether any amount is past .
P f y p (debtor) when the initial contract allows the counterparty

d h lassificati th
ue or of the classification of € (debtor) to change the terms of the contract in its own

exposures as impaired in accordance with . .
P P favour (embedded forbearance clauses) due to financial

the applicable accounting framework or as difficulty.

defaulted in accordance with Article 178
of CRR. » The identification of an exposure as forborne does not

affect its categorisation as impaired for accounting
purposes or as defaulted in accordance with the

regulatory framework.

-Forbearance includes concessions that are granted due to
the counterparty’s financial difficulty on any exposure in
the form of a loan, a debt security or an off-balance sheet
item (e.g. loan commitments or financial guarantees),
regardless of the measurement method for accounting

purposes.

-Forbearance recognition is not limited to measures that

give rise to an economic loss for the lender.

Source: Own elaboration based on Eur-Lex (Official Journal of the European Union), 2015 and BCBS, 2017.

Both definitions of forbearance are structured based on two main components: (i)
the concept of “concession”, and (ii) the concept of “financial difficulty”. Moreover,
they make clear that they are not directly linked to the categorisation as impaired

or defaulted.

However, there are some differences. Firstly, the BCBS definition is more detailed.
It is worth noting the interplay between the two components in the BCBS definition,
while in the case of the EBA this interplay is only covered when defining
“concession”. As it is clearly stated, the concession is granted to the borrower as a
direct consequence of its financial difficulties. Secondly, the EBA definition not only
covers the current financial difficulties of the borrower, as in the BCBS definition,

but also its likely future financial difficulties.
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Thus, we could tend to think that the scope of the EBA definition is wider than the
BCBS definition, as it also tries to capture the concessions granted to borrowers
when it is clearly expected that they will enter in financial difficulties to honour
their commitment shortly. However, when the BCBS standard provides examples of
“financial difficulties” it also covers the bank’s expectations that the client will
face financial difficulties in the near future. Therefore, we should conclude that

both definitions have the same, or very similar, objective scope.

With regard to the component of “financial difficulty” it is worth highlighting that
even though this concept is pivotal for the “forbearance” definition of the EBA, it is
simply defined as “difficulties in meeting its financial commitments”, while in the
case of the BCBS guidelines much more attention has been given to this concept by

providing a non-exhaustive list of examples, as presented in the table below.

Table 2.13. Examples of indicators of financial difficulty

Definition of financial difficulty in the BCBS Guidelines for definitions of non-performing

exposures and forbearance
Financial difficulty: in order to identify cases of forbearance, banks should first determine if
the counterparty is experiencing financial difficulty at the time when the forbearance is
granted.

The following list provides examples of possible indicators of financial difficulty, but is not
intended to constitute an exhaustive enumeration of financial difficulty indicators with
respect to forbearance. In particular, financial difficulty can be identified even in the absence
of arrears on an exposure:

(a) A counterparty is currently past due on any of its material exposures.

(b) A counterparty is not currently past due, but it is probable that the counterparty will be
past due on any of its material exposures in the foreseeable future without the concession,
for instance, when there has been a pattern of delinquency in payments on its material
exposures.

(c) A counterparty’s outstanding securities have been delisted, are in the process of being
delisted, or are under threat of being delisted from an exchange due to noncompliance with
the listing requirements or for financial reasons.

(d) On the basis of actual performance, estimates and projections that encompass the
counterparty’s current capabilities, the bank forecasts that all the counterparty’s
committed/available cash flows will be insufficient to service all of its loans or debt securities
(both interest and principal) in accordance with the contractual terms of the existing
agreement for the foreseeable future.

(e) A counterparty’s existing exposures are categorised as exposures that have already
evidenced difficulty in the counterparty’s ability to repay in accordance with the supervisory
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credit rating system.

without the concessions.

securities for a non-troubled counterparty.

categorisation scheme in force or the credit categorisation scheme within a bank’s internal

(f) A counterparty is in non-performing status or would be categorised as nonperforming

(2) The counterparty cannot obtain funds from sources other than the existing banks at an
effective interest rate equal to the current market interest rate for similar loans or debt

Source: BCBS, 2017.

As regards another key component of the “forbearance” definition, the concept of

“concession” the comparative analysis is more balanced, as both definitions concede

detailed attention to it, as presented in the table below.

Table 2. 14. Definition of concession

Concession

Commission Implementing Regulation (EU)
2015/227

BCBS Guidelines for definitions of non-
performing exposures and forbearance

A concession refers to either of the
following actions:

(a) a modification of the previous terms and
conditions of a contract that the debtor is
considered unable to comply with due to its
financial difficulties (‘troubled debt’)
resulting in insufficient debt service ability
and that would not have been granted had
the debtor not been experiencing financial
difficulties;

(b) a total or partial refinancing of a
troubled debt contract, that would not have
been granted had the debtor not been
experiencing financial difficulties.

A concession may entail a loss for the lender.
Exposures shall not be treated as forborne

where the debtor is not in financial
difficulties”.

Concessions are special contractual terms and
conditions provided by a lender to a
counterparty facing financial difficulty so that
the counterparty can sufficiently service its
debt.

The main characteristic of these concessions is
that a lender would not extend loans or grant
commitments to the counterparty, or purchase
its debt securities, on such terms and conditions
under normal market conditions.

Supervisors may set specific materiality
thresholds for what constitutes a concession.

Not all concessions lead to a reduction in the net
present value of the loan, and therefore a
concession does not necessarily lead to the
recognition of a loss by the lender.

There is no concession when the borrower is not
in financial difficulty.

Source: Own elaboration based on Eur-Lex (Official Journal of the European Union), 2015 and BCBS, 2017.

In both definitions of concession it is clear that terms and conditions of the initial
contract are reformulated only for the purposes of alleviating the borrower’s
position, which has changed compared to the moment where the contract was

sighed. This renegotiation of the contract deviates from the “normal market
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conditions”, as recognised by the BCBS. That is to say, there is an ex novo favourable

treatment to the debtor facing financial difficulties.

The main source of divergence between the two definitions is when they describe
the effects of granting such a favourable treatment. In the case of the EBA
definition, the emphasis is put on the potential loss of the lender. While in the case
of the BCBS, it is made clear that concessions do not necessarily lead to the
recognition of a loss. Finally, the BCBS definition draws its attention to the important
role of supervisors with regard to the bank s concessional practices, when suggesting

that materiality thresholds could be imposed by them.

Table 2.15. Evidence of concession

Evidence of concession

Commission Implementing Regulation (EU)
2015/227

BCBS Guidelines for definitions of non-
performing exposures and forbearance

(a) a difference in favour of the debtor
between the modified terms of the contract
and the previous terms of the contract;

(b) inclusion in a modified contract of more
favourable terms than other debtors with a
similar risk profile could have obtained from
the same institution at that time.

The exercise of clauses which, when used at
the discretion of the debtor, enable the
debtor to change the terms of the contract
(‘embedded forbearance clauses’) shall be
treated as a concession when the institution
approves executing those clauses and
concludes that the debtor is experiencing
financial difficulties.

(a) changes in the conditions of the existing
contract, giving considerably more favourable
terms for the counterparty;

(b) a supplementary agreement, or a new
contract to refinance the current transaction;
or

(c) the exercise of clauses embedded in the
contract that enable the counterparty to change
the terms and conditions of its contract or to
take on additional loans, debt securities or off-
balance sheet items at its own discretion. These
actions should only be treated as concessions if
the bank assesses that the counterparty is in
financial difficulty.

» Refinancing an existing exposure with a new
contract due to the financial difficulty of a
counterparty could qualify as a concession, even
if the terms of the new contract are no more
favourable for the counterparty than those of
the existing transaction.

Source: Own elaboration based on Eur-Lex (Official Journal of the European Union), 2015 and BCBS, 2017.
Both standards put their spotlight on the favourable terms and conditions of the
modified contract. However, while the EBA focuses only on the modification of the

existing contract, the BCBS goes beyond and considers as an evidence of concession
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any refinancing measure, including a new contract, based on the financial difficulty

of the borrower.

This enhancement allows the BCBS to consider explicitly as a concession the new
contract even if its terms are not more favourable than the ones included in the first
contract. However, it is clear that in case of financial difficulty of a debtor, the
terms and conditions of the second contract should be more severe, as its financial
position is weaker than the one at the time of the first contract. Therefore, by
maintaining the original terms, in practice, the credit institution would be applying
more favourable conditions to that particular client than to clients with the same

risk profile.

Finally, as in the case of the “financial difficulty” component, the BCBS guidelines
included a non-exhaustive list of examples with regard to “concession”, as presented

in the table below.

Table 2.16. Examples of indicators of concessions

Definition of financial difficulty in the BCBS Guidelines for definitions of non-

performing exposures and forbearance
There are many types of concession granted by lenders, or exercised by counterparties in
existing contracts, that could be considered as forbearance. When a borrower is assessed
as experiencing financial difficulty, examples of potential concessions are:

(a) extending the loan term;
(b) rescheduling the dates of principal or interest payments;
(c) granting new or additional periods of non-payment (grace period);

(d) reducing the interest rate, resulting in an effective interest rate below the current
interest rate that counterparties with similar risk characteristics could obtain from the
same or other institutions in the market;

(e) capitalising arrears;
(f) forgiving, deferring or postponing principal, interest or relevant fees;
(¢) changing an amortising loan to an interest payment only;
(h) releasing collateral or accepting lower levels of collateralisation;
(i) allowing the conversion of debt to equity of the counterparty;
(j) deferring recovery/collection actions for extended periods of time; and
(k) easing of covenants.
Source: BCBS, 2017.
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Regarding the subjective scope of the definition of forbearance we could consider
that both definitions diverge. The EBA considers that it should be assessed at debtor
level but taking into account the highest level of consolidation. On the contrary, the

BCBS focuses on the individual exposure of the debtor.

However, it is worth noting that in the case of granting new funding to a given debtor
if the conditions are maintained despite of the increase in its risk profile, it is also
evaluated as a form of concession by the BCBS standard. Consequently, we could
conclude that the BCBS definition departs from the individual exposure

consideration and arrives at the debtor level approach in practical terms.

Still, there seems to be a significant difference. While in the case of the EBA the
debtor s group plays a central role, in the BCBS definition there is only a reference
to individual counterparties, as presented in the following table. Therefore, the

approach followed is not equivalent.

Table 2.17. Different subjective scope of the standards

Subjective scope
Commission Implementing Regulation (EU) | BCBS Guidelines for definitions of non-

2015/227 performing exposures and forbearance
Financial difficulties shall be assessed at Forbearance is identified at the individual
debtor level, (...) including all the natural exposure level to which concessions are
and legal entities in the debtor’s group granted due to financial difficulty of the
which are within the accounting scope of counterparty.

consolidation.
A counterparty is a natural or legal person to
which a bank has exposures.

Source: Own elaboration based on Eur-Lex (Official Journal of the European Union), 2015 and BCBS, 2017.

There are powerful reasons behind these diverging approaches. As explained by
Baudino et al. (2018) only in the EU jurisdictions there is a group level approach that
connects borrowers belonging to the same group. On the contrary, in the US and the
majority of other member countries of the BCBS the categorization is done only on
an individual basis. Therefore, as the standard was built on the existing
commonalities, it is clear that the subjective scope of the BCBS definition of

forbearance should deviate from the EU group approach.
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As outlined above, both definitions did not follow the academic distinction between
“good” and “bad forbearance”. In turn, they made clear that forbearance measures
can be granted either to performing exposures or to non-performing exposures. The
BCBS clarifies that there are two main components which are relevant for the

categorisation:

i) the status of the exposure at the time when forbearance is granted; and
ii) the counterparty’s payment history or creditworthiness after the

extension of forbearance.

The EBA standard presents a systematic approach for differentiating between the
performing and non-performing with forbearance measures, including detailed
categorisation. On the contrary, in the case of the BCBS standard there are only a

number of principles guiding the supervisory practices that banks should follow.

Therefore, it allows for some degree of discretion.

Table 2.18. Categorisation of forbearance measures

Performing vs non-performing

Commission Implementing Regulation (EU)
2015/227

BCBS Guidelines for definitions of non-
performing exposures and forbearance

‘Performing exposures with forbearance
measures’ comprise forborne exposures that
do not meet the criteria to be considered as
non-performing.

Forborne exposure may be considered as
performing from the date the forbearance
measures were applied where either of the
following conditions is met:

(a) that extension has not led the exposure to
be classified as non-performing;

(b) the exposure was not considered to be a
non-performing exposure at the date the
forbearance measures were extended.

Banks should not use forbearance practices to
avoid categorising loans as non-performing.

Categorising loans as performing or as less
risky by extending forbearance is a source of
divergence.

Therefore, the definition prohibits the
upgrading of a non-performing exposure by
granting forbearance measures and requires a
separate categorisation for forborne
exposures.

Banks should pay particular attention to the
appropriate categorisation of exposures on
which forbearance has been granted more
than once.

‘Non-performing exposures with forbearance
measures’ comprise forborne exposures that

When forbearance is applied to a non-
performing exposure, the exposure should
remain non-performing.
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meet the criteria to be considered as non-
performing.

Those non-performing  exposures with
forbearance measures include the following:

(a) exposures which have become non-
performing due to the application of
forbearance measures;

(b) exposures which were non-performing
prior to the extension of forbearance
measures;

(c) exposures to which the conditions for
existing the classification as non-performing
are not met simultaneously;

(d) forborne exposures which have been
reclassified from the performing category,
including exposures under probation having
been re-forborne or are more than 30 days
past-due.

When forbearance is applied to a performing
exposure, the bank then needs to assess
whether the exposure meets the non-
performing criteria, even if the forbearance
resulted in a new exposure.

When the original exposure would have been
categorised as non-performing at the time of
granting forbearance, had the forbearance not
been granted, the new exposure should be
categorised as non-performing.

When a forborne exposure under the
probation period is granted new forbearance,
this should trigger a re-start of the probation
period, and banks should consider whether the
exposure should be categorised as non-
performing.

When a forborne exposure becomes non-
performing during the 12-month probation
period, the probation period starts again.

Source: Own elaboration based on Eur-Lex (Official Journal of the European Union), 2015 and BCBS, 2017.

Interestingly, the EBA standard includes in its systematic approach a rebuttable
presumption that forbearance has taken place together with a list of cases that shall
be treated necessarily as a forbearance measure in order to harmonise the existing

practices, as presented below.

Table 2.19. Rebuttable presumption vs. Mandatory consideration of forbearance measures

Commission Implementing Regulation (EU) 2015/227
Rebuttable presumption Mandatory consideration
(a) a modified contract that has been
classified as non-performing before the
modification or would in the absence of
modification be classified as non-
performing;

(a) the modified contract was totally or partially
past due by more than 30 days (without being
non-performing) at least once during the three
months prior to its modification or would be
more than 30 days past due, totally or partially,

without modification; (b) the modification that has been made to

a contract involves a total or partial

. o h .
(b) simultaneously with or close in time to the cancellation by write- offs of the debt;

concession of additional debt by the institution,
the debtor made payments of principal or
interest on another contract with the institution
that was totally or partially past due by 30 days
at least once during the three months prior to its
refinancing;

(c) the institution approves the use of
embedded forbearance clauses for a
debtor who is non- performing or who
would be considered as non-performing
without the use of those clauses;

(d) simultaneously with or close in time to
the concession of additional debt by the

61



EIDUNED
Escuela

Internacional
de Doctorado

(c) the institution approves the use of embedded | institution, the debtor made payments of
forbearance clauses for 30 days past due debtors | principal or interest on another contract
or debtors who would be 30 days past due without | with the institution that was non-

the exercise of those clauses. performing or would in the absence of
refinancing be classified as non-
performing.

Source: Own elaboration based on Eur-Lex (Official Journal of the European Union), 2015.

As commented, in March 2018, the European Comission, as part of the European
Commission’s package of measures to deal with NPEs in the European Union, decided
to set a “minimum loss coverage for non-performing exposures”, including also a
definition of forbearance measures recognising the direct link of these two asset

quality concepts.

As in the case of the NPE definition, the proposal built on the forborne exposures
and forbearance measures definitions included in the European Commission
Implementing Regulation (EU) 680/2014. This proposal, as explained above, became
the Regulation (EU) 2019/630, broadening the original scope of the standards, as
they became applicable not only for supervisory reporting purposes but also for the

purposes of the minimum loss coverage among European credit institutions.

It is worth noting that the definition of forbearance included in the European
Commission s proposal was slightly modified during the legislative approval process,

as described in the table below.

Table 2.20. Definition of forbearance measures in Article 47b Regulation (EU) 2019/630

Definition of forbearance
European Commission Proposal Final adoption
a concession by an institution towards an | a concession by an institution towards an
obligor that is experiencing or is likely to | obligor that is experiencing or is likely to
experience a deterioration in its financial | experience difficulties in meeting its financial
situation. commitments.

Source: Own elaboration based on European Commission and Eur-Lex (Official Journal of the European Union),
2019.

As the definition was based on the standard created by the EBA it maintains its two
main components: (i) concession; and (ii) financial difficulty of the debtor. The
original proposal was probably too broad because a borrower could experience
deterioration in its financial situation, but still be able to honour the debt without

significant problems. Thus, its substitution for a narrower objetive scope, more in
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line with both the EBA and BCBS standards, in the final adoption is welcomed, as it

respects the key component of “being in a financial difficulty”.

The main novelty of the Article 47b of the Regulation (EU) 2019/630 compared to
the definition of forbearance included in the Commission Implementing Regulation

(EU) 2015/227 is the enhancement of the non-exhaustive list of situations that are

considered as forbearance measures.

Table 2.21. Non exhaustive list of forbearance measures

Mandatory consideration of forbearance

Commission Implementing
Regulation (EU) 2015/227

Article 47b of the Regulation (EU) 2019/630

(a) a modified contract that has
been classified as non-performing
before the modification or would
in the absence of modification be
classified as non-performing;

(b) the modification that has
been made to a contract involves
a total or partial cancellation by
write- offs of the debt;

(c) the institution approves the
use of embedded forbearance
clauses for a debtor who is non-
performing or who would be
considered as non-performing
without the use of those clauses;

(d) simultaneously with or close
in time to the concession of
additional debt by the
institution, the debtor made
payments of principal or interest
on another contract with the

institution  that was non-
performing or would in the
absence of refinancing be

classified as non-performing.

(a) new contract terms are more favourable to the obligor
than the previous contract terms, where the obligor is
experiencing or is likely to experience difficulties in
meeting its financial commitments;

(b) new contract terms are more favourable to the obligor
than contract terms offered by the same institution to
obligors with a similar risk profile at that time, where the
obligor is experiencing or is likely to experience
difficulties in meeting its financial commitments;

(c) the exposure under the initial contract terms was
classified as non-performing before the modification to
the contract terms or would have been classified as non-
performing in the absence of modification to the contract
terms;

(d) the measure results in a total or partial cancellation
of the debt obligation;

(e) the institution approves the exercise of clauses that
enable the obligor to modify the terms of the contract and
the exposure was classified as non-performing before the
exercise of those clauses, or would be classified as non-
performing were those clauses not exercised;

(f) at or close to the time of the granting of debt, the
obligor made payments of principal or interest on another
debt obligation with the same institution, which was
classified as a non-performing exposure or would have
been classified as non-performing in the absence of those
payments;

(¢) the modification to the contract terms involves
repayments made by taking possession of collateral,
where such modification constitutes a concession.

Source: Own elaboration based on Eur-Lex (Official Journal of the European Union), 2015 and 2019.
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Despite the homogeneisation efforts of EU authorities and the BCBS the European

banks still use other denominations, as “restructured” instead of “forbearance”/

”forborne exposures”. Among the ten largest European banks this is the case of the

four French banks. Moreover, the degree of transparency as regards the disclosure

of the modification of contracts where borrowers were facing financial difficulties

in rather limited across the largest EU banks, with the exception of Intesa Sanpaolo.

On the contrary, this information is typically included in the Pillar 3 report, as it is

part of the minimum information to be reported.

Table 2.22. Overview of the use of forbearance/forborne exposures as well as other similar
terms in the banks’ (un)regulated reports

Bank Results presentation Financial Pillar 3 report
statements/Annual
report
Forbearance | Other Forbearance | Other Forbearance | Other
/Forborne denomination / denominations / denominations
exposure Forborne Forborne
exposures exposures
BNP Paribas 0 0 1 2 11 (in 33 (restructured)
SA (restructured) | tables)
Crédit 0 0 0 19 10 (in 38 (restructured)
Agricole Group (restructured) | tables)
Banco 0 0 0 0 20 0
Santander SA
Groupe BPCE 0 0 0 15 26 3 (restructuring),
(restructured) 1 (deferral)
Société 0 0 0 18 25 7 (restructured)
Générale SA (restructured)
Deutsche Bank | 0 0 0 0 27 1 (restructuring);
AG 1 (modification)
Intesa 6 0 174 3 (deferral) 59 0
Sanpaolo SpA
Crédit Mutuel | Q 0 4 23 6 19 (restructured)
Group (restructured)
ING GroepNV | 0 0 27 2 34 0
(restructured)
, 2
(concession)
UniCredit SpA | 0 0 108 0 35 0

Source: Own elaboration, based on bank’s year-end 2022 results presentations as well as Pillar 3 reports.

2.1.3. Concept of default

In the European Union, the Directive 2006/48/EC of the European Parliament and

of the Council of 14 June 2006 relating to the taking up and pursuit of the business
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of credit institutions (commonly denominated, “Capital Requirements Directive” or
“CRD”) introduced the definition of default in its Annex VIl, Part 4, point 44. This
definition includes a subjective criterion, the unlikeliness to pay, and an objective

one, a specific number of days past due, as presented in the table below.

Table 2.23. Definition of default in the CRD

Definition of default in the CRD

A ‘default’ shall be considered to have occurred with regard to a particular obligor when
either or both of the two following events has taken place:

(a) the credit institution considers that the | (b) the obligor is past due more than 90 days
obligor is unlikely to pay its credit obligations | on any material credit obligation to the
to the credit institution, the parent | credit institution, the parent undertaking or
undertaking or any of its subsidiaries in full, | any of its subsidiaries.

without recourse by the credit institution to
actions such as realising security (if held).

Source: Eur-Lex (Official Journal of the European Union), 2013.

However, that definition was not absolute, because competent authorities could
adjust the objective or quantitative criterion (90 days past due) set by default,
which was designed to serve as a floor. This provision, of course, was the leeway for
heterogeneous practical application of the default definition by banks and national

implementing guidelines.

Indeed, to further complicate the scene, the CRD deemed as appropriate that the
competent authorities of each Member State would “set the exact number of days
past due (...) for exposures to such counterparts situated within this Member State”,
providing only a ceiling at 180 days. This unusual flexibility, was applicable to (i)
retail exposures, (ii) exposures to public sector entities and (iii) corporate exposures
alike. However, being not happy with this heterogeneity, for retail and public sector
exposures, the exact number of days could differ across product lines, while for
corporate exposures a time limit was included in a transitional provision, i.e. until
31 December 2011.

Finally, in case of having exposures to counterparts located in other Member States
for the three categories of exposures mentioned above, instead of following the

number of days decided by the host authority and ensuring a level playing field in
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each Member State, the CRD simply set a ceiling at the number of days past due by
indicating “the competent authorities shall set a number of days past due which is
not higher than the number set by the competent authority of the respective

Member State”.

The concept of default incorporated in the CRD was replaced by Article 178 of
Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26
June 2013 on prudential requirements for credit institutions and investment firms
and amending Regulation (EU) No 648/2012 (hereinafter, CRR).

Table 2.24. Definition of default in the CRR

Definition of default in the CRR

A ‘default’ shall be considered to have occurred with regard to a particular obligor when
either or both of the two following events has taken place:

(a) the institution considers that the obligor
is unlikely to pay its credit obligations to the
institution, the parent undertaking or any of
its subsidiaries in full, without recourse by

(b) the obligor is past due more than 90 days
on any material credit obligation to the
institution, the parent undertaking or any of
its subsidiaries.

the institution to actions such as realising
security.

Competent authorities may replace the 90
days with 180 days for exposures secured by
residential property or SME commercial
immovable property in the retail exposure
class, as well as exposures to public sector
entities.

Source: Eur-Lex (Official Journal of the European Union), 2013.

Compared to the definition of default in the CRD the qualitative and quantitative
criterion are kept. Actually, with regard to the definition of the qualitative
“unlikeliness to pay” criterion the changes have been minimal. In the case of the
quantitative criterion: “90 days past due”, as a general rule, it is worth noting that
the categories for which the national competent authorities could sustitute the 90
days rule by 180 days have been narrowed. This constitutes its main contribution
towards the complete harmonisation. Now, it is only possible to expand minimum
threshold of the quantitative criteria for (i) two types of retail exposures, and (ii)

for exposures with the public sector.

66



EIDUNED

Escuela
Internacional

de Doctorado

Another interesting feature of the concept of default in the CRR is that its Article
178 not only mandates the EBA to clarify the practical implications of this concept,
as in the CRD, but also includes a number of clarifications on its own with regard to

the start of the counting, as presented below:

Table 2.25. Counting of the past due criterion in the CRR

Counting of past due

e For overdrafts, days past due commence once an obligor has breached an advised
limit, has been advised a limit smaller than current outstandings, or has drawn
credit without authorisation and the underlying amount is material;

e Days past due for credit cards commence on the minimum payment due date; and

e Institutions shall have documented policies in respect of the counting of days past
due, in particular in respect of the reageing of the facilities and the granting of
extensions, amendments or deferrals, renewals, and netting of existing accounts.
These policies shall be applied consistently over time, and shall be in line with the
internal risk management and decision processes of the institution.

Source: Eur-Lex (Official Journal of the European Union), 2013.

Moreover, the CRR includes also a list of indicators of “unlikeliness to pay” in order
to set minimum guidelines for internal risk management, as presented in the table
below. This constitutes an unsual example of how a level 1 legislative document
provides with relevant criteria to interpret a subjective concept and proves the

interest of the legislator in further homogeneising existing bank practices.

Table 2.26. Indicators of unlikeliness to pay in the CRR

Indicators of unlikeliness to pay

(a) the institution puts the credit obligation on non-accrued status;

(b) the institution recognises a specific credit adjustment resulting from a significant
perceived decline in credit quality subsequent to the institution taking on the
exposure;

(c) the institution sells the credit obligation at a material credit related economic loss;

(d) the institution consents to a distressed restructuring of the credit obligation where
this is likely to result in a diminished financial obligation caused by the material
forgiveness, or postponement, of principal, interest or, where relevant fees (...);

(e) the institution has filed for the obligor's bankruptcy or a similar order in respect of an
obligor's credit obligation to the institution, the parent undertaking or any of its
subsidiaries; and
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(f) the obligor has sought or has been placed in bankruptcy or similar protection where
this would avoid or delay repayment of a credit obligation to the institution, the parent
undertaking or any of its subsidiaries.

Source: Eur-Lex (Official Journal of the European Union), 2013.

Of course, as noted, this provision of some indications did not prevent Article 178(7)
CRR from mandating the EBA to specify guidelines on the application of this article.
In September 2016, the EBA fulfilled that mandate with the EBA Guidelines on the
application of the definition of default under Article 178 of Regulation (EU) No
575/2013 (GL/2016/07). They cover a extensive list of items, that are simply

outlined in the table below.

Table 2.27. Items covered by the EBA guidelines on default

Items covered by the EBA guidelines on default

(a) Compliance and reporting obligations

(b) Scope: the Standardised Approach for credit risk; and (ii) the Internal Ratings Based
Approach (IRB Approach)

(c) Date of application

(d) First application of the guidelines by IRB institutions: where possible, adjust the
historical data based on the new definition

(e) Counting of days past due
(f) Technical past due situation

(¢) Exceptions: exposures to central governments, local authorities and public sector
entities

(h) Specific provisions applicable to factoring and purchased receivables

(i) Setting the materiality threshold: Competent authorities should notify the EBA of the
levels of the materiality thresholds that they set in their respective jurisdiction

(j) Non-accrued status

(k) Specific credit risk adjustments (SCRA)

(1) Sale of the credit obligation

(m) Distressed restructuring

(n) Protection similar to bankruptcy

(o) Other indications of unlikeliness to pay

(p) Governance processes regarding unlikeliness to pay

(q) Application of the definition of default in external data
(r) Criteria for the return to a non-defaulted status

(s) Consistency in the application of the definition of default
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(t) Application of the definition of default for retail exposures
(u) Timeliness of the identification of default

(v) Documentation of the banks’ internal policies

(w) Internal governance requirements for institutions applying the IRB Approach
Source: EBA, 2016.

Not surprisingly, the EBA identified different practices followed by credit institutions
as regards the definition of default and set standards seeking for the convergence
of practices. It is worth noting that these guidelines only apply from 1 January 2021
onwards'3. However, the EBA encouraged institutions to implement the changes in
their IT systems and internal procedures prior to this date in order to build the

necessary time series.

These guidelines were welcomed by the industry (WSBI-ESBG, 2016; EBF, 2016;
BBVA, 2016) and practitioners alike as they had as main objective to ensure
consistency, transparency and comparability of risk parameters among banks across
the EU banking sector, a long lasting demand from the industry. According to EY
(2019) “the new set of standards are more detailed and prescriptive, and will have

significant impact on governance, data, processes, systems and credit models”.

2.1.4. Concept of impairment: from IAS 39 to IFRS 9

International accounting standard setters have traditionally played a key role in the
asset quality assessment and the comparability of financial reports within the
banking sector. They set the financial asset valuation principles, used not only to
classify the exposures but also to evaluate them. Among the various standards the
measurement and treatment of the financial assets is fundamental for credit
institutions. Key is the concept of “impairment” which emerges along with the need

to recognise “provisions” in order to cover up for potential future losses.

However, notwithstanding the importance of the accounting setters, supervisory

authorities regularly need to supplement accounting standards with regulatory

13 Unless any competent authority has opted to accelerate the timeline of the transition at its discretion.
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guidance in order to specify them. Accounting standards are only principles-based
and applicable to all companies regardless of the sector. In the particular case of
banks, their main activity is the origination, identification and management of credit
risk. Therefore, it seems to be quite reasonable that they require more detailed
guidance from supervisory authorities and/or regulators when the accounting

standard refers to the centerpiece of their business model (Baudino et al., 2018).

Actually, this is normally recognised in national law when implementing the
international standards. In some jurisdictions (e.g. Spain) the central bank is also
the accounting standards setter for credit institutions, aiming at ensuring a level

playing field across banks by detailing the applicable standards.

It is clear that how banks identify, measure and report their stock of impaired assets
and associated provisions have a paramount influence in their published financial
statements, which are used by market participants to assess their credit risk profile.
Thus, in order to ensure comparability across banks not only standards but also
detailed guidelines become crucial for ensuring a level playing field in the banking
sector. Otherwise, in the absence of those guidelines banks would adopt various
internal guidelines, which would diverge between one and others based on bank-

specific factors, such as the content and quality of their credit portfolios.

As highlighted by the FSC Subgroup on NPLs, Council of the European Union (2017),
accounting standards also can set different incentives on NPLs. Particularly, among
other factors, the timing of impairment loss recognition may have an impact on a
bank’s decision to manage its credit risk. Therefore, in my view, having a
homogeneous set of standards is not only the most appropriate way to enhance
comparability among banks within the same jurisdiction but also among
jurisdictions. This is of paramount importance for banking groups operating in

several jurisdictions.

In order to promote that international comparability, the International Accounting
Standards Committee (hereinafter, also “IASC”) was established in 1973 as the sole

body with the responsibility of issuing international accounting standards
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(hereinafter, IAS). Among those standards, there was one of paramount importance
for the banking sector, the IAS 39: Financial Instruments: Recognition and
Measurement (hereinafter, “IAS 39”). This standard determined the way banks

recognised and measured financial assets until January 2018.

As noted, a fundamental concept for banks is the definition of impairment, whose

IAS 39 definition is presented in the following table:

Table 2.28. Definition of impairment in the IAS 39

Definition of impairment in the IAS 39

A financial asset or a group of financial assets is impaired and impairment losses are
incurred if, and only if, there is objective evidence of impairment as a result of one or more
events that occurred after the initial recognition of the asset (a ‘loss event’) and that loss
event (or events) has an impact on the estimated future cash flows of the financial asset or
group of financial assets that can be reliably estimated.

It may not be possible to identify a single, discrete event that caused the impairment.
Rather the combined effect of several events may have caused the impairment.

Losses expected as a result of future events, no matter how likely, are not recognised.
Source: IASC.

This definition crystallised the so-called “incurred loss model”, which refers to the
recognition of losses only when they have been materialised (“a loss event”). Thus,
for the recognition of the impairment of an asset, instead of analysing the likelihood
of an event to take place, practitioners need to identify an “objective evidence”
that has a negative impact on the future cash flows. That is to say, the creditor
would not be in a position to receive all amounts due according to the original terms

of the contract.

Table 2.29. Objective evidence of impairment in the IAS 39

Objective evidence of impairment in the IAS 39

Objective evidence that a financial asset or group of assets is impaired includes observable
data that comes to the attention of the holder of the asset about the following loss events:

(a) significant financial difficulty of the issuer or obligor;
(b) a breach of contract, such as a default or delinquency in interest or principal payments;

(c) the lender, for economic or legal reasons relating to the borrower’s financial difficulty,
granting to the borrower a concession that the lender would not otherwise consider;

(d) it becoming probable that the borrower will enter bankruptcy or other financial
reorganisation;
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(e) the disappearance of an active market for that financial asset because of financial
difficulties; or

(f) observable data indicating that there is a measurable decrease in the estimated future
cash flows from a group of financial assets since the initial recognition of those assets,
although the decrease cannot yet be identified with the individual financial assets in the
group, including:

(i) adverse changes in the payment status of borrowers in the group (...); or

(ii) national or local economic conditions that correlate with defaults on the assets
in the group (...).

Source: IASC.

The IASC was substituted by the International Accounting Standards Board
(hereinafter, also “IASB”) in 2001. Many existing accounting standards were
reformulated shortly after that date in the form of International Financial Reporting
Standards (hereinafter, “IFRS”). However, it took significant time to replace the IAS
39 due to the complexity of the issues at stake. In 2014, the IASB published the IFRS
9: Financial instruments (hereinafter, “IFRS 9”), but its entry into force was
postponed, until 1 January 2018, in order to provide the industry with some time to

implement the changes needed.

It was the outcome of a work that started in November 2009 with its Exposure Draft
Financial Instruments: Amortised Cost and Impairment, which was the first attempt
to address the G20 (London Summit 2009) request for a change in the accounting
standards in order to reduce pro-cyclicality in the financial sector (Financial Stability
Forum, 2009).

The new standard requires credit institutions to anticipate the recognition of losses
from the date of origination even if the status of the loan is still performing as soon
as there are symptoms showing weaknesses; that is to say, the situation differs from
the one at the origination. This change has not directly come via a dramatic
redrafting of the definition of impairment, which remains quite stable, but from the
need to carry out a more granular assessment of credit risk (Baudino et al., 2018).
Indeed, with IFRS 9 companies need to factor in not only past and current events

but also future events or expectations.
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In its efforts to improve the timely recognition of losses, IFRS 9 has been designed
in such a way that assessment of potential credit impairment starts as from the
origination or purchase. There are three different categories or “stages”, as

presented and briefly explained in the table below.

Table 2.30. The three-stage system in IFRS 9

The three stage system in IFRS 9

Stage 1 Stage 2 Stage 3

As soon as a financial | If the credit risk increases | If the credit risk of a financial
instrument is originated or | significantly = and the | asset increases to the point
purchased, 12-month expected | resulting credit quality is | that it is considered credit-
credit losses are recognised in | not considered to be low | impaired, interest revenue is
profit or loss and a loss | credit risk, full lifetime | calculated based on the
allowance is established. This | expected credit losses are | amortised cost (i.e. the gross

serves as a proxy for the initial | recognised. carrying amount adjusted for
expectations of credit losses. the loss allowance).
Source: IASB.

Whereas in Stage 1 the potential impairment recognition is measured considering
only a 12-month expected credit loss, in Stages 2 and 3 the timespan is expanded,
covering the lifetime of the exposure. It is worth noting that this assessment is

performed at each reporting date.

As noted, firms need to perform this analysis as soon as the exposure is recognised
in their books. An exposure is reclassified from stage 1 to stage 2 or 3 based on
whether the credit risk “significantly increases” from its initial recognition; that is
to say, when the expected credit losses at the moment of the initial recognition do
not represent any longer a fair estimate of the potential losses due to an expected
deterioration of the underlying conditions. Moreover, it is worth noting that for
considering that an exposure might have significantly increased its credit risk a

rebuttable presumption has been recognised: the 30-day past due criterion.

The change in the accounting standard was not only a political request coming from
the G20, but it was also driven by academic research, including Beatty and Liao
(2011) or Bushman and Williams (2012), among many others. Bhat et al. (2013) noted
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that credit institutions applying expected loss models ended in a reduction in the

origination of pro-cyclical loans as well as in a more timely provisioning schemes.

From the very beginning, it was highlighted that this change in the applicable
accounting standard was expected to contribute to the reduction of existing NPL
stocks. The rationale was that IFRS 9 has been designed to set aside impairment
losses in a more timely manner compared to AIS 39. Thus, it would better reflect

the “true and fair value” of a company at a given reporting date.

Consequently, as the FSC Subgroup on Non-Performing Loans noted, when credit
institutions apply the new standard there seems to be an incentive to dispose or
restructure loans more rapidly than in the past in order to avoid potentially higher
provisions. Indeed, in comparative terms, this migration from an incurred to an
expected loss model results ceteris paribus in higher provisions (Gebhardt and
Novotny-Farkas, 2011), at least in the early stages of the credit risk assessment.
Thus, banks have now less incentives to accumulate NPLs (EBA, 2016), while waiting

for better times to come.

However, it is worth noting that the aforementioned conclusions are not shared by
all the academia. Seitz et al. (2018) conducted a study which compared time series
under IAS 39 of 32 European banks with simulated time series of loan loss reserves
under IFRS 9 for the period 2005-2014. They tried to put some light on how the
“expected credit loss” model under IFRS 9 might address pro-cyclicality and under-
provisioning, the so-called “too little, too late” of the IAS 39. Their conclusions were
worrisome as simulated IFRS 9 reserves were not generally higher than the real IAS
39 loan loss reserves, but mostly exceeded IAS 39 reserves during the peak of a crisis.
They also acknowledged that conclusions were highly dependent on assumptions and
input parameters. Therefore, only time will demonstrate whether the migration
from IAS 39 to IFRS 9 will address pro-cyclicality and under-provisioning, or the
effects will be mostly focused on the loss recognition in early stages but without an

overall better allocation of provisions throughout the cycle.
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IFRS 9 makes clear that the collateral posted is not considered for the measurement
of impairment. Nevertheless, it will continue to be used when estimating the
provisioning efforts needed to present the “true and fair view” of the financial
statements of firms. All in all, as recognised by the EBA (2016), the new accounting
standard will “further contribute to the convergence of impaired and non-

performing definition”.

Finally, it is also worth highlighting the key role the IFRS 9 Stage 1, 2 and 3
denominations have when European banks report to the authorities as well as when
they disclose information to the financial markets. The table below compares the
use of the NPL and NPE concepts against the use of Stage 3 denomination for the ten

largest EU banking groups.

Table 2.31. Overview of the use of NPE, NPL and Stage 3 concepts in the banks’
(un)regulated reports

Results presentation Pillar 3 report
Bank
NPL NPE Stage 3 NPL NPE Stage 3
BNP Paribas SA 11 0 11 11 42 73
Crédit Agricole Group 12 0 1 8 30 110
Banco Santander SA 9 0 1 5 24 4
Groupe BPCE 1 0 10 8 15 12
Société Générale SA 3 0 0 21 2 85
Deutsche Bank AG 1 0 11 5 53 10
Intesa Sanpaolo SpA 79 0 0 45 34 9
Crédit Mutuel Group 7 0 5 80 30 37
ING Groep NV 1 0 27 11 26 3
UniCredit SpA 0 29 5 15 30 4

Source: Own elaboration, based on bank’s year-end 2022 results presentations as well as Pillar 3 reports.

Compared to the NPE concept, accounting terms (i.e. stage 3 under IFRS 9) remain
predominant in the regulated and non-regulated reporting of several banks. In terms

of number of repetitions, Stage 3 is the concept most used by four banks in the
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presentation of results and by three in the Pillar 3 report. It is also interesting to
note that, within the same jurisdiction (i.e. France or ltaly), banks follow different
patterns. This exemplifies that the homogenisation efforts have evolved over time,
but this refers to the area of regulated reporting exercises. The fact that even within
the same jurisdiction banks follow different standards does not allow even for

comparability within jurisdictions.

Therefore, despite the policy and political efforts driven by the EBA and followed
by EU legislation in the field of reporting, there is still significant room for
improvement in terms of homogenisation of terminology.

2.1.5.Forborne exposures - Interplay between EBA guidelines and accounting
standards

As previously explained, in 2014 the plurality of definitions of non-performing and
forbearance or similar concepts as well as reporting guidance was the norm in the
EU. These were the circumstances in which the EBA started its work towards the

harmonisation.

This situation is clearly explained in the recitals of the Commission Implementing
Regulation (EU) 2015/227: there were “(...) neither comprehensive, harmonised
definitions of the concepts of forbearance and of non-performing exposures, nor
specific and detailed supervisory reporting requirements.” In this regulatory
context, in July 2014, the EBA set (i) the common criteria to identify forbearance
measures; and (ii) proposed harmonised definitions for default and impairment

regarding the extension of forbearance measures.

In the accounting arena, under IAS 39 the concept of forbearance was not directly
covered. The new standard, also published in July 2014, followed the same light
approach, by including only indirect or vague references to what the EBA had defined
as forbearance measures, without using the term. As a result, the EBA, already in
May 2017, decided to release its Guidelines on credit institutions credit risk

management practices and accounting for expected credit losses in order to guide
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credit institutions on its first application of IFRS 9 and the interplay of the regulatory

concepts of non-performing and forbearance with the accounting principles.

As explained by the BCBS (2017) the identification of an exposure as forborne does
not affect its categorisation as impaired for accounting purposes. In fact, under both
IAS 39 and IFRS 9, the concept of forborne exposures does not correspond to the
concept of modified assets. Moreover, the identification of an exposure as forborne
has no direct implications per se on the impairment stage in which this exposure is
allocated for accounting purposes under an expected-credit loss model (it could be

either stage 2 or 3).

In practical terms, under the incurred-loss model, it was easier to grant debtors a
“second opportunity” via the use of a forbearance measure and, at the same time,
avoid the recognition of the exposure as non-performing category. On the contrary,
under expected-credit loss approach, since its entry into force in 2018, all forborne
exposures, either performing or non-performing, require high levels of provisions
because the circumstances have significantly changed from the date of origination.
Thus, controlling by all other relevant factors this will lead to an increase on the
provision requirements and potentially to the cost of forbearance for banks,
resulting on a more severe scenario for debtors suffering temporarily financial
difficulties (Plata et al., 2017).

2.1.6.Interplay between the definitions

As noted, both defaulted and impaired exposures are always considered as non-
performing exposures. In this way, the non-performing definition is an umbrella
concept, as defined by the EBA (2014). Moreover, forborne exposures could be either

performing or non-performing, depending on its particular characteristics.

In the following figure a visual representation of the interplay between those
definitions is provided. It is worth highlighting how there are some elements that
pertain to several definitions. Therefore, there are intersections showing these

interlinkages.
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Figure 2.4. Visual representation of the interplay between regulatory and accounting
definitions

Forborne

Non-performing

Source: Own elaboration.

It is worth noting that the authorities in some Member States have gone a step
further with regard to the forborne exposures. If we take the example of Spain in
order to clarify the classification of exposures and to avoid a misuse of the existing
definitions the Bank of Spain amended the Annex IX of its accounting Circular for
credit institutions (Circular 4/2017).

The implications in terms of interdependencies of the existing forborne definition
and the need for the reclassification of an exposure depending on its status is
presented in the figure below. Moreover, in several boxes the main criteria for the

reclassification are displayed for the sake of completeness.

78



EIDUNED
Escuela

Internacional
de Doctorado

Figure 2.5. Forborne exposures in Annex IX of the Spanish accounting Circular
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2.2. Other relevant asset quality indicators

A high NPL ratio, and its effects to the asset quality indicators, has been traditionally
considered as a key indicator of insolvency. However, when performing an asset
quality assessment of a credit institution the NPL/NPA/NPE ratios need to be
complemented with other indicators, as it is clear that it does not capture all the
effects non-productive exposures may have on its solvency and financial situation,

i.e. it does not take into account the asset collateral or the provisions set aside.
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Thus, it is a common practice to enrich the analysis with, at least, the following

additional metrics.

2.2.1.Loan loss provision
One of the most effective credit risk management tools is provisioning. By setting
aside amounts as loan loss provisions, banks are effectively limiting potential losses
associated with those loans in the future. Therefore, those loan loss provisions
function as a buffer or safety net to be used if losses materialise, absorbing them

before they hit the capital position of the credit institution (Alessi et al., 2021).

In the short-term, a combination of high NPL/NPA/NPE ratios and inadequate level
of provisions may put the solvency of a bank at risk. In turn, if those NPE are
sufficiently provisioned, a high NPE ratio may not necessarily pose a short-term
threat to banks and, as a consequence, to financial stability in a given jurisdiction.
Therefore, the adequate loan loss provisioning is, at least, a fundamental tool in

other to ameliorate the solvency outlook of a banking system in the near future.

However, we should not forget that a high level of NPE indicates that corporate and
households are straggling, a clear symptom of potential problems as regards
financial stability and economic growth in the long-term (FSC Subgroup on Non-
Performing Loans, 2017) if those underlying problems are not adequately resolved

in due time.

Despite the clear benefits for the global financial stability of a common provisioning
framework, it is not harmonised at international level. On the contrary, traditionally
authorities have applied different accounting and prudential rules across
jurisdictions (d’Huelster et al., 2014). This, leads to a situation where conducting a
benchmarking exercise taking banks that are subject to different rules is not, where
actually possible, an easy task. As pointed out by Baudino et al. (2018), the use of
diverse principles-based accounting standards leads to a great degree of judgments
and, as a consequence, divergences. Furthermore, these initial divergences might

be exacerbated by several country-specific rules that prudential authorities issue
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aiming at reducing the judgements banks in their jurisdictions might have if the

accounting standards would be directly applied.

Moreover, on one hand, from an accounting perspective bank managers have had
traditionally a great degree of discretion in setting loan loss provisions which directly
affects the P&L and capital and, in turn, the comparability across banks with a

similar business model (Walter, 1991).

On the other hand, from a regulatory point of view, other things being equal, that
is to say comparing two similar portfolios, it is clear that the higher provisions are,
the more prudent the risk management seems to be (Alessi et al., 2020). However,
this is only an ex-ante presumption and not a rule set in stone, as of course there
might be underlying factors explaining that difference in the provisions. What it is
clear, as Wheeler (2019) noted, is that an adequate level of loan loss provisions is
believed to positively affect the banks’ safety and soundness, i.e. it directly affects

the level of riskiness of a comparable portfolio.

Nevertheless, when a loan is considered as non-performing the main driver for
provisions building is the valuation of the collateral, if any. This procedure is rather
subjective, as it is mostly based on assumptions. The international accounting
standards only set as a principle that in order to value the collateral the net present
value method needs to be applied, but they do not provide for concrete valuation

standards. Thus, banks need to estimate the time and costs to dispose the collateral.

In many jurisdictions there are mandatory regulatory haircuts in case loans enter
into the non-performing territory and the time and costs variables might be subject
to material divergences across jurisdictions and are difficult to estimate (Baudino et
al., 2018). Moreover, other divergences in the prudential treatment of loan write-
offs or linked to the accrued interest on NPAs significantly affect the final valuation

of loan loss provisions.

Traditionally, this was also the situation in the EU. However, the creation of the SSM

and its immediate focus on developing best practices across banks under its remit,
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the Regulation (EU) 2019/630 and the key role of the EBA developing guidelines have

set the foundations for the harmonisation of loan loss provisions in the EU.

In March 2017, the ECB published its Guidelines on managing and provisioning NPLs
and foreclosed assets. It included a number of quantitative indicators on the
minimum levels of prudential provisions, taking into account the type of collateral

and also considered the vintage of those non-performing exposures.

Then, in July 2018, in the context of the yearly supervisory dialogue the ECB decided
to set bank-specific supervisory expectations for the provisioning of those exposures
when they were above a threshold. With this approach, the European supervisor was

looking for reducing the existing divergences across banks in the medium-term.

However, there is an important area that sill presents a worrisome lack of
harmonization: the tax implications. The tax treatment of loan loss accounting
provisions still varies across jurisdictions. Accounting regimes require provisions to
be deducted from earnings in the period when they are made. However, the fiscal
authority may adopt a different treatment, i.e. no recognition at the same time and
only when the loss occurs (Weil, Schipper and Francis, 2013). In such cases banks

recognise a deferred tax asset if some conditions are met.

There are basically three possible tax regimes. In some jurisdictions accounting
provisions are directly recognised in the taxable income whereas in other
jurisdictions, they are recognised only upon their realisation, that is to say when the
associated loans are written off. This result in the recognition of deferred tax assets,
decoupling the accounting and fiscal treatments. Finally, other jurisdictions are
halfway as only under those circumstances in which the losses are more certain
banks are allowed to recognised them in their taxable income in the same period
(Bholat et al., 2016).

It is well noted that these diverse tax regimes have important implications as regards
the recognition of loan loss provisions as well as on the write-off. Therefore, in order

to further harmonise the loan loss provisions in the European Union and enhance the
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comparability of asset quality across European banks, a homogeneous tax treatment

is of paramount importance.

2.2.2.Coverage ratio
The gross carrying amount of NPE needs to be put in context in order to understand
the dimension of a potential problematic situation. Serving such purposes the

coverage ratio provides key insights when assessment asset quality.

The coverage ratio could be defined as “the level of loan loss provisions already
booked in bank’s balance sheets to account for the losses associated with the
exposures” (Council of the European Union, 2017); that is to say, the provision for
credit losses as a percentage of total exposures. Thus, this ratio serves an
explanatory metric for better understanding a high NPL ratio. As it is evident that a
high level of NPL if adequately provisioned should be of a less concern than an
identical level with poor provisioning linked to it. As a consequence, in practical

terms a high coverage ratio provides some comfort.

However, as already noted when describing the other relevant indicators, i.e. loan
loss provisions, when analysing and comparing coverage ratios it is crucial to deep
dive on additional elements such as the portfolio characteristics, the types of
collateral and other valuation considerations as well as bank s provisioning policies
in order to have a clear whole picture of the asset quality in a given bank. Moreover,
it is also important, even though it is usually difficult to perform the exercise, to

carry out peer analysis as well as comparing coverage ratios across jurisdictions.

2.2.3. Texas ratio

The so-called Texas ratio is an interesting indicator to complement the asset quality
analysis because of its simplicity. It compares the non-productive assets of the bank,
gross NPAs, with the financial resources at its disposal to absorb potential losses
originated from those assets, i.e. equity and loan loss provisions. This tool was
designed at RBC Capital Markets by an analyst, Gerard Cassidy. He conceived it as a
metric to analyse and better predict the banking failures in Texas in the context of
the real estate bubble of the 1980s.
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The higher this ratio is the worse is the financial situation of the credit institution.
Cassidy set the bar at 100% (or 1:1), as it is clear that if a bank goes beyond this
threshold it might not have enough financial resources to absorb the potential losses
originated in its non-productive assets. A Texas ratio above that threshold does not
directly imply failure, but it signals potential concerns on the bank’s viability that
need to further investigated. Thus, as acknowledged by Jesswein (2009), the
intuition behind the ratio itself seems to be solid and easy to understand. Moreover,
as it can be calculated with public data and its simplicity compared to more
elaborated models, i.e. computer-based early warning systems, made it a recurrent
tool used by practitioners and the media' to disentangle the banks at severe risk of

failure during the Great Financial Crisis of 2007 and beyond.

Particularly, in the US it was used as a proxy of the FDIC Problem Bank List or “watch-
list”, which of course is not publicly available'™. It rapidly spread to other
jurisdictions. For instance, in a report the ECB (2016) indicated that the average
Texas ratio for SSM institutions stood just below 60% at the end of 2015, with some

banks in a number of jurisdictions, including Italy, recorded values above 100%.

However, this tool has a number of limitations that actually emerge due to its
simplicity. This ratio does not take into account (i) the credit portfolio (also known
as banking book) composition; and (ii) the collateral. It is clear that both elements
have a fundamental role in the asset quality assessment. Having further detail of
the banking book, the types of loans included therein, and the risk appetite and
lending policies of the bank is needed when assessing the bank’s asset quality
situation and its exposures to volatile or riskier sectors of activity. Exposures to

those sectors are more likely to become defaulted, but, in turn, they are more

4 0n 21 August 2014, Thomas (2014), from the New York Times, reported that Nomura analysts used the Texas ratio in order
to list 11 banks in Southern Europe that exceeded the 100% threshold, noting that “three banks stood out with ratios of 150
percent and above: Piraeus Bank in Greece, Banco Popolare in Italy and Banco Popular Espafiol in Spain”.

> The FDIC, as a result of running its rating model, CAMELS (acronym referring to Capital adequacy, Asset quality, Management,
Earnings, Liquidity and Sensitivity to market risk), only publishes the number of banks and aggregated assets included in the
list every quarter in the FDIC Quarterly Banking Profile. In order to be included in that list a bank should have a composite
rating of 4 o 5 (the worst or second-worst possible rating).
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profitable. Actually, the bank could have an adequate risk management framework,
even being primarily focused on those sectors of activity. At the end of the day losses
only materialise if the borrower defaults and the exposure was not adequately

collateralised and/or provisioned.

Therefore, in combination with the deep dive on the credit portfolio we should also
assess the collateral policies of the credit institution and the value of the collateral.
As it becomes evident that when a borrower defaults if sufficient collateral was
posted the losses, if any, would be minimal. On the contrary, when a defaulted
exposure was not adequately collateralised or provisioned it would cause significant
losses to the credit institution, putting at risk its financial soundness if it has not

followed an adequate credit risk management.
2.3. Synopsis of the chapter

When assessing asset quality the use of different definitions of “non-performing”
and “forbearance” has made historically difficult to compare banks across countries
or even, what is more worrisome, within the same country. Likewise, the treatment

and recognition of forborne exposures were significantly diverse.

The concept of “NPE” was coined by the EBA and shortly later adopted by the BCBS
in order to overcome the problems stemming from the existence of different

definitions for “NPL”. The former contains the latter.

In this dissertation, and in particular in Chapters 3 and 4, we would intend to use
the concept of NPE when we refer to the data with reference date as from the entry
into force of this definition, whereas NPL remains valid for the timespan before that
moment when the dataset were not adjusted. However, this will is dependent on a
clear definition of the data sources, as banks still use slightly different definitions
for their unregulated reports and scholars continue to use typically the concept of
NPL. Likewise, in Chapter 5, when we present the different policy options put
forward by Member States in the area of asset management companies we will use

both definitions depending on year where they were published and the data sources.
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It is worth noting that the concept of NPE builds on the accounting definition of
“impairment” and the prudential definition of “default”. However, the NPE concept
is broader than the accounting definition of “impairment” and the prudential
concept of “default”. In other words, all impaired and/or defaulted exposures are
necessarily NPEs, but NPEs can also encompass exposures that are not recognised as

impaired or defaulted.

It is composed of a quantitative and a qualitative criteria. The former, also known
as “past-due” criterion includes a temporal trigger: all exposures with amounts over
90 days past due are considered to be non-performing. The latter refers to the
“unlikeliness to pay” criterion which entitles subjectivity or expert judgement based

on a number of indicators.

In turn, the concept of forbearance has two main meanings: the regulatory and the
private or lending forbearance. Regulatory forbearance refers to a situation where
regulators decide not to take timely action to prevent the negative externalities of
failing banks and, consequently, close insolvent banks. That is to say, it is a time
buffer regulators grant financial institutions for them to solve their financial
problems before the authorities take actions. This discretionary decision, executed
in a case-by-case basis, is usually based on the “Too-Big-to-Fail” and “Too-Many-to-
Fail” approaches. When it is implemented following sound standards, it should
provide credit institutions adequate time to take corrective actions in order to
reduce risks and implement structural changes to strength their solvency position.

Its use needs to be carefully assessed.

This dissertation focuses on the second meaning of the forbearance concept: the so-
called “private forbearance” or “forbearance lending”. It refers to the ex post
renegotiation of the initial terms of a contract between a credit institution and a

borrower facing (temporary) financial difficulties.

The term “forbearance” should not be directly associated to “bad forbearance”. The
key factor when considering the recourse to forbearance measures is to evaluate

whether a borrower is experiencing temporary or persistent financial difficulties.
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When defining this concept the EBA deviated from the purely conceptual debate of
“good forbearance” and “bad forbearance” and divided into two main categories:
(i) “performing exposures with forbearance measures”, and (ii) “non-performing
exposures with forbearance measures”. Also the BCBS published guidelines on the
definition of forbearance. Both definitions are structured based on two main
components: (i) the concept of “concession”, and (ii) the concept of “financial
difficulty”.

In the second part of the chapter, we also touched upon other relevant asset quality
concepts that will be used in Chapters 3 and 4: (i) the loan loss provisions, (ii) the
coverage ratio, and (iii) the Texas ratio. The importance of setting aside adequate
level of provisions is fundamental for a meaningful coverage ratio. This refers to the
provision for credit losses as a percentage of total exposures. Finally, the Texas ratio
compares the non-productive assets of the bank, gross NPAs, with the financial
resources at its disposal to absorb potential losses originated from those assets, i.e.

equity and loan loss provisions.

To conclude, based on the survey conducted among the ten largest banks
headquartered in the EU, it is observed that banks include references to the
regulatory concepts of NPE, forborne exposures or forbearance in their regulated
reports. This basically refers to the inclusion of the tables designed by the EBA in
their Pillar 3 reports. On the contrary, the use of the NPL concept is still dominant
in the unregulated reports. Actually, it still has a relevant footprint in the regulated
reporting exercises. Moreover, some banks still prefer to use the “restructured
loans” concept instead of “forborne exposures” in their reports. Therefore, despite
the policy efforts anchored by the EBA and followed by the EU legislation in the area
of reporting there is still significant room for improvement in terms of

homogenisation of terminology.
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3. REVIEW OF ECONOMIC DETERMINANTS OF NON-PERFORMING EXPOSURES AND
FORBEARANCE PRACTICES

3.1. Economic implications of the non-performing exposures

In this section, the economic implications of the non-performing status are studied
considering both analyses performed globally and those with a focus on Europe and
the EU Member States. Moreover, the macroeconomic and microeconomic

determinants of these exposures are reviewed.
3.1.1. Macroeconomic implications

The studies range from cross-country comparison (e.g. global and regional) to
country-specific analyses. For the global or regional projects, the most commonly
used databases are those of the International Monetary Fund, the World Bank Group
and, to a lesser extent, of the OECD. On the contrary, for the European or national
research the datasets of the ECB, Eurostat, the ministries of finance or the national

central banks are widely considered.
3.1.1.1. Global studies

Ari, Chen, and Ratnovski (2021) studied the dynamics of NPLs during 88 banking
crises in 78 countries between 1990 and 2017. For each crisis they considered the
NPLs over an 11-year timespan, starting three years ahead the inception of the crisis
(the NPLs build-up) and that goes up to seven years (the NPLs resolution). Their
findings are twofold. Firstly, the results indicated “similarities across crises during
NPL build-ups but less so during NPL resolutions”. Secondly, they identified a “close
relationship between NPL problems—elevated and unresolved NPLs—and the severity
of post-crisis recessions”. As regards key macroeconomic determinants, they
considered high credit growth, high government debt, fixed exchange rates and high

corporate debt with short maturity.

Jorda, Schularick and Taylor (2013) examined the economic cycles over 140 years
(from 1870 to 2008) for 14 advanced economies, namely the United States, Canada,

Australia, Denmark, France, Germany, Italy, Japan, the Netherlands, Norway, Spain,
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Sweden, Switzerland, and the United Kingdom. Their dataset was composed of
annual observations of national accounts data on nominal GDP and real GDP per
capita as well as inflation, investment and the current account. Moreover, in their
analysis they also considered data on domestic bank loans, as well as short- and

long-term interest rates on government securities.

Their findings showed that compared to normal recessions the financial crisis
recessions are “more painful” because the “aftermath of leveraged booms is
associated with somewhat slower growth, investment spending and credit growth
than usual”. Based on their results, they concluded “if the recession coincides with
a financial crisis, these effects are compounded and typically accompanied by
pronounced deflationary pressures”. In this regard, the economic negative impact
associated to a crisis fluctuates “depending on the run-up in leverage during the

preceding boom”.

Beck, Jakubik and Piloiu (2015) with data from 75 countries over the period 2000-
2010 analysed the macroeconomic determinants of NPLs. Their findings suggested
that real GDP growth is the key driver. In addition, share prices, nominal effective
exchange rate and lending interest rates also explain the evolution of NPLs with
some caveats. In particular, the effect of share prices was significant in countries
with large stock market capitalisation relative to the size of the economy (i.e. GDP).
As regards the exchange rates when the share of foreign currency denominated loans

in total loans is significant the impact on NPLs was larger.

Nkusu (2011) used a dataset from 26 advanced economies with annual observations
between 1998 and 2009. His results confirmed the links between high NPL levels and
credit markets frictions and macroeconomic vulnerabilities. In this regard, he
considered in his PVAR model and impulse response functions the following
variables: GDP growth, unemployment, change in the house price index, change in
the equity price index, inflation, nominal effective exchange rate, interest rate, and
credit to the private sector. The listed macroeconomic indicators were statistically

significant.
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Jappelli, Pagano, Di Maggio (2013) studied the determinations of household debt and
insolvency following a methodological approach that combined international cross-
country analysis (covering 49 countries), the European panel data estimates
(including 11 EU Member States) and time series evidence for three countries:
Germany, UK, and US. Their results were in line with the financial fragility
hypothesis, as “insolvencies tend to be associated with greater households’
indebtedness”. Moreover, the faster the debt growth, the larger the increase in the
insolvency rate. Finally, their more relevant contribution to the existing literature
refers to the quantification of the impact of “better judicial contract enforcement
and information sharing arrangements” on the reduction of “insolvencies to
household debt” and their “sensitivity to economic shocks, such as increases in

unemployment”.

On a panel of 100 countries with data from 1997 to 2014, Balgova, Nies and
Plekhanov (2016) applied a matching model to study the macroeconomic
implications of NPLs. They considered three scenarios: (a) implementation of active
measures to reduce NPLs stock; (ii) a passive NPL reduction strategy helped by a
positive credit shock in the economy, i.e. the V-shaped recovery, and (iii) passive
NPL reduction strategy with the persistence of high NPLs over time. As noted by the
authors “while a rise in NPLs is a function of a deteriorating economic environment”,
the NPL reduction could be driven either by active policy initiatives or by

“favourable external conditions”.

Their findings were in line with the abovementioned literature: the reduction of
NPLs has a positive impact on GDP growth, facilitates investment growth, increases
the labour market participation and reduces the unemployment rate. In case of a V-
shaped recovery the positive impact on economic as well as investment growth were
the highest among the three scenarios. It also had a larger impact on the reduction

of the unemployment rate.

However, as Jorda, Schularick and Taylor (2013) noted exacerbated credit growth

has a positive correlation with financial crises. Moreover, the estimated impact of

90



EIDUNED
Escuela

Internacional
de Doctorado

not addressing the high stock of NPLs had an annual negative impact of circa 2% on
“foregone growth” until it would be solved. Finally, based on their findings there is
no impact on exports driven by changes on NPLs. They considered that this might
stem from the fact that “exporters are more immune to the NPL problem because
they enjoy better access to cross-border credit (typically denominated in foreign

currency).”

Siakoulis (2017) using a dataset that covered a fifteen-year period (1998-2012) for
31 countries across the globe studied the influence of the fiscal situation in an
economy on the NPLs evolution. The results showed that changes in the fiscal policy
indicator significantly affected NPL formation, “validating the hypothesis that the
fiscal policy has a definite impact on the loan servicing capacity”. Moreover, he
identified the low GDP growth and high unemployment as the main drivers of the
deterioration of asset quality. Moreover, he argued that an increase in the debt to

GDP ratio adversely impacts on the sovereign yield and on the NPLs proliferation.

Ozili (2019) used cross-country as well as regional data to identify commonalities
across regions. In particular, he considered data from 134 countries and six regions
over the period 2003-2014. In order to study the NPLs determinants he included five
bank-specific indicators as well as three financial sector indicators. The latter were
composed by (i) size of banking sector, measured as bank deposits to GDP ratio; (ii)
extent of financial intermediation, measured as private credit by domestic banks to
GDP ratio; and (iii) foreign bank presence, as the ratio of foreign bank assets to total

banking assets in the domestic country.

The private credit by domestic banks to GDP ratio indicator was positively
significant. This implies that banking sectors with greater financial intermediation
activities experience higher NPLs. The author considered that this is driven by
“lowering of loan screening standards” and “the use of lax lending criteria by banks
to increase lending during good economic times”. Regarding the foreign bank
presence the coefficient was positively significant and indicates that countries with

greater foreign bank presence have higher NPLs. The author reckoned that this result
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opposed his previous study limited to Africa (Ozili and Outa, 2017) which suggested
that there was a negative correlation between foreign bank presence and NPLs
proliferation. Finally, the size of banking sector measured as bank deposits to GDP

ratio was found to be statistically insignificant for the period of observation.
3.1.2. Europe - Cross-country comparison

Makri, Tsagkanos, and Bellas (2014) studied the NPL determinants using a dataset
composed of aggregated data from 14 Eurozone Member States from 2000 to 2008.
The data points were both macroeconomic and microeconomic indicators. On the
former, they included the growth rate of GDP, the inflation rate, the public debt as
percentage of GDP, the unemployment rate and the government budget deficit or
surplus as percentage of GDP (fiscal situation). They used a dynamic panel regression
method (in particular, the difference Generalized Method of the Moments
estimation, as most of the existing literature in this regard'®). Based on their findings
they concluded that the public debt, unemployment, and the annual percentage
growth rate of GDP were statistically significant, whereas the fiscal situation and

inflation seemed not to have any significant influence of NPLs.

With a larger sample, Anastasiou, Louri and Tsionas (2016), also using the GMM
estimation, on a dataset from 15 Eurozone Member States over the period 1990Q1-
2015Q2 examined the NPL determinants. They focused on disaggregated data
stemming from quarterly results of commercial banks. Their main contribution refers
to the consideration of additional predictors, namely (i) the income tax rate as
percentage of GDP, and (ii) the output gap. Their results showed that both of them

were statistically significant.

Staehr and Uuskula (2017) used panel data models with macroeconomic and
macrofinancial variables to forecast NPLs evolution. For the period 1997Q4-2017Q1
they took into consideration three samples: (i) all EU countries; (ii) Western Member

States; and (iii) Central and Eastern Member States. The results showed that for all

16 The choice of this estimation is also in line with the empirical investigations of Jimenez and Saurina (2006), Louzis, Vouldis,
and Metaxas (2011), among many others.
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the samples (i) GDP growth, (ii) inflation, and (iii) total private loans in percent of
GDP were statistically significant to predict the evolution of NPLs. In turn, only for
Western Europe (i) the current account balance, and (ii) the real house prices were
significant. Moreover, as regards the unemployment rate its coefficient differed in
terms of sign across the two subgroups (e.g. it was negative for the Central and
Eastern Member States sample). This, according to the authors, might be explained
by “different properties (timing and volatility) in the business cycles in the two

regions”.

Roman and Bilan (2015) analysed the macroeconomic determinants of the dynamics
of NPLs with a sample of data from the 28 EU countries over the period 2000-2013.
The potential explanatory variables included in the econometric model were: those
commonly used in the literature, namely the economic activity (annual real GDP
growth rate), the inflation rate, and the unemployment rate, the degree of financial
intermediation (domestic bank credit to the private sector) and the singularity of
this study, two public finance variables: (i) the government budget balance (deficit
or surplus), and (ii) the public debt (government consolidated gross debt). In line
with the literature the economic activity, the unemployment and the degree of
financial intermediation were statistically significant. This was not the case for the

inflation.

Their most remarkable contribution refers to the analysis of the effects of the
government budget balance and the public debt into the evolution of NPLs. As
regards the former, the results showed that it had a positive effect on the NPLs
ratio. The authors explained it by acknowledging that the budgetary consolidation
efforts could lead to “lower incomes, lower ability of borrowers to repay debts” and

consequently an increase in the NPLs.

As regards the public debt, the findings seem to point out that it was a variable not
significant. However, they noted that there was a non-linear “quadratic
relationship”, being then the coefficients statistically significant. In this regard,
they confirmed that after a certain threshold (97% of GDP) the higher the public
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debt, the higher the NPLs. Their explanation is the following: “a high public debt
may lead to lower confidence of investors, higher interest rates and, thus, a lower

ability to repay debts”.

On the contrary, Siakoulis (2017) found that the fiscal stance in an economy has a
direct impact on NPL formation. To study the impact of fiscal policy on NPLs he built
a dataset composed of NPL ratios as well as macroeconomic data from 31 countries
(of which 23 European countries) for the period 1998-2013. His findings corroborated
previous research as, he confirmed that low (or negative) GDP growth and high
unemployment are main drivers leading to a deterioration of asset quality in the
banking sector. Other determinants of NPLs that adversely affect NPL formation are
rises of the (i) country debt to GDP ratio, and (ii) sovereign yield as well as reduction
in the private debt to GDP ratio. He concluded that austerity measures have a
“definite impact on the loan servicing capacity of households and businesses” which
justifies the NPL formation. Therefore, he advocated expanding the highlight to the
fiscal stance in a given economy, on top of the analyses of the traditional

macroeconomic and bank-specific considerations.

Tanaskovic and Jandric (2015) conducted an analysis of the determinants of NPLs in
a number of central and eastern European countries, nhamely Albania, Bosnia and
Herzegovina, Bulgaria, Croatia, Hungary, Lithuania, Montenegro, FYR Macedonia,
Romania, Serbia and Slovenia in the period 2006-2013. They ran an econometric
model considering both macroeconomic and institutional indicators. As
macroeconomic variables, they considered (i) the level of GDP, (ii) the foreign
currency loans to total loans rate, (iii) the exchange rate level, (iv) the average
lending rate for new loans, and (v) the annual inflation. For building the dataset on
institutional factors, they used the annual Executive Opinion Survey of the World
Economic Forum. From there they took (i) the strength of auditing and reporting
standards, (ii) the financial market developments, and (iii) the soundness of the

banking system.
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Their findings confirmed that the level of GDP, foreign currency loans ratio, and
level of exchange rate were positively related to the increase of the NPL ratio. The
latter, according to the authors, “confirms the expectation that countries where
domestic currency is not the main medium of credit placements will have larger
problems with the level of NPLs, which is even more pronounced in periods of
domestic currency depreciation.” Again, the inflation rate was not statistically
significant, whereas the average lending rate for new loans was found significant.
As regards their main contribution, the institutional variables, only the financial
market level of development was also statistically significant. Therefore, as
acknowledged by the authors “with a more developed financial market the level of

NPLs should be lower”.

Rinaldi and Sanchis-Arellano (2006) examined the NPL determinants using the error-
correction model on a dataset of seven Eurozone Member States, namely Belgium,
France, Finland, Ireland, Italy, Portugal and Spain. Their observations considered for
the fifteen-year period between 1989Q3 and 2004Q2. As explanatory variables they
proposed the following: (i) the ratio of total household debt (including mortgages,
consumer loans and credit cards) to household disposable income; (ii) the real
disposable income per household as well as financial and real wealth; (iii) the ratio
of household gross financial assets to disposable income; (iv) the real lending

interest rate; (v) the unemployment rate; and (vi) the inflation rate.

All the set of variables were statistically significant in the long-run. However, in the
case of income only the real disposable income was included in the long-run
equation. According to the authors, this meant that “for most of the indebted
households the other components (financial and real wealth) are not really
important”. Moreover, they also explained the implications of a combination of an
increase in the household debt and the disposable income, by highlighting that “if
the rise in the debt ratio is accompanied by a rise in real disposable income, the
negative effect is more than offset”. Consequently, the indebtedness needs to be
accompanied by an increase in the disposable income in order not to imply a rise in
the NPLs.
95



EIDUNED
Escuela

Internacional
de Doctorado

3.1.3. Studies focusing on a subset of European countries

Chaibi and Ftiti (2015) studied the NPL determinants considering the following
hypothesis: “macroeconomic and bank-specific variables have an effect on loan
quality, and that these effects vary between different banking systems”. To test it
they compared a market-based economy (France) and a bank-based economy
(Germany) over the period 2005-2011. They considered both macroeconomic and
bank-specific indicators. As regards the macroeconomic determinants the growth of
GDP, the exchange rate, the interest rate, the inflation and the unemployment rate
were considered. Based on their findings, for both countries only the coefficient
linked to the inflation was not statistically significant, so their hypothesis could be

rejected.

Messai and Jouini (2013) do not use aggregated cross-country data but a dataset
composed of observations from 85 large commercial banks of Greece, Italy, and
Spain during the 2004-2008. They also combine macroeconomic and bank-specific
variables. The three macroeconomic factors identified, the annual growth in real
GDP, the rate of unemployment and the real interest rate, are statistically
significant in line with the existing literature. Their main contribution comes from

their results on three bank-specific variables that will be covered in the next section.

The analysis of Messai and Jouini was expanded by Castro (2013), who also added
Ireland and Portugal to Greece, Spain, and Italy and enlarged the time spam to
1997Q1-2011Q3. In this case, only macroeconomic determinants were taken into
account in the dynamic panel model. In his model he tested (i) the economic
environment via (a) the growth rate of real GDP and (b) the unemployment rate; (ii)
the interest rate via (a) the long-term interest rate, (b) the real interest rate and
(c) the spread between the long and the short-term interest rate; (iii) the growth
rate of the loans provided by banks to the economy; (iv) the private indebtedness
via the ratio of total gross loans to GDP; (v) the government public debt as
percentage of GDP; (vi) the general financial conditions via the share price indices;

(vii) the external competitiveness via the real effective exchange rate; (viii) the
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terms of trade via the ratio between the price of exports and the price of imports
and (ix) a dummy variable to control for the financial crises period. It is worth noting
that contrary to other studies the inflation is not considered, as according to the

author “its impact is not clear”. Therefore, he disregarded its inclusion.

His estimates indicated that the GDP growth, the unemployment rate, the interest
rates, the growth rate of the credit supply, the real exchange rate, and the dummy

variable financial crisis were statistically significant in all scenarios.

Skarica (2014) ran an econometric model based on the fixed effects estimator for
exploring the empirical NPL determinants in a dataset from seven Central and
Eastern European Member States, namely Bulgaria, Croatia, Czech Republic,
Hungary, Latvia, Romania and Slovakia, for the period 2007Q3-2012Q3. The findings
showed that both growth rate of GDP and the unemployment rate were the most
powerful explanatory variables. Interestingly, in this case, the coefficient on the
inflation rate is also statistically significant (but only at 5% and 10% of significance
level). Finally, as the author noted “growth rate of loans in previous periods results
in higher current growth rate of problem loans, which is in accordance with

economic intuition”.

Festic, Kavkler, and Repina (2011) analysed the determinations of NPLs via 285 panel
data observations from five EU Member States, namely: Bulgaria, Estonia, Latvia,
Lithuania and Romania between 1995 and 2009. Their results confirmed that rapid
credit growth has a negative impact on the lagged volume of NPLs. On the contrary,
both an increase in the economic activity as well as the boost in the exports
positively affects the NPLs ratio. However, they also mentioned the role of the
procyclicality theory as “strong economic growth and a decelerating non-
performing-loan ratio (...) can be interpreted as a signal for economic overheating

and therefore as a potential threat to banking sector performance”.

For the Baltics, Estonia, Latvia and Lithuania, Kjosevski and Petkovski (2017)
examined the macroeconomic and bank-specific determinants of NPLs. Their dataset

was composed of panel data from 27 banks operating in the region spanning from
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2005 to 2014. Their findings were in line with research conducted in other European
markets and indicated that the GDP growth, the unemployment rate, the domestic
credit to private sector and the inflation rate were the most relevant indicators for
studying the evolution of NPLs in the Baltic countries. During the period covered by
this study, the variables with the highest explanatory power were GDP growth,

inflation and domestic credit to the private sector.

In an extension of their previous research, Kjosevski and Petkovski (2021) studied
the NPL determinants in a dataset from observations of 21 commercial banks of
Estonia, Latvia and Lithuania during the period 2005-2016. Compared to other
studies, they used three different econometric models (i.e. the fixed-effects model,
the difference-generalized method of moments and the system-generalized method
of moments). Their findings, in line with their previous research, showed that a
number of macroeconomic determinants, namely the GDP growth, the
unemployment rate, the inflation rate, as well as the public debt were statistically

significant over that period.

Ciukaj and Kil (2020) examined the NPL determinants in the seven European
countries with the highest NPL ratios at the end of 2017, namely Bulgaria, Croatia,
Cyprus, Italy, Ireland, Greece and Portugal. Their dataset with data retrieved from
629 banks spanned from 2011 to 2017. They ran their analysis comparing commercial
banks against cooperative and specialised banks. For both groups they found the
unemployment rate and GDP growth to be statistically significant and they had

similar explanatory power.

Kavkler and Festi¢ (2010) analysed the macroeconomic determinants of NPLs for
Romania and Bulgaria between January 1997 and 2008. As explanatory variables,
they included in their model the following: nominal exchange rate, rate of inflation,
money market interest rate, gross domestic product, unemployment, stock
exchange index, net export, M2, and loans to private sector as a percentage of GDP.
Interestingly, in the case of Bulgaria they found that “the higher inflation rate (...)

deteriorated the NPL ratio dynamics (a coefficient of 0.335)”, whereas in the case
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of Romania this variable had a much smaller coefficient (0.184). The focus of their
study was on trade, where they concluded “net exports, the interest rate, and

money stock dynamics contributed to an increase in the dynamics of the NPL ratio”.

Szarowska (2018) analysed the NPL determinants in eleven Central and Eastern
European countries'” over the period 1999-2015. Her results showed that for that
region over the period of observation unemployment was the most important
variable. She also found statistically significant the inflation rate, economic growth,
the interest rates and the exchange rate. In terms of timing, she noted that the

impact “is the strongest with a time lag 1 year”.
3.1.4. European country-specific studies
3.1.4.1. Spain

Salas and Saurina (2002) conducted a study on the macroeconomic and
microeconomic determinants of NPLs in the Spanish banking sector. They considered
two target groups, the Spanish commercial and the saving bank during the period
1985-1997. Their results showed that the GDP growth, firms and family indebtedness
as well as credit expansion were the variables with the highest explanatory power

with regard to the evolution of NPLs over the period analysed.

Jimenez and Saurina (2006) used a dataset composed of observations from
commercial and saving banks over the period 1982-2002, including two complete
economic cycles. Based on their results, they argued that among the macroeconomic
variables identified as statistically significant, in line with the dominant literature,
the largest explanatory power of the NPL evolution came from the lagged GDP
growth, the real interest rates and the loan growth rates. Indeed, their findings
showed that an increase of 1% of the rate of GDP growth “(i.e., GDP grows at 3
percent instead of at 2 percent) decreases the NPL ratio by 30.1 percent (i.e., it
declines from 3.94 percent to 2.75 percent)”. This impact is lagged several periods,

whereas in the case of real interest rates the impact was faster. In the case of the

v Bulgaria, Czech Republic, Estonia, Croatia, Latvia, Lithuania, Hungary, Poland, Romania, Slovenia and Slovakia.
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latter, an increase on 1% “brings about a rise in the NPL ratio of 21.6 percent”.
Finally, on the loan growth rates, an increase of 1% “has a long-term impact of a 0.7

percent higher problem loan ratio”.

For calculating the ability of households to pay their debts Blanco and Gimeno (2012)
estimated a model using dynamic panel data of 50 Spanish provinces for the period
1984- 2009. They took into account two loan categories: secured (loans with real
guarantees) and unsecured (loans without real guarantees). Their findings indicated
that the “sensitivity to shocks is higher for unsecured loans, a feature that probably
reflects the comparatively higher incentives to default for this type of loan”.
Moreover, they also identified asymmetric effects of some of the explanatory
variables. In particular, in the case of the unemployment rate the impact varies
depending on whether it is an increase or a reduction of the unemployment ratio,
as they quantified that an increase “has a sharper impact on default ratios than a

reduction in unemployment.”

Gila-Gourgoura and Nikolaidou (2017) examined the macroeconomic, country-
specific and bank-specific determinants of NPLs in Spain. Their dataset covered the
period 1997Q4-2015Q3. Among the macroeconomic variables, they included the
consumer price index, the current account, the foreign direct investment stock, the
general government debt, the real GDP, the trade balance and the unemployment
rate. Their results showed that the real GDP, the Spanish long-term government
bond yield and the total credit granted by the Spanish banks were statistically
significant and were identified as the main drivers for the evolution of NPLs in the

period of observation.
3.1.4.2. ltaly

Bofondi and Ropele (2011) analysed the macroeconomic determinants of banks’ loan
quality in Italy. Their dataset, covering lending to households and firms, spanning
from 1990Q1 to 2010Q2. Their results were in line with the existing literature. They
confirmed that the “changes in macroeconomic conditions generally affect loan

quality with a lag”. This also varies depending on the type of borrower. In this
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regard, their main contribution refers to the analysis of this lag. They estimated that
“for households the annual growth rate of real gross domestic product and the short-
term nominal interest rate enter with a lag of four and three quarters, respectively”.
In the case of lending to firms, “the ratio of net interest expenses to gross operating
profits enters with a lag of two quarters”. Interestingly, for both types of borrowers,

“the unemployment rate affects the NPL ratio simultaneously”.

Foglia (2022) studied the macroeconomics determinants on NPLs (NPLs) in the Italian
banking system over the period 2008Q3-2020Q4. His results indicated that GDP
growth, public debt, the unemployment rate were statistically significant in line
with the literature. Moreover, he also identified that domestic credit as a key
determinant for NPLs. According his estimation, “an increase of 1% in domestic
credit generates a rise of 0.49% in the long-run rate of NPLs”. He justified that
finding in the so-called “gambling for resurrection” reaction of banks. When they
lower lending standards, i.e. via collateral requirements, and consequently assume
a higher risk in order to support “zombie” clients. This topic is covered in detail in
the next sections of this chapter. Finally, another important finding was that “short-
run coefficients have lower values than in the long-run, suggesting that in the short-
run the impact of a change in a macroeconomic determinant is less than in the long-

”

run”.
3.1.4.3. Greece

Louzis et al. (2012) examined the macroeconomic and bank-specific determinants of
NPLs in Greece between 2003Q1 and 2009Q3. Their main novelty refers to the
analysis of the potential diverse effects among different loan categories, namely (i)
consumer loans, (ii) business loans, and (iii) mortgages. In a dataset composed of
data for the nine largest Greek banks as well as of macroeconomic data, they applied

dynamic panel data methods.

Their findings indicated that (i) the real GDP growth rate, (ii) the unemployment
rate, (iii) the lending rates, and (iv) the public debt were statistically significant. As

regards the loan categories, they concluded that “consumer loans are the most
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sensitive to changes in the lending rates and business loans to the real GDP growth

rate, while mortgages are the least affected by macroeconomic developments”.

Also for the Greek banking sector, Konstantakis et al. (2016) analysed the NPL
determinants using aggregate data on a quarterly basis. The data points they
considered spanned from 2001Q4 to 2015Q1. Exploiting VAR models, they studied
the effects of the most common macroeconomics variables into NPLs, namely (i) the
GDP cyclical component, (ii) the public debt, and (iii) the unemployment rate. Via
the Generalized Impulse Response Functions, they concluded that the response of
NPLs to a shock in the GDP cyclical component was “negative and statistically
significant in the first two quarters, while in the long-run the NPLs return back to
their initial equilibrium position”. In the case of a shock in the public debt, it
“affects positively the NPLs in the short run, while in the long-run the NPLs return
back to their initial equilibrium position.” Finally, a shock in the unemployment rate
“affects positively and significantly the NPLs in the short run and for about 6
quarters”. The authors noted that between the 7th quarter and the 10th quarter,
the shock in unemployment affected negatively the NPLs, “while in the long run

(after the 11th quarter) the NPLs return back to their equilibrium position”.

Monokroussos, Thomakos and Alexopoulos (2016) studied the evolution of Greek NPLs
via error correction models to test a number of macroeconomic and banking-specific
variables from 2005Q1 to 2015Q4. As regards the macroeconomic determinants real
GDP growth, aggregated credit supply, employment rate as well as interest and
inflation rates were statistically significant. The authors argued that genuinely for
the Greek case their results showed that in “the long-run effect (in absolute terms)
of the level of real GDP on the level of non-performing loans is found to be around
double in magnitude of the effect of loans provided by the domestic banking
system”. In particular, their estimates indicated “a decline of real GDP growth by 1
ppt leads to a c. 0.40 ppts increase” in the NPL ratio, whereas the “the maximum
impact of a GDP shock is felt within 3 quarters”. Therefore, they advocated focusing
on “restoring the conditions for positive and sustainable economic growth for
improving private-sector solvency”, as the most effective tool.
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3.1.4.4. Romania

Vogiazas and Nicolaidou (2011) applied time series modelling techniques to study in
a monthly dataset ranging from December 2001 to November 2010 the NPL
determinants for Romania. As per the potential factors, they went beyond the
traditional literature and on top of the macroeconomic and bank-specific indicators;
they also considered “Greek fiscal crisis” and “bank-specific indicators”. The study
of potential spill-over effects was driven by the fact that Greek banking groups “hold
30.7% of aggregate foreign capital while they account for the second largest market

share in the Romanian banking system”.

Within this category they proposed (i) the total loans granted by Greek credit
institutions, (ii) the Greek loss loan provisions/total loans, (iii) the Greek leverage
ratio, (iv) the loans-to-deposits ratio, (v) the Greek 10-year bond (measured by the
secondary market yield of the 10-year Greek government bond), (vi) the spread
Greek-German 10-year bond (measured by the spread differential between Greek
and German long-term government bond yield), (vii) the ECB Reliance Index |
(measured by Greek banks’ financing by European Central Bank to total assets of the
Greek banking system as a proxy for the Greek banking system distress as a result of
the fiscal crisis), and (viii) the ECB Reliance Index Il (measured by Greek banks’
financing by European Central Bank to total loans of the Greek banking system as a

proxy for the Greek banking system “liquidity gap”).

The findings were twofold. On the one hand, among the typical macroeconomic
indicators, the inflation rate was found to be significant. As the authors noted in this
case this indicator “produces the highest t-statistic and the best fit of all univariate
regressions. Thus, the hypothesis that inflationary pressures drive up the
nonperforming loans cannot be rejected”. On the other hand, half of the indicators
that proxy the Greek crises’ dynamics were also significant. In particular, the results
showed that the Greek loss loan provisions/total loans, the Greek 10-year bond, the

spread Greek-German 10-year bond and the ECB Reliance Index | were statistically
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significant. In this regard, Vogiazas and Nikolaidou considered that “the Romanian
credit risk is responsive and more specific adversely affected towards risks arising

from the neighbourhood”, signalling the manifestation of potential contagion risk.

Hada et al. (2020) studied the macroeconomics determinants of NPLs for the
Romanian banking system over the period 2009-2019. Their data was clustered into
two periods, namely 2009-2014 and 2015-2019. The turning point was the
recommendation of the National Bank of Romania to write-off of uncollectable NPLs.
For both periods the exchange rate and the unemployment rate were statistically

significant and had the highest explanatory power, followed by the inflation rate.

As regards the exchange rate, the authors highlighted the risk of excessive lending
in foreign currencies, which was manifested with the proliferation of CHF loans
between 2006 and 2008 and which effects are still palatable more than a decade
later. In particular, this risk to financial stability in Romania has not yet been
addressed as according to their data 45% of total loans registered in Romania refer
to the foreign currency loans. Therefore, they argued that “an uncontrolled
transaction of the exposure of RON to foreign currencies could have dramatic

consequences”.
3.1.4.5. Cyprus

Christodoulou-Volos and Hadjixenophontos (2017) examined NPL determinants for
the Cypriot commercial banks between 2008Q4 and 2014Q2. As variables, they
considered the General Government gross debt as percentage of the nominal GDP,
the unemployment rate as well as the test for the “effects of real GDP changes with
1, 2, 3 and 4 quarters’ delay (lags)”. Their results showed that all the
aforementioned macroeconomic variables were statistically significant, being “the
correlation in the case of unemployment is positive while in the case of GDP rate of
change, it is negative”, in line with previous research. The novelty of their findings
comes from the fact that they argued that “the influence of unemployment is more
significant and acts faster” while the “the GDP rate of change influences NPLs with

a time lag of 4 quarters and with lesser intensity”. Finally, they highlighted that for
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the period of observation the “government debt as a percentage of GDP is the single

most important reason for the variability of the dependent variable”.

Ptasica (2020) studied the macroeconomic determinants of NPLs of the commercial
banks in Cyprus. Based on her dataset composed of observations retrieved from the
Ministry of Finance and the Central Bank, she found that public debt (for the period
2005-2018) and interest rates (with data for the period 2007 and 2018) were
statistically significant.

3.1.4.6. Czech Republic

Baboucek and Jancar (2005) using a VAR method studied the “the macroeconomic

factors that influence the quality of the loan portfolio by impulse response analysis”.
As endogenous variables, they included the monetary aggregate M2 as a proxy for
the GDP growth, trade indicators via exports and imports, the unemployment rate,
the inflation rate, the interest rates, the aggregate bank loans to clients and the
real effective exchange rate. The dataset for the Czech economy covered 142
monthly observations, from February 1993 to November 2004. Their findings
indicated that growth of real GDP, the unemployment rate and inflation rate are the

most relevant indicators for determining the NPLs evolution in Czech Republic.

These findings were corroborated by Petkovski, Kjosevski and Jovanovski (2018),
who examined the macroeconomic determinants of the NPLs in the Czech banking
system over the period 2005-2016. Applying a difference Generalised Method of
Moments model on a dataset composed of observations of 22 Czech banks they
concluded that GDP growth, inflation, and unemployment had the highest
explanatory power. Moreover, they argued “there are strong feedback effects from
macroeconomic conditions, such as domestic credit to private sector, GDP growth,

unemployment, and inflation, to NPLs”.

Sulganova (2016) studied the time lags of macroeconomic determinants on NPLs in
Czech Republic between 2002Q1 and 2015Q1. Using a dynamic linear autoregressive

distributed lag model, she concluded that NPLs “react to the changes in inflation
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and in nominal exchange rate of the Czech koruna to euro at first” with a lag of 5

and 6 quarters, respectively.

Interestingly, the impact of real economic growth and unemployment rate were
lagged by two years. Her results showed that the lending rate, with a coefficient at
0.87, was the most powerful explanatory variable. She noted, “comparatively
smaller effects were captured with real economic growth, unemployment and
change in CZK/EUR exchange rate”, whereas she acknowledged that even though
that inflation rate was statistically significant at 90% its impact on the NPL ratio was

weak (e.g. coefficient at 0.05).
3.1.4.7. Bulgaria

Nikolaidou and Vogiazas (2014) investigated the determinants of credit risk in
Bulgaria between December 2001 and December 2010. Moreover, taking into account
the sizable presence of Greek banks in the country they also studied the contagion
risk of the Greek crisis into the Bulgarian banking system and its consequences.
Opposed to their findings in the case of the contagion from the Greek crisis to the
Romanian banking sector, they concluded that the situation in Greece did not have
a significant impact on the banks in Bulgaria. Therefore, the proliferation of NPLs
was driven by the “pronounced role of the global financial crisis and the country’s
bank regulatory framework”. In particular, the “construction activity”, the
unemployment rate, and the “domestic lending growth” were found to be

statistically significant for both the short-term and long-term run.

Golitsis et al. (2019) examined the NPL determinants in the Bulgarian banking sector
utilising a dataset with observations spanning from January 2001 to December 2015.
They tested 91 variables as potential determinants. Among them, they argued that
the interest rates, unemployment rate, M2, the construction index, and wages were
the ones with the highest explanatory power, whereas surprisingly GDP growth was

found insignificant in this country-specific analysis.
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3.1.4.8. Croatia

Erjavec, Cota, and Jaksi¢ (2012) examined how macroeconomic shocks affects the
performance of the Croatian banking sector during the period 2000Q2-2010Q2. They
considered as variables the Croatian GDP growth, the short-term interest rate and
the inflation rate. Their findings showed that the “responses of macroeconomic
variables and changes in the ratio of non-performing loans to an adverse demand
shock are more persistent than for a contractionary monetary and an adverse supply

shock”.

Applying a vector error correction model Zikovi¢, Zikovi¢ and Blecich (2015) analysed
the NPL determinants for the Croatian households and corporates. They covered the
period 2001Q4-2014Q1. Their results showed that the real GDP, the unemployment
rate and the industrial production index are the most relevant explanatory variables.
Their most significant contribution refers to the interest rates. In the long-term,
they identified a positive relationship between this variable and the NPLs ratio.
However, in the short-term the model determined a negative relationship. According
to the authors, this is because “higher interest rates discourage investments in risky

and less profitable ventures”.

Benazi¢ and Radin (2015) studied the macroeconomic determinants on the
proliferation of NPLs for the Croatian banking sector from 1997Q1 to 2013Q3. Based
on their results they argued that an increase of NPLs is driven by the “decline in
GDP, rising unemployment, rising interest rate and the depreciation of the exchange
rate”. As regards the latter the authors indicated that the impact of the exchange
depreciation is specially material in “countries with a large amount of lending in
foreign currency which, as in the case of rising interest rate, affects the ability to

service the debt”.

From their point of view, the practice of lending in foreign currency is particularly
problematic in times of crisis driven by the fact that “due to insufficient foreign
exchange reserves, currency depreciations increases the debt servicing costs in local

currency terms for borrowers with loans denominated in foreign currency”. With the
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adoption of the Euro as of 1 January 2023, this risk ceases to exist for the Croatian

banks for the portfolios denominated in euros.
3.1.2. Microeconomic implications: bank-specific variables
3.1.2.1. Common determinants

The main contribution from Messai and Jouini (2013) referred to the examination of
bank-specific determinants of NPLs for 85 Greek, Italian and Spanish commercial
banks from 2004 to 2008. In particular, they consider (i) the profitability of assets,
(i1) the loan losses reserves and (iii) the change of the loans granted. Their findings
show a negative relationship between the profitability, in terms of return of assets,
and the NPLs, which is statistically significant at 5%. In turn, the explanatory power
of loan losses reserves is positive and significant at the 1% level. As explained by the
authors, “banks that anticipate high levels of capital losses may create higher

provisions to reduce earnings volatility and strengthen medium-term solvency.”

This is in line with Godlewski (2004), who used return on assets as a performance
indicator within his study on the relationship between bank capital and credit risk.
He covered the banking sector of 30 emerging markets, including Central and Eastern
European economies, between 1996 and 2001. His findings showed that the impact

of banks’ profitability is negative on the level of NPL ratio.

Similar results are shown for Greece in Charalambakis, Dendramis and Tzavalis
(2017). They analysed quarterly observations of the macroeconomic and bank-
specific variables in order to study the NPL determinants for the Greek banking
sector over the period 2005Q1-2015Q4. As regards the bank-specific indicators, they
concluded that only the return of assets was statistically significant. The other
variables considered (i) the percentage change in equity, capturing the effects of
bank capitalisation on NPLs; and (ii) the loan-to-deposit ratio, as a proxy for the

liquidity risk, were not found statistically significant.

Hou and Dickinson (2007) based on panel data from commercial banks data from 19

jurisdictions (covering USA, Asia and Europe) over the period 1998-2005 studied the
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impact of NPLs on the banks’ lending behaviour. Their results are twofold and
consistent across jurisdictions. Firstly, they indicated that NPLs have negative non-
linear effects on the credit supply. They concluded that “higher level of non-
performing loans reduces banks’ aspiration to increase lending”. Interestingly,
depending on the jurisdiction the thresholds or turning points were significantly
different due to macroeconomic implications. Secondly, their analysis showed that
“the risk-based capital ratio has played a significant role to restrict banks’ risky
lending”. As such the higher capital ratios are, the higher the incentives to expand

lending.

Makri, Tsagkanos, and Bellas (2014) analysed the microeconomic determinants of
NPLs for 14 Eurozone Member States between 2000 and 2008. Based on their findings,
considering aggregate level data in the Eurozone, they concluded that “the rate of
non-performing loans of the previous year, the capital ratio and ROE appear to exert
a powerful influence on the non-performing loans rate”. In the same vein,
Anastasiou, Louri and Tsionas (2016) using the GMM estimation, on a dataset from
15 Eurozone Member States between 1990Q1 and 2015Q2 studied the NPL
determinants in the Eurozone. As regards bank-specific variables, their estimates
showed that return on assets as well as return on equity were negatively related to
NPLs in most models. They justified this as follows: “A bank that is characterized by
strong profitability is less likely to participate in unsafe activities, such as granting

risky loans”.

Chaibi and Ftiti (2015) studied the NPL determinants considering both
macroeconomic and bank-specific determinants for Germany and France between
2005 and 2011. As regards the latter, they included loan loss provisions, inefficiency,
leverage, solvency ratio, non-interest income, size and profitability. They found that
the French economy was “more susceptible to bank-specific determinants”, which
was presented as an evidence of the “impact of the type of economy (bank-based
or market-based) on credit risk”. In particular, they argued that Germany and France
had only two bank-specific determinants in common, namely the size and the
profitability of banks. In the French case, loan loss provisions and inefficiency were
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also found to be statistically significant, whereas for the German banking sector only

the banks’ leverage was.

Gila-Gourgoura and Nikolaidou (2017) argued that among the bank-specific
determinants of NPLs the return on equity and the capital to assets ratio had the
highest explanatory power as regards the evolution of NPLs in the Spanish banking
system during the period 1997Q4-2015Q3. These results are consistent with the
findings of Kjosevski and Petkovski (2021). These authors examined annual data from
21 Baltic commercial banks (from Estonia, Latvia and Lithuania) over the period
2005-2016. They found that equity to total assets ratio, return on assets, return on
equity and growth of gross loans were statistically significant as bank-specific

determinations of NPLs.

However, using a panel of 129 banks applied in Spain for the period 1993-2000,
Garcia-Marco and Robles-Fernandez (2008) indicated that high levels of return on
equity are followed by a greater future risk. They argued that the policy of profit
maximization is accompanied by high levels of risk, which might end up in high levels

of NPLs when there is a deterioration of the financial conditions.

Its rationale was previously explained by Fernandez de Lis, Martinez Pagés and
Saurina (2000). They analysed the determinations of the credit growth and credit
risk in the Spanish economy on a complete dataset, covering 36 years (from 1963 to
1999). In their conclusions, they highlighted that in “a context of strong competitive
pressures, there is a tendency for loose bank credit conditions in an upturn in view
of the low level of contemporaneous non-performing loans. This may contribute to
the build-up of financial imbalances in the non-financial sector”. They were even
able to determinate the estimated lag for the proliferations of NPLs in the Spanish
economy: “The low quality of these loans will only become apparent with the ex-
post emergence of default problems, which will tend to appear during downturns,

with an estimated lag of approximately three years in the case of Spain”.

Keeton (1999) already presented similar results for the US analysing three different

datasets. For better understanding the business loan growth and business credit
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standards he took information from the US Federal Reserve’s Senior Loan Officer
Survey for two periods, 1967-83 and 1990-98. Moreover, he scrutinised the
relationship between business loan growth and business loan delinquencies over the
period 1982-1996. He pointed out that it is not the growth of credit in upturns per
se the driver for higher NPLs, but the “shift in the supply of bank credit” understood
as the low quality of these loans by loosing the standards for granting credit. He
argued that this evidence was not necessarily related to parallel shifts in the demand
of bank credit, which could also explain the increase in lagged delinquencies over

time.

For the Czech Republic, Petkovski, Kjosevski and Jovanovski (2018) analysed the
macroeconomic as well as the bank-specific determinants of the NPLs in the Czech
banking system between 2005 and 2016. As regards the latter, their model showed
that “return on assets”, “return on equity”, “growth of gross loans”, “equity to total
assets ratio”, “size of the banks” and “foreign ownership” had an impact on the

amount of NPLs for that period.

Ozili (2019) used cross-country as well as regional data to identify commonalities
across regions. In particular, he considered data from 134 countries and six regions
over the period 2003-2014. In order to study the NPLs determinants he included five
bank-specific indicators as well as three financial sector indicators. The former were
composed by (i) bank cost to income ratio, reflecting the efficiency; (ii) bank
noninterest income to total income ratio, measuring profitability; (iii) bank
regulatory capital to risk-weighted assets ratio, measuring bank capital; (iv) loan
loss coverage ratio, reflecting the provisions; and (v) bank credit to bank deposits
ratio, covering the liquidity. His results showed that “NPLs are observed to be
significantly associated with regulatory capital ratios and bank liquidity, implying
that banking sectors with greater regulatory capital and liquidity experience fewer
NPLs”.

Barra and Nazzareno (2021) studied the macroeconomic and microeconomic

determinants of Italian NPLs between 2001 and 2014 with a sample of more than
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7,000 observations. As regards the microeconomic variables their model identified
the following as statistically significant: (i) growth of loans, for the credit policy; (ii)
return on assets, for the profitability; (iii) equity to total assets, for the solvency;
(iv) loans to total assets, for the volume of credit; (v) deposits to loans, for the cost

of intermediation; and (vi) cost of total assets, as indicator for the efficiency.

For the Czech banking system, Sulganova (2016) analysed the time lags of
microeconomic determinants on NPLs over the period 2002Q1-2015Q1. Based on her
findings NPLs reacted to changes in the lending concentration and interest rate
margin with a lag of 5 quarters, whereas for other variables, such as credit growth,
loans to assets ratio and FX lending only were showed after 8, 9 or 10 quarters. As
regards the magnitude of the effects she noted that her “result does not confirm
economic postulate that rising volume of loans in total assets imposes higher credit
risk for the future”, as the estimated coefficient was -0.10 with 5% level of statistical

significance, denoting a “rather weak” effect.
3.1.2.2. Other determinants

Beyond the profitability indicators, credit supply, and capital position other studies
focused on other determinants such as the role of managers either due to
mismanagement or via herd behaviour, as well as the business model and the

supervision of shareholders and investors.
3.1.2.2.1. Mismanagement

The managerial incentives also play a significant role in the evolution of NPLs. When
managers are rewarded based on the expansion of the balance sheet instead of on
profitability terms, this could result on rapid deterioration of the quality of loans as
well as on higher operating costs. In this regard, Berger and De Young (1997)
conducted a study on US commercial banks for the period 1985-1994. They tested
four hypothesis, namely “bad luck”, “bad management”, “skimping” and “moral
hazard”. Among them, they concluded that the highest explanatory power came
from the mismanagement hypothesis. However, they also acknowledged that moral

hazard considerations played a role as banks undercapitalised took higher risks. The
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role of the bad management hypothesis in the proliferation of NPLs in the Eurozone
was also pointed out by Anastasiou, Louri and Tsionas (2016) on the basis of their
study of commercial banks from 15 Eurozone Member States between 1990Q1 and
2015Q2.

Moreover, several studies have also indicated that the exacerbated credit growth is
driven by mismanagement considerations. In this regard, some managers have
incentives to expand the size of the bank via credit growth and geographical
expansion (Williamson, 1963) as they might be rewarded for this before the
delinquency figures show the effects of their (poor) managerial decisions. Thus,
studying the manager’s incentives is key for better understanding the dynamics

associated to business cycles and credit risk.

Edwards (1977) already demonstrated this utilising a dataset composed by the banks
operating in 44 US metropolitan areas during 1962, 1964 and 1966. His results showed
that managers have a preference for an expense model over profit maximization
models. This expense model was characterised by hiring more staff and paying higher
managerial wages than the companies (or sectors) that follow a profit maximization
model. Unsurprisingly, his findings showed that this tendency was exacerbated in
the case of monopoly environments within the 44 US metropolitan areas covered by
his research. In turn, Boyd and Graham (1991), in their seminal study on banking
consolidation in the US, explained that “management compensation is positively,

and significantly related to asset size, but not significantly related to profitability”.

Also for the US, Gorton and Rosen (1995) explained that the bank managers since
1970s had to adapt to a changing business environment when more nonbanking
competitors entered in some of the business areas monopolised by banks, such as
corporate finance. This made banks to adjust their portfolios and consequently their
credit risk. However, the authors considered that the main response envisaged by
the bank’s managers over the 1980s was not the exploitation of the “deposit
insurance subsidy”, introducing the concept of moral hazard risk, which ended up in

several bank failures. On the contrary, their findings showed that the moral hazard
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risk hypothesis could not be excluded but their data indicated that the corporate
control problems justified the high level of bankruptcies among US banks in the
1980s. This corporate control problem refers to the lack of alignment between
incentives of the shareholders (via the profit maximization function) and the bank

managers via exacerbated risk taking.

Burns and Kedia (2006) studied the compensation schemes of managers and the
incentives to misreport in financial statements. They focused on 1,500 US listed
companies and the announcements of restatements during the period 1995-2002.
Their sample included 266 restated firm-years and circa 8000 non-restated firm
years. Unsurprisingly their findings showed that “long-term incentives plans make
CEO wealth a function of longer-term firm value”, resulting in reduced incentives to
misreport. On the contrary, stock options were found to be the component of

compensation that was mostly associated with misreporting.

Podpiera and Weill (2008) analysed the Czech banking sector between 1994 and 2005
and concluded that mismanagement led to an increase in NPLs and endangered the
financial stability of the Czech banking system. Louzis, Vouldis, and Metaxas (2011)
also found similar results in the case of the Greek banking system between 2003Q1
and 2009Q3. They proposed a balanced panel composed of supervisory data from the
nine largest banks in the country. Their results showed that in the Greek case the
bank-specific variables “performance” and “efficiency” provided an additional
explanatory power when added into the baseline model (composed of

macroeconomic indicators), confirming the mismanagement hypothesis.
3.1.2.2.2. Supervision of shareholders and investors

Flanagan and Purnanandam (2020) studied the impact of distant and passive
investors on NPAs. They took profit from a regulatory change in India that forced
banks to disclose hidden losses. Their dataset included data from all commercial
banks in India during 2016 and 2017. They argued that in combination to
mismanagement the role of investors have a decisive role. Typically, distant

investors have a less robust knowledge of the host markets. This information
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asymmetry was in some cases addressed by including quantitative performance
indicators in managerial contracts. Ceteris paribus, they found that “banks with
higher shareholding by distant and passive Foreign Institutional Investors (Flls) hide

more”.

This finding was even more adverse for banks with “compensation contracts linked
to observable performance measures as a substitute for diluted monitoring”.
Therefore, they concluded that instead of addressing the agency problem, this
combination of distant and passive shareholders and purely design inceptive for top
management, in the absence of effective control, would provide “misreporting
incentives”. When this is executed by hiding losses via NPA underreporting, this
would end up in restatement of financial statements or cliff effects linked to the

recognition of those hidden losses.

Abascal and Gonzalez (2019) studied the risk sensitivity before and after the global
financial crisis as a result of the shareholders scrutiny. For this, they considered a
dataset from 135 banks from 34 countries (including 16 EU Member States) for the
period 2003-2011. Their findings show that “in the absence of shareholder
protection, government interventions did not curb risk-taking incentives in
management compensation packages”. They argued that to align the incentives of
managers and shareholders reforms where needed by “increasing the say of
shareholders in approving compensation and electing directors to compensation
committees”. They also found that this enhanced scrutiny resulted in a reduction in

pay-risk sensitivity which was linked to more solvent banks.

However, for the Czech Republic over the period 2005-2016, Petkovski, Kjosevski
and Jovanovski (2018) argued that “foreign ownership contributes to lower NPLs,
because foreign ownership improves human capital and management efficiency in
the banks by bringing better skills, technologies, and risk management practices”.
Therefore, the question at stake here seems to be whether the shareholders have a

passive or active role, as this affects the risk proliferation or contention of NPLs.
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3.1.2.2.3. Herd behaviour

Closely linked to mismanagement but not as a direct consequence of having the
wrong managerial objectives, as presented above, herd or imitation behaviour is
another NPL determinant. In this regard, the academia has found three main

channels of bank herding: information, regulatory and reputational-based.

Bikhchandani and Sharma (2000) analysed the causes of herd behaviour in the
financial global markets. They argued that the “tendency to herd is highly correlated
with a manager’s tendency to pursue momentum investment strategies”, whose
effects vary as a factor of “how fast new information is incorporated into market
prices”. Therefore, as eradicating information asymmetry and the agency problem
is not possible, the authors advocate for enhanced “disclosure rules, timely provision
of data and better-designed compensation contracts” to facilitate transparency both
at the level of the markets and across institutions as an effective tool to navigate

the economic cycles.

In this regard, when the whole industry enters into a fight for profit instead of a
fight for quality managers tend to approve credit concession to too risky projects
during the expansionary phases of the cycles. This is explained by the reputational
component within the herd behaviour. Those credit opportunities are often assessed
less strictly if most of the peers are entering into these kind of funding, as Jimenez
and Saurina (2006) explained based on their analysis for the Spanish commercial and

saving banks over the period 1982-2002.

Uchida and Nakagawa (2007) studied the functioning of the Japanese loan market
between 1975 and 2000 to look for evidences with regard to herd behaviour within
the Japanese banking system. They found that “City banks in Japan had been
following a cyclical pattern of herding with one of the peaks around the bubble
period in the late 1980s”. They distinguished between rational and irrational
behaviour, noting that “irrational herding was observed only in the bubble period”
where based on their calculations this behaviour of managers could be quantified as

“some 5 trillion yen of loan increase by city banks during the period of 1987-1989”.
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They concluded by acknowledging that this herding “might have contributed to the
non-performing loan problem in the 1990s”. As Keeton (1999) noted “faster loan
growth leads to higher loan losses”. His results for the US based on data from the
Federal Reserve for the period 1967-1998 showed that “states experiencing
unusually rapid loan growth over the period 1982-96 tended to experience unusually

big increases in delinquencies several years later”.

Similarly, for Italy, Foglia (2022) in his study of the determinants of NPLs over the
period 2008Q3-2020Q4 found that “an increase of 1% in domestic credit generates a
rise of 0.49% in the long-run rate of NPLs”. From his point of view, this is driven by
the “risk-taking effect of the Italian banking system” in the absence of effective

policies to curb high credit growth.

Acharya and Yorulmazer (2007) proposed a theoretical model to explain the “too-
many-to-fail” approach, which shows the incentives that small and medium-size
banks have not to differentiate themselves instead of herding. For this type of banks,
this could be considered as a market response to the regulatory practices showing
that “when the number of bank failures is large, the regulator finds it ex-post
optimal to bail out some or all failed banks, whereas when the number of bank
failures is small, failed banks can be acquired by the surviving banks.” From a
regulatory viewpoint this practice “increases the risk that many banks may fail
together” as they are incentivised to adapt their business models to common trends
to benefit from potential regulatory forbearance. From their point of view, on the
contrary, large banks, which benefit from to “too-big-to-fail” guarantee do have
incentives to differentiate themselves driving the market shifts. Consequently, the
rapid proliferation of non-performing exposures if the bet is proved to be wrong is

facilitated leading to the manifestation of systemic crises.

Acharya and Yorulmazer (2008) presented a theoretical model that describes the
information-driven incentives for herding among bankers. They noted that “when
bank loan returns have a common systematic factor, the cost of borrowing for a bank

increases when there is adverse news on other banks since such news conveys
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adverse information about the common factor”. They justified this approach as “the
increase in a bank's cost of borrowing relative to the situation of good news about
other banks is greater when bank loan returns have less commonality”. Therefore,
to profit from “good news” and minimize the impacts of “bad news” bankers have
an incentive to herd via the correlation of investments to keep the cost of funding

at its minimum.

Martins et al. (2020) investigated the dynamics in the European housing markets and
the role of banks in this regard. They performed two empirical analyses on a sample
of 15 Member States. One on the house price dynamics, their fundamentals and the
existence of bubbles between 1990 and 2007. In this regard their results identified
“asset price bubbles” in Spain, Ireland, UK, Denmark and Sweden, whereas the price
evolution in Germany, Austria and Portugal was based on the positive evolution of
market fundamentals. The other analysis referred to herd behaviour or “herding” in
the European mortgage market during the period 1995-2007. For this, they

considered a sample of 550 banks.

Based on their results they considered that in Spain, Ireland, UK, Greece and
Denmark “to the extent that it can be argued that a bubble was present, this
behavior in the housing market led to herding on the part of banks”. They also
argued that the existence of a “less conservative mortgage systems” in this countries
in combination with imitation behavior in the loan market was a catalyser for sudden
decrease in house prices during recessions. This was a major threat for financial
stability, especially in countries with “higher level of owner occupancy and

household debt”, such as Ireland, Spain, and UK.

Herring and Wachter (1999) proposed a theoretical model for studying the
relationship between real estate cycles and banking crises driven by “disaster
myopia”. This concept is defined as “the tendency over time to underestimate the
probability of low-frequency shocks”. They argued that this effect appears in
combination with herd behaviour as typically credit institutions “take on largely

similar exposures” as “being part of a group provides an apparent vindication of the
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individual banker’s judgment, and some defense against ex post recriminations if

the shock occurs.”

From their point of view, what is even more worrisome is that supervisors and
regulators might also suffer from disaster myopia as “the conditions that caused

”»

disaster myopia among bankers may also have influenced regulators.” and from
“disaster magnification”. They defined the latter as “in response to the greatly
increased subjective probability of a disaster they may seek to protect the banking
system by insisting on higher capital ratios and more aggressive provisioning against
potential losses”. This leads to the markets to “feel safer than they should when
prices are rising and overreact when prices decline”, generating the perfect

environment for rapid non-performing proliferation.

This behaviour could also be explained by the “too-many-to-fail” concept, as banks
prefer not to differentiate themselves. If they follow what the group does, in case
of losses the supervisors and regulators might be more permissive rather than in a
scenario where idiosyncratic risks were taken and this led to losses down the road.
In this regard they argued that “authorities cannot terminate all banks or even
discipline them harshly. Indeed, the authorities may be obliged to soften the impact

of the shock on individual banks in order to protect the banking system”.
3.1.2.2.4. Business model and size

In a global European study, Bussoli, Caputo and Conte (2020) analysed the
macroeconomic and bank-specific determinants on NPLs. They considered a dataset
composed of a sample of 711 European banks over the period 2013-2017. As regards
the bank-specific indicators, their findings indicated that those banks with “higher
profitability and capitalisation have a lower level of NPLs and loss reserves”. Another
interesting feature of their analysis refers to the study of the business model, as a
proxy they used the number of branches. Based on their results, “more branches are
negatively associated with credit quality”. However, it is worth noting that this also

depends on the size, as “their negative impact is reduced for larger banks”.
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Contrary to this, Ghosh (2015) argued that large banks have incentives to support
“lower quality borrowers”. He studied the NPL determinants based on data from
commercial banks and saving institutions in the US for the period 1984-2013 and
concluded that in “states with large-sized banking industry, banks may increase their
leverage too much and extend loans to lower quality borrowers”. From his point of
view, this is driven by the manifestation of “too big to fail” hypothesis which would
prevent regulators to accept the market discipline. In terms of business model he
noted that greater diversification was statistically insignificant. Finally, he also
pointed out the prolonged effects of any shock affecting the growth of NPLs as he
determined that the “year-1” NPLs affects “the present year’s by 52-53%”.

Ghosh’s results in the US could not be always extrapolated to Europe. In this regard,
Anastasiou, Louri and Tsionas (2019) studied the configuration of the Eurozone and
its impact on NPLs over the period 2003Q1 to 2016Q1. They found that size was also
statistically significant to explain the volume of NPLs. However, notably in the
European periphery, “larger banks are more cautious and (apparently) have not
taken advantage of their too-big-to-fail presence”, whereas their data showed that

“smaller banks suffer from higher NPLs”.

Therefore, they concluded that this evidence could justify the banking consolidation
in those Member States. They also warned that “this larger negative effect of size
in the periphery may also be partly due to the fact that some banks became bigger
(systemic) postcrisis by absorbing the good parts of resolved smaller banks”. They

argued that Greece was a good example of this situation.

However, in a study of bank concentration and NPLs in ten Central and Eastern
European countries'® between 2000 and 2009, Cifter (2015) concluded that the
“empirical analysis shows that the bank concentration is an insignificant factor on
the NPLs” in that region. He argued that he found ambiguous results, as in the long-

run bank concentration reduced the NPLs in some EU Member States, namely

18 Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia, and Slovenia.
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Estonia, Latvia, and Slovakia, whereas it increased the proliferation of NPLs in other

countries, namely in Bulgaria, Croatia, Lithuania, Poland, and Slovenia.

The size of the banks was also found statistically significant by Ciukaj and Kil (2020).
In their study of the NPL determinants in the seven European countries with the
highest NPL ratios at the end of 2017, namely Bulgaria, Croatia, Cyprus, Italy,
Ireland, Greece and Portugal, they covered 629 banks with data spanning from 2011
to 2017. They noted that “banks with a higher value of assets are characterized by
a better quality of their loan portfolio”. In the same being, for the Czech banking
system between 2005 and 2016, Petkovski, Kjosevski and Jovanovski (2018)
considered that “size has a negative effect on NPLs, indicating that larger banks are
more able to solve problems of information asymmetry than are their smaller

counterparts” during the period of observation.

Barra and Nazzareno (2021) contributed to the analysis the macroeconomic and
microeconomic determinants of Italian NPLs by differentiating between the typology
of credit institutions, namely cooperative, commercial and popular banks. Their
dataset covered more than 7,000 observations spanning from 2001 to 2014. Among
the variables identified they found that the size of the bank was “negative and
significant only once our analysis is performed at macro-area level”. Therefore, they
advocated for the “implementation of policies aimed at incentivising banks’ mergers
and acquisitions at the local level would be desirable, as they would enhance the
stability of local financial systems”. Their results also confirmed that the “higher
the branch density is, the higher will be the likelihood of having deteriorated
credits”. They considered that this was driven by higher inefficiency, which could
be seen as a call for further digitalisation of the provision of banking services.
Finally, for the Italian case over the period 2001-2014, based on their estimates, the

typology of entities did not have an impact on the NPLs.

In this regard, Elferink (2020) addressed this recurrent topic in the contemporary
research, as he conducted a study on the effects of digitalisation of European banks

on the credit market. He tested his model on a sample of observations from 20
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countries and 116 banks during 1993 to 2018. Over that period he noted that the
profitability of banks was eroded despite the increase in the amount of loans driven
by a significant rise of NPLs and the pressure of new entrants in the market on the
margins. He argued that the effects of digitalisation in the industry favoured a more
rapid increase in NPLs compared to the rise of total loans which was driven by “too

low credit standards by banks”.

In the same vein, Druhova, Hirna and Fostyak (2021) built a dataset from 87 countries
for 2014 and 2017 with data retrieved from the IMF and the Global Findex databases
to analyse the impact of digitalisation on the banking industry. They applied
structural regression models on the sample and concluded that “in countries with a
higher level of Internet use for payments, the riskiness of the banking business

increases”. The latter was measured as the “share of problem bank loans”.

Karadima and Louri (2020) analysed the “impact of bank market power on the change
in NPL ratios” for the Eurozone members during the period 2005-2017 by covering
646 banks. As regards the business model when comparing among commercial,
savings and mortgage banks their model showed that “commercial banks are more
prone to creating NPLs” compared to the other business models. Moreover, their
findings also suggested that “post-crisis consolidation facilitates the faster reduction
of NPLs, while as the situation normalizes competition discourages the growth of
new NPLs”. They also noted that the cross-border activities as they facilitate the
diversification of portfolios brings about a more robust business model to temper
potential NPL threats.

3.1.2.3 Other indicators

Chaibi and Ftiti (2015) analysed the effects on NPL determinants depending on the
type of economy. To test it they compare a market-based economy (France) and a
bank-based economy (Germany) over the period 2005-2011. Based on their findings,
there is no difference at the level of the macroeconomic factors. According to the
authors, this is because both countries belong to the Eurozone. However, some bank

specific determinants differ depending on the type of economy.
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In France the loan loss provision and inefficiency are the main determinants whereas
for the German banks bank leverage is the key indicator. Moreover, for both
economies the size and the profitability of banks are statistically significant as NPL
determinants. Their results also indicate that “credit risk is higher in a market-based
economy compared to a bank-based economy. Finally, in comparative terms they
showed that the French economy was more dependent on the bank-specific
determinants of NPLs. They argued that those results exemplified the “impact of

the type of economy (bank-based or market-based) on credit risk”.

Anastasiou, Louri and Tsionas (2019) analysed the configuration of the Eurozone
and its impact on NPLs over the period 2003Q1-2016Q1. They compared two samples
stemming from 138 banks from the defined as core region'® and 88 periphery banks
and concluded that over the period analysed there was fragmentation between the

core and peripheral groups of countries.

For this, they ran a chi-square test “comparing the estimated coefficients for the
core and periphery NPLs rejects the hypothesis of equality revealing another aspect
of financial fragmentation in the euro area that leaves the periphery more
vulnerable”. Therefore, following their results a one-size-fits-all policy to deal with
NPL could have not been the most appropriate. In particular, they noted that “NPLs
in the euro area have followed an upward (higher in the periphery) shift after 2008
and are mostly due to worsening macroeconomic conditions, especially with respect
to unemployment, growth, and taxes”. Finally, they argued that “fiscal
consolidation is positively significant only for periphery NPLs hinting at unwanted

effects of austerity policies in these countries.”

For the Spanish banking sector, Jimenez and Saurina (2002) studied the loan
characteristics on the default rates (PD). The dataset spans from December 1987 to
December 2000. In order to capture the full economic cycle they considered more

than three million observations stemming from the month of December of 1987,

19 Austria, Belgium, France, Germany, Finland, Lithuania, Luxemburg, Netherlands, and Slovakia was defined as “core”,
whereas “Greece, Italy, Ireland, Portugal, and Spain” constituted the periphery.
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1990, 1993, 1997 and 2000, based on data from the Bank of Spain statistics. Their
findings identified the implications of the bank-customer relationship. In this
regard, they found that “when the customer depends solely on one bank and is a
small company, translates into greater credit risk”, as “when there is an exclusive
or very close relationship between the bank and its borrowers, the bank is more
willing to finance higher risk projects”. In other words, the bank lowers its credit

standards for this type of clients.

Garcia-Marco and Robles-Fernandez (2008) studied the risk-tasking behaviour
depending on the legal configuration within the Spanish banking sector during the
period 1993-2000. They differentiated between commercial banks (privately-owned)
and saving banks (publicly-owned). They used a dynamic panel data model on a

sample of 1030 observations from 129 banks, of which 50 were saving banks.

Their findings showed that the impact of size in risk-taking differs depending on the
legal configuration. In terms of risk-taking for saving banks this was homogeneous
regardless of the size, whereas in the case of commercial banks large entities took
less risks than the smaller ones. Moreover, the moral hazard had a more significant
impact on commercial banks compared to saving banks due to the fact that the
“owners’ incentive to take risk increases”. Interestingly in the case of commercial
banks the turnover in governing bodies led to a reduction in risk, whereas in the
saving banks “the opposite effect in observe, as this appears to suggest that in saving

banks such changes are made with a different purpose in mind”.

Anastasiou, Louri, and Tsionas (2016) analysed the NPL determinants via a sample
of observations stemming from Eurozone banks for the period 990Q1-2015Q2. The
novelty of this study comes from the inclusion of taxes as a potential explanatory
variable. Their results showed that in fact the income tax rate affect negatively the
NPLs as by reducing the disposable income the capacity to repay loans is constrained.
In this regard, these authors indicated that austerity programmes introduced as a
result to deal with the great financial and sovereign debt crises could have had

detrimental effects on NPLs.
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3.1.2.4 Concluding remarks of this section

Several authors have highlighted that the explanatory power of macroeconomic
determinants of NPLs is higher than other indicators. In this regard, Klein (2013)
examined the macroeconomic and bank-specific determinants of NPLs in sixteen
countries?® of the Central, Eastern and South Eastern Europe (hereinafter, also
“CESEE”) region over the period 1998-2011. He concluded that both groups of
variables were statistically significant. However, the explanatory power of the bank-

specific variables was significantly lower than the macroeconomic determinants.

Monokroussos, Thomakos and Alexopoulos (2016) could not find empirical support
for the potential impact of managerial decisions on “aggressive lending practices”
nor on “systematic efforts to boost current earnings by extending credit to lower
credit quality clients” on the Greek NPLs level. In their view, this was not driven by

the fact that the macroeconomic factors examined had a better explanatory power.

This limitation was also highlighted by Charalambakis et al. (2017), who, as noted,
considered that there are bank-specific and macroeconomic factors that should be
treated as NPL determinants. However, on the former and based on their findings
for the Greek economy most of the bank-specific variables used were not significant
across the period of observation. In fact, with the exception of the ROA indicator,
which seems to confirm the bad management hypothesis, other bank-specific
variables such as equity levels and loan-to-deposit ratio (used as a proxy for liquidity
risk) did not have a significant effect on NPLs in turmoil times. As per the results,
they argued that those variables seemed to explain NPL variation only under normal

circumstances.
3.2. Empirical studies regarding the effects of forbearance practices

This section explains two fundamental aspects of private forbearance or forbearance

lending. One refers to its implications for the economy where these practices are

20 Bosnia and Herzegovina, Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Macedonia, Poland,
Romania, Russia, Serbia, Slovak Republic, Slovenia, and Ukraine.
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implemented. The other one focuses on better understanding the roots of these

practices.
3.2.1. Economic implications of lending forbearance

Academic research has traditionally encountered some field-related limitations. As
Kobayashi et al. (2003) acknowledged there was not a unique definition of
forbearance lending used affecting the comparability among studies. From their
point of view, there are two determinants: theoretical and empirical. The former
refers to the rationale followed by banks in order not to write off bad loans. The
latter focuses on the lack of data proving that despite banks might have concluded
that borrowers are not able to repay those bad loans they still do not write them
off.

In this vein, as explained by Caballero et al. (2008) “the challenge for our approach
is to use publicly available information to determine which firms are receiving
subsidized credit” as “banks and their borrowers have little incentive to reveal that
a loan is miss-priced”. This might have posed additional difficulties for researchers,
being most likely one of the factors explaining the reduce number of studies in this

area.

In a study of SME forbearance conducted on UK banks, Arrowsmith et al. (2013)
clearly stated the rationale behind forbearance, as it “can be helpful in providing
assistance to borrowers suffering from temporary problems”. This is a matter of
judgement and particularly important in times of economic turbulences. However,
taking into account the implications this support has when provided at large scale

for the financial stability it is key to conduct a thorough assessment.

As Hellwig, et al. (2012) acknowledged “from a regulatory perspective, the question
is not whether banks are properly distinguishing between “good forbearance” and
“bad forbearance”, practicing the first and avoiding the second”, but to examine
whether credit institutions have the correct incentives or whether their incentives

could “be distorted by extraneous considerations”.
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This was already argued by Kobayashi et al. (2003) when they advocated for the
implementation of structural reforms in the Japanese economy to remove any
incentive for banks to practice massive forbearance, i.e. (i) “increasing the market
share of profitable firms by encouraging the smooth exit of inefficient firms”; and
(i) “mitigating information asymmetries by enhancing the transparency of the
corporate accounting system as well as improving banks’ screening and monitoring
functions”. They also argued that streamlining bankruptcy procedures and

introducing more flexibility in the labour market would be key.

Research, as outlined below, has clearly shown that providing assistance to
businesses that will not recover implies a misallocation of resources that could be
channelled to healthier businesses. Consequently, it has an impact on productivity,
employment and growth due to the poor allocation of credit to the economy
(Caballero et al, 2008; Blattner et al., 2019; Foglia, 2022, among others).

Tracey (2021) studying the European firms during the European sovereign debt crisis
over the period 2011-2014 designed a firm equilibrium model which considers
endogenous both liquidation and forbearance lending. She found that “average of
firms' growth, investment rates and total factor productivity are higher in the
counterfactual scenario with no forbearance lending”. McGowan, Andrews, and
Millot (2018), based on a dataset composed of observations over the period 2003-
2013 from bank-firm relationships in nine OECD countries,?' concluded that “higher
share of industry capital sunk in zombie firms is associated with lower investment

and employment growth of a typical non-zombie firm”.

Becker and lvashina (2022) in a study of the US, UK and European economy during
2004-2020 argued that a misuse of forbearance “prolongs economic downturns”.
Furthermore, Acharya, Lenzu, and Wang (2021) noted that “congestion externalities

imposed by zombie lending on healthier firms” trigger “economic sclerosis”. This

2t Belgium, Finland, France, Italy, Korea, Slovenia, Spain, Sweden and the United Kingdom.
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has important implications as it “delays the recovery from transitory shocks, and can

even lead to permanent output losses”.

For the case of the Japanese 1990s crisis Okamura (2011) quantified the “direct costs
of increased bad debts due to forbearance at 4.2% of nominal Japanese GDP in 1997
or US$181 billion”. Similarly, Saita and Sekine (2001) argued that the application of
forbearance lending practices negatively affected the growth indicators of the
Japanese economy. Based on data from the period 1990Q1-2001Q1, they concluded
that the “decline in sectoral credit shifts in the 1990s stemmed from weaker
financial intermediation and in turn dampened real growth”. In particular, the
negative contribution of lending forbearance amounts to -0.6% during 1990Q1-
1994Q4 and -0.4% during 1995Q1-2001Q1.

Acharya et al. (2019) studied the effects of the ECB’s unconventional monetary
policy on the European economy via the recourse to the ECB’s OMT. These authors
built their dataset, between 2009 and 2014, on loans granted to all EU firms based
on those available at Thomson Reuters DealScan. They concluded that “Europe’s
slow economic recovery can be at least partially explained by zombie lending of
banks that regained some lending capacity after the OMT announcement but which
still remained weakly capitalized post-OMT”. This was due to the wrong incentives,
as banks targeted unhealthy borrowers?? (8% of total granted loans during the period)
instead of the healthiest ones. From their point of view, this inefficient credit
allocation was driven by poor capitalisation of banks, which have incentive to
forbear pre-existing customers instead of write their loans off. It “distorted market
competition and caused detrimental effects on employment, investment, and
growth. Interestingly, this effect was more significant in Italy, Spain, and Portugal,

where on aggregated terms there was an “investment loss corresponding to on

22 Acharya et al. (2021) use another denomination to the same type of companies. For them “zombie firms”, following
Caballero et al. (2008), are companies whose “interest coverage ratio is below the median and leverage ratio above the median
at the industry-country-year level”
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average 1.5 years of investment capital and an on average 7 pp lower employment

growth”.

Arrowsmith et al. (2013) identified three key channels that explain why massive
forbearance practices lower the aggregated productivity. There is a direct channel
as lending forbearance granted to companies with productivity lower than the
average lead to the deterioration of the general indicator. Moreover, there are two
indirect channels. Firstly, as firms with lower productivity are kept artificially alive,
this prevents other competitors to gain market share at the expense of those
companies that could otherwise exit the market. Secondly, the fact that those firms
are still competing in that particular sector makes it less attractive for new entrants,

jeopardising the natural dynamics within markets.

For the Portuguese market, Correira et al. (2021) obtained similar conclusions. They
conducted a large study with data from manufacturing and services SMEs spanning
from 2004 to 2017 and found that “a 1% decline in the share of highly indebted and
unprofitable firms (i.e. zombies) is estimated to increase the average labour
productivity” (by 3.1%).

Furthermore, the misallocation of credit to less productive industries or sectors
jeopardises the aggregated productivity and it has an “opportunity cost”. The
lending practices of banks towards the construction and real estate sectors were
good examples of this in both the Japanese and, as discussed in the next chapter,
the Irish or Spanish saving banks crises. Kobayashi et al. (2003), applying its model
to firm-level data (580 companies) spanning from 1984 to 1999, concluded that data
showed that Japanese banks regularly applied forbearance lending in these two

sectors over the period 1993-1999.

In terms of influence the overall productivity, Blattner et al. (2019) analysed the
low productivity growth in Europe after the sovereign debt crisis. For their sample
they focused in the case of Portugal for the period 2009-2015. They used a dataset
that covered 45 banks, 144,050 non-financial firms, and 380,286 lending

relationships (more than 90% of the loans originated in the country during that
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period). Their findings led them to argue that the misallocation of credit “accounts
for 20% of the decline in productivity in Portugal in 2012”. Their model is particularly
relevant in economies where the banking sector dominates the credit supply to the
private sector (e.g. in European countries), as their data shows that the
“(mis)allocation of credit feeds through to the (mis)allocation of production
factors”. Therefore, in economies where there is not a flourishing corporate bond

market this dynamic is exacerbated.

In another study and in practical terms, Acharya et al. (2021b) considered a firm
level data set composed of 1.1 million firms across 65 sectors within 12 European
countries?3. They noted that the “low-growth low-inflation environment” in Europe
during the last decade resembles the so-called “lost decade” in Japan. This justifies
that empirical conclusions outlined in this section are ceteris paribus equivalent for
the studies with data from the Japanese 1990s and the European 2010s. In particular,
Acharya et al. (2021b) argue that “policy measures that make cheap debt financing
readily available to impaired firms have a disinflationary side effect, thereby
providing an explanation for the persistent low inflation rates in Europe” until 2021.
They argued that ““zombie credit” can create excess production capacity, and in
turn, put downward pressure on markups and prices”. Their results quantified this

impact at -0.4% inflation rate.

The academic studies even jumped to the most prominent economic outlets. For
instance, in Europe, taking into account IMF’s date, the Economist (2013) reported
in October 2013 that in Portugal, Spain, and Italy, respectively 50%, 40%, and 30% of
its privately owned debt referred to companies which “cannot cover their interest
payments out of pre-tax earnings”. They referred to the Japanese crisis and named
them as “zombie companies”, while outlining the impact on invest and growth for

those European economies.

23 Austria, Belgium, Germany, Denmark, Spain, Finland, France, Italy, Poland, Portugal, Sweden, and Slovakia.
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In this regard, Bargagli-Stoffi, Riccaboni, Rungi (2020) applied machine-learning
technics to the analysis of zombie firms. They cover the period 2008-2017 with a
dataset of more than 300,000 Italian firms. Their findings show that these companies
“are on average 21% less productive, 76% smaller, and they increased in times of
financial crisis”. In particular, Banerjee and Hofmann (2022) using firm-level data
(32,000 listed companies from 14 OECD countries) since 1980, determined that the
share of this type of companies increased significantly over time, “from 4% in the
late 1980s to 15% in 2017”. They acknowledged that this figure should be
significantly higher as “small firms are more likely to be zombified”. This has
fundamental repercussions as their results also show that “amongst listed SMEs, the

share of capital and employment sunk in zombie firms is 50% and 20%, respectively”.
3.2.2.The roots of lending forbearance practices

From a financial point of view, banks need to apply carefully this tool as it has a
direct impact on the non-performing categorisation. Therefore, only when there are
realistic chances of recovery an exposure could be forborne. That is to say, as
Okamura (2011) argued, generally speaking, a company that consistently posts losses
should be liquidated, whereas a firm, which still generates cash flows but “requires
a straight debt reduction as the burden of debt servicing is too great is a candidate
for formal debt forgiveness”. Moreover, he considered that this debt forgiveness
should have a cost on some market participating. Consequently, he advocated for

the dilution of former equity holders via the application of debt for equity swaps.

On the contrary, the misuse of this tool would artificially reduce the stock of non-
performing exposure and would endanger both the financial position of the bank and
the fragility of the financial system as a whole. As Ota (2014) explained, it could
serve banks not to recognise the deterioration of assets and contain credit losses.
This “contribute to ‘make up’ the banks’ capital higher than these should be” and
the use of collateral in an approach that several authors (Kobayashi, et al., 2003;
Caballero et al., 2008, among others) highlighted and that could be denominated:

“extend and pretend” behaviour.
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Several studies have highlighted some of the key considerations that should be taken
into account in order to better assess the malpractices around the application of
forbearance practices and their rationale.

Homar and Van Wijnbergen (2014) analysed 68 systemic banking crises during the
period 1980-2013 and concluded that the solvency position of a bank has a
significant impact on the bank’s decision with regard to whether the exposure should
be carried over or it should be written off. In this regard, a bank has a clear incentive
to forbear in the case that it has not adequate capital buffers that could be utilised
to cancel exposures that are not temporary under difficulties but for which there is
a significant likelihood of permanent deterioration, showing that they should be
assessed as non-performing. Banks undercapitalised, instead of booking this
deterioration of the exposure (which would impact the bank’s capital position),
prefer to extend the maturity of the exposure and even provide short-term funding

to those firms, where needed.

Along the same line, for the Japanese market Watanabe (2010), with a sample of
126 banks over the period 1974-2000, showed that when the capital position of banks
deteriorates “a fall below the regulatory minimum is a real threat”, as it is a
”perverse incentive to evergreen unhealthy firms”. Similarly, Peek and Rosengren
(2005), using data at Japanese firm-level over the period 1993-1999, argued that
banks with capital levels close to the regulatory minima applied forbearance
practices to avoid the deterioration of the financial position of companies that would
entail the booking of losses in their accounts and the report of those exposures as
non-performing. This is theoretically corroborated by Bruche and Llobet (2014) for
Japan. Their model could be applied to other similar crises, such as the European

sovereign debt crisis.

Acharya et al. (2021c) also confirmed Peek and Rosengren thesis outlined above, as
they concluded that based on their model “low-capitalization banks extend new
credit or evergreen existing loans to low-productivity firms”. In turn, Okamura
(2011) studied the period between 1997 and 2003 on a sample of 110 listed firms
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and focused on 117 events, which ended with 70 firms entering bankruptcy and 47
receiving debt forgiveness. He identified what he called “gamble for resurrection”.
He argued that this phenomenon is driven not because of the purely existence of
low-productivity firms but due to undercapitalised banks. His results showed that
well capitalised banks recourse to forbear those firms is significantly lower than in
the case of undercapitalised banks. That is to say, bank capitalization is “the driving

force behind “zombie” firms”.

For Europe, Andrews and Petroulakis (2019) studied the role of banks capitalisation,
zombie lending and the implications for the aggregate productivity from 2001 to
2013 in 11 European countries?4. They argued that “around one-third of the impact
of zombie congestion on capital misallocation can be directly attributed to bank
health”. Therefore, prompt banks recapitalisation constitutes a decisive factor, as

previously outlined by Okamura.

Watanabe (2010) highlighted that in the Japanese crisis data shows that the
“infusion of large amounts of public capital into large banks in FY 1998 seems to
have assisted these banks in redirecting their lending portfolios”. With this
reinforced capital position, banks were able to revigorate the “the quality of the
lending supply” towards “healthier firms”. However, Acharya, Lenzu, and Wang
(2021) warned that “not raising capital requirements upfront but raising them
significantly upon the arrival of shocks can also backfire by encouraging zombie
lending”. Moreover, with Japanese data over the period 1998-2004, Giannetti and
Simonov (2013) argued that “capital injections may increase the misallocation of

credit if they are not appropriately designed”.

Therefore, those capital injections are a conditio sine quanon for enhancing the
quality of the lending supply that needs to be accompanied by clear incentives from
policymakers to redirect “lending away from less productive industries”. From a

public policy point of view, this stance was followed by the Bank of England and HM

24 Austria, Denmark, Estonia, France, Germany, Greece, Latvia, Slovenia, Spain, Portugal, United Kingdom.
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Treasury when they launched the Funding for Lending Scheme on 13 July 2012 to
incentivise the lending to UK households and private non-financial corporations
(Churm et al., 2012).

Storz et al. (2017) shared also these views in their analysis on whether banks in
distress delay the deleveraging of the corporate sector. They focused on lending
practices to SMEs in seven Eurozone countries® over the period 2010-2014 and
created a dataset composed of observations from more than 400,000 SMEs and
around 900 banks. Their results showed that targeting bank weaknesses would
support the deleveraging of the corporate sector and avoid “crowding out growth

opportunities of productive firms”.

Another reason for forbearance lending refers to the negative effects of risk
concentration; that is to say the lack of diversification. This is typically the case of
lending to the real estate sector. As Watanabe (2010) showed banks overinvest in
the real estate upturn, which makes them “extremely vulnerable to the downward
real estate price risk and causes a devastating negative impact on their balance
sheet when real estate prices actually fall”. This trend has been repeatedly observed
during the run-up to the crises occurred in the most advanced economies during the

last decades, spanning from Japan, to Europe or the US.

This overexposure to some damaged sectors and firms results in a tightening of the
credit conditions, which could exclude, according to Anderson et al. (2019), from
the market the companies that were not in the “lower tail of the productivity
distribution”. For the UK in the post-global financial crisis scenario, these authors
concluded that “restricted credit availability increased the rate of business failure”
which due to the forbearance action of weak banks affected more significantly
companies more profitable than zombie firms. Thus, their data (covering the period
2002-2012) showed that the market discipline was eroded in this occasion as a result

of a failure in the selection mechanism.

2 France, Germany, Greece, Ireland, Portugal, Spain, and Slovenia.
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Schivardi, Sette, and Tabellini (2022) also corroborated this finding for the Italian
market in the aftermath of the great recession (2008-2009) and the European
sovereign debt crises. For their study they relied on a robust dataset (over 2.2 million
observations) extracted from the Italian Firm Register as well as the Central Credit
Register and supervisory reports collected by the Bank of Italy over the period 2008-
2013. They argued that in sectors “where lending is predominantly done by weaker
banks, zombie firms are more likely to survive, and healthy firms are more likely to

fail, compared to province sectors with stronger banks”

Another novel explanation of forbearance lending is the one provided by Hu and
Varas (2021) on the dynamic lending relationship and the effects of asymmetric
information. They deviated from the dominant theory which explains zombie
lending as a result of solvency considerations as they argued that regardless of the
capital position of banks “zombie lending is inevitable but self-limiting”. This is
driven by the fact that banks temporarily will rely on historical data for existing
borrowers as the “the borrower’s quality probably arrives in multiple rounds and is

imperfect during each round”.

Hosono and Sakuragawa (2005), as well as Watanabe (2010), also mentioned another
factor for the existence of massive forbearance practices applied industry-wise. This
was driven by a sort of forbearance where the public authorities play a key role. In
fact, this is the combination of both lenient supervision and regulatory arbitrage
(e.g. between the accounting and solvency rules). Watanabe noted that the
“perverse incentive of evergreening was created in part by the ample opportunities
for the regulatory arbitrage under the Basel | framework and in part by the weak

enforcement of accounting standards”.

Hosono and Sakuragawa analysed theoretically and empirically all Japanese banks
from March 1991 to March 1999. They studied whether “lax enforcement of capital
adequacy requirements, accompanied with discretionary accounting practices”
promoted zombie lending. Their findings showed that “banks had the perverse

incentive of extending unprofitable loans”. However, they noted that “the
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government exercised greater forbearance toward major banks than regional
banks”, suggesting that the authorities followed a “too-big-to-fail” approach in this

regard.

Bonfim et al. (2020) also mentioned a lenient supervision as one of the causes for
massive forbearance practices, which are drastically reduced in case of dedicated
inspections. In particular, for the Portuguese market they studied, with data
spanning from 2011Q3 to 2014Q3, how “unconventional bank supervision can
mitigate zombie lending by banks”. They compared large-scale on-site inspections
conducted during 2012 on the construction and real estate sectors to a general
inspection covering all sectors performed during 2013. They found that ceteris
paribus “an inspected bank becomes 20% less likely to refinance a zombie firm”.
Interestingly, they argued that “banks change their lending decisions only in the
inspected sectors, and not in uninspected sectors”. Therefore, in order to modify
banks’ behaviour general inspections are preferred over sectorial ones, but as they
are too costly setting up policies that promote prompt recognition of losses as well
as close monitoring by the supervisor are fundamental for dealing lending

forbearance in the long-run.

Passalacqua et al. (2021) also studied the usefulness of bank supervision as a
complement to bank regulation in reducing zombie lending. For this, focusing on the
Italian market, they used a dataset with observations spanning from 2010 to 2017.
It is composed of unexpected on-site inspections on cooperative banks performed
and supervisory reports collected by the Bank of Italy, as well as entries into the
Italian Credit Registry and Firm Register. Their research showed that “after an
inspection, audited banks increase the stock of NPLs and the loan loss provision” due
to the identification of findings that need to be addressed. Once the “extend and
pretend” behaviour is eradicated, they found that there was a “reallocation channel
for which inspected banks re-optimize their portfolio of loans by investing more on

healthy firms or on new firms”.
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This phenomenon of the interplay between undercapitalised credit institutions and
misallocation of credit is not only related to the Japanese crisis in the 1990s or the
European crises in the period 2008-2014. As explained above the role of the public
sector to effectively tackle this is key. For instance, we could cite the cases of Brazil,
China or India, where the role of public administrations in providing regulatory

forbearance had a decisive impact from a political economy viewpoint.

For India over the period 2008-2015, Chari, Jain and Kulkarni (2021) showed that
“lending to healthy firms falls significantly in industries with higher proportions of
zombies and by banks with higher proportions of zombie-borrowers”. In a banking
sector dominated by state-owned companies (circa 70% of total assets), the
government incentives to apply regulatory forbearance are clear as they would
facilitate not to incur in what the authors denominated “costly bank
recapitalization”. In turn, this translated into the corporate world means that banks
have a clear incentive to “extend and pretend” distressed loans and they are
confident that the public and private incentives are aligned in this regard when the
“fiscal space” of the sovereign is limited and there is not advanced resolution
framework in place. Chora et al. (2021) conducted a study on the lending practices
to more than 5,600 listed companies between 2013 and 2019 and concluded that
“undercapitalization leads to underinvestment and risk-shifting through zombie

lending”.

For China, Cong et al. (2019) took into account two databases (i) of the loans
originated by the nineteen largest Chinese banks to large companies between
October 2006 and June 2013, and (ii) of the manufacturing sector from 1998 to 2013,
which combined are used to examine the lending practices to the largest companies
within the manufacturing sector. Their results showed how the Chinese economic
stimulus plan of 2009-2010 shifted the allocation of credit from high-productivity
private companies (with relative higher productivity levels) to state-owned firms
(with lower productivity levels) due to the “implicit government guarantees for

state-connected firms” as a result of the global recession of 2008.
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Focusing on the timing of the forbearance practices, for Brazil, Mourad et al. (2020)
followed a revolutionary approach by studying the forbearance practices with regard
to bank loans without a sample but with the almost total population of Brazilian
industrial and commercial loans that were in arrears for more than 60 days (as per
data from the Brazilian Central Bank between April 2012 to October 2018. This refers
to over 13 million exposures, from which 1.1 million were restructured. Their
findings showed that “that more than 70% of forbearance events in our sample occur
up to three months after the loan becomes distressed”. This could be understood as
the banks’ efforts of not reporting those exposures as non-performing in the next

quarterly report.

Moreover, they observed that “loans collateralized under fiduciary lien, which allow
for extrajudicial collateral recovery, are less prone to be restructured”. This is
justified by the fact that the easier the collateral recovery is, the lower incentives
a bank has to apply forbearance practices. In particular, the study of their dataset
indicated that this probability is 3.6% lower than the probability to forbear a
mortgage. Finally, another interesting finding of this study is that “larger loans are
more prone to be forborne” as the variable of “loan value” is statistically significant
at 1% level as a positive factor for forbearance in their model (1.6% more likely to

be forborne).

In the same vein, Jorda et al. (2022), with data from 1916 to 2019, concluded that
the inefficient legal processes and the cost of liquidation are key factors for
forbearance lending, as “business investment is negatively affected by high debt
when inefficient legal processes and institutions lead to high costs for restructuring
and liquidation” and consequently banks have an incentive to apply the “extend and
pretend” behaviour. This perverse incentives are also explained by Andrews and
Petroulakis (2019) who noted that “the effect of bank health on zombie status is
amplified under insolvency regimes that do not unduly inhibit corporate

restructuring”.
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McGowan, Andrews and Millot (2017) obtained similar results. They studied cross-
country differences in the design of insolvency regimes and their implications for
the survival of “zombie” firms and capital misallocation in 14 OECD countries?® and
40 sectors over the period 2003-2013. Their findings showed that “insolvency
regimes that do not unduly raise barriers to corporate restructuring (...) can reduce
the capital sunk in zombie firms and spur productivity enhancing capital

reallocation”.

This could be particularly significant in countries such as Greece, Portugal and Spain,
where “reducing barriers to restructuring in Greece and Italy and the personal cost
to failed entrepreneurs in Spain to the sample minimum in 2010 could translate into
a decline in the zombie capital share”, amounting to circa 9% per country. Similarly,
Altman, Dai and Wang (2021) studied the bankruptcy reforms in eight countries?’
over the 2000-2009, and found that “countries that make major reforms to their
bankruptcy law on average experience a 1.4-percentage-point reduction in the
fraction of zombie firms, representing a 25-30% reduction in the historical average

across countries”.

Most of the studies covered so far focused on the relationship between banks and
individual borrowers and try to prove the existence of forbearance practices. Ogura,
Okui and Saito (2019) provide another explanation for the forbearance practices
applied during the Japanese crisis and focused their research on the mechanism that
leads to the application of those practices. From their point of view, over the period
2005-2013, the key factor was the position of the borrower within “an inter-firm
supply network” or “the network effect”. They noted that an “influential firm
generates a positive externality, and its exit damages the sales in the supply

network”. In this regard, banks were not only looking at individual considerations

26 Austria, Belgium, Finland, France, Germany, Greece, Italy, Japan, Korea, Portugal, Slovenia, Spain, Sweden and the United
Kingdom.

7 Brazil, China, France, India, Japan, Italy, Spain, and the United Kingdom.
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but also analysed the role of the borrowers within their industry and the bank’s loan
book.

The rationale behind this assumption was as follows: “banks may forbear (...) such
influential firms when the cost to support the loss-making influential company can
be recouped by imposing high interest on less influential companies”. Moreover, this
network effect has also implications in terms of employment. For the Italian market
between 1997 and 2006, Murro et al. (2022) noted that “in the wake of negative
shocks on sales, firms with long-lasting lending relationships reduce their workforce

significantly less than other companies”.

Albertazzi and Marchetti (2010) studied the bank-firm relationships in Italy from
September 2008 to March 2009. They built a dataset composed of more than 19,000
observations from circa 500 banks and 2,500 firms. They argued that the size of the
bank affects the credit practices. Whereas “larger less-capitalized banks reallocated
loans away from riskier borrowers”, this trend was not followed by “smaller less-
capitalized banks”. Therefore, their data showed the two sides of the same coin, as
some banks apply “fight to quality” policies whereas others with the same capital
situation prefer to the “extend and pretend” approach. The authors noted that
“evergreening is arguably easier for smaller banks, whose lending decision processes

are more flexible and less constrained by credit scores”.
3.3. Synopsis of the chapter

This chapter is divided into two main sections. The first one refers to the
macroeconomic as well as bank-specific determinants of non-performing exposures.
It provides an overview of the studies either conducted with a global scale or focused
on the EU as a whole or on a subset of its Member States. The second section includes
an overview of the roots of the lending forbearance and covers the empirical studies

regarding the effects of forbearance practices.

140



EIDUNED
Escuela

Internacional
de Doctorado

Table 3.1. Overview of studies with a focus on macroeconomic determinants

Study Period of EU Member Variable(s) statistically significant
analysis States included
Global scale
Ari, Chen, and 1990-2017 | All, except for Credit growth, high government debt,
Ratnovski (2021) Malta fixed exchange rates and high corporate
debt with short maturity
Jorda, Schularick 1870-2008 | Denmark, France, | GDP per capita, real investment per
and Taylor (2013) Germany, lItaly, capita, CPI prices, real lending per capita,
the Netherlands, | government short and long term rates, and
Spain, and current account to GDP ratio
Sweden
Beck, Jakubik and 2000-2010 | All, except Malta | Real GDP growth, share prices, nominal
Piloiu (2015) and Cyprus effective exchange rate and lending
interest rates
Nkusu (2011) 1998-2009 | Austria, Belgium, | GDP growth, unemployment, change in the
Czech Republic, house price index, change in the equity
Denmark, price index, inflation, nominal effective
Finland, France, exchange rate, interest rate, and credit to
Germany, the private sector
Greece, ltaly),
Luxembourg,
Netherlands,
Portugal and
Spain
Jappelli, Pagano 1994-2005 | 11 Member States | GDP growth, debt to GDP, unemployment
and Di Maggio rate, real interest rate
(2013)
Balgova, Nies and 1997-2014 | N/A GDP growth, investment growth, labour
Plekhanov (2016) market participation and unemployment
rate
Siakoulis (2017) 1998-2012 | 14 Eurozone GDP growth, unemployment rate and fiscal
Member States policy
Ozili (2019) 2003-2014 | N/A Extent of financial intermediation and

foreign bank presence

Europe: cross-country comparison
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Makri, Tsagkanos, 2000-2008 | 14 Eurozone Public debt, unemployment, and the
and Bellas (2014) Member States annual percentage growth rate of GDP
Anastasiou, Louri 1990-2015 | 15 Eurozone Unemployment rate, GDP growth, income
and Tsionas (2016) Member States tax rate to GDP and the output gap
Staehr and Uuskiila | 1997-2017 | all EU countries GDP growth, inflation and total private
(2017) loans in percent of GDP
Roman and Bilan 2000-2013 | all EU countries Economic activity, the unemployment
(2015) rate, degree of financial intermediation
and government budget balance
Siakoulis (2017) 1998-2013 | Most European GDP growth, unemployment rate, country
countries debt to GDP ratio and sovereign yield
Tanaskovic and 2006-2013 | Bulgaria, Croatia, | The level of GDP, foreign currency loans
Jandric (2015) Hungary, ratio and level of exchange rate, average
Romania, and lending rate for new loans
Slovenia
Rinaldi and 1998-2004 | Belgium, France, | The ratio of total household debt to

Sanchis-Arellano
(2006)

Finland, Ireland,
Italy, Portugal

and Spain

household disposable income, the real
disposable income per household, the ratio
of household gross financial assets to
disposable income, the real lending
interest rate, the unemployment rate and

the inflation rate

Selection of European countries

Chaibi and Ftiti 2005-2011 | Germany and GDP growth, the exchange rate, the

(2015) France interest rate, the unemployment rate

Messai and Jouini 2004-2008 | Greece, ltaly, Real GDP growth, unemployment rate and

(2013) and Spain real interest rate

Castro (2013) 1997-2011 | Ireland, Portugal, | GDP growth, the unemployment rate, the
Greece, Spain, interest rates, the growth rate of the
and Italy credit supply, the real exchange rate, and

the dummy variable financial crisis
Skarica (2014) 2007-2012 | Croatia, Czech GDP  growth, inflation rate, the

Republic,
Hungary, Latvia,
Romania and

Slovakia

unemployment rate, and growth rate of

the credit supply
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Festic et al. (2011) | 1995-2009 | Bulgaria, Estonia, | Growth rate of GDP and growth rate of the
Latvia, Lithuania | credit supply
and Romania
Kjosevski and 2005-2014 | Estonia, Latvia GDP growth, the unemployment rate, the
Petkovski (2017) and Lithuania domestic credit to private sector and the
inflation rate
Kjosevski and 2005-2016 | Estonia, Latvia GDP growth, unemployment rate, inflation
Petkovski (2021) and Lithuania rate, and public debt
Ciukaj and Kil 2011-2017 | Bulgaria, Croatia, | Unemployment rate and GDP growth
(2020) Cyprus, Italy,
Ireland, Greece
and Portugal
Kavkler and Festi¢ | 1997-2008 | Bulgaria and Nominal exchange rate, inflation rate,
(2010) Romania money market interest rate, gross
domestic product, unemployment, stock
exchange index, net export, M2, and loans
to private sector to GDP
Szarowska (2018) 1999-2015 | Bulgaria, Czech Unemployment rate, inflation rate,
Republic, Estonia, | economic growth, interest rates and

Croatia, Latvia,
Lithuania,
Hungary, Poland,
Romania,
Slovenia and

Slovakia

exchange rate

European country-specific studies

Salas and Saurina 1985-1997
(2002)

Jimenez and 1982-2002
Saurina (2006)

Blanco and Gimeno | 1984-2009
(2012)

Gila-Gourgoura and | 1997-2015

Nikolaidou (2017)

Spain

GDP growth, firms and family indebtedness

and credit expansion

GDP growth, the real interest rates and the

loan growth rates

Unemployment rate, credit

growth, and interest debt burden

The real GDP, the Spanish long-term
government bond yield and the total credit

granted
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Bofondi and Ropele | 1990-2010 | Italy Real GDP growth, unemployment rate and

(2011) the short-term nominal interest rate

Foglia (2022) 2008-2020 GDP  growth, public  debt, the
unemployment rate

Louzis et al. (2012) | 2003-2009 | Greece Real GDP growth rate, unemployment rate,
lending rates, and public debt

Konstantakis et al. | 2001-2015 GDP cyclical component, public debt, and

(2016) unemployment rate

Monokroussos, 2005-2015 Real GDP growth, aggregated credit

Thomakos and supply, employment rate, interest rate and

Alexopoulos (2016) inflation rate

Vogiazas and 2001-2010 | Romania Romanian indicators (the unemployment

Nicolaidou (2011) rate, the consumer price index, the
construction and the gross fixed capital
formation, the ratio of gross external debt
to GDP, M2) and Greek indicators (loss loan
provisions/total loans, Greek 10-year
bond, spread Greek-German 10-year bond
and ECB Reliance Index 1)

Hada et al. (2020) | 2009-2019 Exchange rate, unemployment rate and
inflation rate

Christodoulou- 2008-2014 | Cyprus General Government gross debt to nominal

Volos and GDP, unemployment rate and lagged GDP

Hadjixenophontos growth

(2017)

Ptasica (2020) 2005-2018 Public debt and interest rates

Baboucek and 1993-2004 | Czech Republic Growth of real GDP, the unemployment

Jancar (2005) rate and inflation rate

Sulganova (2016) 2002-2015 Lending rate, real economic growth,
unemployment, exchange rate and
inflation rate

Petkovski, 2005-2016 GDP  growth, inflation rate, and

Kjosevski and unemployment rate

Jovanovski (2018)

Nikolaidou and 2001-2010 | Bulgaria Construction activity, unemployment rate

Vogiazas (2014)

and domestic lending growth
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Golitsis et al (2019) | 2001-2015 Interest rates, unemployment rate, M2,
the construction index, and wages
Erjavec, Cota, and | 2000-2010 | Croatia GDP growth, short-term interest rate and
Jaksi¢ (2012) inflation rate
Zikovic, Zikovic 2001-2014 Real GDP, unemployment rate, industrial
and Blecich (2015) production index and interest rates
Benazi¢ and Radin 1997-2013 GDP growth, unemployment rate, interest
(2015) rate and exchange rate

Source: Own elaboration.

Several authors have highlighted that the explanatory power of macroeconomic
determinants of NPLs is higher than that of other indicators, such as bank-specific
indicators (e.g. Klein, 2013, Monokroussos, Thomakos and Alexopoulos, 2016 or
Charalambakis et al., 2017). However, to have a more complete picture of the NPL
determinants there is the need to take into account both sets of indicators. This is,

actually, the approach taken by many studies either at global, regional o local level.

Within the bank-specific determinants, for methodological purposes, this
dissertation distinguishes between quantitative indicators linked to profitability,
solvency and efficiency (Table 3.2), and other qualitative indicators supported by
quantitative studies, such as mismanagement, herd behaviour, role of shareholders,
etc. (Table 3.3.).

Table 3.2. Overview of studies with a focus on common bank-specific determinants

Period of EU Member States | Variable(s) statistically

Year Study
analysis included significant
2007 Hou and Dickinson 1998-2005 France, Poland, Capital ratio and credit
Croatia, Latvia, supply

Romania, Czech
Republic, Hungary
and Slovakia

2008 Garcia-Marco and 1993-2000 Spain Return on equity

Robles-Fernandez
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2013 Messai and Jouini 2004-2008 Greece, Italy and Profitability of assets,
Spain loan losses reserves and
credit supply
2014 Makri, Tsagkanos, 2004-2008 Greece, ltaly, Capital adequacy ratio
and Bellas (2014) Portugal, Spain, and return on equity
France, Ireland,
Germany, Belgium,
Finland, Austria,
Netherlands,
Luxembourg,
Estonia, and Malta
2015 Chaibi and Ftiti 2005-2011 Germany and Return on equity and
(2015) France size
2016 Sulganova (2016) 2002-2015 Czech Republic Lending concentration,
interest rate margin,
credit growth, loans to
assets ratio and FX
lending
2016 Anastasiou, Louri 1990-2015 15 Eurozone Return on equity and
and Tsionas (2016) Member States return on assets
2017 Charalambakis, 2005-2015 Greece Return on assets
Dendramis and
Tzavalis
2017 Gila-Gourgoura and 1997-2015 Spain Return on equity and the
Nikolaidou capital to assets ratio
2018 Petkovski, Kjosevski | 2005-2016 Czech Republic Return on assets, return
and Jovanovski on equity growth of gross
loans, and equity to total
assets ratio
2019 0zili (2019) 2003-2014 N/A Profitability, bank
capital, liquidity ratio,
and loan loss coverage
ratio
2021 Kjosevski and 2005-2016 Estonia, Latvia and | Equity to total assets

Petkovski

Lithuania

ratio, return on assets,
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return on equity and

growth of gross loans

2021

Barra and Nazzareno

2001-2014

Italy

Growth of loans, return
on assets, equity to total
assets, loans to total

assets, deposits to loans,

and cost of total assets

Source: Own elaboration.

Table 3.3. Other bank-specific determinants

Herd behaviour

Determinant Period of analysis Study
1985-1994 Berger and De Young (1997)
1995-2002 Burns and Kedia (2006)
Mismanagement
1994-2005 Podpiera and Weill (2008)
2003-2009 Louzis, Vouldis, and Metaxas (2010)
2005-2016 Petkovski, Kjosevski and Jovanovski (2018)
Supervision of _
2003-2011 Abascal and Gonzalez (2019)
shareholders
2016-2017 Flanagan and Purnanandam (2020)
Theoretical model Bikhchandani and Sharma (2000)
1982-2002 Jimenez and Saurina (2006)
1975-2000 Uchida and Nakagawa (2007)

Theoretical model

Acharya and Yorulmazer (2007)

Theoretical model

Acharya and Yorulmazer (2008)

1990-2007 Martins et al. (2020)

2008-2020 Foglia (2022)

2000-2009 Cifter (2015)

1984-2013 Grosh (2015)

2005-2016 Petkovski, Kjosevski and Jovanovski (2018)

2003-2016 Anastasiou, Louri and Tsionas (2019)
Business model and size 2005-2017 Karadima and Louri (2020)

2013-2017 Bussoli, Caputo and Conte (2020)

2011-2017 Ciukaj and Kil (2020)

1993-2018 Elferink (2020)

2001-2014 Barra and Nazzareno (2021)

2014-2017 Druhova, Hirna and Fostyak (2021)

Source: Own elaboration.
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As noted, the second main building block of this chapter refers to the lending
forbearance. Firstly, it provides an overview of the implications for the economy
where these practices are massively implemented. Secondly, this review aims at
better understanding the roots of these practices with the assistance of the main

research trends and studies conducted up to date, as presented in Table 3.4.

Table 3.4. The roots of lending forbearance practices

Period of

Indicator . Country Study
analysis

1980-2013 Global Homar and Van Wijnbergen (2014)
1974-2000 Japan Watanabe (2010)

Solvency position / 1993-1999 Japan Peek and Rosengren (2005)

undercapitalisation 1997-2003 Japan Okamura (2011)
2001-2013 Europe Andrews and Petroulakis (2019)
1998-2004 Japan Giannetti and Simonov (2013)
2010-2014 Europe Storz et al. (2017)
2013-2019 India Chora et al. (2021)
1974-2000 Japan Watanabe (2010)

Risk concentration 2002-2012 UK Anderson et al. (2019)
2008-2013 Italy Schivardi, Sette, and Tabellini (2022)
Theoretical Global Hu and Varas (2021)

Asymmetric information
model
1991-1999 Japan Hosono and Sakuragawa (2005)

) 1998-2013 China Cong et al. (2019)

Regulatory arbitrage
2008-2015 India Chari, Jain and Kulkarni (2021)
1974-2000 Japan Watanabe (2010)
2011-2014 Portugal Bonfim et al. (2020)

(Lenient) supervision and

) 2012-2018 Brazil Mourad et al. (2020)

reporting
2010-2017 Italy Passalacqua et al. (2021)
2003-2013 Global McGowan, Andrews and Millot (2017)
2012-2018 Brazil Mourad et al. (2020)

Legal processes and
1916-2019 Global Jorda et al. (2022)

collateral recovery
2001-2013 Europe Andrews and Petroulakis (2019)
2000-2009 Global Altman, Dai and Wang (2021)

148



EIDUNED
Escuela

Internacional
de Doctorado

2005-2013 Japan Ogura, Okui and Saito (2019)
Influence of the borrower

1997-2006 Italy Murro et al. (2022)
Size of the lender 2008-2009 Italy Albertazzi and Marchetti (2010)

Source: Own elaboration.

To conclude, based on the roots listed above, it is key to examine whether credit
institutions have the correct incentives to apply sound policies in the area of lending
forbearance. This is not only driven by regulatory and supervisory measures, but also
by the constituent features of the insolvency and judicial systems, such as adequate
enforcement processes, reduce cost of liquidation, efficient judicial and

extrajudicial procedures, among others.
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4. THE EVOLUTION OF NON-PERFORMING LOANS IN THE EU (FROM THE GFC
TO THE COVID-19 CRISIS).

In this chapter the evolution of NPLs from 2007 to 2022 is presented leveraging on
graphical representations either at regional or at country level. The first section
covers the economic consequences of the GFC and the European sovereign debt
crisis, whereas the second section provides an overview of the evolution of NPLs in
the EU Member States since the start of the so-called COVID-19 crisis in year-end
2019 to the latest available data at year-end 2022.

4.1. The aftermath of the GFC and the European sovereign debt crisis and their
impact on NPLs in the EU
4.1.1. Evolution of NPLs between 2007 and 2009

In 2007, the combination of a number of economic imbalances led to the US economy
to collapse. It was the onset of the so-called subprime mortgage crisis and a result
of the violent explosion of the housing bubble in the US. This was rapidly affecting
most of the advanced economies and, in turn, had several global ramifications driven
by existing macroeconomic imbalances and excessive risk-taking by many financial
institutions that caused the so-called GFC of 2007 and 2008.

The domino effect was enormous and this led to the failure of several financial
institutions not only in the US but also in many European countries. This was
exacerbated by the filing for bankruptcy of, at the time, the fourth largest US
investment bank, Lehman Brothers on 15 September 2008. These two major shocks
triggered and augmented the Great Recession, over the period December 2007 to

June 2009, which was the largest after the Great Depression of the 1930s.

This financial and economic turmoil, accompanied by other underlying economic
factors as well as national specificities, derived into the European sovereign debt
crisis. As such this crisis was a direct consequence of the imperfect construction of
the Eurozone and, even more importantly, the existing imbalances within it as well

as the high level of government and private debt in several EU Member States.
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Particularly, in Greece, the first case where this crisis was palatable, this was the
result of lack of adequate fiscal rules (e.g. overspending and severe deficiencies in
the collection of taxes), which was also combined with the burst of the housing
bubble, common denomination of the crises in several countries in the periphery of

the Eurozone.

Consequently, investors started the cast doubts about the fiscal sustainability of a
number of Eurozone Member States; that is to say, about whether those countries
would be able to repay their debts when they were due. This affected severely not
only the Greek economy, but also many other countries, such Italy, Ireland, Portugal
or Spain. To deal with it the EU as well as international bodies considered that a
combination of austerity measures and the implementation of structural reforms in

those countries were the most effective tools to deal with this situation.

Of course, the deterioration of the economy and the doubts on the fiscal capacity
of the sovereigns had a prompt impact on the credit institutions. This resulted in the
rapid increase of the risk exposure, the tightening of credit supply and the

proliferation of non-performing loans.

As one could derive from this brief introduction not all EU Member States had the
same degree of macroeconomic imbalances ahead of the GFC and, consequently,
their impact on them varied significantly. That rationale is also valid for the starting
point of NPL levels, which was also uneven across the EU, as presented in the table
below, but in any event worrisome for 2007 and 2008 in most EU Member States.
However, the NPL ratio moved in the same direction in all Member States. Therefore,
either a significant impact or a rather limited one, but in all national banking sectors
the accumulation of NPLs compared to the total loans increased between year-end
2007 and 2009.
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Table 4.1. Overview of NPL ratio in EU Member States between 2007 and 200928

NPL ratio
Country 2007 | 2008 | 2009
Austria 0.8% | 1.6% | 2.8%
Belgium 0.9% | 1.1% | 2.7%
Bulgaria 2.1% | 2.4% | 7.8%
Croatia 3.4% | 5.5% | 8.8%
Cyprus 1.1% | 1.4% | 2.3%
Czech Republic | 2.5% | 2.6% | 3.5%
Denmark 0.8% | 1.5% | 2.9%
Estonia 2.1% | 4.7% | 6.7%
Finland 0.3% | 0.6% | 1.8%
France 1.8% | 2.5% | 3.4%
Germany 2.7% | 2.8% | 4.4%
Greece 2.5% | 2.0% | 5.3%
Hungary 2.2% | 7.1% | 11.7%
Ireland 0.9% | 2.5% | 6.1%
Italy 4.6% | 4.8% | 9.5%
Latvia 0.8% | 3.8% | 16.4%
Lithuania 2.9% | 4.6% | 19.3%
Luxembourg 0.4% | 0.6% | 0.7%
Malta 5.2% | 4.9% | 5.6%
Netherlands 0.9% | 1.0% | 1.7%
Poland 5% 5.5% | 6.3%
Portugal 2.6% | 3.2% | 4.5%
Romania 3.3% | 4.7% | 7.9%
Slovakia 1.8% | 2.2% | 5.7%
Slovenia 1.4% | 2.4% | 4.5%
Spain 0.8% | 3.0% | 5.2%
Sweden 0.5% | 0.8% | 1.5%
United Kingdom | 0.6% | 1.0% | 2.5%

Source: Own elaboration based on information retrieved from central banks, EBA and IMF.

28 The comparability of the data across Member States for this period needs to be carefully considered due to existing
limitations at the time driven by the use of slightly different NPL definitions and consolidation perimeters of national banking
sectors. This is applicable to data included in this chapter until 2014, when the common definition of NPE was approved by
the EU authorities.
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Figure 4.1. Visual representation of NPLs in the EU as at 2008

Source: IMF, Financial Soundness Indicators 2023.

4.1.2. Evolution of NPLs from 2009 until the COVID-19 outbreak
In many EU Member States the proliferation of NPLs started to completely change
the picture in 2009, as presented in the last column of Table 4.1. It continued to

deteriorate during the following years, reaching a peak in most countries between
2013 and 2016, as indicated in the following table.

Table 4.2. NPL ratio peak in the EU Member States after the GFC

Member State NPL Ratio (%) Peak year
Austria 8.1% 2015
Belgium 5.7% 2015
Bulgaria 18.1% 2015
Croatia 19.5% 2015
Cyprus 57.8% 2016

Czech Republic 6.4% 2014
Denmark 6.7% 2013
Estonia 6.0% 2010
Finland 6.2% 2016
France 4.7% 2016
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Germany 3.3% 2009
Greece 46.6% 2016
Hungary 18.1% 2014
Ireland 33.0% 2013
Italy 16.4% 2015
Latvia 19.4% 2010
Lithuania 19.7% 2010
Luxembourg 1.9% 2016
Malta 9.5% 2012
Netherlands 5.5% 2013
Poland 13.6% 2014
Portugal 18.0% 2016
Romania 22.5% 2014
Slovakia 9.5% 2015
Slovenia 19.7% 2013
Spain 13.6% 2013
Sweden 1.2% 2014
United Kingdom 4% 2011

Source: Own elaboration based on information retrieved from central banks, EBA and IMF.

In the case of the Euro Area, the fragmentation between the so-called periphery and
core group of countries was remarkable, presenting a large dispersion as regards
NPLs. Karadima and Louri (2020) defined these groups as presented in the table

below.

Table 4.3. Identification of the fragmentation in the Eurozone

Euro Area Core Countries (EA-Co) Euro Area Periphery Countries (EA-Pe)
Austria Cyprus
Belgium Greece
Estonia Ireland
Finland Italy
France Malta
Germany Portugal
Latvia Slovenia
Lithuania Spain
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Luxembourg
Netherlands

Slovakia

Source: Karadima and Louri (2020).

As presented in the figure below, the NPL ratio in EA-19 peaked in 2013 at 8%,
whereas it continued growing for the EA-Pe countries until 2014, when they recorded
15.6%. In the case of EA-Co their NPL ratio already peaked at 3.4% in 2009 and
remained almost stable until 2013, from 2014 onwards it declined being already in
2015 lower than before the GFC (period 2005-2007), whereas in the case of the EA-
Pe still in 2017 the NPL was almost three times higher than before the GFC.

Figure 4.2. Evolution of NPLs in the Euro Area

Evolution of the NPL ratio

(weighted averages)
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Source: Karadima and Louri (2020).

As displayed in the figure, the fragmentation in the Eurozone peaked during the
onset of the European sovereign debt crisis (2010-2013) and only started to decline
shortly after the ECB its intention to take unconventional policies other than the
extremely low interest rate policy. As Al-Eyd and Berkmen (2013) highlighted via the
Securities Markets Program and Covered Bond Purchase Program the ECB and
national central banks had “direct interventions in select securities markets (...),
these actions have alleviated some funding problems for banks, reduced sovereign
and private risk, removed tail risks related to the euro”.
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A singular case is the one of the Baltic states, in particular the cases of Lithuania
and Latvia, where NPLs peaked at circa 20% in 2010. It exemplifies how promptly
identification of the problematic situation and decisive measures, accompanied by
V-shaped GDP growth recovery facilitates the NPL workouts. Moreover, according to
Zakulis (2018) there were three factors that contributed to this success: (i) timely
recapitalisation, strong and supportive shareholders, (ii) banks quickly set up
“internal” specialized asset management companies for NPL workouts; (iii) pre-crisis
structural reforms on the insolvency regime and judicial system were already
completed in 2010. All those decisive actions clustered them in the Euro Area core

countries when the European sovereign debt crisis emerged.

As shown in the figure below in 2010 the highest level of NPL ratio among EU
countries where reported by these Baltic states, whereas in most of the Euro area
periphery the situation was not that problematic. However, in several EU countries
the sharp increase in NPLs they would experience during the European sovereign

debt crisis was already visible.

Table 4.4. NPL ratio in 2010 in a selection of EU Member States

Country NPL ratio
Cyprus 5.82%
Greece 9.12%

Portugal 5.13%
Ireland 13.05%

Italy 10.03%

Slovenia 5.79%
Bulgaria 11.9%
Croatia 8.1%
Hungary 10%

Romania 11.9%

Source: Croatian Central Bank and IMF (Financial Soundness Indicators), 2023.
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This is clearly depicted in the visual representation of the NPLs in the EU as at 2010

as presented in the figure below.

Figure 4.3. Visual representation of NPLs in the EU as at 2010

-

Source: IMF (Financial Soundness Indicators), 2023.

The rapid deterioration of the macroeconomic conditions in a number of EU
countries accompanied by the pre-crisis imbalances provoked a turnaround when we
compared the situation in 2010 and in 2012, as presented in the figure below, with

most of the selected countries as per Table 4.4 with NPL ratio around or above 20%.

Figure 4.4 Visual representation of NPLs in the EU as at 2012

Source: IMF (Financial Soundness Indicators), 2023.
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During 2012 and 2013 the deterioration continued in most of those countries, which
manifested that the macroeconomic situation was still fragile and the national
governments refrained to take decisive actions to deal with the proliferation of
NPLs, with the exception of Ireland where a systemic asset management company
was established in 2009.

Table 4.5. NPL ratio between 2011 and 2013 in a selection of EU Member States

Country NPL ratio in 2011 NPL ratio in 2012 NPL ratio in 2013
Cyprus 9.99% 18.37% 38.56%
Greece 14.43% 23.27% 31.90%
Portugal 7.47% 9.74% 10.62%
Ireland 16.12% 24.99% 25.71%
Italy 11.74% 13.75% 16.54%
Slovenia 8.21% 11.81% 15.18%
Bulgaria 15% 16.6% 16.9%
Croatia 10.4% 11.9% 14.2%
Hungary 13.7% 16% 16.8%
Romania 14.3% 18.2% 21.9%

Source: Croatian Central Bank, World Bank and IMF, 2023.
For most of the countries included in our sample, this was driven by the lengthy and
costly contract enforcement and the lack of a credible out-of-court alternative to
deal with this. For the Eurozone countries, this was clearly highlighted by the ECB
(2014), noting “the cleaning-up of bank balance sheets should be fostered at the
national level by removing legal and judicial obstacles to timely NPL resolution”,
whose rationale is presented in the figure below. The situation in Hungary, Croatia,

Bulgaria and Romania could be easily extrapolated from this one.
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Figure 4.5. Length and cost of contract enforcement and stock of NPLs (as at December
2013)

x-axis: Length of contract enforcement (days)
y-axis: Cost of contract enforcement (percentage of claim)
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Note: The size of the bubble referred to the magnitude of the NPL ratio as at December 2013.

Source: ECB (Financial Stability Review - May), 2014 and Word Bank Doing Business, 2014.

In 2014 the NPL situation was still a cause for concern in many EU Member States,
especially in the aforementioned ones. They continued to pose a significant risk to
the credibility of the banking sector in those countries, which was a drag on the
economic growth as the tightening of the credit conditions persisted. At the time,
it was also commonly mentioned that some countries still had structural weaknesses
in their banking sectors, driven by high concentration of NPLs in certain sectors and

the persistence of weak risk management practices.

For the Eurozone, the accumulation of NPLs was more severe (almost three times
more) in the non-financial corporate sector (hereinafter, also “NFC”) than in

households, as presented in the figure below.
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Figure 4.6. NPL ratios for NFC and households in 2014 and H12015
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Source: ECB (Financial Stability Review - November), 2015.

Moreover, the deterioration of credit quality came from companies unable to pay
back the loans they received, with a significant concentration in a few sectors,
namely construction and real estate sectors, as a result of the burst of the housing
bubble originated pre-GFC in several EU Member States. As the ECB (2015)
highlighted “further breakdown of NFC exposures, by economic activity, reveals that
the construction and real estate sectors account for around 40% of euro area banks’
corporate NPLs, with an average NPL ratio of nearly 20%”. In fact, only the
“electricity and gas sector accounts for only 5% of total NFC loans and has a below-

average NPL ratio”.

Figure 4.7. Breakdown of NFC NPLs by economic activity in 2014 and H12015
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Source: ECB (Financial Stability Review - November), 2015
160



EIDUNED

Escuela
Internacional

de Doctorado

Among NFC sector the SMEs and the commercial real estate (CRE) loans showed the
highest levels of NPEs, whereas the lowest were recorded by the residential real
estate (RRE) loans. Between 2014 and 2015, the most significant improvement was
perceived in the case of the CRE loans whereas in the second half of 2015 there was
a significant improvement in the SME loans. This was not accompanied by significant
changes as regards household, RRE nor credit consumer loans, which ended 2015

with ratios around 6%, 5% and 9%, respectively.

Figure 4.8. Breakdown of NPEs by type of loan (2014-2015)
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Source: ECB (Financial Stability Review - May), 2016.

One of the factors perceived at the time as causing the proliferation of NPLs was the
poor supervision, lack of transparency and deficiencies in the existing regulatory
framework. To deal with these reasons, the EBA launched its EU-wide transparency
exercised in 2011, accompanied by its decisive work on preparing a common

definition for non-performing exposures for the EU.

The most crucial development achieved in 2014 was the launch of the comprehensive
assessment of the largest banks in the Euro area, via an Asset Quality Review
(hereinafter, also “AQR”) and a Stress Test Exercise. They included a detailed
assessment of their loan portfolios and a review of their capital adequacy ahead of

placing the largest European banks under the direct supervision of the ECB with the
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establishment of the so-called Single Supervisory Mechanism (hereinafter, also
“SSM”) in November 2014.

As part of the AQR the ECB (2014) reported EUR 136bn of additional NPEs (an increase
of around 18%), mostly stemming from three categories, namely property-related,
large corporate and large SME exposures. This exemplified the existing weak risk
management practices in some banks and the issues linked to reporting and diverse
supervisory and regulatory frameworks. This exercise, performed by the ECB and the
national competent authorities, considered as reference date the banks’ balance
sheets as at 31 December 2013. It could be considered as a crucial milestone for the
NPL reduction path that was seen in the EU since 2014, as the ECB (2014)
acknowledged, “it made banks comparable across national borders by applying
common definitions for previously diverging concepts and a uniform methodology

when assessing balance sheets”.

Figure 4.9 Impact of the AQR on NPE by asset class (in EUR bn.)

mm  pre-AQR
e post-AQR

250 250
225 225
200 200
175 175
150 150
125 125
100 100
75 75
50 50
25 - 25
0 T T T T T T T J‘ T m—— 0
1 2 3 4 5 [ 7 8 9
1 Property-related 6 Oiher retail
2 Large SMEs 7 Shipping
3 Large corporates 8 Other non-retail
4 Residential property 9 Project finance

5 Retail SMEs
Source: ECB (Financial Stability Review - May), 2015.

As regards the impact of the AQR on the NPE ratio in the Euro area Member States

it is worth noting that in Greece, Ireland, Slovenia, Malta, Letonia, Estonia and
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Luxembourg it was revised upwards, whereas Cyprus was the sole exception of the

opposite.

Figure 4.10. Impact of the AQR on NPE by Euro Area Member State
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The AQR was an enormous effort as more than 6,000 experts assessed 130 banks,
with more than 800 individual portfolios and more than 119,000 debtors. However,
this payed off as it served as a founding block of the common supervision from that
point in time onwards and clear set the scene of the work many banks need to

conduct to deal with the NPLs stock, especially in the countries more affected.

However, between 2014 and 2016, with the exception of Slovenia, the progress in
reducing the level of NPLs was rather slow and clearly insufficient in most countries.
In this context, the ECB decided to react and published its first Guidance to deal
with high level of NPLs in March 2017, which urged banks to put in place realistic

but, at the same time, ambitious strategies for addressing NPL issues.
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Figure 4.11. Evolution of NPLs in the Eurozone countries with the highest levels (2014-2016)
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Source: ECB (Financial Stability Review - May), 2017.

The NPL ratio was clearly descending across all types of loans since 2014. This
reduction trend was more significant among corporate sector loans, especially as
regards CRE and SME loans.

Figure 4.12 Evolution of the NPE ratio and its breakdown (2014-2016)
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As the ECB (2017) explained the “decline in the aggregate NPE ratio was due to a
combination of a 2% decline in NPEs and a 3.7% increase in total loans”. However,
the level of NPEs was still a source of concern, as they “hinder effective
intermediation and, through lower profitability and profit retention, reduce the
internal capital-generation capacity of banks” and the supervisor acknowledged that
high level of NPEs “suppressed credit supply, as many borrowers remain distressed

and overindebted in the absence of viable long-term restructuring solutions”.

This situation of a prolonged period of elevated NPEs resulted in the misallocation
of bank resources, which eroded banks’ capacity to provide credit to the economy
and increased the cost of credit, resulting in hindering economic growth in the most

exposed countries.

Figure 4.13. Loan growth by NPE ratio per quartiles (2014-2015)
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Source: ECB (Financial Stability Review - May), 2016.
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Figure 4.14. Interest rates on loans to NFCs versus NPE ratios as at Q12016

(percentages: NFC NPE ratios in (4 2015 (x-axis) and NFC lending rates in March 2016
(y-axis))
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Source: ECB (Financial Stability Review - May), 2016.

This fragmentation in the interest rates imposed in new lending to corporate loans
was also driven by the higher perceived risk of several sectors and countries. It did
not facilitate the improvement on the asset quality metrics of banks in those Member
States, as showed in the figure below. A common feature perceived, regardless of
the NPL ratio in a given country, was that the worst quality was within the SME
sector, whereas, depending on the Member State, NPL ratios were higher for large

corporates or for households.

Figure 4.15. Breakdown of NPEs by sector and country (as at June 2016)
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Source: EBA, 2016.

166



EIDUNED
Escuela

Internacional
de Doctorado

The reduction trend gained momentum in 2017, as the NPL ratio moved from 6.2%
in 2016 to 4.9% in 2017, compared to an accumulated reduction of 0.8 percentage
points between 2015 and 2016. In terms of stock in the Eurozone, the NPLs moved
from EUR 878bn to EUR 721bn in twelve months.

Figure 4.16. Evolution of NPL stock and ratio in the Eurozone (2015-2017)
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Source: ECB (Financial Stability Review - May), 2018.

Since the end of 2014 to June 2018 the net NPL ratio was reduced by a third whereas
the gross NPL ratio halved during the same period thanks to an acceleration of the
downward trend, with positive contribution from almost all high-NPL countries,

except for Greece.

Figure 4.17 Evolution of NPLs in the Eurozone (2014-H12018)
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Source: ECB (Financial Stability Review - November), 2018.
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This momentum was accompanied by the EU Council adoption of an action plan to
tackle NPLs in the EU in July 2017 as well as the ECB’s publication of its draft
guidance outlining supervisory expectations on prudential provisioning of NPLs and
the European Commission proposal on the development of secondary markets for
NPLs. These policy initiatives did not only focus on dealing with the legacy NPLs in
a number of countries, but also aimed at paving the way for avoiding any build-up
of high NPL stocks in the future. A good example of the latter was the European
Commission’s proposal on a prudential provisioning backstop for newly originated

loans that become non-performing since Q22018.

Figure 4.18. Decomposition of changes in NPL ratio between H12016 and H12018
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Source: ECB (Financial Stability Review - November), 2018.

When we take a closer look at the evolution of NPL ratios at country-level there
were some remarkable policy initiatives aiming to address the existing high level of
NPLs. For instance, the adoption of the GACS program in Italy in 2016 started to
change the scene in H22016 and 2017 in this country, as clear showed in the figure

below.
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Figure 4.19. Change in NPL stocks between H12016 and H12017 by country
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Source: ECB (Financial Stability Review - November), 2017.

Following the Italian reduction efforts of 2016 and 2017, 2017 was a turning point in
Portugal, whereas in Cyprus and Greece this downward trend unfolded in 2018. In
the case of Cyprus the NPL ratio moved from circa 35% in Q32017 to 20% in Q42018,
whereas in the Greek case, after a period of stability in the ratio above 45% (2015-
2017), only in late 2017 it started to decrease steadily quarter after quarter, as

presented in the figure below.

Figure 4.20 Evolution of the NPL reduction efforts in high-NPL Eurozone countries
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Source: ECB (Financial Stability Review - May), 2019.
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In terms of NPL disaggregation by type of loan the reduction trend was visible in all

sectors, as showed in the tables below.

Figure 4.21. NPL ratio by sector and EU Member State in H12018
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Figure 4.22. NPL ratio and composition by loan type (2016-2018)
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Source: ECB (Financial Stability Review - May), 2019.
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As Gardo et al. (2019) argued the steady decline in the Eurozone between 2015 and
2019 was palatable in the case of corporate loans. Based on panel data from twelve
Member States their results showed that “corporate profit margins worsen about 13
quarters ahead of the increase in NPL ratios”. However, they noted “banks may have
used extensive forbearance in the past to defer the recognition of NPLs”, which
since the introduction of “the harmonised NPL definition in 2014 and the more
forward-looking accounting rules in 2018 may lead to a gradual reduction of this

lag”.

In terms of sectors per country, the disparity continued mostly unchanged between
2016 and 2018, being the loans to the construction sector still the ones with the
highest NPL ratios.

Figure 4.23. NPL disaggregation by sector as of June 2019 in the EU
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Source: EBA, 2019.

During the first half of 2019 the NPL ratio continued its downward trend. However,
it clearly slowed its pace in aggregated terms, as presented in the left-hand side
graph. In the still high-NPL countries, the efforts of driving the NPL ratio to the

Eurozone average continued over this period.
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Figure 4.24. Evolution of NPLs (Q42015-Q22019)
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Source: ECB (Financial Stability Review - November), 2019.

At EU level, the efforts made over the period December 2014-June 2019 are
remarkable, as presented in the table below. The exception was Greece, where the
NPL ratio was steadily increasing until Q32017, with a subsequent stabilisation until
Q32018.

Table 4.6. Evolution of NPL ratio in the EU Member States (2014 vs. 2019)

Country NPL ratio in December 2014 | NPL ratio in December 2019
Cyprus 50.8% 19.3%
Greece 39.7% 35.2%

Romania 22.2% 4.1%
Ireland 21.6% 3.3%
Hungary 19.4% 4.6%
Portugal 18.0% 6.5%

Italy 17.0% 6.7%

Bulgaria 13.9% 7.2%

Croatia 13.7% 4.3%
Spain 8.1% 3.2%
Austria 8.0% 2.3%
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Poland 7.3% 4.8%
EU average 6.5% 2.7%
Lithuania 6.3% 1.5%
Latvia 5.7% 1.9%
Slovakia 5.4% 2.6%
Czech Republic 4.5% 1.3%
Belgium 4.3% 2.0%
France 4.2% 2.5%
Denmark 3.9% 1.8%
Germany 3.7% 1.3%
Netherlands 3.3% 2.0%
Finland 1.6% 1.4%
Luxembourg 1.4% 0.9%
Sweden 1.2% 0.5%
Slovenia N/A* 3.7%
Estonia N/A* 1.5%

Note: N/A* - Data reported for less than 3 entities.
Source: EBA (2019 - Analysis report) and EBA (2020 - Dashboard Q12020).

It is also relevant to disaggregate the NPL ratio to study its composition. SMEs as
well as commercial real estate steadily recorded higher NPL ratios than large
corporates and mortgages over the June 2015-June 2019 period. In the case of
consumer credit during the aforementioned period it has been in between, typically
doubling the ratios of mortgages. In terms of the reduction path, it is clear that the
most significant efforts were devoted to the reduction of SMEs and commercial real
estate NPLs.
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Figure 4.25. Evolution of disaggregated NPL ratios in the EU (Q22015-Q22019)
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Finally, in the policy front during 2019 the developments focused on completing the
regulatory reform to effectively deal with the build-up of NPLs in the future. The
ESRB (2019) advocated for the development of early warning systems by the
macroprudential authorities to monitor the risks of credit portfolio deterioration as
well as the promotion of banks’ sound decision-making processes focusing on
borrowers’ fundamentals. Moreover, it called for the reform of the legal and judicial
framework by setting the right incentives for proactive NPL management and

resolution in most of the EU Member States.
4.1.2.1. Evolution of the coverage ratio

The coverage ratio steadily increased until 2018 in aggregated terms, whereas
Q22018 constitutes a turning point. Basically, this is driven by a significant reduction

of the stock of NPLs (denominator of the ratio), as it almost halved in four years.
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Figure 4.26. Evolution of the coverage ratio in the EU (Q22015-Q22019)
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However, the evolution is uneven. In some EU Member States there is a clear change
in provisions whereas in others there were no significant changes over the period
June 2015 - June 2019. Specially, in those countries with higher NPL ratios credit
institutions had to do an extra effort by increasing their coverage ratios. This should

have facilitate the disposal of those NPLs.

Coverage ratios were significantly different both across individual banks and banking
sectors, ranging from circa 26% for Dutch, Finnish, Irish and Maltese banks to circa
66% for Hungarian and Romanian banks. As the EBA (2019) noted “these differences
in ratios might reflect differences in the collateralisation, accounting standards,

provisioning policies and types of exposures”.
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Figure 4.27. Evolution of coverage ratio in the EU Member States (Q22015-Q22019)
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When we disaggregate the coverage ratio by type of loan there are also remarkable
findings. Whereas for mortgages, commercial real estate and SMEs the upward
tendency was clear until June 2018, in the case of the commercial real estate and

large corporates the evolution of the coverage ratio was not so uniform.

Moreover, taking into account that the level of NPLs as regards mortgages and large
corporates was similar over the period of analysis it is remarkable the way the
availability of collateral makes that the mortgages have a coverage ratio more than

2.5 times smaller than the one of the large corporates.
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Figure 4.28. Evolution of coverage ratio per segment (Q22015-Q22019)
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4.2. The COVID-19 and its (potential) impact
4.2.1.COVID-19 outbreak and evolution during 2020

The unexpected outbreak of COVID-19 and its escalation to a pandemic tested the
efforts made in the previous years by EU Member States and banks as regards the
reduction of the NPLs stock accumulated because of the GFC and European sovereign
debt crisis as well as idiosyncratic circumstances both at the level of countries and
banks.

As the ECB (2020) argued the “pandemic and subsequent containment measures are
affecting euro area households, primarily through higher unemployment and weaker
income. At the same time, private consumption has declined” and the overvaluation
of house prices in some Member States continued to be a concern. Moreover, the
lockdown measures to tackle the pandemic taken in a number of Member States put

in severe risk many businesses, both SMEs and large corporates.

At that time there were three main elements to be taken into account and that

would have a decisive impact on the potential accumulation of losses in the banks’
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results, namely (i) the length of the lockdowns, (ii) the existing differences in
corporate resilience, and (iii) the measures taken by the public authorities to
alleviate the burden of the economy. The proliferation of NPLs would be,

consequently, a by-product of the three.

Figure 4.29. Eurozone households’ constraints in Q12020
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Source: ECB (Financial Stability Review - May), 2020.

However, the solvency and liquidity position of banks had increased significantly in
the years ahead of the COVID-19 crisis, which served to address the shock. In
particular, with regard to NPLs the efforts made especially between 2015 and 2019
payed off and placed the NPL ratio for the Eurozone significantly below 5%, at 3.1%
as of Q12020, whereas for the EU countries it stood at 2.93%.
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Figure 4.30. Evolution of solvency and liquidity position of Eurozone banks (2015-2019)
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Source: ECB (Financial Stability Review - May), 2020.

At this critical juncture, in anticipation of the foreseen deterioration of the asset
quality driven by the pandemic, the EU institutions as well as the national
governments decided to react quickly and adopted a number of measures aimed to
provide relief to households, businesses and banks. This prompt coordinated
economic response targeted not only emergency needs but also set the scene for

greater solidarity efforts among Member States.

Table 4.7. Extraordinary measures the EU institutions adopted in March 2020

Body Area Brief description of measures
EC and Member | Flexibility in EU On 23 March, Ministers of Finance agreed with the
States rules assessment of the Commission that the conditions for

the use of the general escape clause of the EU fiscal
framework, a severe economic downturn in the
Eurozone or the EU as a whole, were fulfilled. This
offered the flexibility necessary to the national budgets
to support the economy and to respond in a coordinated
manner to the impact of the pandemic

EC, EP and Use of the EU budget | The Coronavirus Response Investment Initiative allowed

Council the use of EUR 37bn. under the cohesion policy to
address the consequences of the COVID-19 crisis

EC, EP and Use of the EU budget | The scope of the Solidarity Fund broadened to include

Council major public health crises. This allowed the EU Member

States to get access to financial support of up to EUR
800mn. in 2020

ECB Monetary Policy On 18 March, the ECB decided to launch a EUR 750bn.
Pandemic Emergency Purchase Programme (PEPP), to
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expand the range of eligible assets under the corporate
sector purchase programme (CSPP) and to ease the
collateral standards and shortly after it launched the
TLTRO program.

EBA, ECB and Financial Stability Guidance provided by supervisory authorities to

national financial institutions on the interpretation and
competent application of the regulatory requirements in the
authorities current exceptional circumstances as well as release of

capital buffers

EIB SMEs financing Proposal on the creation of a pan-European guarantee
fund of EUR 25bn., which could support EUR 200bn. of
financing for companies with a focus on SMEs
implemented via national promotional banks

EC Fighting Proposal on the set-up a temporary instrument
unemployment supporting Member States to protect employment in the
specific emergency circumstances (SURE). It provided
financial assistance during the time of the crisis, in the
form of loans granted on favourable terms from the EU
to Member States, of up to EUR 100bn. in total

All Roadmap for It was already envisaged that the next EU Multiannual
Recovery Financial Framework (MFF) would play a central role in
the economic recovery of the EU and the need of a
recovery fund (the roots of the NextGenerationEU).

Source: Own elaboration based on Eurogroup, 2020.

Moreover, shortly after the European financial regulators and supervisors, to reduce
the pro-cyclical implications of the pandemic on banks, decided to announce
prudential capital relief measures and the extension of the transitional
arrangements to the implementation of the IFRS 9 accounting rules?’. Moreover, the

ECB recommended Eurozone banks not to distribute dividends.

Based on ECB calculations (2020) the combined effect of the abovementioned
measures using “model-based simulations suggest that the offsetting prudential
actions, reducing the likelihood and magnitude of a credit crunch, could restore 1.9
percentage points to real GDP over the two-year horizon”. As regards the suspension
of dividend payments, this had a positive impact on significant institutions of circa

EUR 27.5bn. in retained earnings, equivalent to about 1.8% of bank’s aggregate

2% The transition periods for the adoption of the IFRS 9 were prolonged by two years. This extension provided banks with the
opportunity to minimize the possible adverse effects stemming from an anticipated rise in the provisions they need to account
for expected credit losses.
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equity. This could also facilitate the recognition of EUR 60bn. of NPLs, if there were

no changes with regard to the provisioning levels.

Moreover, Member States were very active in launching payment moratoria and state
guarantees to ease the households and businesses situation and, consequently,
mitigate the manifestation of an increase in credit risk and defaults, as presented

in the table below.

Table 4.8. Payment moratoria provided by a selection of EU Member States

Country Eligible instrument Duration Date of extension

Belgium Certain corporate credits, Up to 6 months On 6 November 2020,

such as loans to non- until 30 June 2021
financial enterprises, SME, (corporate and
self-employed persons and mortgage credits).
non-profit organisations as
well as residential
mortgage credits
France Certain corporate loans, Up to 6 months (up to 12 | No extension was
(adopted by w1th'spec1al focus on the months for tourism sector) | adopted
. tourism sector

the banking

industry)

Germany limited to households and Up to 3 months, with No extension was

small enterprises extension to up to 3 adopted
months in some cases
Greece Individuals (private Up to 3 months (for On 3 December 2020,
employees or self- individuals) and up to 9 up to December 2021
employed) as well as months (for businesses)
businesses directly
affected by COVID-19

Hungary All debtors Up to 18 months On 1 November
(narrowed eligibility),
until June 2022

Ireland personal and business Up to 6 months No extension was

(adopted by | customers impacted by adopted

the bank COVID-19

industry)

Italy Micro and SMEs Up to 6 months Several extensions
between August 2020
and May 2021, until
December 2021

Luxembourg | consumer loans and loans Up to 3 months Several extensions

given to micro and SMEs between April 2020
and June 2021, until
December 2021
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Poland (and | Mortgage loans, consumer | Up to 6 months No extension was

also by the | loans, personal loans as adopted

bank well as corporate loans

industry)

Portugal Mortgage loans and Up to 6 months (for In July 2021, until
unsecured credit mortgage loans) and 12 December 2021
arrangements months (for other

consumer credit
arrangements)

Spain Mortgage loans, consumer | Up to 6 months In February 2021, until
loans and personal loans September 2021

Source: Own elaboration based on Hogan Lovells (2021) and ESRB (2021).

Figure 4.31. Number of European banks that used moratoria and public guarantee schemes
in 2020
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Source: EBA, 2020.

As the ECB (2020) clarified “debt payment moratoria temporarily suspend the
counting of days past due, thereby avoiding automatically triggering defaults”.
Therefore, this temporary tool could be useful for “exposures on which there are no
other concerns about credit quality and payments are resumed before or at the end
of the moratorium”. Moreover, this institution also acknowledged “public

guarantees can also decrease banks’ expected losses”.
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The EBA was particularly active during this period. On 2 April 2020, it published its
Guidelines on legislative and non-legislative moratoria on loan repayments applied
in the light of the COVID-19 crisis where it clarified the treatment of legislative and
non-legislative moratoria applied before 30 September 2020, which was later
extended with the outbreak of the second wave of Covid-19. They set the criteria
for not triggering the forbearance classification of legislative and non-legislative
moratoria (e.g. moratorium changes only the schedule of payments). It also noted
that for the public guarantees “the application of such guarantee associated to the

moratorium is not considered to change the terms and conditions of the loan”.

As at June 2020, the EBA published that moratoria covered circa 6% of the total loans
and about 7.5% of loans to households and the non-financial corporate sector, EUR
871bn in aggregated terms. As regards corporate loans, the moratoria covered 16%
of SME loans, 12% of CRE loans and 7% of residential mortgage loans. According to
the European Banking Federation data (2020) between March and September 2020,
moratoria was used by circa 5 million of households and 2 million of European
companies. In light of this difficult but transitory situation, it stressed that “more
than 85% of the borrowers’ requests for postponement of payment schedules were

accepted by the banking sector”.

The use of moratoria varied significantly across credit institutions in the EU Member
States. Based on EBA data (2020) “Cypriot, Hungarian and Portuguese banks reported
the highest share of loans subject to moratoria (...) with a few banks reporting that
almost 50% of their total loans to NFCs and HHs were subject to moratoria”. In terms
of volumes the French, Spanish and Italian banks, in that particular order, reported
the highest volumes of loans subject to moratoria, whereas the German banks did
not use significantly this tool. As regards sectors, those hardest hit by lockdowns,
the accommodation and food service sectors, recorded the highest volumes with 27%
of the total loans under moratoria, whereas “in the education, entertainment,
human health services and real estate sectors, as well as in the wholesale and retail

trade sector, more than 10% of loans were”.
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Figure 4.32. Geographical and sectorial distribution of the use of moratoria in the EU
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Note: (left-hand figure): Total volumes of loans to HHs and NFCs granted moratoria on loan repayments (bubble size), loans
granted moratoria as a percentage of total loans to HHs and NFCs by country and summer 2020 GDP forecasts for the year
2020; (right-hand figure): Loans under moratoria as a percentage of total loans by segment and country.

Source: EBA, 2020.

This did not trigger the reclassification of exposures to non-performing nor
forbearance status, as according to the EBA guidelines, “the application of general
moratoria on loan repayments does not automatically trigger either the forbearance
classification or the non-performing status of the exposure”. Moreover, banks after
assessing the unlikeliness to pay criterion for classifying the exposures as non-
performing only booked circa EUR 20bn. of loans under non-expired moratoria as
non-performing, mainly in Greece, France, Portugal, Holland, Spain, Italy and
Ireland. This led the NPL ratio of loans under non-expired moratoria to 2.5%, below
the EU NPL ratio for all loans of 2.9%.

At this juncture, the EBA (2020) warned “the use, however, of moratoria may signal
an increased risk and a higher probability of unlikeness to pay which is probably not
reflected in the NPL ratio reported”. In the same vein, the ECB (2020) noted
“extraordinary policy measures have so far mitigated losses materialising in the
banking sector, but this may also weaken the informational value of certain risk

indicators”.
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Figure 4.33. Volumes of loans under non-expired moratoria classified as NPLs by segment
(EUR bn.) and loans under moratoria as a percentage of total loans by country - June 2020
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Source: EBA, 2020.

In fact, those loans under moratoria could be associated with increased credit risk.
However, the NPL ratio was at the time not a good indicator to assess this increased
credit risk; the stage 2 categorisation replaced it. Based on EBA data (2020), as of
June 2020 EUR 131bn., 17% of loans under moratoria and the double of the share for

total loans, were classified as stage 2.

The underprovisioning trend was another interesting feature of the asset quality in
the pandemic. As the EBA (2020) reported and presented in Figure 4.33, loans under
non-expired moratoria classified as NPLs had a coverage ratio of approximately 25%,
which was notably lower than the overall NPL coverage rate at the EU level, standing
at 45%. Therefore, this was also another indirect relief on the banks financial
position at the time, which combined with the public guarantee schemes

(hereinafter, also “PGS”).

As at June 2020, the EBA (2020) noted that “newly originated loans subject to PGSs
amounted to EUR 181 billion, representing 1.2% of the total loans. These loans were
granted predominantly to NFCs”, in Spain, France, Italy and Portugal. Thanks to the
PGS European banks could reduce their risk-weighted assets, as they reported only
“18% of the exposure value for loans subject to PGSs”, whereas for NFC loans not

covered by the PGS it amounted to 54%.
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Table 4.9. Public Guarantee Schemes provided by a selection of EU Member States

Country Target group Duration Date of extension
Belgium viable non-financial Up to 12 months On 6 November 2020,
companies, SMEs, self- for SMEs only up to 36
employed persons and non- months
profit organisations
France Very small businesses and Up to 9 months On 1 August 2020 to
SMEs also cover companies

registered in France
until year-end 2020

Germany SMEs and large companies in Up to 6 months No extension was
distress adopted
Greece Individuals, SMEs as well as Up to 60 months Several extensions of
large companies directly the COVID-19 Business
affected by COVID-19 Guarantee Fund,
including increased
budget
Hungary SMEs as well as large Up to 6 months Several extensions: On
companies directly affected 17 November 2020,
by COVID-19 until June 2021; and on

27 February 2021 until
year-end 2021

Italy Micro and SMEs Up to 9 months November 2020, until
June 2021
Netherlands | SMEs and large companies Up to 18 months Extension for certain
sectors until December
2021
Poland SMEs and certain large | Up to 39 months Extension of the
companies deadline for requesting
the assistance up to 31
December 2021
Spain SMEs, and self-employed Up to 24 months Several extensions,
persons until June 2021 to

request assistance
Source: Own elaboration based on Hogan Lovells (2021), Rekkas (2021), Cascarino et al. (2022).

Moratoria were designed as a prompt reaction measure in many EU Member States,
whereas PGS had longer residual maturities to alleviate the medium-term burden of
COVID-19 on businesses. However, there were important differences in terms of
maturity of the PGS across Member States. Based on a survey the EBA (2020)
performed 44% and 34% of loans benefited from guarantees with a residual maturity
between 2 and 5 years and between 6 months and 1 year, respectively. As presented
in the figures below whereas France opted for a short maturity (between 6 and 12
months), Spain or Italy, harder hit by the first wave of the pandemic preferred longer

maturities (from 2 years up to more than 5 years, in the case of Italy or Portugal).
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Figure 4.34. Residual maturity of public guarantee schemes by country (June 2020)
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Source: EBA, 2020.

The moratoria and PGS decisively helped to avoid a potential credit crunch in
Q22020. On the contrary, EU banks significantly increased their lending to NFCs
during that period, mainly thanks to the public guarantees. However, the ECB
(2020b) warned about potential negative externalities of their use in the future:
“Guarantees and moratoria appear to have lengthened the time it takes for weak
economic performance to translate into credit losses” and “may harbour the risk of

forbearance going forward”.

This institution also highlighted the increase in sovereign debt holdings, “triggering
concerns that the sovereign-bank nexus could re-emerge” and called for closely
monitoring vulnerabilities to avoid any potential “adverse sovereign-corporate-bank
feedback loop”, especially in those Member States hardest hit during the Eurozone
sovereign debt crisis, including Greece, Cyprus, Portugal or Italy, as included in the

figure below.
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Figure 4.35. Bank’s domestic government bond holdings and corporate NPL ratios in the
Eurozone

(Q2 2020, Oct. 2020, percentage of lotal assels, perceniage of
total corporate loans)
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Source: ECB (2020b).

As several of the studies included in the previous chapter exemplified, there is
typically a lag between the contraction in the economic activity and the increase in
the NPL stocks. Taking into account the COVID-19 context the ECB (2020b) argued
“the broad-based deployment of government support to borrowers, through
moratoria and public guarantees, may lead to this lag being longer than in past
recessions”. It also reiterated the need to be vigilant as while moratoria is helpful
from a financial stability viewpoint “when borrowers are facing temporary cash-flow
disruptions, they pose financial stability risks for banks when cash flows do not
recover and borrowers become non-viable, unless the loans under moratoria are also

state-guaranteed”.

In any event, the ECB considers that this should be a temporary measure, as “the
longer the duration of a moratorium, the more difficult the exit from this policy

could be”. If it is maintained for a long period of time, it could weaken the payment
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discipline in the targeted group. Under this scenario, this could lead to the increase
of NPLs in the future. At the same time, when exiting this measure it is key to avoid
cliff effects. Therefore, defining a staggered approach should pave the way to the

return to normal standards.

In the first half of 2020, while Stage 3 exposures remained stable the proliferation
of Stage 2 was significant. At the same time, while the NPL ratio for Eurozone banks
continued its reduction path, even it slowed down, the forborne exposures, notably
the performing forborne, changed their trajectory and raised significantly, as
presented in the figure below.

Figure 4.36. Evolution of exposures classified as Stages 2 or 3, as well as forborne exposures
in the Eurozone
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Source: ECB (2020b).

By year-end 2020 the early signs of deterioration in the asset quality of banks
became more evident. However, as the ECB (2021a) acknowledged thanks to the
“large-scale fiscal, monetary and prudential support, bank asset quality has been
preserved despite the sharp recession”. The sales of legacy NPLs in Cyprus, Greece,
Italy and Portugal led the NPL ratio to record 2.7%, but forborne exposures were in

clear increase.
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At this juncture, deepening the ongoing work on enhancing the existing toolkit, e.g.
terminating with the lengthy and costly insolvency procedures in some countries,
would facilitate claim enforcement and, ultimately, avoid the proliferation of NPLs
if vulnerabilities in the corporate sector continued to grow. In December 2020, the
European Commission launched a new action plan on NPLs anchored in two axes: (i)
insolvency reform and debt recovery facilitation; and (ii) enhancement of the
secondary markets for NPL disposals.

Figure 4.37. Forborne loans and corporate NPL ratios with various insolvency regimes in the
Eurozone as at December 2020
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to the share of total loans with forbearance measures. The bubble size corresponds to the NPL ratio for corporate loans. The
red lines indicate sample medians, whereas the grey line represents the linear trend.

Source: ECB (2021).

Moreover, Stage 2 assets continued to increase year-on-year “with net inflows into
Stage 2 assets being six times higher than before the pandemic by the end of the
year”, while “flows into actual credit-impaired (i.e. Stage 3) assets increased more
modestly, rising by 1.3 times”, based on ECB calculations (2021). The European large
banks supervisor also noted: “banks’ practices with respect to the identification of
the significant increase in credit risk and forbearance vary, which raises the risk of
a delayed recognition of asset quality issues by some banks”. Therefore, the

supervisor raised its scrutiny on early indicators linked to asset quality and on the
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internal governance framework of banks as regards credit risk in the most pandemic-
sensitive sectors. It concluded: “the deterioration has also been somewhat greater

in sectors which already had a higher share of non-performing loans”.

Figure 4.38. Evolution of NPLs as well as Stage 2 and 3 until Q42020
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Source: ECB (2021).

As part of the reassessment of the prudential measures taken in the first half of
2020, at the end of that year the European Systemic Risk Board extended its
recommendation on restrictions of dividend distributions until September 2021. In
turn, the ECB updated its guidance and moved from no distribution to prudent

distribution of dividends or share buybacks.

By the end of 2020 concerns about potential zombie lending re-emerged. The ECB
(2021a) was particularly active warning about this: “despite the severity of the
economic shock, monetary, fiscal and prudential policy actions supported the supply
of bank lending and typical lending rates remained stable throughout 2020” and
added “the interest rates on zombie firms’ bank loans are not systematically higher
than those on loans to other firms”. This was counterintuitive as it showed either
there was a non-proper risk assessment or, even more worrisome, “extend and

pretend” policies could have followed thanks to the extraordinary support measures.
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Figure 4.39. Risk assessment of zombie lending and interest rates per sector
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This could be a catalyser for massive NPL recognition further down the road if the
economic situation did not improve significantly. As the ECB (2021a) noted “future
asset quality depends on the timing and strength of the economic recovery, and the
exposure of banks to sectors most affected by the pandemic”. Therefore, it is key
to closely monitor those sectors more affected by the COVID-19 and conduct detailed
assessment and, eventually, study the potential proliferation of NPLs to design

targeted measures to address it in a timely manner.

Figure 4.40. Pandemic-sensitive sectors and NPLs
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4.2.2. Evolution during 2021

In 2021 the concerns about the deterioration of the asset quality of European banks
were driven by the expiry of several support measures the public authorities adopted
during 2020 as a result of the COVID-19 crisis. The ECB warned about a potential cliff
effect as “government-guaranteed loans offered vulnerable corporates access to
finance, but may expose firms to medium-term rollover risks, in particular where
guarantee schemes have a short residual maturity and bank lending standards have
tightened”.

Therefore, several businesses could be in severe risk due to the sudden tightening
of the lending standards compared to publicly subsidised access to credit in 2020.
The close monitoring of the evolution of the asset quality metrics and the evolution
of the business related indicators were crucial aspects to decide on when to

discontinue the state-sponsored support programmes.

As at January 2021 circa 75% of moratoria had already expired. However, this was
uneven across Eurozone Member States. In Portugal, Italy, Spain and Greece active
moratoria was still above the Eurozone average, notably in Portugal more than 13%
of the total loans granted were subject to active moratoria measures. The ECB
(2021a) studied the interplay between moratoria and NPL and concluded that for
the Eurozone the NPLs stemming from expired moratoria compared to NPLs related

to active moratoria measures still in place was not significant.

Nevertheless, some Member States deviated from this trend. In the case of Ireland
as of February 2021 the NPL ratio of loans under expired moratoria recorded 12%,
whereas the NPL ratio of loans under active moratoria was only at 6%. On the
contrary, in the Netherlands the NPL ratio of loans under active moratoria peaked
at circa 12%, whereas the NPL ratio for loans under expired moratoria was only
slightly about 4%.
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Figure 4.41. Interplay of the expiry of moratoria and NPLs
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However, despite the expiry of moratoria on aggregate terms in the first half of 2021
the NPL ratio in the Eurozone continued its slower pace in the NPL reduction and
recorded 2.4%, driven by further reduction in their numerator. This referred mostly
to the disposal of legacy NPLs in Greece and Cyprus. Moreover, the corporate NPL
ratio reached 4.6%, its lowest level in the last decade. On the contrary, the forborne

exposures confirmed its steady increase path since Q1 2020.

Figure 4.42. Evolution of NPL and forborne exposures (2018-Q22021)
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The ECB (2021b) noted “forward-looking credit risk metrics indicate a slowdown in
asset quality deterioration during the first half of 2021, although heterogeneous
across sectors”. However, the European supervisor also warned about potential
difficulties further down the road, or at least banks perceived such a thing as
although the conclusion of moratoria did not immediately result in a decline in the
quality of banks' assets, the coverage ratio for NPLs under moratoria rose from 24%
in June 2020 to 36% in June 2021. This could indicate an elevated level of risk

concentration within this portfolio.

Figure 4.43. Evolution of moratoria and associated coverage (June 2020-June 2021)
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In this regard, the ECB concluded: “despite the positive signs, the full impact of the
pandemic on bank asset quality could take another two years to become visible. The
future level of NPLs depends on the strength and continuation of the economic
recovery, as well as the effectiveness of policy measures in preventing corporate
defaults”.
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In line with this statement, continuation as regards the ongoing trends was the norm
in the second half of 2021. Stage 2 ratio slightly increased, reaching around 9%,
doubling pre-pandemic levels. With regard to loans subject to forbearance
measures, they were around 2% of total loans. Finally, the NPL ratio continued its

downward trend.
Figure 4.44. Evolution of asset quality indicators (Q12017 - Q42021)

(Q1 2017-Q4 2021, percentages of total loans)
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This downward trend as regards NPL reduced its speed over the last quarters, but
continued to be robust. In this regard, only in Q12021 the net inflows were positive.
This shows that despite the COVID-19 banks managed to continue with the sales of
NPL portfolios.
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Figure 4.45. Quarterly evolution of NPL inflows and outflows (Q12020 - Q42021)
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performing loans and advances that were classified as non-performing at the end of the preceding financial year and have
been continuously classified as such ever since.

Source: ECB (2022a).
4.2.3. Evolution during 2022

2022 was the year of the consolidation of the existing trends. NPLs continued its
reduction trend. This decrease was particularly significant in the case of NFCs, but
also prominent for households. The inflows from the performing status were still
moderate and did not exceed the disposals and other outflows, which were

significantly larger than the outflows to performing.

On the contrary, in the case of Stage 2 assets the evolution of the ratio was still
worrisome. After its moderation in the first half of 2021, from the second half 2021
until mid-2022 there was another significant increase which moved its level towards
the 12% threshold.
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Figure 4.46. Evolution of Stage 2 and NPLs ratios as well as its composition (Q12019 -
Q22022)

{left graph: Q1 2019-Q2 2022, percentages,
right graph: Q3 2020-02 2022, percentages)
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Source: ECB (2022b).

As regards provisioning coverage ratios the main reduction comes from the non-
financial corporation exposures. The ECB (2022a) noted “for NPL coverage, this may
partly reflect a composition effect as banks tend to sell the most aged, well-
provisioned loans”. Therefore, the ECB still considers that “looking ahead, banks
with less conservative macroeconomic assumptions underlying their expected credit
loss models may face a risk of larger increases in their provisioning needs if

macroeconomic conditions deteriorate more than expected”.
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Figure 4.47. Evolution of NPLs and Stage 2 loans by sector as well as coverage ratio
(Q12019 - Q22022)

a) Net inflows into Stage 2 loans by sector b) Provisioning coverage ratio of NPLs and
Stage 2 loans

(Q1 2019-Q2 2022, percentage of loans at the end of the previous  (Q1 2019-Q2 2022, percentages)
quarter)
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Source: ECB (2022b).

When we deep dive into the EU Member States it is worth highlighting that as of
June 2022, Romanian and Cypriot banks had the highest share of stage 2 loans (17.8%
and 15.6% respectively), while Greek banks reported the highest share of stage 3

(6.4%). For other countries Stage 2 and 3 were still at regular levels.

Figure 4.48. Allocation of stages by EU country (Q2 2022)

m i 4 | Gt i m P
Source: EBA (2022).
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As regards the evolution of the accumulated impairments and provisions in the EU
Member States there were two opposite trends over the June 2021-June 2022 period.
On one hand, both provisions on NPLs and total provisions were reduced, whereas
provisions on Stage 2 loans and even on performing loans increased significantly

since December 2021.

Figure 4.49. Accumulated impairments and provisions in the EU (Q22021 - Q12022)

Source: EBA (2022).

4.3. Deep dive on the evolution of bankruptcies

Another early warning indicator for signalling potential deterioration of the asset
quality down the road is the assessment of the evolution of bankruptcies in the EU.
As Eurostat (2023) noted “the bankruptcies indicator is an early sign to measure the
sentiment in business environment”, which also serves to policy and supervisory
authorities to monitor the business cycle and come up with timely measures to

address procyclicality and the deceleration in the economic activity.

Stability was the norm during 2018 and 2019, which minimal quarter-or-quarter
changes. However, in the first two quarters the declaration of bankruptcies fell
down sharply due to the extraordinary support measures adopted at EU and national
level. As some of those measures expired and the liquidity reserves were exhausted
a significant rise in bankruptcies was recorded in Q32020. Then, the stability

returned until the second half of 2022, where the effects of rising inflation and the
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Russian invasion in Ukraine put additional constraints into the business activity.
According to Eurostat (2023) in Q42022 the declarations of bankruptcies rose by
26.8% in the EU and, even more, by 27.4%, in the Eurozone, whereas in Q32022 they
had increased but at a slower path, concretely by 17.5% in the EU and by 20.1% in

the Eurozone.

Figure 4.50. Quarterly evolution of the declarations of bankruptcies (Q12018 - Q42022)
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Source: Eurostat, 2023.

Between 2015 and 2016, the bankruptcy declarations decreased in most sectors.
Then, from 2017 to 2019, with the exception of transportation and storage there
were only marginal increases with regard to the declarations of bankruptcies. When
the COVID-19 pandemic hit the European economies due to the extraordinary
measures taken by the EU and the Member States there was a sharp reduction of the
declarations in all sectors. From Q32020 to Q12021 there was a steady rise, which
reverted in the following three quarters. Finally, in 2022 all sectors recorded an
increase in the declarations of bankruptcies, particularly intense in the
transportation and storage as well as accommodation and food services, followed by

the education, health and social activities.
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Figure 4.51. Declarations of bankruptcies by activity (Q12015 - Q42022)
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When focusing on the EU Member State level the heterogeneity is the norm. As
regards the sectors where the highest volumes of bankruptcies we recorded in
Q42022, namely (i) transportation and storage, (ii) accommodation and food services
the figure below provides a visual overview of the impact of the bankruptcies per
Member State. The most affected countries where Spain, Croatia, Slovakia and

Denmark, in this particular order.
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Figure 4.52. Bankruptcies in the EU in a selection of the most exposed sectors as at Q42022

Source: Eurostat, 2023.

4.4, Synopsis of the chapter

In this chapter, the evolution of NPLs from 2007 to 2022 is presented leveraging on
graphical representations either at regional level or at country level. The first
section covers the economic consequences of the GFC and the European sovereign
debt crisis, whereas the second section provides an overview of the evolution of
NPLs in the EU Member States since the start of the so-called COVID-19 crisis in year-
end 2019 to the latest available data.

The deterioration of the main drivers of the European economy and the doubts on

the fiscal capacity of the sovereigns had a prompt impact on the European credit
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institutions. This resulted in the rapid increase of the risk exposure, the tightening

of credit supply and the proliferation of non-performing exposures.

Not all EU Member States had the same degree of macroeconomic imbalances ahead
of the GFC and, consequently, its impact on them varied significantly. That rationale
is also valid for the starting point of NPL levels, which was also uneven across the
EU Member States, but in any event worrisome for 2007 and 2008 in most EU Member
States.

In many EU Member States the proliferation of NPLs started to completely change
the picture in 2009. It continued to deteriorate during the following years, reaching
a peak in most countries between 2013 and 2016. From that period onwards the
reduction trend started to unfold proving right the policy initiatives implemented

that accompanied the favourable economic conditions in most EU Member States.

In the case of the Euro Area, the fragmentation between the so-called periphery and
core group of countries was palatable, presenting a large dispersion as regards NPLs.
Austria, Belgium, Estonia, Finland, France, Germany, Latvia, Lithuania,
Luxembourg, Netherlands and Slovakia were considered part of the core group,
whereas the periphery was composed by Cyprus, Greece, Ireland, Italy, Malta,

Portugal, Slovenia and Spain.

When we take a closer look at the evolution of NPL ratios at country-level there
were some remarkable policy initiatives aiming to address the existing high level of
NPLs. In Ireland, Slovenia and Spain the establishment of systemic AMCs facilitated
the rapid reduction of NPLs. Other countries decided to implement other tools, such
NPL securitisations. For instance, the adoption of the GACS programme in Italy in
2016 started to change the scene in H22016 and 2017 in this country.

Following the Italian reduction efforts of 2016 and 2017, 2017 was a turning point in
Portugal, whereas in Cyprus and Greece this downward trend unfolded in 2018. In
the case of Cyprus the NPL ratio moved from circa 35% in Q32017 to 20% in Q42018,
whereas in the Greek case, after a period of stability in the ratio above 45% (2015-

2017), only in late 2017 it started to decrease steadily quarter after quarter.
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Data shows that the deterioration of credit quality came mostly from companies
unable to pay back the loans they received, with a significant concentration in a few
sectors, namely construction and real estate sectors, (i) as a result of the burst of
the housing bubble originated pre-GFC in several EU Member States, as well as (ii)

due to some idiosyncratic macroeconomic imbalances in some countries.

It is also relevant to disaggregate the NPL ratio to study its composition. SMEs as
well as commercial real estate categories steadily recorded higher NPL ratios than
large corporates and mortgages over the June 2015-June 2019 period. In the case of
consumer credit during the aforementioned period it was in between, typically
doubling the ratios of mortgages. In terms of the reduction path, it is clear that the
most significant efforts were devoted to the reduction of SMEs and commercial real
estate NPLs.

The coverage ratio steadily increased until 2018 in aggregated terms, whereas
Q22018 constituted a turning point. Basically, this was driven by a significant
reduction of the stock of NPLs (denominator of the ratio). It almost halved in four
years (between Q22015 and Q22019), but accelerated its decrease path in the final
period of this timespan. However, the evolution was also uneven in terms of
countries. In some EU Member States there was a clear change in provisions whereas
in others there were no significant changes over that period. Specially, in those
countries with higher NPL ratios credit institutions had to do an extra effort by
increasing their coverage ratios. The rationale was that this should facilitate the

disposal of those NPLs.

When disaggregating the coverage ratio by type of loan there were also remarkable
findings. Whereas for mortgages, commercial real estate and SMEs the upward
tendency was clear until June 2018, in the case of the commercial real estate and

large corporates the evolution of the coverage ratio was not so uniform.

In 2020 the unexpected outbreak of COVID-19 and its escalation into a pandemic
tested the efforts made in the previous years by EU Member States and banks to

reduce the stock of NPLs. By year-end 2020 the early signs of deterioration in the
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asset quality of banks became more evident. However, this was significantly
alleviated due to the temporary fiscal, monetary and prudential support granted to

European banks.

In 2021 the concerns about the deterioration of the asset quality of European banks
were driven by the expiry of several support measures the public authorities adopted
during 2020. The risk was a potential cliff effect reversing the reduction trend still
in place during the previous year. There was a slowdown as regards the reduction of

NPLs whereas the average Stage 2 ratio in Europe increased significantly during 2021.

2022 was the year of the consolidation of the existing trends. The aggregated NPL
ratio continued its reduction path, whereas in the case of Stage 2 assets the ratio
was still worrisome. From the second half 2021 there was another significant
increase. The perception of a sudden deterioration of the asset quality of banks in

Europe was still one of the most prominent risks ahead.

This chapter concluded with an analysis of the trends related to another early
warning indicator for signalling potential deterioration, which is the evolution of
bankruptcies in the EU. In 2022 all sectors recorded an increase in the declarations
of bankruptcy, particularly intense in the transportation and storage as well as
accommodation and food services sectors, followed by the education, health and

social activities sectors.
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5. THE USE OF STATE-SPONSORED OR NATIONAL ASSET MANAGEMENT COMPANIES
TO DEAL WITH NON-PERFORMING EXPOSURES FROM THE GFC TO 2023

5.1. Introduction

This chapter covers the initiatives taken by the authorities of several Member States
since 2008 to deal with the proliferation of NPLs in their national banking sectors.
They encompass diverse approaches to execute a state-sponsored asset relief to
serve a number of beneficiary banks. The common denominator was the transfer,
included synthetic, of risks to free their balance sheets, to asset management
companies following ad-hoc legislation approved in this regard. Moreover, all served
a public policy objective, namely to timely and orderly disposal of assets and the
creation of secondary markets for NPLs. Most of them required a special legal setting
implemented by for the national authorities for the establishment of the (systemic)
asset management company. In this analysis, the individual asset management
companies created by the private initiative or as a result of the crisis of a specific
bank are excluded, exception for the case of the Italian de facto AMC as from 2018

and the German cases.

5.1.1. What is an asset management company?

As exemplified in the table below, there are as many definitions of AMC as papers
or publications covering this topic. In some occasions, there are different definitions
within the same document. Typically, this concept is defined taking into account its

features or the mandate and/or core objectives guiding its creation.

Table 5.1. Selection of definitions of an AMC

Author Definition

“Public or private entities whose main function is to take over the
nonperforming assets of distressed financial institutions, are
Woo (2000) generally founded on the supposition that they can help facilitate
financial restructuring and maximize the recovery of

nonperforming assets at the same time”.

A company that “either dispose of assets hived off from bank
Klingebiel (2000)
balance sheets or restructure corporate debt”.
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“A special purpose company set up by a government, a bank, or by
Bank for International private investors to acquire loans and other assets, a majority of
Settlements (2002) which are usually impaired, for subsequent management (including

restructuring) and in many cases, sale to investors”.

) . A company that “purchases or takes over troubled loans or
Zimmermann and Schafer o
securities and then attempts to restructure and manage the assets

(2009)
in a way that maximizes their value”.
“An institution that takes over distressed assets, thereby cleaning
Freixas (2010) the banks’ balance sheet and ring fencing the ‘toxic’ illiquid assets
in order to get the uncertainty out of the financial system”.
An entity that “wins time for restructuring and avoids emergency
Huther (2012) sales, which makes it possible to secure value, as sales can be

transacted depending on the market situation”.

“companies that pool and invest funds in a diversified portfolio of
Jassaud and Kang (2015) ) » o
NPLs according to a specific objective”.

“A statutory body or corporation, usually established in times of
financial sector stress, to assume the management of distressed
assets and recoup a portion of the public cost of resolving the

Cerruti and Neyens (2016) -
crisis”.

“Entity established to manage and enhance recoveries of

distressed assets removed from the financial system”.

Medina Cas and Peresa “An entity created to purchase, manage and ultimately dispose of

(2016) distressed, usually nonperforming assets from Banks”.

A company which aim “to remove troubled assets from banks'
o balance sheets and thereby reduce the high uncertainty about the
European Commission (2018) . ) .
quality of banks' assets, which made access to finance very
difficult”.

“vehicles that provide relief to banks that are struggling by

European Commission (2020)
enabling them to remove NPLs from their balance sheets”

Source: Own elaboration, based on the publications mentioned in the table.

There a number of features common to those definitions, namely, they were created
to: (i) alleviate the burden on the financial sector by cleaning the beneficiary banks’
balance sheets; (ii) facilitate the restructuring of the assets received; and (iii)

maximize the value of those assets over time.
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5.1.2. Rationale for establishing AMCs

Woo (2000) highlighted four objectives that should guide the establishment of any
asset management company: (i) facilitation of financial restructuring; (ii) focus on
high rate of recovery; (iii) determination for a prompt recovery; and (iv)
normalisation of asset markets. At first sight, it is already clear that finding a
compromise between these four objectives is as important as challenging. For
example, aiming at having a high rate of recovery would not be always achieved if
the focus is placed on contributing to a prompt normalisation of the asset markets
and on the acceleration of the rechannelling of the financial resources in an

economy.

Table 5.2. Core objectives of AMCs

Objective Justification Solution

Refocusing on core activity (i.e. | Restoring liquidity and solvency
lending) and ensuring the soundness | to financial institutions,
of the financial institutions (i.e. | providing confidence in their
o ) ) Deterioration in the quality of | valuation, enhancing credit
Facilitation of financial | ] o
) financial assets can severely weaken | discipline, and, consequently,
restructuring . ) . i
the soundness of financial | allowing them to resume their
institutions and distract them from | normal functions.

their primary function as financial

intermediaries).

Restoring to asset holders in the | Alignment of incentives

market what is owed to them. between public and private

Focus on a high rate of participants in the market, as a
recovery high recovery rate of assets

reduces the burden on

taxpayers.

Reducing uncertainties over the net | This acceleration contributes to
worth and the creditworthiness of | an efficient resource
) both the holders and the obligors of | reallocation which is vital to
Prompt resolution ) ) )
these assets in the market (i.e. | economic recovery.
restoring the market’s ability to

assess counterparty risk).
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Avoiding adverse selection, as a large | This helps to create market
overhang of non-performing assets | benchmarks for  previously
Normalization of asset | can paralyze asset markets by | overvalued assets or illiquid

markets exerting downward price pressure on | assets (i.e. it also prevents
all assets and even by crowding out | excessive downward pressure

good assets from the market on assets prices).

Source: Own elaboration, based on Woo (2000).

As Aiyar et al. (2015) noted this normalisation of asset markets is a key feature of
any AMC, as they kick-start the market by “bridging the pricing gap in situations
where no market exists, or the market is extremely illiquid”. Consequently, they are
entrusted with a central position which should facilitate the restoration of prices for
distressed debt via price discovery. Moreover, its establishment provides incentives
for banks to avoid the collective inaction. These are features driven by the following

cumulative factors, as Aiyar et al. (2015) highlighted:

e Economies of scale: this should be particularly helpful for smaller banks, as
“centralizing impaired assets from several banks into an AMC may help reduce
the fixed cost of asset resolution, increase the efficiency of asset recovery,

and allow for a more efficient packaging of assets for sale”.

e Greater bargaining power due to their size: this is key “when loans are
scattered within the system, collateral is pledged to multiple creditors, and

the size of debtors is large relative to that of banks”.

e Specialization, which facilitates the pulling of “workout expertise and
resources” as well as “better valuation and credit discipline” via adequate
management (i.e. “separation of the loan administration away from their
credit officers, which could foster a more objective assessment of credit

quality”.

5.1.3. Preconditions for “Successful” AMCs

Ingves, Seelig and He (2004) clearly admitted that “there is no single optimal

solution but rather a combination of solutions for each country that may vary over
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time and for each bank resolution”. However, several authors, including themselves
have tried to come up with a list of preconditions for putting in place successful
AMCs. They have been summarised in the table below:

Table 5.3. Overview of preconditions for successful AMCs

Woo (2000)

Das and Quintyn (2002)

Ingves, Seelig and He
(2004)

Legal basis: Provide for
clear transfer of titles and
priority in the transactions

of assets.

Regulatory framework and
adequate supervision
prevents financial
institutions from using their

asset management company

Independence: both from the
political sphere and from the

financial entities.

This facilitates making credible
commitments regarding a long-term

strategy.

The advantage of resorting to and
relying on expertise, particularly
when responses are needed for
complex situations; and the
advantage of potentially shielding
market intervention from political
interference, thus improving

transparency and stability of the

Supporting legal and
regulatory environment:
this  should be the
centrepiece principle, as
the AMC should be created
to complement decisive
political will to overcome
the situation by reforming
those areas of the system
where there are needs for

improvement.

Strong leadership: the
day-to-day business of the
AMC will be challenging.
Therefore, adequate

leaders in charge is

subsidiaries as a means to output. fundamental.
artificially boost their

capital positions.

Governance: resist political | Accountability: This is built on and | Operational

interference and pressure

from borrowers.

Selection of assets
transferred: Large assets,

fixed assets, and loans

complements the independence, as
the agency needs to justify its
actions against the mandate given
toit.

It needs a combination of control
instruments, such as: (i) strict
procedural requirements; (ii)

legislative and executive oversight;

independence: this
principle needs to be
ensured at all times.
Otherwise, the fulfilment
of its mandate would be

compromised.

Appropriately structured

incentives: This applies as

regards the original
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requiring foreclosure are
good candidates for transfer
to asset management
company.

On the contrary,
restructurable loans and
loans whose obligors banks
would like to maintain a
long-term relationship
should be kept with the
bank.

(iii) public engagement, and (iv)
subject to judicial review of its

actions.

Accountability is easier to
implement when the agency has a
clearly defined and measurable

objective.

configuration of the
objectives as well as
throughout the
development of the
mandate of the AMC.

Asset transfer pricing:
Transfer of assets should
reflect market prices.
Pricing of assets should be
based on probability of
recovery, cash flow analysis,
and appraisal of underlying

collateral.

Funding: Sufficient funding
but hard budget constraint

are required. The operating
budget should be separated

from takeover funding.

Transparency: This principle refers
to an environment in which
objectives, frameworks, decisions
and their rationale, data, and other
information, as well as terms of
accountability, are provided to the
public in a comprehensive,
accessible, and timely manner.
First, it directly supports
accountability by making the actions
of the agency clear to the outside
world (governments and markets).
Second, it protects the
independence of the agency by
demonstrating when and under
which form interference is taking
place, where applicable.

It is also instrumental in increasing
the commitment of (...) managers,
and owners to prudent behavior and
risk control of the financial
business.

Of course, this principle should also
consider the need for commercial

confidentiality.

Commercial orientation:
the mandate of the AMC
needs to be clearly
defined and ensured
during its life. There
should not be conflicting
objectives at stake, being
the most important one
the timely disposal of
assets received with the
highest possible recovery

rate.
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Incentive structure: An
incentive structure,
including gain/loss-sharing
arrangements and bonuses
tied to the recovery rate,
rationalizes management of
nonperforming assets and

maximizes recovery.

Asset disposition: A
decision on asset disposition
should be based on market
conditions as well as the
funding cost of the asset
management company,
consistent with the
objective of achieving

maximum recovery rate.

Legal power: Asset
management companies
vested with extraordinary
legal power can help
facilitate the asset
resolution process,
especially in the corporate

debt restructuring process.

Lending: Asset management
companies should not be
allowed to engage in
lending. Such restriction can
help optimize the division of
assets between financial
institutions and

management companies.

Tax issue: Tax neutrality is
important for not creating

disincentive for banks to

Integrity: This principle refers to
the mechanisms that ensure that
staff of the agencies can pursue
institutional goals (...) without
compromising them due to their
own behavior, or self-interest. It
should be applied at all levels:
First, procedures for appointment
of heads, their terms of office, and
criteria for removal should be such
that the integrity of the board-level
appointees (...) be safeguarded.
Second, the integrity of the
agency'’s day-to-day operations also
needs to be ensured.

Third, integrity also implies that
there are standards for the conduct
of personal affairs of officials and
staff to prevent exploitation of
conflicts of interest.

Fourth, assuring integrity also
implies that the staff of the (...)
agency enjoy legal protection while
discharging their official duties.
Without such legal protection,
objectivity of staff would be prone
to contest and staff to bribery or
threat and the overall effectiveness
and credibility of the institution
would suffer greatly.
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transfer assets to their asset
management company

subsidiaries.

Source: Own elaboration, based on papers mentioned.

More recently, Cerruti and Neyens (2016) devoted significant efforts to synthesise
the main elements to take into account by coming up with the following list of four

preconditions:

1. Size: Solid diagnostic and critical mass of impaired assets;

2. Will: Strong consensus and political will with respect to the approach, and

willingness to recognise losses in the banking system;
3. Governance: Institutional independence and public accountability; and

4. Framework: Robust legal framework for bank resolution, debt recovery, and

creditors’ rights.

These preconditions should be complemented by a comprehensive and coordinated
reform programme aiming to (a) strengthen the (i) financial sector regulation and
supervision, (ii) risk management and workout practices within the banks, (iii)
corporate restructuring tools, as well as to (b) reinforce the existing legal framework

with reforms to remove impediments to restructuring actions.

Also Fell et al. (2017) stressed that “several success factors” should be cumulatively
present for an AMC to comply with its mandate and detailed objectives as per its

business plan, including the following:

e Type of assets: AMCs tend to be best suited for particular asset classes,
notably fairly homogenous NPLs of a certain size, such as commercial real

estate, instead of SME and households’ exposures.

e Asset valuations and the resulting transfer prices: they should be realistic,
thereby limiting the risk that AMCs run losses and deplete their capital while

giving some room for manoeuvre with respect to asset resolution.
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e Governance: it should have a strong mandate, avoiding political interference

with their activities.

e Finite lifetime: this should ensure that the AMC does not become a self-

perpetuating enterprise.

¢ Mandate laid down in the national legislation to provide its organisational

setup with a clear support.

¢ Accompanying external policies: as asset values start to recover typically in
the medium term the role of sound macroeconomic and financial policies is

fundamental for the success of the AMC during the timespan of its operations.

5.1.4. Advantages vs. Disadvantages of centralised AMCs

Fell et al. (2017) stressed that “AMCs do not offer a panacea for systemic NPL
problems and their success depends both on their design and the prevailing economic
circumstances”. Several authors have outlined both advantages and disadvantages
that should be taken into account when thinking about, designing and putting in
place this type of intervention in a market-oriented economy, which is what an AMC
constitutes at the end of the day. Others noted that for its success it would be key
that they would pair with the recapitalisation of beneficiary banks of the asset relief

programme.

Table 5.4. Potential advantages of setting-up an AMC

Klingebiel (2000)

Ingves, Seelig and He (2004)

Ensures economies of scale, i. e. consolidation
of scarce work out skills and resources within

one agency.

Serves as a vehicle for getting NPLs out of
troubled banks, based on uniform valuation

criteria.

Can help with the securitization of assets as it

has a larger pool of assets.

Clean up the bank’s books via an up-front loss

recognition.

Centralizes ownership of collateral, thus

providing (potentially) more leverage over

debtors and more effective management.

Centralizes ownership of collateral, thus
providing more leverage over debtors and more

effective management.
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Breaks links between banks and corporates and

thus could potentially improve the

collectability of loans.

Centralizes scarce human resources (domestic

and foreign) with specialised skill mix.

Allows banks to focus on core business and,
therefore, improves prospects for orderly

sectoral restructuring of economy.

Can better force operational restructuring of

troubled banks due to its specialisation.

Allows the application of uniform workout

practices.

Contributes to the creation of an asset
management industry and secondary market for

distressed assets.

Can be given special powers to expedite loan

recovery and bank restructuring.

Can be given special legal powers to expedite

loan recovery and bank restructuring.

Source: Own elaboration, based on papers mentioned.

Table 5.5. Potential disadvantages of setting-up an AMC

Klingebiel (2000)

Ingves, Seelig and He (2004)

Banks have informational advantages over AMCs
as they have collected information on their

borrowers.

Management is often weaker than in private

structures, reducing the efficiency and

effectiveness of its operations.

Leaving loans in banks may provide better
incentives for recovery and for avoiding future
by

monitoring procedures.

losses improving loan approval and

Such agencies are often subject to political

pressure.

Banks can provide additional financing which

may be necessary in the restructuring process.

Determining transfer prices is difficult and
values of acquired assets erode faster when

they are outside a banking structure.

If assets transferred to the AMCs are not
actively managed, the existence of an AMC may
lead to a general deterioration of payment
discipline and further deterioration of asset

values.

NPLs and collateral are often long-term

“parked” in an AMC, not liquidated.

It may be difficult to insulate a public agency
against political pressure especially if it carries

large portion of banking system assets.

Cost involved in operating an AMC may be

higher than a private arrangement.

If not actively managed, existence of public

AMC could lead to a general deterioration of
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credit discipline in financial system (i.e. lack

of knowledge of the borrower).

Source: Own elaboration, based on papers mentioned.

As van Suntum and Ilgmann (2013) argued there are always at least three challenges
that an effective AMC should address: “(1) transparent removal of toxic assets, (2)
minimum costs to the public, and (3) curtailing moral hazard”. They explained that
due to the asymmetric information in the transfer of assets, as the beneficiary banks
are in an advantage “concerning their own asset portfolio, it is likely that banks seek

to transfer only such assets where the price agreed is above the fundamental value”.

Therefore, comprehensive valuations and the avoidance of cherry-picking technics
should be at the front of the assets transfer negotiations. Moreover, to address the
moral hazard considerations it is crucial to take also into account the future
expectations in the banking sector. This concretises in making sure that “no
incentives or new opportunities for opportunistic behavior in the future” are created

by the establishment of the AMC, as Schafer and Zimmermann (2009) stressed.

5.1.5.The role of State Aid rules

When dealing with distressed assets it is also fundamental to respect State Aid rules
imposed by the EU primary legislation and applicable secondary interpretations. As
Galand, Dutillieux and Vallyon (2017) clarified “if a public intervention is granted at
terms which are more favourable than what a private investor would grant, it
qualifies as State aid and the measure needs to be notified to the Commission who
will assess whether it is compatible with the internal market”. Therefore, when
deciding on the implementation of any measure Member States need, as a
prerequisite that the European Commission approves such measure before its

adoption or entry into force.

By default the general rule is the prohibition under Article 107(1) of the Treaty on

the Functioning of the European Union (hereinafter, TFEU):

“1. Save as otherwise provided in the Treaties, any aid granted by a Member State
or through State resources in any form whatsoever which distorts or threatens to
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distort competition by favouring certain undertakings or the production of certain
goods shall, in so far as it affects trade between Member States, be incompatible

with the internal market”.

The European Court of Justice, with its Jugdement of 24 July 2003 in the case C-
280/00, Altmark Trans GmbH and Regierungsprdsidium Magdeburg v
Nahverkehrsgesellschaft  Altmark GmbH, and Oberbundesanwalt beim
Bundesverwaltungsgericht, clarified that there are four cumulative conditions that

should be met to render the classification of a measure as State aid:

e State involvement: The measure must be granted directly or indirectly
through State resources and must be imputable to the State;

e Economic advantage: The measure has to confer an economic advantage
to undertakings®’;

o Distortion of competition: This advantage must be selective and distort
or threaten to distort competition;

e Impact on intra-European trade: The measure has to affect trade

between Member States.

However, there is an exception to the Article 107(1) of the TFEU. In fact, upon the
request of a Member State, pursuant to Article 107(3)(b) of the TFEU, the European
Commission could declare compatible with the internal market any aid aiming “to
remedy a serious disturbance in the economy of a Member State”. This vague
concept has been studied by the academia and even ruled out by the European
courts, clarifying that this impact should be evaluated at Member State level, not at
regional level within a Member State. Moreover, as an exception to the general rule
of prohibition it needs to be applied restrictively, including in terms of timing and

scope, and be duly justified.

30 According to paragraph 74 of the Commission Notice on the notion of State aid (2016): “Economic transactions carried out
by public bodies (...) do not confer an advantage on its counterpart, and therefore do not constitute aid, if they are carried
out in line with normal market conditions”.

218



EIDUNED

Escuela
Internacional

de Doctorado

In the financial sector, as Boccuzzi (2016) noted “the extensive recourse to public
intervention during the crisis marked the shift”. Prior to the GFC “bank rescues with
public money were considered inadmissible events that could not be declared
expressly ex ante but could be implemented in practice in case of need (a sort of
constructive ambiguity)”. In fact, only in 2008 the European Commission clarified its
interpretation of “serious disturbance in the economy of a Member State” for the

financial sector.

This new system, in a nutshell, contributed to the adoption of public measures to
resolve banking crises, but it was articulated an exceptional and ultimate solution,
as Member States should justify that private solutions were explored and disregarded
due to their lack of feasibility. Interestingly, as Botta (2016) highlighted “the
financial crisis that hit Europe in 2008-2009 had a direct and immediate impact on
State aid policy”, whereas “on the other hand, unlike other EU policies, the

following sovereign debts crisis has not affected State aid policy” the same way.

This could derive from the fact that the tools already envisaged for dealing with the
GFC could be adequately adapted to navigate the sovereign debt crisis. Another
element to be considered is that the sovereign debt crisis only affected a subset of
Member States. However, it is important to clarify that even though content-wise
the bulk of the guidelines were issued between 2008 and 2009, until 2013 the
European Commission refined its guidelines via subsequent communications to also
take into account the evolution of the economic situation and ensure financial

stability in the European financial markets.

This shift in the State aid rules was inspired by the Conclusions of the ECOFIN of 7
October 2008, which advocated for the preserving the soundness and stability of the
European banking system as a fundamental tool to restore confidence and the proper
functioning of the financial sector in the EU. In that meeting it was decided that
“public intervention has to be decided on at national level but within a coordinated

framework”, for which the following principles were declared (ECOFIN, 2008):
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e Interventions should be timely and the support should in principle be
temporary,

e Member States will be watchful regarding the interests of taxpayers,

e Existing shareholders should bear the due consequences of the intervention,

e Member States should be in a position to bring about a change of
management,

e The management should not retain undue benefits, i.e. governments may
have inter alia the power to intervene in remuneration,

e Legitimate interest of competitors must be protected, in particular through
the State aid rules, and

¢ Negative spill-over effects should be avoided.

As announced, since October 2008, after some ad-hoc decisions following the general
State aid framework, for the sake of clarity and transparency, the European
Commission issued six communications, between 2008 and 2013. They should have
shielded light into this complex topic of public interventions in the financial sector.
They adapted State aid rules to the evolution of the financial crisis and its effects
on the European economy, as they guided the adoption of extraordinary measures

under increasingly (severe) conditionality.

In the following paragraphs, an overview with their most distinctive features is

provided:

A. The 2008 Banking Communication3', which included the following specific
conditions to be ensured at all times:
e Non-discriminatory access: making sure that eligibility for a support
scheme was not based on nationality;
e State commitments limited in time and scope: to what was necessary to

address the acute crisis in financial markets;

31 Communication from the Commission on the application of State aid rules to measures taken in relation to financial
institutions in the context of the current global financial crisis (2008/C 270/02).
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e Involvement of the private sector: the coverage by the private sector of
at least a significant part of the cost of assistance granted;

e Rules for avoiding an abuse of state support: banning expansion and
aggressive market strategies on the back of a state guarantee; and

e Follow-up by structural adjustment measures: for the financial sector as a
whole and/or by restructuring individual financial institutions that had to

rely on state intervention.

B. The 2009 Recapitalisation Communication3?, following up on a request from
both Member States and potential beneficiary institutions to shield light into this
complex topic, this communication provided “guidance as to whether specific
forms of recapitalisation would be acceptable under State aid rules”. It defined
the conditions for precautionary recapitalisations and set the boundaries for
interventions to avoid putting at risk the needed level playing field within the

European financial services market.

C. The 2009 Impaired Assets Communication33, defined the concept of impaired
asset relief as “any measure which frees the beneficiary bank from (or
compensates for) the need to register either a loss or a reserve for a possible loss
on its impaired assets and/or free regulatory capital for other uses” and included
a number of preconditions to be met prior to the validation of the compatibility
of asset relief measures with the State aid rules:

e Prior transparency and disclosure of impairments in the bank’s financial
statements;
e Identification of eligible categories: coordinated approach to the

identification of assets eligible for asset relief measures;

32 Communication on the recapitalisation of financial institutions in the current financial crisis: limitation of aid to the
minimum necessary and safeguards against undue distortions of competition (2009/C 10/03).

33 Communication from the Commission on the treatment of impaired assets in the Community banking sector (2009/C 72/01).
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e Ex-ante valuation based on common principles such as valuation based on
real economic value (when market value was not considered),
implemented by independent experts and certified by bank supervisors;

e Clear functional and organisational separation between the beneficiary
and its assets (i.e. via an AMC);

e Adequate burden-sharing of the costs related to impaired asset between
the shareholders, the creditors and the State;

e Adequate remuneration for the State, at least equivalent to the
remuneration of State capital;

e Initial coverage of the losses incurred from the valuation of the assets at
real-economic-value by the bank benefiting from the scheme; and

e Appropriate restructuring including measures to remedy competition
distortion, with a view to the long-term viability and normal functioning

of the European banking industry.

D. The 2009 Restructuring Communication34: This communication expanded the
criteria for triggering the obligation for Member States to present a restructuring
plan of the beneficiary of the measure defined by the previous communications.
It even included a model for this plan, the so-called “indicative table of contents
for the restructuring plan”. Even more importantly, it clarified the criteria the
European Commission would follow when performing its ex-ante assessment, as
follows:

e |t devoted special attention on the design of a restructuring plan, and in
particular on ensuring a clear diagnosis of the bank's problems, the
disclosure of impaired assets and sufficiently flexible and realistic timing

of the necessary implementation steps to overcome the situation.

34 Commission communication on the return to viability and the assessment of restructuring measures in the financial sector
in the current crisis under the State aid rules (2009/C 195/04).
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e |t clarified that the methodologies for stress testing the restoration of
viability should be based on common parameters agreed at Community
level.

e |t justified the need to check (i) the application of the appropriate burden
sharing between Member States and the beneficiary credit institutions, as
well as (ii) that measures to limit distortion of competition by a rescued
bank are designed in a way that limits any disadvantage to other banks
while taking into account the fact that the systemic nature of the crisis.

e It included a final safeguard: the assessment of any provision for a
potential additional aid during the restructuring period, which should be
duly justified by reasons of financial stability and limited in terms of time

and scope.

E. The 2010 Prolongation Communication3: in late 2010 it was perceived some
alleviation of the stress in European financial markets. However, the incipient
recovery was uneven across the single market economies. Based on this rationale
the European Commission still considered that the preconditions, under Article
107(3)(b) of the TFEU, for this extraordinary extension of the State Aid rules
should hold. Therefore, the aforementioned four communication should be still
applicable for the compatibility checks. The Banking, Recapitalisation and
Impaired Assets Communications did not have an expiry date, as such, whereas
the Restructuring Communication was meant to expire on 31 December 2010.

Consequently, by this communication it was extended until 31 December 2011.

F. The 2011 Prolongation Communication3: in late 2011 the European Commission
considered that the economic circumstances described in its previous

prolongation communication still held. Therefore, it decided to approve a second

35 Communication from the Commission on the application, from 1 January 2011, of State aid rules to support measures in
favour of banks in the context of the financial crisis (2010/C 329/07).

36 Communication from the Commission on the application, from 1 January 2012, of State aid rules to support measures in
favour of banks in the context of the financial crisis (2011/C 356/02.
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extension of the Restructuring Communication. Moreover, by this communication
it took the opportunity to introduce some technical adjustments into the previous
communications: (i) adequate remuneration for capital instruments; (ii)
guidelines for the assessment of the long-term viability of banks in the context
of the banking package; and (iii) revised methodology for the fees payable in

return for guarantees on bank liabilities.

G. The 2013 Banking Communication?’: With this communication the European
Commission realised the rules to be applied not only to deal with the sovereign
debt crisis, but also the guidelines for any future similar market interventions. It
clarified that ensuring a level playing field across the single market would only
be possible if a healthy financial sector is in place in all Member States, i.e.

avoiding fragmentation.

As such the proportionate assessment clearly migrated from the EU as a whole to
recognise the existing specificities of the financial turmoil in some Member States
that could put in jeopardy the single market. This provided grounds for the way
the compatibility assessment should be conducted, via a clear focus on the long-
term viability of banks driven by external factors (i.e. the sovereign debt crisis)

and not due to excessive risk-taking.

This communication completed and adapted the tailor-made State aid rules for
the financial sector by disclosing the elements to be considered for the
assessment of the compatibility of crisis-related State aid to banks as from 1

August 2013, as follows:

e |t derogated and replaced the 2008 Banking Communication;

e It adapted the Recapitalisation and Impaired Assets Communications;

37 Communication from the Commission on the application, from 1 August 2013, of State aid rules to support measures in
favour of banks in the context of the financial crisis (‘Banking Communication’) (2013/C 216/01).
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e |t complemented the Restructuring Communication by providing more
detailed guidance on burden sharing (i.e. for shareholders and
subordinated creditors);

e Itintroduced an ex-ante permanent procedure for recapitalisation or asset
protection measures; and

e |t clarified the conditions for the compatibility of liquidation aid.

The ex-ante scrutiny conducted by the European Commission on the extraordinary
measures envisaged by the Member States was reinforced by the ex-post action of
the European Parliament. As an example, on its Resolution of 20 January 2011 on
the Report on Competition Policy 2009*® it requested the European Commission to
provide a “detailed evaluation of decisions adopted within the framework of the
application of the temporary State aid measures in response to the financial and
economic crisis”. This request resulted in the Commission Staff Working Paper The
effects of temporary State aid rules adopted in the context of the financial and
economic crisis, where the European Commission (2011) explained its decisions and
justified “the effectiveness of the crisis State aid measures, and their impact on

competition and the economy as a whole”, as outlined in the following table.

Table 5.6. Rationale of detailed State aid rules for the European financial sector

Conclusions of the self-assessment regarding the extraordinary State aid rules in the financial

sector

Core objectives Justification

“State aid policy has been an important asset to contain

Exceptional nature of the State o ) )
the crisis and the gradual exit from the exceptional State

support .
support should take into account market developments”
“State aid, with other policy responses, has been
Ensuring financial stability effective in reducing financial instability and avoiding a

financial meltdown affecting the whole economy”.

38 (2010/2137(INI), P7_TA(2011)0023.
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“(...) action ensured that State aid control during the
Providing a consistent approach crisis provided a much needed consistent policy response

across the EU”

“Absent a fully harmonised regulatory framework, State
o o ) ) aid control has been effective in mitigating distortions of
Mitigating competition distortions . Lo
competition across Member States and banks within the

Single Market (...)”

“The Temporary Framework of aid to the real economy
Providing a coordinated action by has been a useful complement to the measures adopted
considering other sectors of the for the financial sector and has allowed a coordinated

economy response to tackle companies’ difficulties in accessing

finance during the crisis”.

Source: Own elaboration based on European Commission (2011).

In particular, when designing the establishment of an AMC there is a fundamental
question that needs to be addressed: which is the transfer price of the assets? Based
on this the State Aid rules should be considered and applied to determine whether
the public measure would “confer an economic advantage” or, in other words,

whether the transfer is “carried out in line with normal market conditions”.

Therefore, in order not to be considered as State aid the transfer should be executed
at market price. When for duly justified reasons Member States consider that the
market price is distorted or it is simply not possible to consider it due to the absence
of comparable transactions in the market two concepts emerge: the burden-sharing
and the real economic value, as maximum threshold for the estimation of the

transfer price.

Recital 22 of the 2013 Banking Communication following up on the 2009
Restructuring Communication clearly mentioned that “the bank and its capital
holders should contribute to the restructuring as much as possible with their own
resources” and declared that “State support should be granted on terms which
represent an adequate burden-sharing by those who invested in the bank”. They
contributed to set the boundaries of the State intervention and one of its main

preconditions.
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Moreover, as announced, when dealing with assets under distress this price is not
always observable, so it should be estimated via a pre-agreed valuation
methodology. To complete the setting up of the boundaries of compatible measures
in this area the paragraph 40 of the Impaired Assets Communication introduced a
cap to the transfer price, the so-called the “real economic value” (hereinafter, also
“REV”).

It is defined as “the underlying long-term economic value (...) of the assets, on the
basis of underlying cash flows and broader time horizons”. For complex assets it
provided for “uniform hair-cuts applicable to certain asset categories”. Moreover, it
stipulates that “adequate remuneration for the State must be secured”. If under
exceptional circumstances a transfer price is defined above the real economic value,
then “claw-back mechanisms” and credible restructuring measures should be put in

place to ensure that the envisaged measure is compatible with the State aid rules.

As Galand, Dutillieux and Vallyon (2017) indicated the REV deviates from the market
price as it “does not include the additional risk premium which private investors
require because of the high uncertainty surrounding the value of the concerned
assets and because of their illiquidity”. In their words, it is “a prudent estimation of
the future cash flows which can be generated by the assets, net of all workout costs,

and discounted using an interest rate including a certain risk premium”.

Boudghene and Maes (2012) argued that the REV is basically the calculation of the
net present value. They clarified that “expected losses enter in the numerator of
the discounted cash flow computation, whereas the riskiness of potential outcomes
around expected payoffs enters through the discount rate in the denominator in a
discounted cash flow valuation exercise”. Therefore, the main difference compared

to the market price is precisely the use of a different discount rate.
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Figure 5.1. The methodology for the calibration of the State aid
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Source: European Commission, as disclosed by Galand, Dutillieux and Vallyon (2017).

With a methodology putting at its centre the REV the European Commission tried to
apply a proportionate scheme where the shareholders and potential bondholders of
beneficiary banks had to bear the losses foreseeable or expected before the transfer
of the assets to the AMC. Therefore, if the calculations were correct at a given
transfer price the risk transfer to the AMC would refer to the unexpected losses
driven by a potential further deterioration of the asset quality of the transferred

perimeter.

It is clear that this is a difficult task, as van Suntum and Ilgmann (2013) highlighted
“if the estimate is too optimistic, part of the economic burden is transferred to the
public. On the other hand, with too pessimistic estimate, the financial sector would
be faced with an unnecessary burden which could hamper credit supply”. Therefore,
finding the adequate compromise between the two is one of the most challenging

and defining elements of a successful AMC.

There is an element of uncertainty that should not be undermined. If financial
forecasts and business models are periodically updated and even revisited under
normal circumstances, when the business model and the estimates refer to a

distressed scenario it is clear the difficulties that need to be overcome.
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There is also another element linked to the lack of transparency with regard to the
discussions that typically take place between the European authorities, the Member

States and the beneficiary banks and their respective advisors.

Typically, beyond the general methodology, for the sake of clarity, the outcome of
assessment is disclosed. Below graphical examples of the outcome of the application
of this methodology to the transfer of assets to several AMC are presented. This
serves also as anticipation of the detailed analysis that is displayed for a couple of

examples in the following sections of this chapter.

Figure 5.2. The use of the REV methodology in practice
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