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What is European Economy 

 

European Economy ï Banks, Regulation, and the Real Sector (www.european-

economy.eu) is a new on line journal to encourage an informed and fair debate among 

academics, institutional representatives, and bankers on the regulatory framework and its 

effects on banking activity and the real economy. It is an independent journal, sponsored 

by Unicredit Group. 

 The journal aims at becoming an outlet for research and policy based pieces, 

combining the perspective of academia, policy making and operations. Special attention 

will be devoted to the link between financial markets and the real economy and how this 

is affected by regulatory measures. Each issue concentrates on a current theme, giving an 

appraisal of policy and regulatory measures in Europe and worldwide. Analysis at the 

forefront of the academic and institutional debate will be presented in a language 

accessible also to readers outside the academic world, such as government officials, 

practitioners and policy-makers. 

 This issue of European Economy presents and discusses the foremost proposals 

of State supported vehicles like Asset Management Companies, system-wide 

securitization schemes and other solutions to deal with the very large backlog of European 

Non-Performing Loans (NPLs) brought forward by the main international organizations 

and prominent scholars.  Part of this backlog will be resolved through market based 

solutions. But in many cases, because of the deadly mix between market failures and 

banks' resolutions and recoveries, State supported schemes are also necessary. These 

schemes, even though national, will have to be based on a common European blueprint, 

to favour a rapid and smooth recovery of the banking sector. This issue takes stock of all 

the main proposals on the table, highlighting their many common ingredients and the 

questions still to be sorted out. A meta solution based on a sound compromise between 

these is necessary and technically and politically feasible. The issue discusses how.  

 

  

http://www.european-economy.eu/
http://www.european-economy.eu/
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Getting rid of NPLs in Europe 

by Giorgio Barba Navaretti, Giacomo Calzolari, Alberto Franco Pozzolo1 

 

 

1. In troduction 

 Non performing Loans (NPLs) are widespread in European countries, with the 

largest concentration of NPLs in Italy and the highest NPL ratios in Greece, as reported 

by Enria et al. in this issue and in Figure 1 of the Numbers section. In the European Union 

(EU), the stock of NPLs currently stands at about one trillion euros, and the average NPL 

ratio is at 5.1% of total loans. But the average hides massive differences across countries, 

with ratios ranging from 46% in Greece to 1% in Sweden, and with ten Member States 

reporting average NPL ratios of over 10% of total assets.  

 NPLs generate risks of financial instability and constrain lending growth. What 

matters is not just the total amount of these assets, but also their distribution among more 

or less capitalized banks, larger and smaller banks. Even for countries with a low average 

NPL ratios, there is a very broad dispersion among individual institutions as shown in 

Figure 4 of the Numbers section and also Eurozone countries with low aggregate NPL 

ratios are affected by this problem. Finally, because of the integration of the European 

banking system, risks of spillovers and systemic events can be high across the whole 

region. This is, therefore, a European wide issue. 

 A coordinated action to solve the problem of NPLs in Europe, involving State 

support when required, is necessary and doable. Some of the tools already in place or 

under discussion are market based, other require policy action and State support. They 

are all complementary and useful. And efforts to make them more effective and easily 

accessible should be made in all directions.  

 Yet, and this is the bottom line of this editorial, we argue that the burden of non 

performing loans cannot be solved without setting up a coordinated effort of State backed 

asset management companies (AMCs). State intervention is required, beyond supporting 

policies to market instruments, because of the complex interaction between severe capital 

shortages in few institutions and market failures affecting the secondary market of 

distressed assets. 

 This issue of European Economy reports and comments all the main proposals on 

the table: by representatives of key European and international institutions (ECB, EBA, 

IMF), although writing in their personal capacity, and by prominent academics.  The 

proposals we discuss are not all the same, but they have many points in common, and 

when there is divergence, the gap to be bridged is pretty narrow. By combining these 

                                                           
1 University of Milan, University of Bologna, University of Molise.  
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proposals, it is therefore possible to identify a meta proposal, encompassing common 

ingredients and viable compromises.  

 As the European Commission is working on a blueprint for the setting up of 

coordinated asset management companies, we hope this meta proposal and all 

contributions to the issue will hopefully provide a useful background to the work of policy 

makers. 

 A major concern that we raise in this editorial, is that more clarity would be 

needed in identifying the rationale for the use of State aid in this domain. The designs of 

many proposals superimpose the aim of recapitalizing banks with capital shortages that 

cannot be matched by the market with the aim of compensating market failures.   

 State backed AMCs are normally seen as tools to deal with banks with capital 

shortages, potentially facing precautionary recapitalization or resolution: impaired assets 

measures are considered equivalent to direct capital injections. The architecture of the 

two proposals by Enria et al. and by Fell et al. in this issue is strictly nested in the 

framework of the Banking Recovery and Resolution Directive (BRRD) and of the 

Banking Communication on State Aid. This point is also discussed extensively in Galand 

et al. in this issue and in Council of the European Union (2017).  And also the examples 

of AMCs set up during the Crisis, NAMA in Ireland, SAREB in Spain, DUTB in 

Germany and MARK in Hungary, follow this principle. 

 Indeed, in the case of distressed banks, both capital shortages and market failures 

are especially severe. The price of NPLs would be depressed by the urgency of getting 

rid of them, in search for a rapid recovery. A quick disposal of these assets would generate 

large recapitalization requirements. Banks under stress might not be able to afford them 

or collect resources in the market. In this case there is a clear reinforcing loop between 

capital shortages and market failures, as further discussed below. Public intervention is 

grounded on both rationales. 

 Yet, a large share of NPLs are held in the balance sheets of banks that would not 

face capital shortages under stress tests and would therefore not be allowed to benefit 

from State aid and the support of State backed AMCs (due to the lack of so-called ñState-

aid envelopeò, as discussed below). These banks have clearly access to market 

instruments and must certainly use them: they can manage their NPLs through internal 

work outs, the recovery of collaterals and a gradual disposal through the market, via direct 

sales and trading platforms.  

 However, market failures do exist for these banks too and they slow down the 

pace at which legacy assets are disposed of.  In our view, market failures provide sufficient 

arguments for extending the access to State backed AMCs also to healthy banks, 

particularly until strictly market based instruments like trading platforms achieve 

sufficient scale and transparency. As this would also imply reducing the capital 

requirements of the beneficiary bank, a careful design of these AMCs should also in this 

case limit moral hazard through burden sharing with shareholders and potentially 

subordinated creditors. Avgouleas and Goodhart and Bruno et al. in this issue also share 



11 
 
 

this view that part of the outstanding NPLs should be resolved with public support but 

outside a recovery and resolution framework. Naturally, a critical issue in this domain is 

identifying the real value of distressed assets and the adequate transfer price from banks 

to the vehicle.  

 The array of tools to deal with NPLs under discussion, beyond state backed AMCs 

are many, as reported by Aiyar et al. , Fell at al., De Haas et al. in this issue2: internal 

workout, asset protection schemes, NPL trading platforms, asset management, direct 

sales. The activation of most of these tools requires policy actions, as clearly stated by 

Louri in this issue3. This is especially true in the case of measures such as enhanced 

supervision, structural reforms of insolvency and debt recovery frameworks, measures to 

favor the development of a secondary market.4 

 This broad scenario of tools and institutions involved shows that there is a general 

and growing consensus on the need for a rapid disposal of the impaired assetsô backlog 

from banksô balance sheets. And the European Council is fine tuning its master plan as 

we write. As argued, all tools are important and complementary and viable market 

solutions should be the main drivers of action. Yet as far as State support keep being 

indispensable, it is essential that the definition of a common European blueprint for State 

backed AMCs keep being at the core of the European policy agenda.  

 

In what follows we discuss the main characteristics of the proposals in this issue 

highlighting their common ingredients (Section 2). We then discuss in detail the scope of 

State aid, between market failures and early recapitalization (Section 3), and how transfer 

prices to external entities such as an AMC can be defined (Section 4). Finally, we discuss 

a possible framework for a meta solution, based on the common ingredients of the 

proposals and on options on how to bridge their differences. We finally draw our 

conclusions. 

 

2. The proposals 

 The proposals in this issue are 4, plus a contribution from Aiyar et al., at the 

IMF,outlining the broad framework required to deal with European NPLs. Two of the 

contributions, Enria et al. and Fell et al., are from representative of institutions, EBA and 

the ECB respectively, although writing in their personal capacity. Two are from 

prominent academics. Avgouleas and Goodhart is a refinement of an earlier contribution, 

                                                           
2 See also the ECBôs last financial stability review (May 2017). Relevant proposals have also been 

implemented by the Vienna initiative for Central and Eastern European Countries, as reported by De Haas 

et al.  in this issue 
3 See also the recent report by the FSC Subgroup on non performing loans (Council of the European Union, 

2017), prepared as a background document for the European Council 
4 Recovering the value of collateral can be quite expensive. According to the Doing Business survey, in 

Europe the average cost of insolvency is about 10% of the value of an estate. But there are large cross-

country differences, with values ranging from over 20% in Italy, where judicial and administrative 

inefficiencies make the recovery process extremely burdensome, to less than 4% in the Netherlands. 
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published in the previous issue of European Economy (2016.2). Bruno et al. is a new 

proposal. All four contributions suggest setting up external vehicles dealing with NPLs, 

the first three through AMCs, the fourth one through a securitization vehicle. Of course, 

nothing prevents AMCs to securitize their assets, hence the two schemes can easily 

overlap. Table 1 below summarizes the main feature of each of the proposals. Cells in 

yellow highlight positions where there is not full consensus among the proposals. 

 For all four proposals, the mechanics works through the transfer of the impaired 

assets form the bank to the external vehicle at a higher price than the market price. The 

vehicle, which will be State supported, though in different ways, will then sell the assets 

to the market, after a period of gestation, possibly bridging the gap between the initial 

transfer price and the market price.  

 All proposals share common underlying rationales and consequently several 

ingredients. The first element is market failure. All contributors agree that because of 

asymmetric information, uneven bargaining power between buyers and sellers, and the 

rapid disposal of legacy assets frequently required by regulators, there is a large gap 

between bid and ask prices for NPLs and also between the resulting market price and the 

real value of the assets. For this reason, all vehicles proposed have the specific aim of 

buying time (they all envisage long gestation periods, of at least three years), bridging the 

gap in market power between buyers and sellers, and reducing asymmetric information 

through impartial and accurate asset evaluations. All proposals also agree that public 

funding is required to reduce market failures, as far as compliant to State aid rules. So, all 

vehicles are mixed private/public endeavors.  

 The second element is scale. Managing large amounts of NPLs requires enough 

scale to undertake a careful evaluation of the recoverability of these loans and enough 

market power to achieve effective and fair market transactions. Also, secondary markets 

are affected by first mover dis-advantage, in that at start they are not thick enough to 

attract sufficiently large number of investors at fair bid prices. For this reason, most 

proposals envisage the setting up of one national vehicle per member country. Enria et 

al., Avgouleas and Goodhart and Bruno et al. also discuss European wide schemes.  

 The third one is European coordination. Even though there is large heterogeneity 

in the NPLsô ratio across EU countries, they all have banks with large amounts of NPLs 

in their balance sheets, as shown by figure 4 in the Numbers section. Therefore, within 

the EU (or at least within the Banking Union), the conditions for the management and 

disposal of legacy assets should be harmonized as much as possible, as argued for 

example by Ayadi et al. in this issue. Consequently, all proposals have a EU or a Eurozone 

wide ingredient in their architecture. This ingredient may take a loose or a strong form. 

In the loose form, the proposals envisage highly coordinated national vehicles; in the 

strong form, a unique EU or Eurozone vehicle. The crucial discriminatory ingredient is 

the mutualisation of risks among Eurozone countries; in other words, whether the 

potential costs of the vehicles should be shared by all member countries or they should 

be borne only by the State and the investors of the country where the initial holder of 



13 
 
 

legacy assets was based. Given the political resistance to risk sharing within the Eurozone, 

all the present proposals shy away from a strong form of coordination, thus only 

envisaging a form of coordination in mechanisms and rules, or limited mutualisation. Yet, 

as argued, Avgouleas and Goodhart, Bruno et al. and Enria et al. do consider a common 

European scheme, and Avgouleas and Goodhart also propose a certain amount of risk 

sharing. 

 The fourth element is moral hazard. There is a need to keep skin in the game for 

banks disposing of their impaired assets, lest they could try to sell to the vehicle their 

worse assets, those less likely of recovery. Skin in the game might give selling banks also 

an upside option, in case assets are finally sold by the vehicles at a higher price than 

initially envisaged. All schemes discussed propose mechanisms of risk sharing between 

the vehicle and the selling bank, besides for Bruno et al.   

 The fifth and last element is preserving financial stability. A rapid disposal of 

legacy assets at market prices by banks with limited capital buffers generate an immediate 

need for recapitalization, which might be difficult to achieve at market terms. The higher 

transfer prices offered by the vehicles proposed here would implicitly reduce the 

recapitalization requirements, and hence the risks of resolution or costly early 

intervention for ongoing institutions. These vehicles are also likely to reduce the costs to 

tax payers compared to direct recapitalisation. For this reason, these vehicles are of 

foremost importance for banks with shortages of capital.  In the two proposals by Enria 

et al. and Felli et al. the vehicles are nested within the BRRD and the Banking 

Communication of 2013. Avgouleas and Goodhart and Bruno et al., instead, argue that 

these vehicles should also be available to viable banks, with no capital shortfalls under 

stress tests, a point that will be taken up again in Section 3. 

 Finally, all vehicles are conceived so as to avoid the diabolic loop between 

banking and sovereign risk. For this reason, the share of public funding envisaged is 

limited, so as to avoid consolidation of the vehicles in Statesô balance sheets. Only two 

of the proposals (Avgouleas and Goodhart and Bruno et al.) Also suggest that a EU wide 

mutualized fiscal back stop would be necessary.  

 

These common elements identify a general framework for action, and essentially the 

broad ingredients that any scheme should bear. As the need for these ingredients is well 

accepted, then details are a matter of negotiation among the main institutional and 

political parties in the game. Yet the devil is in the details. The proposals reflect also 

different views on issues like the acceptable boundaries of state aid, the mechanisms for 

evaluating the real value of NPLs, the options for keeping banksô skin the game, the extent 

of coordination and risk sharing among Eurozone countries.  
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We will discuss these controversial points in the next two sections of this editorial, 

whereas in the last section we will conclude and make a meta proposal, also trying to 

suggesting ways of dealing with these critical issues. 
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Table 1: Ingredients of proposals 

 
Fell, Grodzikcki, Martin, 
hΩ.Ǌƛŀƴό9/.ύ 

Enria, Haben and 
Quagliarello (EBA) 

Bruno, Lusignani & 
Onado  

Avgouleas & Goodhart 

AMC vs securitization AMC AMC Securitization AMC 

Tranching Not specified Yes, by asset class yes Not specified 

European scheme  Yes (coordinated national 
AMCs) 

Yes: common blueprint 
national AMCs or one EU 
AMC, but no risk sharing) 

Yes Pan European Holding 
presiding  (10% share) 
over quasi ring-fenced 
national AMCs 

Mutualization of risks at 
the EU level 

No No yes tŀƴ 9ǳǊƻǇŜŀƴ ƘƻƭŘƛƴƎΩǎ  
equity share in National 
AMC; 
ESM partial guarantee   

Pubblic/private * Public/Private equity 
* enough private share to 
avoid consolidation with 
government sector. 
 

* Pubblic/Private  equity 
in the AMC 

Private but  possible 
government support as 
guarantee or partial 
subscription of junior 
tranche 

Public/Private equity 
in the European holding 
and in national AMCs 
*Participating banks 
partners of national ESM 

Impaired Asset Measures 
linked to stress test and 
precautionary 
recapitalization  

* Within precautionary 
recapitalization 
framework 
*Stress Test identifies 
State aid Envelop 

* Within precautionary 
recapitalization 
framework 
*Stress Test identifies 
State aid Envelop 

Not necessarily, if private 
vehicle and if government 
guarantees at market 
prices 

* Possible to avoid burden 
sharing 

State support *Difference between  real 
value (transfer price) and 
market price. 
* Funding through ECB 
eligible senior bonds 
guaranteed by 
governments. 

*Difference between  real 
value (transfer price) and 
market price.  
* National government 
guarantee on gap 
between real value and 
market price 

* Possible government 
support as guarantee or 
partial subscription of 
junior tranche or 
ϝƎƻǾŜǊƴƳŜƴǘΩǎ ƎǳŀǊŀƴǘŜŜ 
on senior tranche 

*Difference between  real 
value (transfer price) and 
market price 
ϝ9{aΩǎ ǇŀǊǘƛŀƭ ƎǳŀǊŀƴǘŜŜǎ  
 

Burden sharing *Private: difference 
between net book value 
and transfer price 

*Private: difference 
between net book value 
and transfer price 

* Private: difference 
between net book value 
and bid price 

*Private: difference 
between net book value 
and transfer price  

Clawback Clause / 
Mechanism 

*Equity of AMC large 
enough to absorb 
unexpected losses. 
*GVT remunerated for 
taking risk of AMC not 
selling assets at their real 
value 

Yes equity warrant 
mechanism issued by 
banks to national 
governments with 
penalising strike price if 
NPLs sold below real 
value. 

No Yes: capped long term 
profit loss arangements 
Banks shareholders of the 
AMC 

Participation perimeter Only banks with large 
exposures to a given asset 
class. 

Banks with NPL ratio 
above 7%, on 
standardised data with 
pre-agreed formats 

Undefined Only banks participating 
to the AMC 

Transfer price Real Economic value. 
GVT remunerated for 
taking risk of AMC not 
selling assets at their real 
value 

Real economic value. Based on the 
characteristics of the 
securitization: recovery 
rate, tranching etc.  

Weighted average (33% 
weight) between market 
price, Net book value and 
real value  

Time frame of the vehicle Not defined but limited 3 ys. Not defined  Not defined 

Reduction of asymmetric 
information 

Stress tests 
NPLs platforms 

Stress test  
Due diligence by AMC 

due diligence indipendent 
entity.... 

Evaluation of NPLs 
through EIB 
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3. Defining the scope of State aid: market failures vs early recapitalization 

 

 As clearly explained by Galand et al. in this issue, the amount of State aid granted 

by a State supported AMC is conventionally equal to the difference between the value of 

the asset at the transfer price paid to the bank and the value of the asset at market price. 

But under what circumstances can this State aid be granted, and how large could it be? In 

our view the framework which regulates whether and up to what extent an AMC can grant 

State aid combines different and possibly conflicting objectives, which may limit the 

scope of action of the AMCs. 

 The proposals of State supported AMCs by Enria et al. and by Fell et al. in this 

issue are strictly anchored to a procedure of impaired asset measures and precautionary 

recapitalization, within article 32(4) of the BRRD and the Banking Communication of 

2013. The report of the Subgroup on Non-Performing Loans (NPLs) of the Councilôs 

Financial Services Committee (FSC) (Council of the European Union, 2017) sets similar 

policy guidelines. 

 Within this framework, the total amount of State aid allowed is subject to two 

binding constraints. The first one is the so-called State aid Envelope and amounts to the 

capital shortage identified ex-ante by the stress scenario of a stress test or an asset quality 

review. The second constraint is that the transfer price paid to the bank cannot exceed 

what is defined as the ñreal valueò of the impaired assets (except for exceptional cases in 

which, however, the bank must enter severe restructuring measures and the additional aid 

must be recovered a later stage, as for recital 41 of the Impaired Assets Communication 

notes). Hence, if for example the value of the eligible transfer made by the AMC to the 

bank under the second constraint exceeds the State Aid Envelop under the first constraint, 

the transfer price must be lowered accordingly. In practice, it can be even annihilated, 

meaning that there is no room for a bank to sell its NPLs to the AMC at a price higher 

than the market price.  

 The implication of this double constraint is that banks that result having no capital 

shortages under a stress test, and which are not eligible for precautionary recapitalization 

(because they are healthy enough, not because they are moribund), cannot sell their 

impaired assets to State supported AMCs. Given that a large share of the NPLs is held by 

these banks, the scope of AMCs will be pretty limited.  

 The problem is that the arguments justifying the use of State aid, on the one hand, 

and the setting of the two constraints, on the other, are not necessarily the same. State aid 

under precautionary recapitalization is strictly justified by the need to provide capital to 

viable banks that cannot find it on the market, so as to avoid systemic disruptions. State 

aid granted by AMCs is justified also, if not mainly, by the presence of market failures 

that depress the market price of NPLs.  
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 Certainly, a higher transfer price than the market price reduces the capital 

shortages of the selling bank. Hence, asset impairments measures are equivalent to capital 

injections. However, market failures affect also viable banks with no apparent capital 

shortages, burdening their balance sheets. The market failures argument underlines the 

policy objectives of coordinated State-supported AMCs in Council of the European 

Union (2017): bridge intertemporal valuation gaps, create critical mass of expertise to 

evaluate loan portfolios and reduce symmetric information, help smaller lender entering 

secondary markets.  Also, the procedure utilized by DG Competition to identify the real 

value of legacy assets, clearly explained by  Galand et al. in this issue, is itself grounded 

on the principle of identifying the extent of market failures, as we further discuss below. 

 So, if the rationale for setting a transfer price higher than a market price is 

essentially grounded on the presence of market failures, why banks with sufficient capital 

should be restricted from using these vehicles? Procedures already in place at DG Comp 

to identify the real value of assets and described by Galand et al in this issue could be 

applied anyway to avoid setting prices above real values. Moral hazard issues would be 

dealt with anyway, since the difference between the net book value and the transfer price 

of the assets would be covered by the capital of the bank, perhaps even by converting 

subordinated credit or by raising fresh capital in the market. Also, claw-back clauses 

could apply anyway, and most likely the skin in the game would even be larger for well 

capitalized banks, that have no incentives to ñrun for resurrectionò.  

 Yet we do not find good reasons to subject these banks to all the other restrictions 

and conditionality affecting institutions in early recapitalization: limits to the distribution 

of assets, sever assessments on market competition and so on. All these conditions would 

likely shy these banks away from using state funded AMCs.  

 One may argue that market failures are lower in the case of viable banks which 

are not forced to dispose of their assets rapidly, or which are large enough to carry out 

adequate internal work outs. However, for viable banks as well there would be issues of 

asymmetric information and evaluation of assets that would be eased by AMCs. Also, 

there is a question of market size, that cannot be sorted out at market terms. In other 

words, in early stages, secondary markets for NPLs would not be large enough to likely 

kick start a real disposal of these assets without State support.  

 Large State supported AMCs, coordinated at the European level, would certainly 

help creating a critical mass of these assets and developing sufficient scale and expertise 

to deal with large stocks of NPLs. In this framework, as the market grows, market 

imperfection would be at least partially overcome, and the market price would gradually 

converge to the real value. Once this process is completed, then State aid would be less 

necessary, and could be restricted just to the needs of distressed banks.  

 Summing up, a coordinated effort of State supported AMCs in Europe is justified 

and should be implemented independently from precautionary recapitalization 

procedures. It should be accessible both to banks under recovery procedures and banks 

with sufficient capital buffers.  
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4. Setting transfer prices 

 As anticipated above, markets for NPLs may come to a halt, with the price buyers 

are ready to pay, the Bid price, significantly and steadily lower than the sellersô Ask-price. 

The impediments underlying the bid-ask spread are typically the superior information 

sellers have with respect to buyers (adverse selection), the coordination issue inducing a 

first mover dis-advantage in a price discovery process and illiquid markets, and the risk 

for weak banks (and for the stability of the entire sector) of failing to attract capitals to 

recapitalize the losses of selling NPLs below their book value. 

 As discussed at length in the contributions of this Issue, a market for NPLs cannot 

develop because the Bid-price (often named the market value) is systematically below the 

price banks currently want to realize when selling their NPLs, i.e. the Ask price. This 

difference generates a bid-ask gap that in many European countries is estimated up to 20-

30%. 

 Prices, bid and ask, are based on market participantsô estimated economic value 

of the NPL, which accounts for the underlying expected returns of the asset over the 

relevant time horizon (the ñfundamentalsò of the asset), and also accounts for its present 

and future scarcity. In normal times, transactions occur when these estimates differ for 

the two sides of the market. The actual transaction price then depends on these estimates, 

on the market mechanism, and the bargaining power of the selling and buying sides. In 

presence of significant market failures, however, buyersô estimated economic value is 

depressed, and transactions are rare or absent. 

 When transferring an NPL to an AMC, a transfer price needs to be determined, 

independently of market evaluations and transactions, at a level typically higher than the 

Bid price, so as to generate the relief effect on the bankôs balance sheet. The difficulty of 

dealing with transfer pricing is that these prices do not reflect market transactions, and as 

such tend to be based on judgmental evaluations. This is relevant because a transfer price 

of a NPL implicitly defines a subsidy from the AMC to the selling bank, with respect to 

a hypothetical market transaction. As we have seen above, this subsidy becomes a State 

aid when the AMC is publicly backed. The actual state aid per transaction is in fact 

defined by the European Commission as the difference between the transfer price and the 

market value (i.e. the Bid price, as explained above). 

 The Commission also states that the transfer price cannot be higher than the real 

economic value of the NPL, i.e. the best estimate of the ñunderlying long-term economic 

value of the assets, on the basis of underlying cash flows and broader time horizonsò. 

Operationally, this is the estimated present value of future cash flows generated by the 

assets, net of workout costs and discounted at an interest rate that includes a risk premium 

for normal times. In principle, the real economic value is a relevant benchmark, because 

if a bank granted a loan with a real economic value much lower than the market value, 

then it would be making an obvious mistake. And, clearly, we do not want that a generous 

transfer price relieves the bank with aids, and covers losses of obvious and foreseeable 

errors. 
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 Finally, if we look at banksô books, loans are accounted with their nominal or 

gross-book value and, if any write-off already occurred, at a lower net-book value, which 

is the gross book value net of possible accounted provisions. 

 This long list of different prices and values clarifies that valuing and transferring 

an NPL in distressed times is a difficult task. This is because the market does not properly 

function and NPLs do not efficiently trade. Surrogating the market is difficult and requires 

a complex toolbox of prices and values. 

 This situation is not unique to NPLs. When related parties, such as for example 

companies of the same holding group, exchange goods and services, they use a transfer 

price for these non-market transactions. The value of this price has several consequences, 

that are also relevant outside the group. For example, a high transfer price may allow to 

shift profits across companies and across countries. Several approaches have been 

internationally developed to address this problem, mainly for fiscal reasons, based on the 

general idea of replicating as close as possible armsô length transactions. A first group of 

methods is based on information concerning the single specific transaction and can rely 

either on prices charged for comparable transactions, or on cost-plus methods. In the latter 

case, the transfer price is the estimated per-unit cost of production plus a fixed mark-up 

typical for the industry. A second group of methods considers the fact that in several cases 

(e.g. when licensing intangible intellectual property rights) comparable transactions do 

not exist and specific cost estimates are simply not available. These non-transactional 

methods (also identified as profit-based methods) instead rely on acceptable and 

comparable measures of overall profitability that are subsequently applied to specific 

transactions. 

 If possible, the issue with NPL is even more complicate than that of transfer 

pricing between related entities, because of the pervasive impact of market failures. But 

the logic is similar. Consider, for example, the case of the Hungarian AMC named 

MARK, that in 2016 acquired assets and NPLs under the condition that they were 

collateralized with real estate.  When available, reliable information about cash flows was 

used in an ñincome modelò, replicating the idea of determining the real economic value 

with an appropriate implicit cost of capital (in the range of 7-15%). Alternatively, prices 

were used for transactions of similar real estates. These estimates of MARK where then 

double checked by independent external valuators. Then, a second stage followed to 

calculate the market values of each loan backed by these real estates, applying an 

appropriate discount to the estimated real economic value, to finally obtain the transfer 

price of the NPL. These are relatively simple cases, because they refer to assets backed 

by real estates. 

 Clearly, valuing an operating loan to a SME, for example, would be much more 

complicated, precisely because these loans are unique: no comparable transactions exist 

and an ñincome modelò would require a lot of information that, if anything, only the 

entrepreneur may possess and properly judge. Note that the ECB (Constâncio, 2017) 
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recently reported that 36 per cent of gross NPLs is covered with collaterals, so that a large 

fraction of NPLs is potentially non-standard. 

 In this quest of the ñrightò and state-aid-free transfer price for non-standard loans, 

market mechanisms such auctions are also of very limited help. Although auctions can be 

very efficient mechanisms, here they could at best reduce buyersô bargaining power and 

make emerge the economic value of buyers or of sellers (using reverse auctions), that 

would remain respectively unduly depressed and overvalued, due to market failures. 

 With non-standard and non-comparable assets, we think one should accept the 

fact that other approaches should be used to determine a transfer price (or other 

mechanisms of public intervention). As in the case of transfer pricing rules for taxing 

purposes, when the type of NPL and the associated collateral are non-standard, simple 

profitability approaches should be considered, where some level of acceptable 

profitability for the buyer and loss for the selling bank are identified. The proposal of 

Avgouleas and Goodhart in this Issue is in part related to this idea. They suggest to 

transfer these ñspecialò NPLs to the AMC at a transfer price that is the weighted average 

accounting for the Net-book value with a 1/3 weight. Also Bruno et al.ôs proposal in this 

Issue relies on a transfer price anchored to the expected recovery rate of the selling bankôs 

loans and adding, to that recovery rate, a buffer granting enough profitability to the buyer 

and sufficient relief to the seller. 

 The fact that the ñbest guessò is unbiased requires to take care adequately of 

possible moral hazard problems. When considering the more problematic class of non-

standard NPLs, banks have strong incentives to cherry-pick their best assets for 

themselves and for future transactions. To avoid this strategic behavior, the profitability 

approaches for transfer pricing should therefore be associated with a random 

identification of the NPLs to trade at different points in time. 

 As previously discussed, a critical issue is that there is a tendency for good assets 

owners to wait for hopefully higher future prices and, conversely, for low quality assets 

owners to populate the market immediately. This adverse mix clearly depresses buyersô 

expectations and increases the bid-ask gap. Although they have not yet been discussed in 

this framework, other types of temporary interventions in the functioning of a secondary 

market for NPLs may help jumpstarting the market and restore confidence and liquidity. 

For example, it might be possible to organize a policy of current trade subsidies and future 

trade taxes on NPL transactions, with effects similar to a purchase at prices higher than 

the market price, with a claw-back clause case of overpricing. This would affect the 

perverse intertemporal trade-off described above, reducing the bid-ask gap, increasing 

exchange prices, and eventually inducing even more trade.5  

 

 

                                                           
5 Several recent papers (Philippon and Skreta 2012, Tirole 2012, Fuchs and Skrzypacz 2013) have clarified 

how these types of intervention may be very effective by tampering the bid-ask gap also intertemporally. 
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5. The meta AMC and conclusions  

 All the proposals described above originate from the view that, in the current 

situation, a private solution to the problem of bank non-performing loans is not sufficient, 

due to the large number of market failures that prevent the determination of a fair price at 

which banks can sell these assets to outside investors.. 

 But each proposal also has its distinctive features and stresses some specific 

aspects that may be overlooked by others. It is therefore interesting to find what the 

common denominator among the different proposals is. Further, by making some 

preferential choices when some aspects are conflicting, we develop a meta-proposal, the 

meta AMC, that possibly encompasses all the strengths of each single approach. This 

discussion is useful as the European Council is launching  its project for defining the 

blueprint of national European AMCs 

 A first aspect that is common across most of the proposals is the establishment of 

an AMC, mainly due to the positive experiences of the past, both within the European 

Union (e.g., in Ireland, Spain, Slovenia, Hungary) and in the rest of the world, most 

notably in Japan around the beginning of the new millennium. While other solutions have 

been suggested by some authors, none of them is fully in conflict with this hypothesis, 

that we therefore also take as the building block of our meta-proposal.  

 The second step is the degree of involvement of the banks, the initial owners of 

NPLs in the AMC. All proposals have in common the view that to address moral hazard 

it is necessary that banks share at least in part the potential losses that an AMC might 

face. However, this can be achieved in different forms, for example through a mandatory 

participation in the capital of the AMC by part of all banks that want to sell their NPLs to 

the company; or through different claw-back clauses in case of excessive losses on the 

value of the assets that are transferred. While both mechanisms introduce a relevant 

degree of uncertainty in the participating banksô value, that may harm their ability to fund 

normal activities after the removal of the NPLs, this uncertainty is higher in the case of 

direct claw-back clauses than with participation in the capital of the AMC, since the latter 

entails a mutualization of risk among the funding banks.  

 On the other hand, full mutualization may cause both adverse selection and moral 

hazard problems, because only banks in very bad situations would take part to the scheme, 

possibly selling only their worst NPLs. For this reason, without taking a precise position 

on the relative weights, we advocate a mixed solution of partial cost and benefit sharing: 

if after a given time frame the price of the NPLs does not converge to the transfer price, 

the losses of the AMC are supported partly by the bank that has sold them, so as to limit 

moral hazard and adverse selection, and partly by all other banks, in proportion to the 

amount of NPLs that they have sold to the AMC. Such mechanism could be made 

symmetric, at least in part, allowing for a partial mutualization of the upside, in case assets 

are finally sold at a price higher than the transfer price. Aside from issues of fairness, such 

a mechanism would have the benefit of increasing banksô incentives to participate in the 

scheme, as suggested by De Haas et al. 
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 The third crucial aspect is the role of the State. While positions are more nuanced 

in this respect, we believe that at this initial stage an AMC cannot work if the State does 

not provide financial support. This can either take the form of an equity stake in the 

capital of the company or some form or external guarantee. Since it is likely that the AMC 

will have to take some discretional management decisions before the value of the NPLs 

will be fully realized, we believe that it is better to allow for a direct participation in its  

governance. For this reason, we prefer that the State takes an equity stake in the capital 

of the AMC and be adequately represented in its board, rather than that it just provideing 

an external guarantee.  

 Since it is of foremost importance that an AMC operates with a relatively high 

leverage, by raising substantial funding from the market, additional forms of public 

involvement can take either the form of a State guarantee on the senior liabilities issued, 

or that of a State guarantee on the value of some classes of NPLs.  

 An interesting additional option might be for the AMC to securitize its assets in 

different risk tranches, and sell them to external investors, as also envisaged in Bruno et 

al.ôs proposal. When adequately organized and priced, the benefits of pooling, tranching 

and securitizing assets have been fully recognized in the academic literature (see, e.g., De 

Marzo, 2004), and indeed many initiatives have been proposed to restart a market for 

asset backed securities, including by the European Commission. Forcing banks 

participating in the AMC to acquire the equity tranches of the securitizations and 

requiring the State to provide a public guarantee to the most senior tranches might obtain 

the double benefit of reducing moral hazard by banks and enhancing the liquidity of the 

less risky asset classes. Securitization might also have the advantage of making the 

pricing of the underlying NPLs easier. 

 A fourth  aspect ï that in the debate looks a bit like the Stoneôs Guest in Mozartôs 

Don Giovanni ï is whether there should be some degree of public mutualization of the 

potential costs of an AMC at the European level. The problem is that the lack of 

mutualization might trigger a diabolic loop between State and banks risk if the AMC faces 

large losses and an issue of sustainability of sovereigns arises.  

 While we share the view that it is of foremost importance to envisage a mechanism 

to limit moral hazard at the country level, we also believe that some degree of 

mutualization of the risks of an NPL crisis at the European level is necessary and 

beneficial. In this sense, we endorse the proposal of Avgouleas and Goodhart of a two-

tier equity and governance structure, with a European-level AMC that holds limited 

equity stakes in each national AMC. Indeed, this structure would not conflict with the 

other ingredients discussed so far. While all the features presented above could be 

maintained at the level of single countryôs AMCs, such a structure would engineer  ex-

ante a framework capable of addressing the contingency that a national AMC turns 

unsustainableOne option would be for example to foresee a conditional intervention of 

the ESM. We understand that at this stage mutualization is politically very unlikely to be 



23 
 
 

feasible. So in the immediate, all other ingredients could start being implemented, with a 

longer term prospect of discussing and engineering such a mutualization at a second stage. 

 In addition to these fundamental aspects, a set of relevant details are discussed in 

the different proposals, ranging from the perimeter of assets that should be considered for 

a potential transfer to an ACM, to their transfer prices, to what banks should take part in 

the initiative.  

 With respect to the first issue, a consensus seems to emerge from the different 

proposals that the only NPLs that should be considered are those for which a common 

management outside of the perimeter of the bank increases their economic value. Clearly, 

these include standardized loans, possibly guaranteed by external collateral, such as house 

mortgages and consumer credit loans. However, given the size and the sector distribution 

of NPLs in some countries, it is important to recognize that also more opaque expositions 

such as loans to corporations must be considered.  

 This is possible using transfer prices identified along the lines discussed in detail 

in Section 4, possibly with the certification of the EIB, as suggested by Avgouleas and 

Goodhart.  

 Finally, with respect to the perimeter of banks that should take part in the 

initiative, costs and benefits of the different options should be considered. Allowing banks 

to participate on a voluntary basis might cause adverse selection problems, since banks 

that think that they can oversell their NPLs would have stronger incentives to participate. 

On the other hand, forcing all banks to adhere to the AMC might cause moral hazard 

problems, and impose unwarranted costs to those financial intermediaries that in the past 

had sounder lending policies. However, considering the disincentives to moral hazard 

strategies discussed above and the benefits of making as large and liquid a market for 

NPLs related assets as possible, we do believe that all banks should be forced to contribute 

to an ACM, at least in part and in the initial period. 
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Numbers 
 

by José Manuel Mansilla-Fernández6 

 

Non-performing loans across the European countries 

 

Figure 1: The rise in non-performing loan ratios was significantly stronger among 

periphery-countries of the Eurozone   

 

Source: Own elaboration based on the World Bank database. The ratio measures the proportion 

non-performing loans (NPL) to total loans as a percentage by country. The dashed line represents 

the weighted average of the NPL ratios across all countries.  
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Figure 2: Italy has the largest amount of gross and net non-performing loans in 

Europe, followed by Greece and Spain  

 

 

 

Source: Own elaboration on ECB data.  
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Figure 3: Three groups of countries emerge within Europe according to the 

incidence of non-performing loans to total loans 

 

Source: Own elaboration based on the EBA database.  
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Figure 4: Very large dispersion of bank-level NPL ratios within all European 

countries 

 

 

Source: Own elaboration on Bankscope (May 2017) data. Non-performing loan (NPL) ratios are 

calculated as the amount of non-performing loans over total loans. The whiskers represent the 

maximum and the minimum of the distribution. The box is divided into two parts by the median, 

i.e. the 50 percent of the distribution. The upper (lower) box represents the 25 percent of the 

sample greater (lower) than the median, i.e. the upper (lower) quartile. The mean of the 

distribution is represented by ×.  
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Costs of Insolvency and Recovery Rates 

 

Figure 5: Costs of insolvency as a percentage of the value of the debtorôs estate are 

highly variable across European countries, and can be in some cases substantial 

 

Source: Own calculation based on the ñDoing Businessò survey. The cost of the proceedings, 

registered as a percentage of the debtorôs estate, is assessed on the basis of questionnaire responses 

and includes court fees and governments levies, fees of insolvency administrators, auctioneers, 

assessors and lawyers, and all other fees and costs.  

 

Figure 6: The recovery rates as a percentage of the NPL book value are highly 

variable across European countries 
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Source: Own calculation based on the ñDoing Businessò survey. The recovery rate is recorded as 

the percentage of the NPL recovered by secured debtors through judicial organizations, 

liquidation or debt enforcement (foreclosure or receivership) proceedings.  

Stylised facts on non-performing exposures  

Figure 7: NPL ratios are larger for countries with earlier rapid credit expansion  

 

Source: Own elaboration based on ECB data. Non-performing loans (NPLs) ratio is calculated as 

the amount of non-performing loans over total loans. Annual growth rate of loans is computed as 

the annual variation rate in the stock of loans as a percentage. Dots are quarterly observations per 

country 

 

Figure 8: NPL ratios are larger for countries with higher share of loans to total 

assets  
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Source: Own elaboration based on ECB data.  
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Figure 9: NPL ratios are larger for countries with higher share of loans to deposits 

  

Source: Own elaboration based on ECB data.  

 

 

Figure 10: Higher NPLs ratios determine a drop in ROA 

 

Source: Own elaboration based on ECB data.  
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Institutions  

by José Manuel Mansilla-Fernández 

 

The institutional framework for de fining non-performing loans 

 The recent global crisis has left many banks across Europe with a high volume of 

non-performing loans (NPLs hereafter) in their balance sheets. NPLs in the European 

Union grew significantly between 2009 and the time of writing this note, and their levels 

remain particularly high in the southern part of the Eurozone, as well as in several eastern 

and southeaster European countries (Aiyar et al., 2015). Consequently, the problem of 

NPLs has been classified as a regulatory priority by the European Central Bank (ECB 

hereafter), the Joint Supervisory Teams, and the national competent authorities (ECB, 

2017a,b). One of the problems has been the lack of uniformity and clarity of how to 

recisely define a NPL. This is important because it resulted in the general recognition that 

banks did not appropriately provisioned and recorded credit losses, i.e. they did it ñtoo 

little, too late,ò which contributed to post-crisis instability. 

 The debate about forbearance as a strategy of credit risk management is still 

under debate. This concept is referred in different manners across jurisdictions and banks 

around the world. EBA (2013) defines ñForbearance measures consist of concessions 

towards a debtor facing or about to face difficulties in meeting its financial commitments 

(financial difficulties)ò. The definition of forbearance builds on existing accounting and 

regulatory frameworks (EU Directive 2006/48, Regulation EU 575/2013, the ITS on 

supervisory reporting, the European System of Accounts, the ECB Regulation 2008/32 

which is no longer in force) and encompasses transactions which are generally based on 

concessions or modification of the terms and conditions of loans (EBA, 2013).7  

 As for banksô accounting standards, Basel II makes less attractive for the 

internal rating-based banks to use the discretion in provisioning implied by the 

International Financial Reporting Standards (IFRS hereafter) to smooth income-

increasing loan loss provisions than those using the standardized approach (Hamadi 

2016).8 The International Accounting Standards Board (IASB) published the final version 

of the IFRS 9 Financial Instruments in July 2014. The final version of IFRS 9 will 

                                                           
7 When talking about forbearance, it is essential to consider a twofold perspective. On the one hand, ógood 

forbearanceô may enable borrowers during temporary difficulties to sustain the capacity to pay their debts, 

thus being a tool for risk management of problematic loans. On the other hand, óbad forbearanceô would be 

a strategy to bring NPLs or problem exposures down to avoid negative attention, thus reducing bankôs 

incentives to minimise credit risk portfolio and to improve financial stability (BIS, 2016). 
8 Whereas Basel I has been criticized of being backward looking in which a decreased in loan loss provisions 

results tend to increase income of NPLs, Basel II requires banks to compute forward-looking measures of 

expected losses on their loan portfolio and to deduct the difference between this expected measure and the 

actual loan loss provisions (Aiyar et al., 2015). 
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replace IAS 39 Financial Instruments: recognition and Measurements.9 The accounting 

standards IFRS 9 are built under a forward-looking expected credit loss model, which 

will result in more timely recognition of loan losses, and is a single model which is 

applicable to all financial instruments subject to impaired accounting (ECB, 2017b). 

Expected credit losses are an estimate of credit losses over the life of the financial 

instrument. In this regard, an entity should consider: (i) that the expected credit loss 

should represent neither the best or worst case scenario, (ii) the time value of money, and 

(iii) reasonable and supportable information that is available without undue cost or effort. 

The new standards will come into effect between January 2018 and 2021 (Cohen and 

Edwards, 2017; IASB, 2014). 

 

Discussing the foremost proposals for resolving NPLs 

 Addressing asset quality issues is one of the main priorities for the ECB banking 

supervision. The ECBôs objectives were targeted after the 2014 comprehensive 

assessment comprising two main pillars: an asset quality review, and a stress test. The 

ECB released in 2017 the Guidance for addressing NPLs within the meaning of Article 

4 (1) of Regulation (EU) 575/2013 (CRR). The guidance is applicable to the whole 

significant institutions supervised directly by the Single Supervision Mechanism (SSM 

hereafter), including their international subsidiaries (EBA, 2016; ECB, 2017a)10.  

 The High Level Group on Non-Performing Loans at ECB was mandated to 

develop a consistent supervisory approach to the treatment of NPLs. Through the work, 

a number of best practices have been incorporated into the Guidance as standard for NPL 

management going forward at the bank level. This proposal requires banks to set 

ambitious and credible portfolio -by-portfolio targets, after having assessed the context 

in which they operate (Donnery, 2017). These targets are embedded in a comprehensive 

NPL strategy and operational plans which should be approved and steered by banksô 

management body. These plans should review annually the strategy, define management 

objectives, define processes for NPL workout decisions, include borrowersô affordability 

assessment before granting any forbearance measures, and ensure enough internal 

controls over NPL management process (ECB, 2017a).  

 The establishment of a bad bank or asset management company (AMC 

hereafter) or special purposes vehicle has been proposed by several voices as a plausible 

overcome for the question of NPLs (Avgouleas and Goodhart, 2016; Lucchetta and 

                                                           
9 The existing model in IAS 39 is a óincurred lossô model which delays the recognition of credit losses until 

there is evidence of a trigger event (Cohen and Edwards, 2017).  
10 This Guidance does not endeavour to substitute or supersede any applicable regulatory or accounting 

requirement from existing EU regulations or directives and their national transpositions or equivalent, or 

guidelines issued by the European Banking Authority (EBA). The Guidance is a supervisory tool with the 

aim of clarifying the supervisory expectations regarding NPLs identification, management, measurement 

and write-offs in areas where existing regulations are silent or lack of specificity (ECB, 2017a).  
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Parigi, 2016; Enria, 2017 and the articles in this Issue of European Economy).11 As 

discussed at length in this Issue, concentrating NPLs in a single AMC can create 

economies of scale because it could realize profits, whilst freeing banksô balance sheets 

at the same time avoiding fire-sales in illiquid markets thus limiting the need and costs of 

restructuring banks. 

 However, an obstacle that a European AMC should take on is the prohibition 

article 125 of the Treaty of Functioning of the European Union (TFEU) of receiving any 

public support. Accordingly, the EBAôs Eurozone AMC proposal is envisaged to buy 

NPLs at an assessed price, i.e. the real economic value, despite their market price which 

might probably be lower. Then, banks should only incur in losses equal to the amount by 

which the book value exceeds the real economic value. Otherwise, the amount by which 

the real economic value exceeds the market price would be a pre-financing of future 

recovery. The AMC would be to set a timeline of three years to exit and sell the NPLs at 

the real economic value. If the AMC is unable to do so, the selling bank would have to 

compensate the AMC for any shortfall, the so-called recourse mechanism. The proposal 

includes clawbacks to protect public investments in the event of losses, i.e. when sales 

price is lower than the transfer price to the AMC (Enria, 2017; Habben and Quagliariello, 

2017).  

 Another common proposal is the creation of securitisation schemes which are 

able to involve private investors with a certain level of risk instead of requiring public 

funds. Furthermore, securitisation schemes can reduce the gap between book value and 

market value (Bruno et al., 2016).12 This bid-ask spread is mainly explained by 

information asymmetry that can be reduced through public initiatives such as enhancing 

transparency regarding the state of NPLs in general and associated factors, e.g. real estate 

collateral valuation, which will ultimately facilitate the sales process leading to lower 

discounts in the secondary markets (Garrido et al, 2016). Supervisors would have to 

monitor securitisation efforts of banks closely to detect adverse developments. 

Market for NPLs needs a certain critical mass, so an EU-wide framework is 

required (EBA, 2016). In this regard, Enria (2016) proposes (i) promoting a single EU 

platform, or a network of national framework, to favour the interaction between banks 

and investors in a market for NPLs based on consistent data, and (ii) overcoming the 

plethora of national restrictions on purchasers in order to reduce the costs for new entrants 

to local markets. 

 The ECOFIN is exploring initiatives to develop a secondary market for NPLs 

under the guidance of EBA in developing NPL data standardisation, which may remove 

                                                           
11 Other AMCs have been set up at the national level in Ireland (NAMA in 2009), Germany (FMS in 2010), 

and Spain (Sareb in 2012) (see Bruno et al., 2017).  
12 The bad bank and securitisation schemes are thought to remove NPLs from banksô balance sheets. Both 

proposals are equivalent in the sense that both require the creation of a vehicle: an AMC or a special purpose 

vehicle. The main difference is that the AMC creates a market for NPLs, whilst the securitisation scheme 

creates also a market for structured securities guarantees (Bruno et al., 2016).  
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any possible obstacle for private secondary buyers and loan servicing companies 

(European Commission, 2017).  

Asset relief can be also obtained with guarantees (asset protection schemes) which 

are also subject to State aid rules. Since 1 January 2016, the bail-in procedure of the 

BRRD applies and then public bad banks and asset protection schemes are subject the 

conditions of restructuring the aided bank, transferring or guaranteeing at a price 

reflecting the real economic value of assets, and some burden sharing of subordinated 

creditors. 

 Reforming tax rules can also enhance incentives for adequate provisioning and 

loan write-offs (ECB, 2017a). The credit hierarchy applied to secured and unsecured 

private creditors and public authorities should ensure that the whole creditors are equally 

incentivized to support debt restructuring, and enforcement liquidation options. Thus, tax 

laws should be amended in areas where creditors may be discouraged to from 

provisioning or writing-off loans or from participating in collateral markets. Similarly, 

tax rules inhibiting debtors from accepting restructuring or write-off deals should be also 

amended (Aiyar et al., 2015).  

The Subgroup on NPLs of Council of the European Unionôs Financial Services 

Committee was established in July 2016 to assess the state of NPL in Europe and propose 

possible solutions. The Subgroup is composed of representatives of Member States, the 

European Commission, the ECB, the European Systemic Risk Board (ESRB), the 

European Banking Authority (EBA), the European Securities and Markets Authority 

(ESMA), the European Investment Bank (EIB) and the Single Resolution Board (SRB). 

The Subgroup has produced a draft in March 201713 with policy recommendations. 

 Reducing the weight of NPL on banksô balance sheets is essential for restoring 

the health of the European banking sector. Since impediments to reduce NPLs are often 

interlinked, a comprehensive strategy is suggested by several authors and international 

organizations to address the NPL issue. This strategy is based on four fundamental pillars: 

(i) enhancing supervision, (ii) harmonizing insolvency rules across jurisdictions, (iii) 

developing distressed markets throughout a Eurozone AMC and securitisation schemes, 

and (iv) reforming tax rules.  
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A Bird Eye (Re)view of Key Readings  

by José Manuel Mansilla-Fernández  

 

This section of the journal indicates a few and briefly commented references that a 

non-expert reader may want to cover to obtain a first informed and broad view of the 

theme discussed in the current issue. These references are meant to provide an extensive, 

though not exhaustive, insight into the main issues of the debate. More detailed and 

specific references are available in each article published in the current issue. 

 

On the determinants of non-performing loans 

A first comprehensive investigation of NPLs in Europe is the IMF staff discussion 

note (2015). It provides figures for EU and the US and discusses why the secondary 

market for non-performing loans (NPLs hereafter) is underdeveloped in EU compared to 

the US market. It also illustrates the impact of NPL on growth which are more relevant 

for countries that rely mainly on bank financing. Many NPLs reduce profitability, 

increase funding costs and limit bank capital. This in turn reduces the supply of credit 

with negative consequences on growth. 

 The level of NPL were relatively stable until the beginning of the financial crisis 

in 2008. Afterwards, the quality of banksô portfolio has progressively declined. The 

response from the governments and central banks to deal with impaired bank assets, 

recapitalizing and / or restructuring troubled banks, and several actions to inject liquidity 

into the banking system was significant in Europe and the US (Avgouleas and Goodhart, 

2015, 2016).14 Nowadays, the level of NPLs remains high and undermines the stability 

of the European banking sector (Aiyar et al., 2017). Unlike other industries, the impact 

of a failure of one bank can spread to others, causing a chain effect and jeopardizing the 

whole sector at home or globally (Demirguç-Kunt, 1989; Barr et al., 1994).  

 A wide range of reasons may have generated the NPLs problem in Europe 

including the economic recession, the sovereign debt crisis, government support provided 

to the financial institutions in the early stage of the crisis, and managerial practices of 

some banks (Anastasiou et al., 2016; Chiorazzo et al., 2017; Louzis et al., 2012; Jassaud 

and Kang, 2015; Salas and Saurina, 2002). 

The European Investment Bank (2014) and IMF (2015) have shown that Euro 

Area banks with higher NPLs ratios lend less than other banks, ceteris paribus. 

Furthermore, these effects tend to affect SMEs more significantly because these firms are 

                                                           
14 See the issue 2016. 2 of this journal for more information about bank resolution policies implemented in 

Europe and the U.S. 
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more dependent on bank finance. The relevance of macroeconomic dynamics reflects the 

endogeneity issue that undermines the identification of the adequate transmission channel 

of NPLs on lending supply: NPLs rise in economies and countries affected by economic 

stagnation, and consequently (i) creditworthiness is deteriorated and (ii) the demand for 

lending also tend to weaken (Accornero et al., 2017). Similarly, several studies 

demonstrate that both NPLs and loan loss provisions ratio -two indicators of the quality 

of banksô loan portfolio- have a negative correlation with bank lending supply (Balgova 

et al., 2016; Bending et al., 2014; Cucinelli, 2015). Importantly, deterioration of public 

finances places a óceilingô on the market evaluation of credibility of domestic banks, and 

therefore they are hard-pressed for liquidity (Reinhart and Rogoff, 2010). As a result, 

banks are unable to provide new lending and debtors cannot refinance their debts. 

 

On non-performing loans and moral hazard problems 

 A rapid credit expansion is considered as one of the most important causes of 

troubled loans. Agency problems between shareholders and managers may arise if the 

formers are interested in business growth which might imply promotion, more power or 

better status within the organization (Williamson, 1963). 

 The distinctive features of the banking sector and the efforts of financial 

institutions to improve efficiency and risk management are found to influence the 

evolution of NPLs (Durán and Lozano, 2015; Zhang et al., 2016). Berger and De Young 

(1997) demonstrated that poor managerial skills in credit scoring, appraisal for pledged 

collateral, and monitoring borrowers may increase the volume of NPL in the future, the 

so-called bad management hypothesis.15 Additionally, banks should face a trade-off 

between allocating resources for underwriting and monitoring loans, and measured cost 

efficiency. The reduction in efforts to ensure high quality loans will make banks more 

cost-efficient but increasing NPLs in the long term, the so-called skimping hypothesis 

(Luozis et al., 2012).16 From the regulatorôs point of view, NPLs ratio is a useful indicator 

to measure the extent of moral hazard behaviour in order to avoid potential financial 

instability (Zhang et al., 2016).   

 Quality portfolio of banks may endogenously induce further risk-taking. 

Prudential banks would be more cautious when taking on increasing NPLs. However, 

NPLs above a threshold may incentivize banks to shift risks (Bernanke and Gelter, 1986). 

Thus, banks showing a higher level of troubled loan portfolio are more likely to assume 

higher level of risk in the future (Bowman and Malmendier, 2015; Buchner et al., 

forthcoming; Eisdorfer 2008; Koudstaal and Wijnbergen, 2012). Accordingly, Bruche 

and Llobetôs (2011) theoretical model predicts that efficiency gains from having bad loans 

                                                           
15 See Podpiera and Weill (2008) for similar results.  
16 Bebchuk and Spamann (2010) and Bebchuk et al. (2010) show that the CEOôs system of incentives 
focussed on short-term results contributed to increasing banksô risk-taking as of the beginning of the 

financial crisis. Similarly, Pierre (2013) remarks that the CEOôs contract contributes to the excessive risk-

taking higher than the social optimal level.  
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foreclosed allows banks with a relatively proportion of NPLs to gamble to increase their 

chances of recovery.17  

 The ótoo-big-too-failô (TBTF hereafter) banks represent another channel to origin 

NPLs. Under the TBTF presumption, banks are expected to increase their leverage 

excessively and extend loans to low quality borrowers, being subsequently affected by 

adverse selection problems (Stern and Feldman, 2004). Thus, moral hazard problems 

might become more relevant in case TBTF banks take advantage of their higher market 

power, or they expect to be bailed out in case of capital shortage (Boyd and Graham, 

1998; Nier and Baumann, 2006). Consequently, bank risk-taking may be also connected 

to the characteristics of the governmentôs reaction function due to banks can be members 

of a deposit insurance network ex ante to avoid depositors runs or getting bailouts from 

the governments, and ex post if deemed TBTF or ótoo-many-to-failô (Ashraf, 2017).18    

 

On the theoretical fundamentals of the proposals to deal with NPLs 

 The debate about government interventions to reduce the weight of NPLs in 

several advanced and emerging economies is still alive (Ahamed and Mallick, 2017). The 

creation of a pan-European bad bank or an asset management company (AMC hereafter) 

has been proposed as a possible solution by several voices (Goodhart and Avgouleas 

2015, 2016; Enria, 2016, 2017; Hellwig, 2017). This argument is recently reinforced by 

Arner et al. (2017) whom demonstrate that in a context of systemic financial crisis, a 

combination of balance sheet restructuring and the use of AMCs to deal with NPLs is 

often the best choice.19 Despite the importance of this phenomenon, the repercussions of 

establishing an AMC is referred in the policy literature, normally based in empirical 

evidence from countries which implemented previously these measures such as Spain, 

Ireland or China, amongst others (Arner et al., 2017; Bending et al., 2014; Zhang et al., 

2016). 

 Luchetta and Parigiôs (2016) theoretical model analyses the rational of an AMC 

and under which conditions it is socially acceptable. They argue that segregating legacy 

activities in an AMC might eliminate underinvestment, but on the other hand, it might 

also add value because it gambles on the resurrection of the segregated entities. This 

contribution explains why risk transfer through the AMC is valuable for shareholders. 

However, risk transfer happens at the expenses of debt holders, so shareholders may 

segregate activities beyond the social optimal. Likewise, Shi (2004) analyses the reforms 

                                                           
17 The optimal contract involves making banks with a small proportion of bank loans foreclose (Bruche and 

Llobet, 2011). 
18 Dam and Koetter (2012) shows that the expectation of a bail-out, rather than actual bail-outs, may be a 

precursor of moral hazard. Cukierman (2013) shows that the decision of bailing out financial institutions 

depends on political ideologies and considerations. Similarly, Antzoulatos and Tsoumas (2014) argue that 

a substantial part of the expected bail-outs is attributed to a countryôs institutional environment which might 

be associated with higher expectations of bail-outs.  
19 Similar arguments are found in Hryckiewicz (2014).  
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implemented in China which had registered a long-standing problem with NPLs. The 

argument is that during the transition period, the government allowed banks for soft-

budget constraints to both state-owned enterprises and state-owned banks. Consequently, 

capital injections could have induced moral hazard because banks might have had 

incentived to make loans to troubled firms due to the governmentôs implicit guarantees 

(Jiang et al., 2013). 

 Securitization involves the legal or economic transfer of assets or obligations by 

an originating institution to a third party, typically a special purpose vehicle (SPV 

hereafter). Later on, the SPV issues asset-back securities or other structured finance 

securities such as mortgage-backed securities, collateralised debt obligations or whole 

business securitisation, representing claims against specific assets (Agostino and 

Mazzuca, 2011).20 According to the funding hypothesis, banks securitize in order to 

obtain funding channels as alternative to deposits (Greenbaum and Thakor, 1987; De 

Marzo, 2005; De Marzo and Duffie, 1999). Additionally, the specialization hypothesis 

predicts that banks securitize in order to increase their level of specialisation -i.e. in loan 

origination activities- thus increasing their economic performance. By doing so, banks 

decompose the traditional lending process intro more sophisticated activities of 

originating, servicing, guaranteeing, and funding (Greenbaum, 1986). Finally, the 

regulatory capital arbitrage (RCA hereafter) hypothesis argue that banks would 

securitize if they can achieve RCA by transferring to others their best quality assets 

(Calem and LaCour-Little, 2004). Agostino and Mazzuca (2011) find for an Italian 

sample of banks that NPLs securitization seems to have been affected to a lesser extent 

by a funding motivation and to have been conditioned by a specialization incentive, 

whereas the RCA motivation is apparently irrelevant. During an initial step, banks may 

have used securitization to clean up their balance sheets, thus causing operations to be 

collateralized mainly by NPLs. Nevertheless, banks also collateralized assets other than 

NPLs and residential mortgages demonstrating that securitization may provide an 

alternative to the traditional funding channels. 

Recently, Bruno et al. (2016) advocate that a securitization scheme can offer interesting 

yields for the senior and mezzanine tranches, whilst offering simultaneously a similar 

price for the stock of NPLs close to the book value. Hence, the issue can be reduced to a 

manageable volume in two categories: (i) the loss immediately recorded by banks which 

might not force them to increase capital, and (ii) the risk accepted by investors of the 

junior tranches. 

 

 

                                                           
20 At time of writing this note, the Italian government is in the process of creating a state-owned AMC SPV 

to accelerate the transfer of NPLs without violating the rules of the BBRD. Furthermore, large banks have 

set up AMC SPVs to dispose of NPLs off-balance sheet. The volume of these NPLs constitute 2-3 billion 

EUR and the advance is snail because of the NPL market was practically inexistent prior 2015 (Arner et 

al., 2017).  
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Other policy interventions 

Several recent papers (Philippon and Skreta 2012, Tirole 2012, Fuchs and 

Skrzypacz 2013) have clarified that public authorities can efficiently allow for a jumpstart 

of the market restoring confidence and liquidity. These activities can be particularly 

effective when buyers and sellers significantly disagree over the value of the assets to 

trade and related collateral. For example, subsidizing current exchanges and taxing future 

ones can significantly improve the mix of quality of tradable assets inducing early market 

entry of owners of better assets. There is in fact a tendency for good assets owners to wait 

for hopefully higher prices and conversely for low quality assets owners to populate the 

market immediately. 

This adverse mix clearly depresses buyersô expectations and increases the bid-ask gap. A 

policy of current trade subsidies and future trade taxes may affect the intertemporal trade 

off, reduces the bid-ask gap and increases exchange prices, thus inducing even more trade. 
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Completing the Repair of the EU 

Banking Sector- A Critical R eview of an 

EU Asset Management Company 
 

by Andrea Enria, Piers Haben, and Mario Quagliariello21 

Abstract 

The final step in the repair of the EU banking sector is cleaning up legacy assets. 

Otherwise, all of the work we have done to strengthen banksô capital and assess the 

quality of their assets will  not have the desired positive impact on new lending into 

the real economy.   

Progress is in train but has been slow to date. Although asset quality issues are 

particularly relevant in some Member States, this is a single market problem and 

coordinated action is vital for success.   

The ongoing effort of supervisors in pushing banks to take action requires that the 

supporting infrastructure is in place. This means fixing legal systems, which will  

take time, and addressing market failures in the secondary market for non-

performing loans (NPLs), which can be done now. There are legitimate questions 

about how this should be done, which are addressed in this paper, but those should 

not be a cause for delay. Whether it be a single European Asset Management 

Company or a coordinated blueprint for national governments to enact is less 

important than taking coordinated action urgently.  

 

1. The process of repair  

Legacy assets as the last step in the repair of the EU banking sector 

European banks have increased their ratios of capital of the highest quality by almost 

500bp since December 2011, from an aggregate 9.2% core tier 1 ratio in December 2011 

to 14.1% CET1 ratio in September 2016. Common equity has soared since 2011, with 

increases of ú180bn in the period from December 2013 to December 2015.  Major EU 

banksô capital ratios are now comparable to their US peers. Extensive asset quality 

reviews (AQRs) have been carried out in most EU countries in order to identify 

problematic assets and strengthening banksô provisioning policies. 

Capital strengthening and the identification of problem assets have been pivotal in 

restoring confidence in EU banks, but they are not quite enough for the complete repair 

of the banking sector. The last and, at this stage, crucial step is cleansing balance sheets. 

This is now imperative because of the scale of the NPL problem across the EU and its 

impact on economic recovery as capital is trapped in non-performing investments rather 

than financing the economy. Also, high levels of NPLs are a significant drag on bank 

                                                           
21 European Banking Authority. The opinions expressed are those of the authors and do not reflect those of 

the EBA or its Board of Supervisors. 
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profitability and capital generation, raising concerns as to the long term viability of 

business models. According to the most recent data, the stock of NPLs currently stands 

at about one trillion  euros and the average NPL ratio of 5.1%, with ten Member States 

reporting average NPL ratios of over 10%.  

 

 

While there are differences in NPL levels across jurisdictions, three channels of 

contagion suggest this is a single market problem. The first is the absolute volume of 

NPLs in the EU, including in its largest economies. The second is the direct and indirect 

exposure of large EU banks to NPLs across borders. The third relates to banksô inability 

to resume new lending in some jurisdictions, which hinders the functioning of the 

transmission channel of monetary policy and holds back economic growth across the 

single market.  

 

2. The need for a comprehensive response 

In the Report on the dynamics and drivers of non-performing exposures in the EU 

banking sector, issued by the EBA in 2016, we argued that a comprehensive strategy and 

a wide range of actions are necessary for tackling the NPLs legacy.  

The first area relates to ongoing supervisory pressure on banks to pro-actively tackle 

NPLs. Banks have to develop a strategy for dealing with NPLs, strengthen their internal 

procedures, improve their arrears management, and more generally make NPL 

management active, efficient and informed. Supervisory guidance is needed on collateral 
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valuation, including valuation methodology and possibly minimum requirements for re-

valuation as well as on effective arrears management and NPL resolution governance 

inside banks. The Single Supervisory Mechanism (SSM) of the ECB has recently made 

important progress in this area. In general regulatory and supervisory incentives should 

be in place to promote rapid reduction in NPL levels.  

The second area relates to structural issues such as the efficiency of the judicial 

system, insolvency procedures and out of court restructuring. It is clear that the lengthier 

the recovery procedures, the wider the ask/bid spread, with an adverse effect on the banksô 

incentives to dispose of NPLs.  Recent experiences show that reforms in this area can 

prove a key ingredient for a successful resolution of asset quality problems: the judicial 

system could be strengthened through improvements in the process, as well as adaptation 

of regulatory framework; judicial systems could be relieved through a more frequent 

usage of out-of-court restructuring; accounting and tax regimes can also be reviewed with 

the objective of positively affect the incentives for banks to deal promptly with NPLs.  

The last area relates to the importance of a functioning secondary market in loans to 

facilitate the disposal of NPLs.  

 

3. Restarting secondary markets in NPLs 

NPL transactions are almost a textbook example of market failure.  First, the absence 

of easily accessible, comparable data on loan, debtor and collateral characteristics 

generates asymmetric information. Second, an inter-temporal pricing problem occurs 

since, at present, markets are illiquid  and shallow. There is thus a first mover disadvantage 

to sell into the market.  

Forcing banks to write off or dispose non-performing loans in a very short period of 

time in the absence of a deep and liquid secondary market for impaired assets and with 

remaining structural impediments may lead to an inefficient gap between bid and ask 

prices. In such conditions, and in the absence of efficient market clearing prices, forced 

NPL sales may create financial stability concerns amidst questions about the viability of 

the sector as a whole. This could also imply a redistribution effect from banks to the few 

specialized investors operating in the market. 

The following corrective actions could address these failures and improve the 

efficiency of the secondary market: 

a. addressing incentives for banks management to take action on NPLs;  

b. improving price discovery via 

¶ higher quality, quantity and comparability of data available to investors;  

¶ transparency of existing NPL deals; 

¶ simplification and standardisation of legal contracts; 
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c. addressing the inter-temporal pricing problem by overcoming current market 

illiquidity  issues. This would entail stepping into the market at a price reflecting 

the ñreal economic valueò (REV) or future efficient clearing price rather than 

current market price, with a view to selling into a deeper and more liquid market 

at a later date. 

Purely private sector solutions are not sufficient given the scale of the problem and 

the market failures prevailing at the moment. Historical examples of success in the 

disposal of non-performing assets demonstrate the key role of the official sector in kick-

starting the market, at least for some segments. In several cases, this has involved 

governments, or special purpose entities sponsored by public authorities, directly taking 

over impaired assets or supporting with guarantees their sale to private investors.  

 

4. A possible European scheme 

To date, a patchwork of national solutions has been trialed, all different in approach 

and determining an uneven speed of adjustment. In several success cases, an asset 

management company (AMC) has proved an effective tool to accelerate the process of 

repair in bank balance sheets. A common European approach, or a coordinated blueprint 

for government sponsored AMCs, could provide the following benefits: clarity and 

simplicity for both banks and investors in understanding the criteria for application of the 

EU framework for state aid and the Bank Recovery and Resolution Directive (BRRD) 

rules; enhanced credibility of the initiative whilst ensuring that due process is followed 

in the implementation phase; lower funding costs and higher operational efficiency; 

critical mass on both the supply and the demand side, pooling assets at the AMC and 

attracting new investors. 

Formal public support could be offered in the shape of a European backed AMC 

(ideally with ñsegmentsò by asset class). Public support could be used to provide capital 

(say to 8% of total purchasing power), which would in turn crowd in private funding.  A 

hypothetical example would be an AMC purchasing up to a quarter of total outstanding 

NPLs (about EUR 250 bn) could be capitalised to the tune of EUR 20bn. The solution 

must be in line with BRRD and State aid rules. Further it should avoid any risk 

mutualisation of legacy assets. 

Banks with NPLs ratios above a given threshold (e.g., 7% NPL ratio) would be 

required to transfer certain specified assets to the AMC by supervisors. This would 

require the standardisation of data according to pre-agreed formats (e.g., provided by the 

EBA).  

The process for establishing the AMC would be the following. 

Firstly stress tests are used to identify the total envelope of potential state aid for each 

bank. Such a stress test could take a number of forms ranging from a full  balance sheet 

assessment against complex adverse macro scenarios to more targeted assessments, such 

as the impact of increasing provisions to meet stressed market price target (e.g. x cents in 
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the euro) levels over a three year timespan. The stress test may also, in isolated cases, 

identify the need for the immediate resolution of some banks ï for instance for banks 

failing in the baseline scenario.  

The State aid envelope calculated in the stress test identifies the theoretical amount 

of state aid that would be allowed for each bankôs precautionary recapitalisation.  This 

theoretical state aid envelope would determine how much state aid could be used to 

facilitate the transfer of NPLs. The actual amount of State aid would, in line with existing 

practice in the application of State aid rules, be equal to the difference between the current 

market prices and real economic value of the assets actually transferred (i.e., the net 

present value of future cash flows under the assumption that the asset is held until 

maturity).  

An assessment of real economic value vs current market prices is carried out and 

banks transfer some agreed segments of their NPLs to the AMC at the real economic 

value, under due diligence from the AMC and accompanied by full  data sets available to 

potential investors. At the time of the transfer to the AMC, the bank bears losses equal to 

the possible difference between the book value and the real economic value. The assets 

are irrevocably transferred at the point of sale.    

The transfer of assets to the AMC would hit in the first place the existing shareholders 

to the extent that the net book value of NPLs is above the transfer price to the AMC. This 

may be accompanied by a liability management exercise and some bail in of junior debt 

to equity as determined by European Commission under State aid rules but the extent of 

this may be considered also in relation to the exercise of future warrants as outlined 

below.  

If  within a specified time frame the real economic value remains above the market 

price, the AMC would be compensated by calling upon a guarantee issued by the 

government of the Member State where the bank transferring the assets is headquartered. 

To ensure that banks keep skin in the game and avoid moral hazard issues a mechanism 

could be introduced to ensure an appropriate compensation of the government. 

 



56 
 
 

 

 

The mechanism would take the form of a parallel issue of equity warrants to national 

governments at the time of the asset sale to the AMC, with a penal strike price which 

would be triggered if  the (actual or estimated) sale price at the predefined date remains 

below the transfer price.  

While the AMC could sell the assets at any point in time, there would be a limited 

timeframe (e.g. three years) for achieving the real economic value and reducing the 

additional impact of the sale on banks. If  that value is not achieved within the timeframe 

or the assets remain unsold the bank must take the full  market price hit, covered if  

necessary by warrants exercised by the national government as state aid with the full  

conditionality that accompanies that.  

The warrants ensure banks still have skin the game and, as they are issued to national 

government, also ensure that the AMC capital is fully protected and any eventual cost 

must be borne by shareholders and if  necessary national governments. This element is 

important also to avoid that a European scheme entails any element of mutualisation of 

risks, which would not be politically acceptable at this stage. The objective is that the 

State aid element embodied in the difference between market price and real economic 

value should reflect only the removal of market imperfections and therefore any price 

improvement due to increased confidence or economic growth would accrue to the AMC.  
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5. A crit ical review of the EBA proposal ï incentives, weaknesses and alternative 

designs 

Our original proposal was designed as a sketch, to promote debate and we are aware 

that many details are missing.  

Some criticisms have been well intended but mis-placed. For example, a number of 

commentators raised the risk of mutualisation of responsibility for legacy assets that 

would arise by placing NPLs in a common EU AMC.  This is not the case.  One of the 

important innovations of the design was precisely to garner all the of benefits that 

European action offers:- credibility, critical mass; cheaper funding costs ï but under no 

circumstances allowing mutualisation as the AMC was in turn guaranteed by national 

governments, each remaining responsible for losses generated by banks headquartered in 

its jurisdiction. Nonetheless, we clearly have a perception problem to deal with.  

Other criticisms were more practical. One such was that effort to establish an EU 

AMC is simply too complex, the scale being unmanageable.  We think this depends on 

the design. We were always clear that the EU AMC may not cover all asset classes not 

cover all NPLs, but would pick up a critical mass of specific NPLs from relevant 

portfolios. Moreover, a series of asset class specific AMCs could address the scale 

problem. Nonetheless, it is reasonable to question how the challenges of operating an EU 

wide AMC weigh against the benefits of lower funding costs and critical mass that the 

AMC offers.    

Much of the feedback, however, focused on the warrant mechanism. In particular, it 

has been argued that the potential dilution effect, and associated uncertainty, for equity 

holders could generate challenges in funding and equity raising.  

Our original proposal was designed to identify a system of incentives which was 

beneficial ï or not too detrimental ï for any stakeholders, compatible with the current 

regulatory framework and avoiding moral hazard.  A key objective outlined in the original 

AMC proposal was to achieve a clean break for the bank, with a full  sale bringing NPL 

levels down in a single shot and allowing its management to focus on restoring the 

sustainability of the business model.  

We are not entirely convinced that the proposal would be so detrimental to bank 

funding, as the warrant would figure alongside other contingent liabilities in the balance 

sheet of the bank and could be priced fairly accurately if  sufficient information on the 

transfer process is provided to investors. However, other approaches are possible. The 

simplest way is to ensure a clean sale at conservative prices that may be below the real 

economic value, but to accompany this with immediate recapitalisation. This entails full  

burden sharing at the point of sale but eliminates uncertainty.  The flip  side is that 

uncertainty is avoided at the expense of crystallising investorsô concerns up front. To 

compensate for this, a possible upside for the bank could be envisaged, if  compatible with 

State aid rules, in case the final sale price net of servicing costs turns out to be higher than 

the transfer price. This upfront solution could prove more challenging also for national 

governments, which might have to step in if  the bank is unable to raise the necessary 
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funding in private markets. Alternative options include compulsory insurance purchase 

by banks, the provision of bonds (or tranches of securitised instruments) to banks in 

exchange for NPLs, with interest held in escrow accounts until the final sale is completed, 

and the issuance of contingent convertible instruments (CoCos).   

Also, an immediate burden sharing of the junior bond-holders could reduce the 

incentives for banks and authorities to proceed with the transfer of the assets. If, as we 

believe, there is a failure in the NPL secondary market, junior bondholders would be 

affected without any possibility to benefit from the recovery of the prices once the 

markets become deeper and more liquid. Therefore, some mechanisms ï conversion of 

bonds into equity or write-up clauses ï could reduce the redistribution effect and leave 

some upside also for the bondholders. 

There is also the option of doing nothing and leaving the response to purely private 

solutions. On the latter, however, we note that it does not facilitate the rapid cleansing of 

the balance sheet of the EU banking sector, which is clearly needed.  The inaction so far 

shows, in our view, that the public sector involvement is necessary. A more attractive 

alternative is therefore the use of a blueprint for national AMCs, where the scheme would 

be applied consistently across country but with AMCs established at the national level.  

 

6. A common blueprint for national AMCs  

The questions over whether a single European AMC would be appropriate vs a blue print 

for national AMCs appears largely caught up in concerns over mutualisation, or risk 

sharing, of legacy assets and concerns about unnecessary centralisation of functions at 

the EU level. 

The subsidiarity test, a cornerstone of the European institutional set-up, clearly allocate 

the burden of proof to those proposing that certain policies are pursued at the Union level.  

In their 1993 report, Making Sense of Subsidiarity, Begg et al22 propose that centralisation 

is likely to be desirable in the presence of two simultaneous failures of decentralisation:  

¶ First, that non-cooperative policy-making yields results that are significantly 

worse than cooperative policy-making; and  

¶ Second, that agreements to cooperate without centralising are not very credible.  

They also ask that those proposing centralisation are aware of the risk of diminished 

accountability. In the case of NPLs it is clear that uncoordinated and sometimes non 

cooperative policy making is not delivering the necessary progress in addressing the 

outstanding stock of NPLs, to the detriment of the single market economy.  Moreover, 

existing mechanisms for cooperation, as we have at the EBA, already exist but have not 

prevented a variety of solutions, and different speed of policy reaction, according to the 

                                                           
22 Making Sense of Subsidiarity: How Much Centralization for Europe? 

Monitoring European Integration By David Begg and et al.November 1, 1993 

https://www.brookings.edu/search/David+Begg/
https://www.brookings.edu/search/et+al./
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preferences of national governments and authorities. So some form of centralised policy 

seem to be necessary.   

Our original proposal was designed specifically to avoid any mutualisation by tracing all 

potential losses to the scheme back to national governments, in the form of a guarantee. 

On the contrary, potential gains from the scheme would be shared by all contributing 

governments. Nonetheless, even this high level of protection against mutualisation 

appears to meet insurmountable political difficulties. Moreover, the dimension of an EU 

AMC and the diversity of assets it would receive from various Member States, whilst 

offering considerable advantages of economies of scale and critical mass for stimulating 

the secondary market for NPLs, would also create technical challenges. For instance, the 

different legal settings in Member States might impose that the servicing function is 

outsourced to companies operating at the national level. 

Whilst we remain convinced that a single EU-wide AMC offers the best option for 

cleaning up NPLs quickly and in the most neutral manner, the most important objectives 

could be achieved also by developing a common blueprint for AMCs, to be established 

at the national level, under the management and responsibility of local authorities.  The 

scorecard below compares the benefits of a Single AMC with a blueprint for national 

AMCs. These approaches should be juxtaposed with the counter factual of doing nothing 

and sticking with the hodge-podge of differing national approaches that are currently in 

play, which do not confer the advantages set out here in addressing the NPL problem 

across the EU banking sector as a whole.  

A common EU AMC would provide clarity on State aid rules and consistency of 

approach. It would in this context enhance credibility, also by removing any uncertainty 

about political interference in national approaches.  A truly common EU AMC would 

also attract significantly reduced funding costs, which would not materialise with various 

national approaches.   
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Common Characteristics  Benefits EU AMC AMC blueprint 

Funding approach + state aid 

application 
Clarity of approach to state aid rules 

  

Actual funding Cheaper funding costs  

 
 

Entry criteria Consistency across the single market 

  

Data and information Consistency across the single market 

  

Pricing methodology Consistency across the single market 

  

Timeline for action Credibility 

  

Management and servicing  Credibility 

 
 

 

A common blueprint would however, have two distinct benefits over a common EU 

AMC. The first relates to perception as it would dispel any misunderstanding about 

mutualisation of risk for legacy assets across countries. The second is allowing greater 

flexibility  by country depending on the individual circumstances. But this in turn should 

be set against the trade-off between flexibility  on the one hand, and consistency, clarity 

and credibility on the other.  

In short a common EU blueprint for national AMCs offers a reasonable sub set of 

benefits of a single EU AMC to achieve the objectives of addressing market failures in 

the secondary market for NPLs, making it a very good second best policy in and hastening 

the cleansing of balance sheets of the EU banking sector. 

 

7. Conclusions 

Our proposal for an AMC aims to address market failures in the secondary market 

for NPLs. It deals with information asymmetry and the intertemporal pricing problem in 

a way that, in our view, respects existing rules on state aid and resolution, without 

mutualisation among EU Member States. 
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The proposal keeps shareholders on the hook for economic losses but offers viable 

banks an opportunity to speedily remove problem assets from the balance sheet at an 

efficient clearing price, albeit with some dilution of shareholders if  that price is eventually 

not realised. The guarantees provided by national government, which is accompanied by 

warrants to maintain some skin in the game for existing shareholders, avoid any burden 

sharing across Member States and contains the moral hazard entailed by the State aid. A 

more efficient secondary markets in NPLs also facilitates supervisory pressure on banks 

to reduce NPLs and hastens exit from the market of banks that are not viable under 

efficient market conditions. 

An EU solution to NPLs, either as a single AMC or a blueprint for national AMCs, 

has the added benefits of improving clarity for investors and reducing funding costs. It 

could create a critical mass in supply and demand of NPLs to further facilitate the market. 

As a key step in the process of repair for the EU banking sector, it will  remove one key 

impediment to economic recovery across the EU.  
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A Role for Systemic Asset Management 

Companies in Solving Europeôs Non-

Performing Loan Problems  
 

by John Fell, Maciej Grodzicki, Reiner Martin, and Edward OôBrien2324 

 

 

Abstract 

The large stock of non-performing loans (NPLs) held by euro area banks 

should be more swiftly resolved, while avoiding fire sales. We make a case 

for a comprehensive European solution, combining various NPL resolution 

tools. Within the NPL resolution toolkit Asset Management Companies 

(AMCs) may offer significant benefits by bridging inter-temporal pricing 

gaps for asset classes such as commercial real estate loans. We outline 

elements of an EU-wide blueprint for country-specific AMCs, including state 

aid aspects, asset and participation perimeters, asset valuation, capital and 

funding structure, and governance. In addition to AMCs, internal NPL work-

out will always play an important role in NPL resolution, complemented by 

private information and trading platforms, and securitisation schemes. 

 

1. Introduction   

The large stock of non-performing loans (NPLs) held on the balance sheets of 

euro area banks is a pressing financial stability issue for the euro area while it also 

represents sand in the wheels of the bank lending channel of monetary policy. The post 

global financial crisis surge in NPLs in the euro area peaked in 2013, when the aggregate 

NPL ratio reached 8%. While the average NPL ratio has declined gradually since then, 

by around one percentage point per year, differences across countries have been marked 

with six countries still having NPL ratios above 10%,25 significantly so in some cases.  

There are many reasons why the resolution of NPLs in Europe needs to be 

accelerated. First, bank resources ï capital, funding, management attention and human 

resources ï are tied up by assets that are not producing income while the scope for new 

                                                           
23 The views expressed in this paper are exclusively those of the authors and do not necessarily reflect those 

of the ECB.  
24 European Central Bank. Directorate General Macroprudential Policy and Financial Stability.  
25 These countries are Cyprus, Greece, Ireland, Italy, Portugal and Slovenia. 



64 
 
 

lending to productive ventures is also curtailed.26 Related to this, the high stock of NPLs 

is associated with higher uncertainty about future bank profitability, leading to higher 

bank funding costs and commensurately higher costs of credit for all borrowers, even the 

soundest ones. Second, high stocks of NPLs usually indicate underlying solvency and 

debt overhang issues affecting the corporate sector. Such excessive indebtedness often 

means that corporate investment cannot keep pace with the expected recovery in the real 

economy.27 Moreover, keeping over-indebted and ultimately non-viable firms alive by 

not resolving NPLs in a timely manner generates artificial and unhealthy competition for 

viable firms in the market. 

At the same time, caution is needed to avoid resolving NPLs too quickly as this 

may create fire sale conditions and put excessive pressure on bank capital levels. 

Moreover, premature liquidation of firms that might otherwise have remained viable after 

some restructuring and reorganisation may lead to a destruction of economic value. 

Overall, therefore, it is crucial to find the optimum speed of NPL resolution, which is 

likely to differ among countries and between asset classes.     

As discussed by Constâncio (2017) and elaborated by Fell et al. (2016), 

asymmetric information and structural impediments are among the main causes of slow 

NPL resolution in the euro area. Fully efficient markets for distressed debt would swiftly 

clear NPLs from bank balance sheets. However, transparency around the quality and real 

value of NPLs is very limited, and the duration and outcome of legal processes to recover 

value from NPLs is highly uncertain. NPL transaction volumes in the euro area thus 

remain a small fraction of the entire NPL stock (Deloitte, 2016) and there is a wide gap 

between prices that banks wish to achieve (in line with their provisioning levels) and 

prices that investors are prepared to pay.  

Against this backdrop, it is clear that a comprehensive approach to NPL 

resolution, involving some degree of coordination at the European and national level, is 

necessary. The NPL problem cannot be solved by any single policy measure be it 

supervisory, macroprudential, or structural in nature. Appropriately robust supervisory 

guidance as published by ECB Banking Supervision (ECB, 2017) is essential to improve 

banksô management of the NPL problem. But it must be complemented by structural 

reforms to enhance the recoveries and the net present value of NPLs, and by 

complementary measures to facilitate the development of NPL markets. Only when banks 

can use the full set of potential NPL resolution tools can the current inaction bias be 

overcome, thereby minimising the undesirable side effects of liquidating NPLs. The 

remainder of this article discusses the elements of such a comprehensive strategy, with a 

particular focus on asset management companies.  

 

                                                           
26 See Aiyar et al. (2015) for a discussion of the possible impact of NPL resolution on bank capital and 

lending capacity.   
27 See, for example, Goretti and Souto (2013), Nkusu (2011), Balgova et al. (2016) for evidence that a high 

stock of NPL is associated with weaker economic growth. 
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2. The benefits of Asset Management Companies (AMCs) 

Asset management companies (AMCs) have often been used to manage distressed 

assets arising from systemic financial sector stress (Cerruti and Neyens, 2016) and have 

a proven track record in making significant contributions to the clean-up of banking 

sectors suffering from NPL problems. Examples include AMCs that were established in 

the aftermath of banking crises in Sweden (in the early 1990s),28 in Korea (in the late 

1990s)29 and, more recently, in the euro area countries Ireland (2010), Spain (2012) and 

Slovenia (2013). One of the common features of these systemic AMCs is that 

governments have been strongly involved in their creation, by providing capital, 

facilitating funding, and passing legislation governing the design and operations of the 

AMCs.30  

The main function of systemic AMCs is to provide a ñbridgeò for the inter-

temporal pricing gaps which emerge when market prices for NPLs and the underlying 

collateral are temporarily depressed. This may happen because of heightened risk 

aversion and a drying up of liquidity in the market, but, ultimately, market prices recover 

as economic conditions improve. Bridging this inter-temporal pricing gap is 

accomplished by removing a significant share of NPLs, usually belonging to a specific 

asset class such as commercial real estate, from bank balance sheets and working them 

out over a specified time horizon to maximise their recovery value. The transfer price 

paid to banks by the AMC is usually set at long-term (óreal economicô) value, thus 

avoiding the fire sales that would result from NPL disposals into illiquid markets where 

the risk premia required by outside investors are unusually high. Shielding banks from 

fire sale conditions can be especially beneficial if several banks are attempting to resolve 

their NPLs at the same time: systemic AMCs, in other words, can provide an important 

coordination role. Other benefits of AMCs are related to a swift reduction in uncertainty 

surrounding the profitability and solvency of banks once NPLs are transferred to the 

AMC. This, in turn, has a positive impact on bankôs funding and capital costs.  

AMCs do not offer a panacea for systemic NPL problems and their success 

depends both on their design and the prevailing economic circumstances. Past experience 

suggests that several success factors should be present if an AMC is to accomplish its 

objectives. First, AMCs tend to be best suited for particular asset classes, notably fairly 

homogenous NPLs of a certain size, such as commercial real estate. Second, asset 

valuations and the resulting transfer prices 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. A well-designed governance structure, with a strong 

mandate, is another essential ingredient for a successful AMC. There are numerous 

                                                           
28 See Jonung (2009) for an account of the rationale for the AMC in Sweden and its role in the management 

of the banking crisis. 
29 See He (2004). 
30 AMCs may also be created in the process of restructuring or resolution of a single bank, often without 

government support. Such AMCs are often, somewhat loosely, described as óbad banksô. Originating from 

a single bank, they do not have a systemic reach and do not offer the benefits discussed in this article.  
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examples of AMCs failing because of political interference with their activities. The 

lifetime of the AMC should be finite and defined at its inception to ensure that the AMC 

does not become a self-perpetuating enterprise. Dedicated legislation is often necessary 

to lay down its governance structure and mandate. Finally, a basic premise for the success 

of AMCs is that asset values start to recover in the medium term. This, in turn, implies 

that authorities pursue sound macroeconomic and financial policies.  

 

3. The merits of a blueprint for national  AMC  

In the EU the scope for establishing system-wide, government-sponsored AMCs 

is restricted by the EU legal framework governing state aid to the financial sector, as well 

as by other institutional and possibly fiscal constraints. More specifically, the Bank 

Recovery and Resolution Directive (BRRD) and the State Aid communications of the 

European Commission31 regulate the participation of governments in AMCs. The 

complexity of these rules and their interplay is one of the reasons for developing a 

blueprint for system-wide, government-sponsored AMCs in the EU. Besides clarifying in 

detail how such AMCs would need to be designed in order to be compatible with the EU 

legal framework, such a blueprint should identify international best practices and explain 

how these best practices can be applied in those EU countries that may benefit from 

setting up an AMC.  

The BRRD states that public capital support to banks is allowed, outside of 

resolution measures, only if a stress test identifies that a bank needs additional capital to 

ensure its solvency under a so-called adverse scenario (óprecautionary recapitalisationô) 

and if this capital cannot be fully obtained from private sources. In addition, state aid can 

only be granted to solvent institutions and it must be approved by the European 

Commission. 

The State Aid communications of the European Commission concern NPL-related 

measures ï AMCs as well as asset insurance schemes ï as part of the crisis management 

toolkit which can be used under certain conditions, in particular32: 

¶ Transfer prices of NPLs should not exceed their óreal economic valueô; 

¶ The óreal economic valueô should be assessed through an independent 

valuation exercise following a methodology that is compliant with the requirements of 

the European Commission, and;   

¶ Bank capital losses resulting from the transfer of NPLs to an AMC should 

be shared among  equity-holders and subordinated creditors of the concerned banks. 

                                                           
31 See Communication from the Commission on the treatment of impaired assets in the Community banking 

sector (óImpaired Assets Communicationô, 2009/C 72/01) and 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 (óBanking Communicationô), OJ C 216, 30.7.2013, p. 1ï15.  
32 See Medina Cas and Peresa (2016) for a more detailed discussion of the necessary conditions. 
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The BRRD and State aid rules further specify that state aid may be provided to 

banks in two forms: indirectly, as state participation in an AMC, and directly, as a capital 

injection into a bank. The overall amount of aid is determined by the capital needs 

identified under the adverse scenario (see Figure 1).  

A European blueprint for national AMCs would not involve international risk-

sharing among EU or euro area Member States. Fiscal constraints may, however, come 

into play in some of the EU countries currently facing a high NPL stock. Should the AMC 

become part of the general government sector, its liabilities may increase, in some cases, 

already high public debt levels. This may, however, be avoided if the AMC is majority-

owned by private parties and the risks related to the underlying assets are not borne by 

the government.33  

 

 

Figure 1: Interplay between BRRD and State aid rulesô constraints on the size of 

AMCs 

 
Note: the illustration shows a hypothetical case where the precautionary recapitalisation budget is higher 

than the state aid envelope and the remaining precautionary recapitalisation budget may be used for other 

kinds of aid. This illustration abstracts from the use of junior debt to offset possible state aid and the 

capital shortfall.  

 

 

 

 

                                                           
33 See Part IV.5 of Eurostat (2016), Manual on Government Deficit and Debt. Implementation of ESA 2010. 
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4. Key features of an AMC blueprint  

This section introduces the key considerations for setting up successful AMCs in 

Europe, allowing them to maximise recovery values, whilst limiting risks to the state.34 

The main issues to consider in this context are the asset perimeter, the participation 

perimeter, the asset valuation, the capital and funding structure and, last but certainly not 

least, the governance of AMCs. The description below is of a cross-country nature, taking 

the interconnectedness between the various issues, international best practice and the 

legal constraints described above into account. Obviously there is a need to adapt this 

óblueprintô to country-specific circumstances as appropriate.  

 

4.1. Asset perimeter 

The first consideration relates to the assets to be transferred to the AMC.35 Given 

the overarching objective to maximise asset recovery values, assets transferred to an 

AMC should be limited to those assets where AMCs have a demonstrated track record in 

recovering value, such as commercial real estate, large corporate exposures and 

syndicated exposures.  

The scale of asset transfers should strike a balance between the benefits accruing 

from economies of scale and the risk that the AMC may become overburdened with 

having to work-out too many assets within a relatively short period of time, in particular 

if they are insufficiently homogenous.36 Moreover, limiting the size of the AMC helps 

mitigating funding and capitalisation challenges.  

Only assets above a pre-determined gross book value threshold should be 

transferred, to avoid burdening the AMC unduly with many small exposures, which give 

rise to substantial operational challenges. Finally, it is often very useful to take a debtor-

level approach, to ensure that all exposures of the banking system to a (partially) non-

performing debtor are transferred to an AMC.37 

 

4.2. Participation perimeter 

Participation in the AMC should not normally be fully left at the discretion of the 

concerned banks, as the case for the AMC rests on its achieving a critical mass of assets. 

Purely voluntary participation may result in inaction, on account of first-mover 

                                                           
34 A poorly designed AMC may, however, increase the risks to the state. Losses incurred by an AMC may 

burden the state balance sheet and adversely affect the value of residual NPLs remaining in banks. This, in 

turn, would increase the contingent liability of the state emanating from the banking system, and intensify 

the negative feedback loop between the state and the banks. 
35 Historically, AMCs have often been set up and associated with particular asset classes, such as NAMA 

in Ireland and Sareb in Spain, arising from specific economy-wide macro-financial developments. 
36 As part of a comprehensive NPL resolution strategy, an AMC can only be expected to address part of the 

NPL problem and need not be scaled to the overall stock of NPLs in a given countries banking sector. 
37 Experience has shown that such a debtor level approach is warranted. A debtor may have an NPL with 

one bank, but performing loans with another. By taking all of the outstanding debt of a specific debtor, 

subject to the perimeter of the AMC, the positions may be quickly resolved. 
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disadvantages, or cherry-picking of NPLs by participating banks. The authorities should 

thus introduce incentives to transfer the assets, be it through moral suasion, supervisory 

(macro- or microprudential) or accounting measures, or by sharing in the AMCôs upside. 

Only banks holding significant exposures to the asset class(es) captured in the 

asset perimeter should participate, whilst level playing field concerns must be satisfied. 

Objective and transparent criteria, linked to the overall objective of the AMC, should be 

laid down to identify these banks. Less significant exposures or exposures held by very 

small banks may be best worked-out by other means.  

Non-participating banks may still be willing to contribute equity to the AMC, 

given that they are likely to reap indirect benefits from its establishment, e.g. a positive 

impact on asset price developments 

 

4.3. Asset valuation 

State aid rules require that a valuation exercise needs to be conducted at the time 

of the asset transfers, to establish the market value and real economic value of the assets. 

The valuation process should be run by an independent expert, following a methodology 

established in agreement with the European Commission and subject to oversight by the 

authorities.  

The valuation process should start once the possible asset and participation 

perimeter has been determined. Initially, that perimeter is likely to be broader than the 

final scope of the AMC as some assets may be unsuitable for resolution within the AMC. 

The assumptions of the valuation methodology should be realistic and account for 

all expected cash inflows and outflows associated with the assets. In particular, the legal, 

tax, maintenance, and servicing costs should be included in the estimates of the real 

economic value. In line with state aid rules, the government should be appropriately 

remunerated for taking on the risk that ultimate recoveries may fall short of estimated real 

economic value.38  

The valuation should include a viability test on the underlying assets and debtors. 

Such a test would identify assets that need to be liquidated rather than transferred to the 

AMC for recovery, and would inform the future course of action for individual assets. 

 

4.4. Capital structure 

The capital structure of the AMC should ensure that the AMC remains 

unconsolidated with the general government sector. This is particularly important for 

Member States with limited fiscal space. A public-private partnership model, with the 

                                                           
38 In practice, this is captured by a risk premium included in the discount rates. For example, NAMA used 

the Irish sovereign yield curve with a mark-up of 170 basis points to discount future cash flows for the 

purpose of establishing real economic value. See Paragraph 71 of the European Commissionôs Decision 

in case N725/2009. 
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majority private equity stake provided by private sector participants has achieved this 

goal in the case of NAMA and SAREB. Whilst government still puts up equity, its stake 

would remain below 50%, thus not giving the government effective control over the 

operations of the AMC.  

The total capital level should be calibrated to ensure that the equity layer is 

sufficient to absorb unexpected losses on the AMCôs assets, so that the majority of risks 

and rewards from the resolution of the assets would not rest with the government. In any 

case, the equity requirements when setting up an AMC should remain limited, provided 

that itôs overall size remains constrained by the appropriate asset and participation 

perimeters mentioned above. Moreover, given that asset transfers have to be done at real 

economic value, AMCs should not make major unexpected losses during their lifetime. 

 

4.5. Funding structure 

The funding structure of the AMC should minimise costs and liquidity risk. This 

can be achieved by issuing government-guaranteed senior bonds which can be used as 

payment-in-kind to purchase NPLs from banks. Senior bonds may be short-dated (one-

year), with restrictions on transferability and an implicit roll-over guarantee, to mitigate 

roll-over risks. With the government guarantee, senior bonds may be structured to meet 

the eligibility criteria for use in Eurosystem credit operations although the ECB obviously 

will decide on this on a case-by-case basis.39 This may further expand the range of funding 

options for the banks.  

Appropriate controls should be put in place to ensure that the AMC redeems senior 

debt according to schedule, rather than building cash reserves or diverting resources to 

other interests.  

 

4.6. Governance and operations 

Strong and sound governance is a critical success factor for an AMC. It should 

strike the right balance between the business flexibility needed to maximise recoveries, 

and constraints preventing diversion from the core mandate of the AMC.  

The AMC should be established on the basis of legislation that lays down its 

objectives and decision-making bodies as well as its transparency and accountability 

rules. Historical experience suggests that AMCs should be free from political interference 

and budgetary pressures. In particular, they should not be established as a government 

agency or part of the civil service. Yet, public authorities should exercise oversight over 

some aspects of AMC operations, in particular with respect to compliance with its 

mandate and applicable regulations, whilst not interfering with daily business decisions.  

                                                           
39 See in particular requirements for marketable assets, laid down in Articles 62 to 71 of ECB (2015). 
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The AMC should have a clear primary mandate to maximise the recovery values 

of NPLs on a commercial basis. It should be permitted to use any relevant legal tool or 

work-out strategy to achieve its goals, regardless of political or vested interests. Its 

lifetime should be finite and defined at the outset, alongside a credible business plan and 

measurable performance goals.  

Risks that AMCs are diverted from their core mandate must be carefully 

controlled.  For instance, political interests may attempt to use the AMC as a source of 

financing for state projects or as part of the social safety net. These risks can be partly 

mitigated through careful asset selection (for example, avoiding the transfer of loans to 

state-owned enterprises or residential mortgages), and through restrictions on operations 

of the AMC provided for in the legislation (for example, the AMC should not hold a 

banking license).  

The operational overheads of the AMC should remain light. Wherever available, 

the AMC should be allowed to outsource services such as property management, legal 

services or collections to independent providers at market prices. Where servicing 

capacity is not available in the market, governments should implement necessary reforms 

to facilitate the build-up of the servicing industry.  

 

5. Other elements of a comprehensive approach to NPL resolution  

Besides robust supervisory oversight of AMCs, three additional approaches 

should be considered when designing comprehensive, multifaceted approaches to deal 

with large systemic NPL stocks; NPL transaction platforms, co-investment schemes and 

liquidation vehicles (see Figure 2).40 

An NPL transaction platform has the potential to deliver some of the benefits of 

an AMC whilst avoiding most of the costs. The platform may act as a central hub for NPL 

sales by being a central repository for NPL data from participating banks. Data must be 

standardised and of sufficient quality for investor due diligence purposes. The platform 

should be enabled with uniform, standardised legal, documentation and transactional 

services. Ideally, the platform should be enabled to sell assets, subject to guidance, from 

participating banks.  

 

 

                                                           
40 Internal work out of NPLs by the originating bank will always form part of NPL resolution. It requires 

banks to maintain or build necessary expertise. At the same time they may recover more value for 

themselves than from an asset disposal and maintain potentially profitable future client relationships. 

Notably, highly granular, small-ticket retail exposures may be best worked-out internally or sold directly 

to investors. Bespoke products, that require detailed knowledge of the borrower and their business, may 

also be best kept on balance sheet, given the sunk costs of acquiring that knowledge. At the other end of 

the spectrum, the direct sale of NPLs to investors is the most rapid but also the most costly resolution 

mechanism from a bank perspective.  
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Figure 2: Elements of a comprehensive approach to NPL resolution 

 
Source: Fell et al. (2016). 

 

The advantages of such a platform are significant and the platform is likely to 

have a discernible impact on market prices for NPLs by reducing information 

asymmetries. As the value of NPLs would become clearer, the rate of return expected by 

NPL investors would be expected to decline. Furthermore, investor costs, including, for 

example, shoe-leather costs can be reduced, through standardisation of data and 

processes, and the consolidation of NPL sales in one agency. Participation in such a 

platform, which may be encouraged by supervisors, may induce banks to resolve data 

problems. This could help resolve, in particular, the least transparent and most difficult-

to-value assets, such as corporate and SME loans. A further impetus to prices may arise 

from transparency around completed NPL transactions. The establishment of the platform 

should also be an impetus for necessary services to be established / increased, for 

example, in relation to data quality improvements, transaction services, loan servicing, 

etc. The platform may even have a role in centralising and coordinating these activities. 

Operationally, a number of challenges around, for example, data confidentiality, would 

have to be overcome. At the same time, a precedent for such a platform already exists in 

the EU, in fact with a rather similar rationale.41 

                                                           
41 The ECB led an initiative to improve transparency in ABS markets by requiring loan-by-loan information 

to be made available and accessible to market participants and to facilitate the risk assessment of ABSs as 

collateral used by Eurosystem counterparties in monetary policy operations. The ABS loan-level initiative 

NPL trading platforms

investors able to build their own NPL portfolios from multiple banks

Direct sale

assets sold directly to investors, where sufficient liquid markets exist 

Asset management company

complete separation of asset from originating bank, often state-

backed

usually long horizon; large losses typically already realised

Securitisation & synthetic securitisation

an alternative to outright sale; partial risk transfer only

possibly with co-investment by the state

Asset protection scheme

risk-sharing agreement to limit further losses, usually state-

backed

usually short horizon; potential losses large but with low

probability

Internal workout

workout by originating bank; includes various restructuring options

On-balance sheet

Off-balance sheet
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Fell et al. (2017) make the case for appropriately structured co-investment 

instruments, where the state co-invests, at market conditions, with NPL investors. Having 

the capacity to address information asymmetries and incentivise states to implement 

necessary structural reforms, this may, in turn, partially address wide bid-ask spreads. 

Through risk-sharing and by reducing the cost of carry, such instruments may enable NPL 

transactions to take place which might otherwise not have closed, in turn having the 

potential to increase the price that investors are willing to pay for NPLs. Co-investment 

structures are particularly effective in the context of securitisation, considering the 

significant advantages that securitisation has over direct sale, as a NPL resolution tool. 

Finally, given the scale of the NPL problem and the elapsed time since some NPLs 

became impaired, it seems plausible that some loans, extended to SMEs as well as 

households, have little recovery value beyond the collateral. Given the time and costs of 

recovery, and the potential for some collateral to be of limited re-sale value, orderly 

liquidations may be required. Banks ï as well as AMCs ï are not typically well placed to 

take on this role. There may hence be a case for a public entity specialised in liquidating 

loans that have no or very little recovery upside.  

 

6. Conclusions  

The high stock of NPLs in the European Union calls for urgent policy action. 

Although significant and necessary progress has been made by microprudential 

supervisors in improving NPL measurement and management by banks, this is unlikely 

to be sufficient on itsô own. This article has outlined the broad range of NPL resolution 

options available to banks and policymakers, as well as some desirable extensions of the 

existing toolkit.  

In particular, system-wide national AMCs may contribute to a speedy reduction 

of large, systemic NPL stocks in Europe. We see value in developing a European 

blueprint for national AMCs that clarifies how such AMCs can be established in full 

respect of the EU legal framework and drawing on international best practices. 

Appropriately designed, AMCs may offer substantial benefits and provide an important 

complement to more standard NPL resolution options such as internal work-out and direct 

NPL sales. Other tools which should be developed to allow a more comprehensive yet 

country-specific, bespoke approach to dealing with systemic NPL problems include an 

NPL transaction platform, co-investment schemes and liquidation vehicles.  

It is very important to keep in mind, though, that all of these tools can only be 

successful if they are supported by appropriate legal and administrative framework 

conditions that facilitate debt enforcement and access to collateral, and by sound 

macrofinancial policies which help to promote economic recovery.  

                                                           
established specific loan-by-loan information requirements for ABSs to increases transparency and make 

available more timely information on the underlying loans and their performance to market participants in 

a standard format. 
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Abstract 

Persistently high non-performing exposures (NPLs) in several European countries 

pose significant challenges to financial stability and are likely weighing on credit 

growth and economic activity. This paper, which summarizes a detailed IMF 

analysis (IMF SDN/15/19), examines the structural obstacles that discourage 

European banks from addressing their problem loans. It argues that a comprehensive 

approach comprising three pillars is needed to accelerate balance sheet clean-up: (1) 

intensified banking oversight, to incentivize write-off or restructuring of impaired 

loans, including fostering more conservative provisioning and time-bound 

restructuring targets on banksô NPL portfolios; (2) enhanced insolvency and debt 

enforcement regimes, and more developed out-of-court restructuring frameworks; 

and (3) the development of distressed debt markets by improving market 

infrastructure and, in some cases, using asset management companies (AMCs) to 

jump-start the market. A variety of facilitating measures could support these three 

main pillars, including better public registers, the removal of tax disincentives, and 

debt counseling services. 

 

1. Introduction 

Many European countries continue to grapple with large stocks of impaired assets 

almost a decade after the onset of the global financial crisis. The deep and prolonged 

economic downturn has weakened borrowersô debt service capacity, particularly for those 

borrowers that were overleveraged, leading to an increase in loan defaults and large 

corporate and household debt overhangs. NPLs in the European Union (EU) stood at 

about ú1.1 trillion (or over 9 percent of the regionôs GDP) at mid-2016, more than double 

the level in 2009. Ten EU countries registered NPLs of ten percent or higher as of June 

2016. A similar number of non-EU countries, mainly in central, eastern, and southeastern 

Europe (CESEE) experienced peak NPLs above that threshold43. The NPLs are mostly 

concentrated in the corporate sector, notably in SMEs, which contribute almost two-thirds 

of Europeôs output and employment, and tend to be more reliant on bank financing than 

large firms.  

                                                           
42 International Monetary Fund.  
43 Differences in definitions complicate comparisons of NPL ratios across countries. The EBA introduced 

new definitions of non-performing exposures (NPEs) and forbearance in 2013, but their application beyond 

the larger euro area banks has been uneven. 
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High NPLs so many years after the crisis reflect the slow pace of restructuring, 

disposals, and write-offs, with only a handful of countries showing lower NPL ratios at 

mid-2016 compared with their post-crisis peaks. While economic conditions have 

gradually stabilized across Europe, NPL ratios continue to increase in some stressed 

economies, albeit at a slower pace. Given the need to support Europeôs still nascent 

recovery, quickly resolving NPLs to promote new lending is of first-order 

macroeconomic importance. 

 

2. Macro-financial implications of high NPLs 

NPLs influence bank lending through three interrelated key channelsð

profitability, capital, and funding. Bank profitability suffers because high NPLs require 

banks to raise provisions, which lowers net income, while NPLs carried on banksô books 

do not usually generate income streams comparable to performing assets. NPLs, net of 

provisions, also tie up substantial amounts of capital due to higher risk weights on 

impaired assets. Deteriorating balance sheets increase banksô funding costs due to higher 

risk and lower expected revenue streams. Together, these factors result in a combination 

of higher lending rates, reduced lending volumes, and increased risk aversion. 

The data shows that euro area banks with higher NPLs tend to be less profitable, 

have relatively weak capital buffers, face higher funding costs, and lend less. Empirical 

analysis generates similar findings for a sample of CESEE banks. A growing literature 

on the macro-financial effects of NPLs finds a robust relation between higher NPLs and 

weaker credit and GDP growth, with causality going both ways. Banksô reduced lending 

capacity undermines the growth prospects of viable firms, and is also likely to 

disproportionately affect SMEs that are more dependent on bank financing.  

Persistent NPLs are linked to unresolved private debt overhangs. On average, the 

corporate NPL ratio and the level of corporate debt overhang are positively correlated. 

Corporate debt overhangs are also associated with weaker investment and delayed 

recoveries. Analysis using firm-level data shows that firmsô employment and investment 

decisions in response to positive or negative shocks depend on their level of indebtedness. 

Mutually reinforcing feedback loops exist between bank NPLs and excessive corporate 

debt. Overextended companies have little incentive to invest because returns must be 

allocated to debt service. This also implies that their demand for credit is weak, which 

further weighs on banksô profitability and makes it more difficult for them to dispose of 

impaired assets. Thus, when NPLs are large and persistent, they are unlikely to be worked 

off through a normal cyclical economic recovery. Concerted efforts are therefore needed 

to address both NPLs and the private sector debt overhang to ensure that a large stock of 

distressed debt does not hold back growth.  
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3. Obstacles to NPL resolution 

In 2015 two IMF surveys were conducted of European countries and banks44 

where the aggregate NPL ratio exceeded 10 percent during 2008ï2014. These revealed 

some common themes on structural obstacles to NPL resolution. Deficiencies in the legal 

framework and underdeveloped distressed debt markets were the two most severe 

obstacles, but information, supervision, and tax regimes were also found to be lacking in 

several respects:  

1. Prudential supervision. While bank capital buffers were found to be of medium 

concern, collateral-related issues registered as a medium or high concern. Many countries 

had begun to allocate more supervisory attention to impaired assets through asset quality 

reviews, but many banks lacked the expertise, capacity, or tools to deal with NPLs on a 

large scale, and time-bound operational targets for NPL reduction was rare. Accounting 

standards were found to weaken incentives to resolve NPLs due to several reasons, 

including application of an incurred loss approach; leaving too much room for judgment; 

lack of specificity on write-off modalities; accrual of interest income from NPLs; and 

lack of guidance on collateral valuation.  

2. Legal obstacles. Although many countries had overhauled or upgraded their 

insolvency regimes, reforms have been uneven and progress slow. Prepack processes and 

out-of-court mechanisms were underutilized for corporates and there were no personal 

insolvency regimes in over one-third of surveyed countries. Worrying findings include 

the slow and inconsistent implementation of insolvency laws; the lack of effectiveness 

of, and delays with debt enforcement and foreclosure; and the poor efficiency of 

institutional frameworks (especially judicial systems). 

3. Distressed debt markets. The survey found there are few explicit restrictions on 

sales of NPLs, yet distressed debt markets remain shallow or nonexistent. The 

impediments included incomplete credit information on borrowers; lack of licensing and 

regulatory regimes to enable nonbanks to own and manage NPLs; overvalued collateral 

and lack of liquid real estate markets; low recovery values, partly related to lengthy court 

procedures; and inadequate provisioning of NPLs. These factors contributed to large 

pricing gaps between potential buyers and sellers. 

4. Informational obstacles. Rules preventing sharing of debtor information and 

limitations of asset registers and real estate transaction registers were seen as significant 

obstacles. Credit bureaus typically do not include crucial information for debt 

restructuring, such as tax payments, social security contributions, and payments to utility 

companies. Most credit bureaus do not have credit scoring for individuals or for SMEs 

and larger companies. Debt counseling services were also limited, with few countries 

                                                           
44 ¢ƘŜ άŎƻǳƴǘǊȅ ǎǳǊǾŜȅέ ǿŀǎ ŎƻƳpleted by 19 countries (Albania, Bosnia and Herzegovina, Croatia, 
Cyprus, Greece, Hungary, Iceland, Ireland, Italy, Latvia, Lithuania, Macedonia, Montenegro, Portugal, 
Romania, San Marino, Serbia, Slovenia, and SpainύΦ ¢ƘŜ άōŀƴƪ ǎǳǊǾŜȅέ ǿŀǎ ŎƻƳǇƭŜǘŜŘ ōȅ мл banks 
(Alpha Bank, Intesa, NBG, Piraeus, Pro Credit, Raiffeisen, Societe Generale, Unicredit, Eurobank, and 
Erste Group). Both surveys were completed by June 2015. 
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offering budgeting or legal advice services for households, and less than half of countries 

providing credit management training and advice for SMEs. 

5. Tax and other obstacles. Some countries impose restrictions on deducting 

provisions and charge-offs for income tax purposes, thus disincentivizing NPL reduction. 

Others lack loss carry-forward provisions (e.g. deferred tax assets); or subject debtors to 

capital gains tax upon debt relief. Debts that involve private and public creditors are often 

subject to specific problems including privileged (priority) claims of public creditors in 

debt restructuring; limits on debt relief by the public sector; and poor coordination 

between public and private creditors. 

The different types of obstacles were found to be interlinked, with difficulties in 

one area compounding challenges in other areas. Empirically the survey-reported severity 

of structural obstacles tends to be associated with worse NPL outcomes. 

 

4. Tackling high NPLs 

A comprehensive strategy for NPL resolution in Europe would combine more 

robust supervision, institutional reforms to insolvency and debt enforcement regimes, and 

the development of markets for distressed debt. These measures should be supported by 

changes to the tax regime and reforms to improve access to information. 

1. Supervisory oversight should be enhanced by: (1) issuing guidance on accounting 

treatment as in Ireland and Cyprus and recently by the ECB/SSM. The guidance should 

cover provisioning and write-off practices, it should halt accrual of interest for loans past 

a set delinquency threshold, and introduce time-bound write-off requirements for 

uncollectible loans where legally allowed; (2) collateral should be subject to enhanced 

supervisory scrutiny to ensure accurate valuations (reflecting changes in market 

conditions, cost of sale, and delays in realizing proceeds) and require periodic valuation 

by independent experts; (3) micro- and macroprudential measures should be applied as 

necessary, such as time-bound targets for resolving NPLs and increasing risk weights 

according to NPL vintage; (4) banks with NPLs above a set threshold (e.g. 10 percent) 

should be subject to more intensive oversight including significantly enhanced quarterly 

reporting requirements and be required to develop an internal NPL management strategy, 

which includes ambitious operational targets for NPL reduction; and (5) strengthening 

the regulatory and sanctioning toolkit, including introducing a code of conduct for 

borrower engagement. 

2. Insolvency and debt enforcement. The legal framework should consist of both 

legal tools designed to facilitate speedy in- and out-of-court solutions and an adequate 

institutional framework (including courts and insolvency practitioners) to support the 

consistent, efficient, and predictable implementation of the laws. Improvements should 

include: (1) facilitating the rapid exit of nonviable firms and the rehabilitation of viable 

firms and a fresh start for good faith entrepreneurs within reasonable time periods; (2) 

out-of-court frameworks with hybrid and enhanced features (e.g., stay on creditor actions, 
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majority voting, mediation or arbitration, or a coordinating committee); (3) simplified 

debt enforcement and foreclosure processes (e.g., to clearly specify enforceable titles, 

limit appeals, set short preclusive deadlines, and to introduce e-auctions platforms) to 

enable swift process. (4) strengthen the judicial system by increasing the specialization 

of judges, rationalizing fees and introducing performance measures for professionals. (5) 

eliminate super-priority claims for public debtors, introduce caps on public claims, and 

provide guidance to public creditors to allow them to participate in and be affected by 

debt restructuring; (6) aim for convergence of insolvency regimes across Europe; and (7) 

unify and enhance data collection on insolvency and enforcement processes to enable 

adequate comparisons and proper assessments. 

3. External NPL management and distressed debt markets should be enhanced by: 

(1) enabling specialist NPL servicing and legal workout agencies to participate through a 

licensing and regulation regime for nonbanks. (2) improving access to timely financial 

information on distressed borrowers, collateral valuations and recent NPL sales; (3) 

facilitating structured finance transactions that remove NPLs from bank balance sheets, 

perhaps by involving European investment institutions to participate in securitization 

transactions; and (4) considering use of public and private special purpose vehicles (i.e. 

AMCs) to centralize creditor discussions, foster specialization, and exploit economies of 

scale. Public AMCs would need to have strong governance and be compatible with the 

EUôs state aid rules. 

4. Additional supportive measures should include: (1) centralizing and improving 

public registers. Credit registers should include arrears to utilities and tax and social 

security authorities and asset registers should contain sufficient information to accurately 

assess wealth. (2) debt advisory services should be introduced so debtors are well 

informed and confident to engage with creditors. Households should have access to free 

or subsidized budgeting and legal advice services and SMEs should have access to credit 

management training. (3) real estate transaction prices should be published on a website. 

(4) tax rules should be reviewed and amended to encourage creditors to provision, write-

off, and sell collateral and encourage debtors to accepting debt restructuring or write-off 

deals.  

In cases where NPLs exceed a systemic threshold, governments should consider 

establishing a coordination mechanism, such as a ministerial council. The mandate should 

be to fully diagnose the obstacles to NPL resolution, set reform priorities, and ensure that 

all stakeholders are clear on their role in implementation. A coordinated public 

communications strategy as well as a dedicated project management office would help 

ensure effective implementation. 
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5. Conclusion 

Reducing the level of impaired assets is essential for restoring the health of the 

banking sector and supporting credit growth in Europe. High NPLs hold back credit 

supply by locking up capital that could be used to support fresh lending. Low provisioning 

and write-off rates hinder necessary corporate restructuring and prolong the debt 

overhang, depressing credit demand. Given that impediments to NPL resolution are often 

interlinked, a comprehensive strategy is needed to address the NPL problem. Based on 

international experience, such a strategy should be based on three key pillars: (1) 

enhanced supervision, (2) insolvency and debt enforcement reforms, and (3) the 

development of a distressed debt market. Since European banks operate across multiple 

jurisdictionsðboth within and outside the euro areaða successful NPL resolution 

strategy will require close coordination between EU, euro area, and national competent 

authorities. 
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Abstract 

The recovery of the Eurozone (EZ) economy has made even more pressing 

the tackling of its debt overhang with the bulk of over 1 trillion Non-

Performing Loans (NPLs) concentrated in the more vulnerable economies of 

the EZ periphery. There is clearly a need to adopt a more radical approach to 

resolving NPLs than merely augmenting supervisory tools and national legal 

frameworks. The discussion about the feasibility of country-based or Pan-

European Asset Management Companies (AMCs) to tackle legacy NPLs has 

recently intensified. Yet political objections premised on fears of debt 

mutualisation, the structural and legal questions surrounding the possible 

establishment of AMCs, and differing recovery rates and levels of market 

transparency within the EZ have led to the dismissal of the idea by the 

European Council. This article discusses the merits and shortcomings of 

AMCs in tackling NPLs and proposes a comprehensive structure for a Pan-

European ñbad bankò with virtually ring-fenced country subsidiaries to 

ensure burden sharing without debt mutualisation. The proposed ñbad bankò 

structure intends to resolve a host of governance, valuation, and transparency 

problems that would otherwise surround a ñbad bankò solution. Also, the 

proposed scheme is in effective compliance with the EU state aid regime and 

could lead, if implemented, to the alleviation of the EZ debt overhang to 

stimulate credit growth. 

 

1. Introduction 

The gradual recovery of the Eurozone (EZ) economy has made even more 

pressing the tackling of legacy Non-Performing Loans (NPLs) in the EZ). Authoritative 

sources (Aiyar et al. 2015) have pointed out that the huge load of NPLs standing at more 

than 1 trillion EUR at ECBôs latest estimation is clearly a serious impediment on EZ 

growth, especially as the bulk of them is concentrated in the more vulnerable economies 

of the EZ periphery. So far, most countries concerned have been slow in tackling the NPL 

problem. This has highlighted the need to adopt more radical steps than merely 

augmenting the supervisory tools and national legal frameworks dealing with NPLS, 

though the latter have been necessary and essential reforms. It also explains why the 

discussion about the feasibility of country-based or Pan-European Asset Management 
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Companies (AMCs) that will purchase, securitise, workout, and dispose the bulk of 

legacy NPLs has intensified since last year (e.g., Bruno et al. 2017; Enria 2017; Haben, 

Quagliarello 2017; ECB 2016). For their proponents, AMCs offer the fastest and most 

radical remedy for Eurozoneôs NPL problem. Yet political objections premised on fears 

of debt mutualisation within the EZ, and the structural and legal questions surrounding 

the possible establishment of a Pan-European or country-based AMCs, led to the 

dismissal of the idea in the ECOFINôs informal meeting in Malta in April 2017.  

Amongst the first contributions to this debate was a proposal by the authors of this 

note sketching a form of privately funded AMC backed by a fiscal backstop to tackle EZ 

bank NPLs (Avgouleas, Goodhart 2016). In this note we revisit the issue with a view to 

painting a more detailed picture of our proposal. But before we set out our proposal it is 

apposite to summarize the structural and legal obstacles that the process/effort to tackle 

EZ NPLs through an AMC would face. The structural problems are more, or less, the 

same that have prevented the creation of a liquid secondary market for NPLs in Europe. 

They are in summary:  

(a) bankruptcy regimes with a pro-debtor bias: this is a shortcoming that is gradually 

being remedied through the introduction of out-of-court procedures and a code of 

conduct for NPL settlement, aiding the recovery process;  

(b) long recovery times and high recovery costs, which differ on a country-to-country 

basis, (even if the NPL laws are increasingly being harmonised), due to both 

differing legal and judicial cultures and different degrees of restructuring skills on 

the business side and legal infrastructure effectiveness;  

(c) low and differing levels of transparency which, first, create a ñmarket for 

lemonsò47 conditions in the secondary market and intensify bid ask spread 

discrepancies; 

(d) appreciable disparities between net book value (ex provisions) and market value, 

mostly as a result (a)-(c) factors above which amount to a major disincentive to 

clean up the pile of NPLs in the EZ, since a sale way below net book value would 

generate serious capital write offs, 48 possibly triggering the bail-in process under 

the BRRD (Avgouleas, Goodhart 2016); 

(e) EZ banksô low profitability, which, in turn is partly due to the burden NPLs place 

on bank balance sheets, a sluggish macroeconomic environment, and ultra-low 

interest rates. Under these conditions there is little, or no, prospect of 

accumulating sufficient retained profit to absorb losses from the writing down of 

NPL values. 

These structural obstacles are complemented by the constraints posed by the EU 

State Aid laws and the EU Bank Resolution and Recovery Directiveôs (BRRD) near 

complete prohibition of making available public funding to an ailing bank, including 
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resorting to public money to fund bank recapitalisation in resolution, unless, in the latter 

case, a round or rounds of creditor bail-ins have taken place first. 

The interaction of these structural obstacles and the BRRD constraints have also 

less tangible, but evident, behavioural consequences in the form of regulatory and bank 

management forbearance (Avgouleas, Goodhart 2016). Where the problem of NPLs is 

systemic affecting several banks (e.g., Greece, Italy) bank management and their 

regulators may wish to avoid, at least for a time, the bitter pill of capital write offs in fear 

of the institutional and systemic consequences that a wave of bank bail-ins could give rise 

to.   

In the remainder of our note we first set out in summary the key benefits and costs 

for using country-based or Pan-European AMCs to tackle EZ NPLs, and then we give a 

detailed description of our proposal and how we consider the above challenges could be 

met by our plan. 

 

2. AMCs and NPL Resolution ïPros and Cons 

In a nutshell, the advantages of using AMCs to clean up bank balance sheets are 

the following: 

(a) The solution can be quite radical and may be the best way to provide a fiscal 

backstop to the banking sector; the ensuing virtuous cycle of renewed bank credit, 

strengthened economic growth, and increased bank profitability has often worked 

miracles for NPL resolution and the financial results of AMC ñbad banksò. Such 

burden sharing and attendant financial engineering has been successfully 

employed in a variety of NPL transfer schemes during the Asian crisis of late 

1990s (Arner, Avgouleas, Gibson 2017); 

(b) AMCs can secure economies of scale in tackling NPLs, especially where a large 

part of the AMCôs portfolio comprises corporate NPLs, which, in general, are 

harder to restructure than receivables NPLs. In specific, AMCs can provide 

economies of scale in hiring professionals with turnaround skills or negotiating 

with private equity firms, securing thus higher recovery values;   

(c) AMCs can provide economies of scale vis-à-vis the issuance and marketing of 

tranches of debt collateralised with distressed loans, widening the size of the 

secondary market for distressed debt and making it more liquid; 

(d) Finally, with an AMC it could be easier to implement debt to equity swaps, due 

to minimum or limited capital requirements, a distinct disadvantage facing banks 

engaging in this method of debt write offs. 

This encouraging picture is not uniform. The use of a country AMC to resolve the 

Scandinavian banking crisis and the Asian financial crisis proved to be a success. On the 

other hand, the post-2008 experience in Europe has been more mixed. From the three 

countries that have used ñbad banksò only Irelandôs NAMA shows encouraging signs of 
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final value recovery and that may also be down to the underlying strength of the Irish 

economy.  

The use of AMCs to resolve NPLs can be faced with important challenges which 

in the main can be summarised as follows: 

(a) the governance issue ï mostly relating to a fear of cherry picking, or that the bad 

bank will be used to restructure loans to related parties at favourable terms, or to 

warehouse and hide worthless assets. Debt to equity swaps may encounter a 

similar problem resulting in the rescue of ñzombieò companiesò (IMF, 2016 on 

the challenges of Chinese scheme); 

(b) limited transparency and uncertainty about the quality of bank disclosures and due 

diligence can give rise to a ñmarket for lemonsò situation; 

(c) asset valuation ï the choice of measures to be employed to calculate NPL value, 

e.g., market value, book value, net book value, or long-term economic value is a 

matter of great importance both for the success of the scheme and the distribution 

of losses. Of course, this is no simple matter as the rate of NPL recovery, 

especially vis-à-vis corporate and real estate loans, is also dependent on the 

prevailing conditions of demand in the market and the state of the macroeconomic 

cycle;  

(d) ultimate loss absorption ï which party will absorb any losses on liquidation and 

winding up.    

In addition, bank managementôs and ownersô incentives are crucial, especially 

since regulatory ñcoercionò may not be able to offer immediate results or at least not 

without running the risk of firesales. Either the bankôs management is incentivised to sell 

or it is forced to sell. While the latter may be achieved through a host of supervisory tools 

attached to the bank recovery and resolution plans and stress tests, as well as BRRDôs 

early intervention regime, a less enforced approach may secure higher market prices. On 

the other hand, unsurprisingly, especially where the deterioration of the loan book is 

mostly due to macroeconomic factors, shareholders (who presumably will resent being 

wiped out) and management (who presumably will be replaced) will obviously be less 

than happy to cooperate willingly.  Of course, BRRDôs early intervention regime and 

some other provision of EU regulatory regime offer wide supervisory discretion, up to 

and including changing management with a view of replacing it with one presumably 

more energetic in tackling NPLs. But without resolving the underlying problems the 

supervisor must also be determined to push the bank into resolution. This of course entails 

(under the BRRD) a bail-in possibly to more than one bank, a feared prospect for 

regulators due to the capacity for systemic disruption when NPLs are spread system-wide, 

or anticipated problems to fund the bank post-resolution.  

Bank management can be incentivised to sell if the price is closer to net book 

value, book value ex provisions, rather than the normally much lower market price, a gap 

that may in fact worsen in the case of forced selling leading to firesales. Profit and loss 
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(P&L) agreements can resolve the issue of the final division of losses but they will not 

constitute a clean break for the bankôs balance sheet. Any future losses resulting from 

P&L arrangements act as a contingent liability inhibiting balance sheet growth for some 

time. Our earlier proposal considered capped P&L agreements to tackle this matter 

directly and avoid creating unlimited contingent liabilities. Another approach would be 

to make the banks hold an equity stake in the member state AMCs which would also help 

to increase the cushion that would be available before private bondholders are hit, 

allowing the banks to avoid facing extensive clawbacks. Nonetheless, bundling all banks 

in the same bracket regardless of their volume of NPLs and portfolio riskiness 

(objectively measured by reference to the recovery rate of NPLs) would raise moral 

hazard concerns. 

 

3. The Proposal  

3.1 AMC Rationale 

In the absence of willing buyers at prices that would not be very far from banksô 

estimations of the assetôs value, all recommendations for quick liquidation of NPLs in the 

current environment of low bank profitability would just deliver European banks straight 

into the hands of the resolution authorities, or worse into liquidation, despite the rapid 

modernisation of NPL tackling procedures through amendments to insolvency law and 

the adoption of requisite codes of conduct. We believe that this gap between expectations 

for rapid NPL resolution in the EZ and reality can be bridged through a specially designed 

AMC scheme. 

AMCs, in general, have an encouraging record in tackling NPLs, notwithstanding 

the distributional concerns associated with the problem of valuations. Given the high level 

of corporate NPLs in the EBU and specialized turnaround (and possibly private equity 

skills) required to work-out such credits, AMCs also offer the distinct advantage of 

offering economies of scale in tackling corporate NPLs and creating liquid secondary 

markets for distressed debt. Yet only four countries use them in the EU (Ireland, Spain, 

Germany, and lately Italy). Moreover, a pan-European bad bank could ensure 

diversification of losses and peer pressure for the rapid resolution of NPLs. At the same 

time, we acknowledge that the ñmarket for lemonsò problem is asymmetrical from 

country to country and legislative reform is not sufficient to resolve it. In addition, costs 

of recovery can be uneven on a country by country basis, preventing the formation of a 

fully-fledged Pan-European bad bank. We also accept that, objections based on burden-

sharing arguments are not going to go away, whatever the legal argument against them, 

as they are essentially part of the predominant (and unwritten) doctrine underpinning the 

EMU so far, i.e., that the fallen pay the price for their fall.  

So, the circumstances call for an effective compromise solution. To this effect, 

we suggest that the following ideas can provide the best solution to the EBU bad-bank 

conundrum. 






















































































































