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What is European Economy

European Economyi Banks, Regulation, and the Real Secf{orww.european
economy.e)iis a new on line journal to encage an informed and fair debatsong
academics, institutional regsentativesand bankers on the regulatdrgmework and its
effects on banking activity and the reaonomy. It is an independgotrnal, sponsored
by Unicredit Group.

The journal aims at becoming an outlet for research andypbhsed pieces,
combiring the perspective of academia, polrogking and operations. Specatention
will be devoted to the link between finaaktmarkets and the real econoarnyd how this
is affected by regulatory msures. Each issue concentrates current theme, giviran
appraisal of plicy and regulatory measures urope and worldwide. Analysis at the
forefront of the academic and institutiondiebate will be presented in a language
accesdile also to readers outside theademic world, such as government officials,
practitioners and policynakers.

This issue of European Economy presents and discusses the foremost proposals
of State supported vehicles like Asset Management Companies, sygtem
securitization schemes and other solutions to deal with tiyd¢arge acklog of European
Non-Performirg Loans (NPLs) brought forwalgy 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 betweent faditkes and
banks' resolutions and recoveries, State supported schemes are also necessary. These
schemes, even though nationaill have to be based on a common European blueprint,
to favour a rapid and smooth recovery of the banking seltits.issudakes stock of all
the main proposals on the table, highlighting their many common ingredients and the
guestions still to be sorted out. A meta solution based on a sound compromise between
these is necessary and technically and politically feasible.sEhe discusses how.
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Getting rid of NPLs in Europe

by Giorgio Barba Navaretti, Giacomo Calzolari, Alberto Franco Pozzolo

1. Introduction

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 theeanrUnion
(EV), 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, atidten 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 aggx¥&iate
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 see 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 usefAind efforts to make them more effective and easily
accessible should be made in all directions.

Yet, and this is the bottom line of this editoriak argue that the burden of non
performing loans cannot be solved without setting up a coordinated efférate backed
asset management companies (AMG#te intervention is required, beyond supporting
policies to market instruments, because of the complex interaction between severe capital
shortages in few institutions and market failures affectingseondary 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 capagcignd by prominent academics he
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
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proposals, it is therefore possible to identify atamproposal, 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 hopemthis proposaland all
contributions to the issue will hefully 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 domfa@rdesigns of
many proposals supenpose 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 facinggecautionary 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 theBanking 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 durig 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 depressen lygency 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 caseethis 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 Bortages under stress tests and would therefore not be allowed to benefit
from State aid and the support of State backed AMCs (duetothelackaidol ed A St at e
aid envel opeo, as di scussed bel ow) . These
instruments andnust 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 andsiogy down the
pace at which legacy assets are disposethaiur 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 tradingtfidrms achieve
sufficient scale and transparencys 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 atedtiglly
subordinated creditors. Avgouleas and Goodhart and Bruno et al. in this issue also share
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this view that part of the outstanding NPLs should be resolved with public support but
outside a recovery and resolution framework. Naturally, a critisakig 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. , Relhl., De Haas et al. in this isSumternal
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 issug This is espeially 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 mafket.

This broad scenario of tools and institutions involved shows tbed th a general
and growing consensus on the need for a

ra|

from banksd balance sheets. And the Europe:

we write. As argued, all tools are important and complementadyvable 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 policydage

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 (Sectiom 3)ow 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. WHyfida@aw 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., amnfrrepresentative 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,

2See al so t Hiranciéd GtBbdity 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 onatforming 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 insolvergwbout 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 tHardsthe
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published in the previous issue of Europeaoriomy (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 securitizeeth 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 weothrough 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 ofggation, 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 msarket 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 ptiee and
real value of the assets. For this reason, all vehicles proposed have the specific aim of
buying time (they all envisage loggstatiorperiods, of at least three years), bridging the
gap in market power between buyers and sellers, and reducing asymnfiermation
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 seconelement isscale 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 P first mover disadvantage, 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 i€uropean coordinatiorEven though there is large heterogeneity

in the NPLs® ratio across EU countries,
in their kalance 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 byAyadi 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
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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 coordinatios, oty
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 amisint
sharing.

The fourth element imoral hazardThere 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 ganie givg 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 Brurad. et

The fifth and last element igreserving financial stabilityA 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 markeisteThe 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 taectthe 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 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 asawoid the diabolic loop between
banking and sovereign riskor this reason, the share of public funding envisaged is
l i mited, so as to avoid consolidation of t
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 shdnddr. 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 likearacceptable boundaries of state aid, the mechanisms for
evaluating the real value of NPLs, the opti
of coordination and risk sharing among Eurozone countries.
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We will discuss these controversial pointstie 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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AMC vs securitization

Tranching

European scheme

Mutualization of risks at
the EU level

Pubblic/priate

Impaired Asset Measures
linked to stress test and
precautionary
recapitalization

State support

Burden sharing

Clawback Clause /
Mechanism

Participation perimeter

Transfer price

Time frame of the vehicle

Reduction of asymmetric
information

Fell, Grodzikcki, Martin,
hQ. NAFYyo9/ . (

AMC

Not specified

Yes (coordinated national
AMCs)

No

* Public/Private equity

* enough private share to
avoid consolidation with
government sector.

* Within precautionary
recapitalization
framework

*Stress Test identifies
State aidEnvelop

*Difference between rela
value (transfer price) and
market price.

* Funding through ECB
eligible senior bonds
guaranteed by
governments.

*Private: difference
between net book value
and transfer price

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

Only banks with large
exposures to a given asse
class.

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

Not defined but limited

Stress tests
NPLs platforms

Enria, Haben and
Quagliarello (BA)

AMC

Yes, by asset class

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

No

* Pubblic/Private equity

in the AMC

* Within precautionary

recapitalization

framework
*Stress Test identifies

State aid Envelop

*Difference between real
value (transfer price) and

market price.

* National government

guarantee on gap

between real value and

market price

*Private: difference

between net book value
and transfer price

Yes equity warrant
mechanism issued by

banks to national

governments with
penalising strike price if

NPLs sold bew real

value.

Banks with NPL ratio

above 7%, on
standardised data with

pre-agreed formats

Real economic value.

3ys.

Stress test

Due dilgence by AMC

Bruno, Lusignani &
Onado

Securitization

yes

Yes

yes

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

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

* Possible government
support as guarantee or
partial subscription of
junior tranche or
FI2BSNYYSyic
on senior tranche

* Private: difference
between net book value
and bid price

No

Unddfined

Based on the
characteristics of the
securitization: recovery
rate, tranching &.

Not defined

due diligence indipendent
entity....

Table 1: Ingredients of proposals

Avgouleas & Goodhart

AMC

Not specified

Pan European Holding
presiding (10% share)
over quasi ringenced
national AMCs

tly 9dzNRBLISH )
equity share in National
AMC;

ESM partial guarantee

Public/Private equity

in the European holding
and in national AMCs
*Participating banks
partners of national ESM

* Possible to avoid burder
sharing

*Difference between real
value (transfer price) and
market price

F9{aQa LJ NI’

*Private: difference
between net book value
and transfer price

Yes: capped long term
profit loss arangements
Banks shareholders of the
AMC

Only banks participating
to the AMC

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

Not defined

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 ahaf8tate 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 aiddrge, 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 obtate 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 ofhe Subgroupon NeRer f or mi ng Loans ( NPLs) o
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 @nstraints. The first one is the-salled State aid Envelope and amounts to the
capital shortage identified eante 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 ezoeed
what is defined as the fAreal valueo of the
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 Impgesads 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. Intacit 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 strdésst, 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 bankshe 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 recapitalizatics 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 amket price of NPLs.

16



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 bankk no apparent capital
shortages, burdening their balance sheets. The market failures argument underlines the
policy objectives of coordinated Stegdapported AMCs in Council of the European
Union (2017): bridge intertemporal valuation gaps, create dritigess 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 GalanH it 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 mdakletres, 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 settingipes 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 byaising fresh capital in the market. Also, claack clauses
could apply anyway, and most likely the skin in the game would even be larger for well
capitalized banks, that have no incentives

Yet we do not find good reasons tdpct 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 bankaway 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 vialdalhs 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 L &Nwould 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 stifficée 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 completedState 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 recapitalizatio
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
arereadyto pay,theBidipct e, signi ficantly and -miteeadi |l y |
The impediments underlying the kédk spread are typically the superior information
sellers have with respect to buyers (adverse selection), the coordination issue inducing a
first mover ds-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 lettgin the contributions of this Issue, a market for NPLs cannot
develop because tligad-price (often named thearket valugis systematically below the
price banks currently want to realize when selling their NPLs, i.e. the Ask price. This
difference genates a bieask gap that in many European countries is estimated up to 20
30%.

Prices, bid and ask, ar e becenemicvalue mar k e
of the NPL, which accounts for the underlying expected returns of the asset over the
relevanttime hori zon (the Afundamental so of the &
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 thesesgstimat
on the market mechanism, and the bargaining power of the selling and buying sides. In
presence of significant mar ket failures, h
depressed, and transactions are rare or absent.

When transferring an NPL to ékMC, atransfer priceneeds to be determined,
independently of market evaluations and transactions, at a level typically higher than the
Bid price, so as to generate the relief eff
dealing with transfer peing 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 hypotletical 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 thea the
economicvaluef t he NPL, i .e. the be-tetme®somic mate o
value of the assets, onthe basi§ wunder |l ying cash fl ows and
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. Irprinciple, 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 prie relieves the bank with aids, and covers losses of obvious and foreseeable
errors.
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Finally, i f we | ook at b an k snébminbloro k s , | o
grossbook valueand, if any writeoff already occurred, at a loweetbook valuewhich
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 NPk 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 anckesethey use a transfer
price for these nomarket 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 c@sit Several approaches have been
internationally developed to address this problem, mainly for fiscal reasons, based on the
gener al idea of replicating as close as pos
methods is based on information camieg the single specific transaction and can rely
either on prices charged for comparable transactions, or eplogsnethods. In the latter
case, the transfer price is the estimatedupétr cost of production plus a fixed mauk
typical for the indusy. 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. Thedeaneactional
methods (also identified as profibased 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
collatemlized with real estate. When available, reliable information about cash flows was
used in an Aincome model 6, replicating the
with an appropriate implicit cost of capital (in the range-45%). Alternativelyprices
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, amplying
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 examplould be much more
complicated, precisely because these loans are unique: no comparable transactions exist
and an Aincome model 0 would require a | ot
entrepreneur may possess and properly judge. Note that tBe(@&ihstancio, 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 nestandard.

I n this quest eafdfrae tramsfeiiprice fohnesiandard Idanss t at e
marketmechanisms such auctions are also of very limited help. Although auctions can be
very efficient mechani sms, here they coul d
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 nonstandard and necomparable assets, we think one should accept the
fact that other approaches should be used to determine a transfer price (or other
mechanisms of falic intervention). As in the case of transfer pricing rules for taxing
purposes, when the type of NPL and the associated collateral astamdiard, 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 fAspecial 06 NPLs to the AMC at
accountingortheNetb ook val ue with a 1/ 3 weight. Al st
|l ssue relies on a transfer price anchored t
loans and adding, to that recovery rate, a buffer granting enough profitabtlityboyer
and sufficient relief to the seller.

The fact that the Mnbest guesso is unbi s
possible moral hazard problems. When considering the more problematic class of non
standard NPLs, banks have strong incentivescherrypick 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 differentiqts 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 miXcieard e pr esses b u
expectations and increases the-&s#k 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 anarestonfidence 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 claback clause ase of overpricing. This would affect the
perverse intertemporal tradéf described above, reducing the daisk gap, increasing
exchange prices, and eventually inducing even more trade.

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 treeskidap also intertemporally.
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5. The meta AMC and conclusions

All the proposals described aboweginate from the view that, in the current
situation, a private solution to the problem of bank-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 thesissets 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 tavHatdthe
common denominator among the different proposalsFigter, by making some
preferential choices when some aspects are conflicting, we develop-pno@taal, the
meta AMC, that possibly encompasses all the strengths of each single approach. This
discussion is useful as the European Council is launchingrajscp for defining the
blueprint of national European AMCs

A first aspecthat is common across most of the proposalke establishment of
an AMC mainly due to the positive experiences of the past, both within the European
Union (e.g., in Ireland, $in, 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 atstake as the building block of our mgteoposal.

The second steig the degreef involvement of the banks, the initial owners of
NPLsin the AMC. All proposals have in common the view that to address moral hazard
it is necessary that banks share astdan 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 througtiifferent clawback 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
normal activites after the removal of the NPLs, thiscertainty is higher in the case of
direct clawback 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 muilization 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 NPLBor this reason, without taking a precise position
on the relative weiglt 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 incre
scheme, as suggested by De Haas et al.
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Thethird crucial aspect is theole of the Staté/Nhile positions are more nuanced
in this respect, we believe that at this initial stageAMC cannot work if the State does
not provide financial suppartThis can either take the form of an equity stake in the
capital of the company @ome 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
governage. 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 operatils & 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 clafiSkiE4._s.

An interesting additional option might be fibre AMC to securitize its assets in
different risk tranches, and sell them to external investsslso envisaged in Bruno et
al .6s proposal. When adeqgquat edolyng, tbanchiegni z e d a
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 Conemisgiorcing 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 emigathe liquidity of the
less risky asset classes. Securitization might also have the advantage of making the
pricing of the underlying NPLs easier.

A fourth aspecit hat i n the debate | ooks a bit |
Don Giovannii is wheher there should bsome degree of public mutualization of the
potential costs of an AMC at the European levidie problem is that the lack of
mutualization might trigger a diabolic loop between State and banks risk if the AMC faces
large losses and arsise 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 &etEuropean 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 Eurogeael AMC that holds limited
equity stakes in each national AMC. Indeed, thiacstre would not conflict with the
other ingredients discussed so far. While all the features presented above could be
mai ntained at the | evel of single country?o:
ante a framework capable of addressing the comimygé¢hat 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
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feasible. So in the immediate, all other ingratbecould 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 frahre 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
proposalshat 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 trafer 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 ad 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 Mansilt&kernandez

Non-performing loans across the European countries

Figure 1: The rise in nonperforming loan ratios wassignificantly stronger among
periphery-countries of the Eurozone
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nonperforming loans (NPL) to total loans as a percentage by codimgydashed line represents
the weghted average of the NPL ratios across all countries.
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Figure 2: Italy has the largest amount of gross and net neperforming loans in

Europe, followed by Greece and Spain
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Figure 3: Three groups of countries emerge within Europe according to the
incidenceof non-performing loans to total loans

5%

0,
4512(:; _ Non-performing loans to total loans
B (2016.@)
40% §E
35% %
30% £
25% %
20% %
15% %
10% %

0%
GRCYPTIT IEBGHUHRROPLESATEUSKLTFRBELVDKDENLCZGBNOFI LUSE
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Figure 4. Very large dispersion of banklevel NPL ratios within all European
countries
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Costs of Insolvency and étovery Rates

Figure 5. Costs ofinsolvencyas a percentage of estateareval ue o
highly variable across European countries, and can be in some cases substantial
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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 danh Boing Businesssurvey. The recovery rate is recorded as
the percentage of the NPL remvered by secured debtors through judicial organizations,
liquidation or debt enforcement (foreclosure or receivership) proceedings.

Stylised factoon non-performing exposures

Figure 7: NPL ratios are larger for countries with earlier rapid credit expanson
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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 ofloans todeposits
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Figure 10: Higher NPLs ratios determine a drop in ROA
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Institutions

by José Manuel Mansill&ernandez

The institutional framework for de fining non-performing loans

The recent global crisis has left many banks across Europe with a high volume of
nonperforming loans (NPLs hereafter) in their balance sheets. NPLs in the European
Union grew significantly between 2009 and the time of writhig 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 pridntythe 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 becausestilted in the general recognition that
banks did not appropriately provisioned ant
little, too | at e, -aisisvinstabdith. contri buted to pos

The debate aboudbrbearance as a strategy of credit rigkanagement is still
under debate.flis concept is referred in different manners across jurisdictions and banks
around the worldEBA (2013) definesfiForbearance measures consist of concessions
towards a debtor facing or about to face difficulties in mgatsmfinancial commitments
(financial difficultiesp. The definition of forbearance builds on existing accounting and
regulatoryframeworks EU Directive 2006/48, Regulation EU 575/2013, the ITS on
supervisory reporting, the European System of Aotguhe ECB Regulation 2008/32
which is no longer in forcegnd encompasses transactions which are generally based on
concessions or modification of the terms and conditions of i&EB&, 2013)’

As forbank s & ac c oun,tBasaldl makds deasdatirtivd for the
internal ratingbased banks to use the discretion in provisioning implied by the
International Financial Reporting Standards (IFRS hereafter) to smooth icome
increasing loan loss provisions than those using the standardized apfifeachdi
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

"Whentalkingppbout forbearance, it is essential to conside
forbearanced may enable borrowers during temporary
thus being a tool for risk management of proldéoilo ans. On t he ot her hand, 6ébad

a strategy to bring NPLs or problem exposures down
incentives to minimise credit risk portfolio and to improve financial stability (BIS, 2016).
8WhereasBasel | has been criticized of being backward looking in which a decreased in loan loss provisions
results tend to increase income of NPLs, Basel Il requires banks to compute flawkand measures of
expected losses on their loan portfolio and to dethéctifference between this expected measure and the
actual loan loss provisions (Aiyar et al., 2015).
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replace IAS 3%inancial Instruments: recognition and Measuremérifhe accounting
standards IFRS 9 are built under a forwévdking 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 valueeyf and

(iif) 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 resaing NPLs

Addressing asset quality issueis one of the main priorities for the ECB banking
supervision. The ECBO6s objectives wer e t 8
assessment comprising two main pillars: an asset quality review, and a stressetest. Th
ECB released in 2017 titguidance foraddressing NPLswithin 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
herafter), including their international subsidiaries (EBA, 2@6B, 207

The High Level Group on NeRerforming Loans at ECB was mandated to
develop a consistent supervisory approach to the treatment of NPLs. Through the work,
a number of best praces 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 crediblportfolio -by-portfolio targets, after having assessed the context
in which they operaté@onnery, 2017). These targets are embedded in a comprehensive
NPL strategy and operational planswhi ch shoul d be approved an
management body. These plans should review annually the strategy, define management
objectives, defineprocess f or NPL wor kout decisions, i nc
assessment before granting any forbearance measures, and ensure enough internal
controls over NPL management process (ECB, 2017a).

The establishment of a bad bank asset management companyAMC
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

9The existing model ilAS39i s a oéi ncurred | ossd model which del ays
there is evidence of a trigger event (Colaed 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 tHeuropean Banking Authority (EBA). The Guidance is a supervisory tool with the
aim of clarifying the supervisory expectations regarding NPLs identification, management, measurement
and writeoffs in areas where existing regulations are silent or lackegfifsgity (ECB, 2017a)
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Parigi, 2016; Enria, 2017 and the articles in this Issue of European EcotoAsy).

discussed at length in this Issue, concentrating NPLs in a single AMC can create
economies of scale because it could reali ze
at the same time avoidirige-sales in illiquid marketthus limiting the need antbsts 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. Accordingl vy, envikaged ®BuUWdos Eur
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. Ggertlie amount by which
the real economic value exceeds the market price would be-fanameing 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 se,siiling bank would have to
compensate the AMC for any shortfall, thecadled recourse mechanism. The proposal
includesclawbacks to protect public investments in the event of lpggesvhen sales
price is lower than the transfer price to the AEDria, 2017;Habben and Quagliariello,
2017).

Another common proposal is the creationseturitisation schemeswhich are
able to involve private investors with a certain level of risk instead of requiring public
funds. Furthermore, securitisation scheroas reduce the gap between book value and
market value (Bruno et al., 2018).This bidask spread is mainly explained by
information asymmetry that can be reduced through public initiatives such as enhancing
transparency regarding the state of NPLs in geraand 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 blas closely to detect adverse developments.

Market for NPLs needs a certain critical mass, so arwitlé framework is
required (EBA, 2016). In this regard, Enria (2016) proposes (i) promoting a single EU
platform, or a network of national framework, to favdhe 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 exploringnitiatives 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).
2The bad bank and securatton schemeare thought to remove NPLs fromb& s 6 bal ance sheet s
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 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 relietan bealso obtained witlquaranteg(asset protection schemes) which
are also subject to State aid rul&mnce 1 January 2016, the bimlprocedure of the
BRRD appliesand thenpublic bad banks and asset protection scheanesubjectthe
conditions ofrestructuringthe aided bank, transferring g@uaranteimg at a price
reflectingthe real economic value of assets, antheburden sharingf subordinated
creditors.

Reforming tax rules can also enhance incentives for adequate provisioning and
loan writeoffs (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 writingoff loans or from participating in collateral markets. Similarly,
tax rules inhibiting debtors from accepting restructuring or vafteleals should be ais
amended (Aiyar et al., 2015).

The Subgroup on NPLs of Counaf the European Unians Fi nanci al Ser
Committeewas established in July 20fdassess the stadé NPL in Europe and propose
possible solutions. Th8ubgroup is composed of representdof Member States, the
EuropeanCommission, the ECB, the European Systemic Risk Board (ESRB),
European Banking Authority (EBA), the European Securities and Markets Authority
(ESMA), the European Investment Bank (EIB) and the Single Resolution BSRH)).
The Subgroup has produced a draft in March 2ddith policy recommendations.

Reducingt he wei ght of NPL on banksd® bal ance
the health of the European banking sector. Since impediments to reduce NPLs are often
intedinked, 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, (i) harmonizing insolvency rules across jurisdictioifis
developing distressed markets throughout a Eurozone AMC and securitisation schemes,
and (iv) reforming tax rules.

References

Aiyar, S., Bergthaler, W., Garrido, J.M., llyna, A., Jobst, A., Kang, K., Kovtun, D., Monaghan,
D., and Moretti, M. (201p . A strategy for resolving Eur ope
Discussion NoteAvailable at:https://www.imf.org/external/pubs/ft/sdn/2015/sdn1519.pdf

Avgouleas, E., and Goodhart, 2016). An Anatomy of bankab-insi Why the Eurozone needs
a fiscal backstop for the bankingctor. European Economy, 2016.2,-96.

B http://data.consilium.europa.eu/doc/documemt®B854201 ~INIT/en/pdf
36


https://www.imf.org/external/pubs/ft/sdn/2015/sdn1519.pdf

Basel Committee on Banking Supervision (BIS) (2016). Prudential Treatment of problem assets
i definitions of norperforming exposures and forbearance. Consultative DentirAvailable
at: http://www.bis.org/bcbs/publ/d367.pdf

Bruno, B., Lusignani, G., and Onado, M. (2017). A securitisation scheme for resolving &srope
problem loans. Mimeo.

Cohen, B. H., and Edwards, G. A. (2017). The new era of expected credit loss provisioning. BIS
Quarterly Review. Available altittp://www.bis.org/publ/gtrpdf/r_gt1703fimt

Donnery, Sharon (2017). O6Setting the standards:
Deputy Governor (Central Banking) Sharon Donnery at Bruegel. Available at:
http://www.bis.org/review/r1702@6pdf

Enria, A. (2016)Financialmarkets 2.0. R(evolution): Rebooting the European banking sector.
Speech delivered at th& FMA Supervisory Conference. Viennd! ©ctober 2016. European
Banking Authority. Available at:
http://www.eba.europa.eu/documents/10180/1606077/Andrea+Enria’'s+speech+at+the+7th+FM
A+Supervisory+Conferencet+05+October+2016.pdf

Enria,A (2017). The EU banking sectbrisk and recovery. A single market perspective.

European Banking Authority. Available at:

https://www.esm.ewopa.eu/sites/default/files/2017 01 30
esm_risk_and_adjustment_at eu_banks.pdf

EuropearBanking Assaciation (EBA) (2033EBA FINAL draft Implementing Technical
Standard®n Supervisory reporting on forbearance and-performing exposures under aréicl
99(4) of Regulation (EU) No 575/2018vailable at:
https://www.eba.euragpeu/documents/10180/449824/EBFS-2013
03+Final+draft+ITS+on+Forbearance+and+Nmrforming+exposures.pdf/a55b99884 3
4caeb8729184c90135b9

European Banking Association (EBA) (2016). EBA Report on the dynamics and drivers of non
performing exposureis the EU banking sectoAvailable at:
https://www.eba.europa.eu/documents/10180/1360107/EBA+Report+on+NPLs.pdf

European Central Bank (ECB) (20)7&uidance to bades onnon-performing loansReleased
on the 20 March 2017 Available at:
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/eguaidaon_npl.en.pdf?b2b48eefa997
2f0ca983c8b164b859ac

European Central Bank (ECB) (201 7ECB Banking Supervision: SSM supervisory priorities
2017.Available at:
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/publication_supervisory priorities 201

7.en.pdf
European Commission (201 Remarks by Vicd’resident Dombrovskis at the informal ECOFIN

press conference in Vallettsvailable at: http://europa.eu/rapid/presslease  SPEECH7-
917_en.htm

37


http://www.bis.org/bcbs/publ/d367.pdf
http://www.bis.org/publ/qtrpdf/r_qt1703f.htm
http://www.bis.org/review/r170206b.pdf
http://www.eba.europa.eu/documents/10180/1606077/Andrea+Enria's+speech+at+the+7th+FMA+Supervisory+Conference+-+05+October+2016.pdf
http://www.eba.europa.eu/documents/10180/1606077/Andrea+Enria's+speech+at+the+7th+FMA+Supervisory+Conference+-+05+October+2016.pdf
https://www.esm.europa.eu/sites/default/files/2017_01_30_-_esm_risk_and_adjustment_at_eu_banks.pdf
https://www.esm.europa.eu/sites/default/files/2017_01_30_-_esm_risk_and_adjustment_at_eu_banks.pdf
https://www.eba.europa.eu/documents/10180/449824/EBA-ITS-2013-03+Final+draft+ITS+on+Forbearance+and+Non-performing+exposures.pdf/a55b9933-be43-4cae-b872-9184c90135b9
https://www.eba.europa.eu/documents/10180/449824/EBA-ITS-2013-03+Final+draft+ITS+on+Forbearance+and+Non-performing+exposures.pdf/a55b9933-be43-4cae-b872-9184c90135b9
https://www.eba.europa.eu/documents/10180/449824/EBA-ITS-2013-03+Final+draft+ITS+on+Forbearance+and+Non-performing+exposures.pdf/a55b9933-be43-4cae-b872-9184c90135b9
https://www.eba.europa.eu/documents/10180/1360107/EBA+Report+on+NPLs.pdf
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/guidance_on_npl.en.pdf?b2b48eefa9972f0ca983c8b164b859ac
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/guidance_on_npl.en.pdf?b2b48eefa9972f0ca983c8b164b859ac
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/publication_supervisory_priorities_2017.en.pdf
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/publication_supervisory_priorities_2017.en.pdf
http://europa.eu/rapid/press-release_SPEECH-17-917_en.htm
http://europa.eu/rapid/press-release_SPEECH-17-917_en.htm

Garrido, J., Kopp, E., and Weber, A. (2016). Cleanipdank balance sheets: Economic, legal,
and supervisory measures ftaly. IMF Working Paper. Available at:
https://www.imf.org/external/pubs/ft/wp/2016/wp16135.pdf

Habben, P., and Quagliariello, ¥2017).Why the EU needs an asset management coynpa
Central Banking. Available alxttp://www.centralbanking.com/centriabnking
journal/opinion/2481794/whthe-eu-needsanassetmanagementompany

Hamadi, M., Heinen, A., Linder, S., and Porum;A/.(2016). Does Basel Il affect the market
valuation of discretionary loan loss provisions? Journal of Banking & Finance, 709277

International Accounting Standard Board (B)S2014).IFRS 9 Financial Instrument®roject
Summary. Available at: http://www.ifrs.org/CurrenProjects/IASBProjects/Financial
InstrumentsA-Replacemenbf-IAS-39-FinanciatinstrumentsRecognitio/Documents/IFRS-
ProjectSummaryJuly-2014.pdf

Lucchetta, M., and Parigi, B. M. (2016Bad banks and underinvestmerCESifo Area
Conferencesn Applied Microeconomics.

Legislation cited

Commission Implementing Regulation (EU) No 680/20d416 April 2014 laying down
implementing technical standardd'S) with regard to supeisory reporting of institutions
accordingto Regulation (EU) No 575/2013 of the European Parliamedtad the Council as
amended byommission Implementing Regulation (EU) 2015/79 of 18 December 2014 and by
Commission Implementing RegulatiggU) 2015/227 of 9 January 201&vailable athttp://eur
lex.europa.eu/legalontent/EN/TXT/?uri=0J%3AJOL_2014 191 R_0001

Consolidated version of the Treaty on the Functioning of the European (JiHBRJ). Available
at: http://eurlex.europa.eu/legadontent/en/TXT/?uri=CELEX:12012E/TXT

Directive 2006/48/EC of the European Parliament and the Council of 14 June 2006 relating to the
taking up and pursuit of the business of credit institutions (recast). Availabl&tat/eur
lex.europa.eu/legadontent/EN/TXT/?uri=CELEX%3A32006L0048

Regulation (EC) W 25/2009 of the ECB of 19 December 2008 concerning the balance sheet of
the monetary financianstitutions sector (RecaqtCB/2008/32), OJ L 15, 20.1.2009, p. 14.
Available at:https://www.ecb.europa.eu/ecb/legal/date/2009/html/act 10297 amend.en.html

Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013
on prudential requirements for credit institutions and investment firchaaending Regulation
(EU) No 648/2012Available at:http://eurlex.europa.eu/legal
content/EN/TXT/?uri=celex%3A32013R0575

38


https://www.imf.org/external/pubs/ft/wp/2016/wp16135.pdf
http://www.centralbanking.com/central-banking-journal/opinion/2481794/why-the-eu-needs-an-asset-management-company
http://www.centralbanking.com/central-banking-journal/opinion/2481794/why-the-eu-needs-an-asset-management-company
http://www.ifrs.org/Current-Projects/IASB-Projects/Financial-Instruments-A-Replacement-of-IAS-39-Financial-Instruments-Recognitio/Documents/IFRS-9-Project-Summary-July-2014.pdf
http://www.ifrs.org/Current-Projects/IASB-Projects/Financial-Instruments-A-Replacement-of-IAS-39-Financial-Instruments-Recognitio/Documents/IFRS-9-Project-Summary-July-2014.pdf
http://www.ifrs.org/Current-Projects/IASB-Projects/Financial-Instruments-A-Replacement-of-IAS-39-Financial-Instruments-Recognitio/Documents/IFRS-9-Project-Summary-July-2014.pdf
http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=OJ%3AJOL_2014_191_R_0001
http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=OJ%3AJOL_2014_191_R_0001
http://eur-lex.europa.eu/legal-content/en/TXT/?uri=CELEX:12012E/TXT
http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A32006L0048
http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A32006L0048
https://www.ecb.europa.eu/ecb/legal/date/2009/html/act_10297_amend.en.html
http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=celex%3A32013R0575
http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=celex%3A32013R0575

A Bird Eye (Re)view of

by José Manuel Mansill&ernandez

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 referareaseant 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 nonperforming 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 fornon-performing loans (NPLs hereafter)usderdeveloped in EU compared to
the US marketlt 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 negatie consequences on gribw

The level of NPL were relatively stable until the beginning of the financial crisis
in 2008. Afterwards, the quality of banks¢
response from the governments and central banks to dealmyptired 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}* Nowadays, the level of NPLs remains thignd 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 (Demirgignt, 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 crigisl, 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 Ba(®014) and IMF (2015have shown thaEuro
Area banks with higher NB 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 201602 this journalfor more information about bank resolution policies implemented in
Europe ad the U.S.
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more dependent on bank finantée relevance of macroeconomic dynamics reflects the
endogeneity issue that werdnines 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 tendto weaken (Accornero et al., 2017). Similarly, several studies
demonstrate that both NPLs and loan loss provisions-tatmindicators of the quality

of banks 6 -haveaamnegptive corfelation with bank lending supply (Balgova
et al., 2016; Bnding et al., 2014; Cucinelli, 2015). Importantly, deterioration of public
finances places a 6ceilingd on the mar ket e
therefore they are haiatessed 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 dmalders 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 financia
institutions to improve efficiency and risk management are found to influence the
evolution of NPLs (Duran 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 hypothe$isAdditionally, banks should face a tradé
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
costefficient but increasing NPLs in the long term, thecaied skimping hpothesis
(Luozisetal.,2012%*Fr om t he regul ator 6s poindicatorof vi ew
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 -tagkng.
Prudential banks would be more cautious when takin 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 andalhendier, 2015; Buchner et al.,
forthcoming; Eisdorfer 2008; Koudstaal and Wijnbergen, 2012). Accordingly, Bruche
and Ll obetbés (2011) theoretical model predi

15 SeePodpieraand Weill (2008) for similar results.
Bebchuk and Spamann (2010) and Bebchuk et al. (20:
focussed on shetter m r esul t s cont r i b uthking as bfahe begionngfthe i ng bank
financial crisisSimilarly,Pi erre (2013) remarks that the CEOb6s cont
taking higher than the social optimal level.
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foreclosed allows banks with a relatively propamtof NPLs to gamble to increase their
chances of recovery.

The -bWigtombai | 6 (TBTF hereafter) banks repr
NPLs. Under the TBTF presumption, banks are expected to increase their leverage
excessively and extend loansleov 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 bailedt in case of capital shortage (Boyd and Graham,

1998; Nier and Baumann, 2006). Consequently, bankaiskg may be also connected

to the characteristics of the governmentos
of a deposit insurance netwoek anteto avoid depositors runs or getting bailouts from

the governments, arek posi f de e med -m@hfdf airl 60t (0oehr af, 20

On the theoretical fundamentals of the proposals to deal with NPLs

The debate about government interventionseiduce the weight of NPLs in
several advanced and emerging economies is still alive (Ahamed and Mallick, 2017). The
creation of a pafcuropean bad bank or an asset management company (AMC hereafter)
has been proposed as a possible solution by severabv@a®dhart 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 LUséM€&s to deal with NPLs is
often the best choic€.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 previousBsé measures such as Spain,
Ireland or China, amongst others (Arner et al., 2017; Bending et al., 2014; Zhang et al.,
2016).

Luchetta and Parigiés (2016) theoretical
and under which conditions it is socially accepgallhey 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 tlugh 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

17The optimal contract involves making banks with a small proportion of bank loans forg&ioske and
Llobet, 2011).
18 Dam and Koetter (2012) shows thiaé expectation of a bailut, rather than actual bailits, may be a
precursor of moral hazard. Cukierman (2013) shows that the decision of bailing out financial institutions
depends on polital ideologies and considerations. Similarly, Antzoulatos and Tsoumas (2014) argue that
a substantial part of the expectedfmil t s i s attri buted to a countrybs ins
be associated with higher expectations of-batiis.
19 Similar arguments are found kiryckiewicz (2014)
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implemented in China which had registér@ longstanding problem with NPLs. The

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

budget constraints to both staiened enterprises and statened banks. Consequently,

capital injections could have induced mohazard because banks might have had

i ncentived to make |l oans to troubled firms
(Jiang et al., 2013).

Securitization involves the legal or economic transfer of assets or obligations by
an originating institutio to a third party, typically a special purpose vehicle (SPV
hereafter). Later on, the SPV issues absek securities or other structured finance
securities such as mortgagacked securities, collateralised debt obligations or whole
business securitigah, representing claims against specific assets (Agostino and
Mazzuca, 20113° According to thefunding hypothesjsbanks securitize in order to
obtain funding channels as alternative to deposits (Greenbaum and Thakor, 1987; De
Marzo, 2005; De Marzo anduifie, 1999). Additionally, thespecialization hypothesis
predicts that banks securitize in order to increase their level of specialisatiom loan
origination activities thus increasing their economic performance. By doing so, banks
decompose therdditional lending process intro more sophisticated activities of
originating, servicing, guaranteeing, and funding (Greenbaum, 1986). Finally, the
regulatory capital arbitrage(RCA hereafter)hypothesisargue that banks would
securitize if they can achievRCA by transferring to others their best quality assets
(Calem and LaCodtittle, 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 andbthave 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 byNPLs. 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 securitizatioense 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 losaedliately 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 governmesin the process of creating a statened AMC SPV
to accelerate the transfer of NPLs without violating the rules of the BBRD. Furthermore, lakgehbsae
set up AMC SPVs to dispose of NPLs-bfilance sheet. The volume of these NPLs constit@tdiRtion
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 201Bhave clarifiedhatpublic 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 collater&lor 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 gotsl@gsers to wait
for hopefully higher prices and conversely for low quality assets ownersptdate the
market immediately.

This adverse mix clearly depr es saskgaphAuyer s o
policy of current trade subsidies anduite trade taxesiay affectthe intertemporal trade
off, reduces the bidisk gap and increases exchange pricesjridusing 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, andib Quagliariellé*

Abstract

Thefinal stepin the repairof the EU bankingsectoris cleaningup legacyassets.
Otherwise all of thework we havedoneto strengtherbank® capitalandassesshe
quality of their assetsill not havethe desiredpositiveimpacton newlendinginto
therealeconomy.

Progresds in train but hasbeenslow to date. Although assetquality issuesare
particularly relevantin someMember States this is a single marketproblemand
coordinatedctionis vital for success.

The ongoingeffort of supervisorsn pushingbanksto take actionrequiresthatthe
supportinginfrastructureis in place.This meansfixing legal systemswhich will
take time, and addressingmarket failures in the secondarymarket for non
performingloans(NPLs), which canbe donenow. Thereare legitimate questions
abouthow this shouldbe done,which areaddresseéh this paper,butthoseshould
not be a causefor delay. Whetherit be a single EuropeanAsset Management
Companyor a coordinatedblueprint for national governmentsto enactis less
importantthantaking coordinatedactionurgently.

1. The processof repair
Legacy assets as the last step in the repair of the EU banking sector

Europearbankshaveincreasedheirratiosof capitalof the highestquality by almost
500bpsinceDecembeR011,from anaggregat®.2%coretier 1 ratioin Decembef011
to 14.1%CET1 ratio in Septembef016. Commonequity hassoaredsince2011,with
increase®f 0 1 8 (nbthe periodfrom December2013to Decembel2015. Major EU
b a n kapital ratios are now comparableto their US peers.Extensiveassetquality
reviews (AQRs) have been carried out in most EU countriesin order to identify
problematicassetandstrengthenindy a n grevigioningpolicies.

Capital strengtieningandthe identification of problemassetdavebeenpivotal in
restoringconfidencein EU banks,but theyarenot quite enoughfor the completerepair
of thebankingsector.Thelastand,at this stage crucial stepis cleansinghalancesheets.
This is now imperativebecausef the scaleof the NPL problemacrossthe EU andits
impacton economicrecoveryascapitalis trappedin nonperforminginvestmentsather
thanfinancingthe economy.Also, high levelsof NPLs are a significantdrag on bank

21 European Banking Authorityrhe 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 concernsas to the long term viability of
businessnodels.Accordingto the mostrecentdata,the stockof NPLs currentlystands
at aboutonetrillion eurosandthe averageNPL ratio of 5.1%,with ten MemberStates
reportingaverageNPL ratiosof over10%.

253.9
Total NPL (€bn) Total NPL (% of gross loans)

990.4 5.1%

146.4
1347

11.7

750
642

NPL (€bn)

418 357
283

228 201 198 184
9.9
64 51 46 37 31 27 24 23 22 21 14
l . . | — — — — — 07 E iy 0.2
) 1.3
ma®

o
o

NPL (% of gross loans)

While there are differencesin NPL levels acrossjurisdictions, three channelsof
contagionsuggesthis is a single marketproblem.The first is the absolutevolume of
NPLsin the EU, includingin its largesteconomiesThe seconds the directandindirect
exposureof largeEU banksto NPLsacrosshordersThethird relatesto b a n iabibty
to resumenew lending in some jurisdictions, which hindersthe functioning of the
transmissiorchannelof monetarypolicy and holds back economicgrowth acrossthe
singlemarket.

2. The need for a comprehensive response

In the Reporton the dynamicsanddrivers of nonperformingexposuresn the EU
bankingsector,jssuedoy the EBA in 2016,we arguedthata comprehensig strategyand
awide rangeof actionsarenecessaryor tacklingthe NPLslegacy.

Thefirst arearelateso ongoingsupervisorypressuren banksto pro-activelytackle
NPLs.Bankshaveto developa strategyfor dealingwith NPLs, strengthertheir interral
procedures,improve their arrears management,and more generally make NPL
managemerudctive,efficientandinformed.Supervisoryguidancds neededn collateral
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valuation,including valuationmethodologyandpossiblyminimum requirementsor re-
valuaton aswell ason effective arrearsmanagemenand NPL resolutiongovernance
insidebanks.The Single SupervisoryMechanism(SSM) of the ECB hasrecentlymade
importantprogresan this area.ln generalregulatoryandsupervisoryincentivesshould
bein placeto promoterapidreductionin NPL levels.

The secondarearelatesto structuralissuessuch as the efficiency of the judicial
systemjnsolvencyproceduresndout of courtrestructuringlt is clearthatthelengthier
therecoveryprocedureghewider theask/bidspreadyith anadverseeffectontheb a n k s 6
incentivesto disposeof NPLs. Recentexperienceshowthat reformsin this areacan
proveakey ingredientfor a successfutesolutionof asseiquality problems:thejudicial
systemcouldbe strengthenedhroughimprovementsn theprocessaswell asadaptation
of regulatoryframework;judicial systemscould be relieved througha more frequent
usageof out-of-courtrestructuringaccountingandtax regimescanalsobereviewedwith
the objectiveof positivelyaffecttheincentivesfor banksto dealpromptlywith NPLs.

Thelastarearelatesto theimportanceof a functioningsecondarynarketin loansto
facilitatethedisposalf NPLs.

3. Restarting secondary markets in NPLs

NPL transactiongrealmostatextbookexampleof marketfailure. First,theabsence
of easily accessiblecomparabledata on loan, debtor and collateral characteristics
generatesasymmetricinformation. Second,an inter-temporal pricing problem occurs
since atpresentmarketsareilliquid andshallow.Thereis thusafirst moverdisadvantage
to sellinto themarket.

Forcingbanksto write off or disposenon-performingloansin avery shortperiodof
time in the absencef a deepandliquid secondarynarketfor impairedasetsandwith
remainingstructuralimpedimentsmay lead to an inefficient gap betweenbid and ask
prices.In suchconditions,andin the absencef efficient marketclearingprices,forced
NPL salesmay createfinancial stability concernsamidstquestionsaboutthe viability of
thesectorasawhole. This couldalsoimply aredistributioneffectfrom banksto thefew
specializednvestorsoperatingn the market.

The following corrective actions could addressthesefailures and improve the
efficiencyof thesecondarynarket:

a. addressingncentivesfor banksmanagemerntb takeactionon NPLs;

b. improvingpricediscoveryvia

1 higherquality, quantityandcomparabilityof dataavailableto investors;
1 transparencyf existingNPL deals;

1 simplificationandstandargationof legal contracts;
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c. addressinghe inter-temporal pricing problem by overcomingcurrent market
illiquidity issuesThis would entail steppinginto the marketat a price reflecting
the i r eeeohomicv a | (R&\Y or future efficient clearingprice ratherthan
currentmarketprice,with aview to sellinginto a deepeandmoreliquid market
atalaterdate.

Purelyprivate sectorsolutionsarenot sufficient given the scaleof the problemand
the market failures prevailing at the moment. Historical examples of successn the
disposalof non-performingassetslemonstratéhe key role of the official sectorin kick-
starting the market, at least for some segmentsin severalcases,this has involved
governmentsor specialpurposeentitiessponsoredyy puldic authorities directly taking
overimpairedasset®r supportingwith guaranteegheir saleto privateinvestors.

4. A possible European scheme

To date,a patchworkof nationalsolutionshasbeentrialed, all differentin approach
and determiningan uneven speedof adjustment.In severalsuccesscases,an asset
managementompany(AMC) hasprovedan effectivetool to acceleratéhe processof
repairin bankbalancesheetsA commonEuropearapproachgr a coordinatedlueprint
for governmentsponsoredAMCs, could provide the following benefits: clarity and
simplicity for bothbanksandinvestoran understandinghe criteriafor applicationof the
EU frameworkfor stateaid andthe Bank Recoveryand ResolutionDirective (BRRD)
rules; enhancedredibility of the initiative whilst ensuringthat due processs followed
in the implementationphase;lower funding costsand higher operationalefficiency;
critical masson both the supplyandthe demandside, pooling assetsat the AMC and
attractingnewinvestos.

Formal public supportcould be offeredin the shapeof a EuropeanbackedAMC
(ideallywith i s e g meymadsetrlass).Publicsupportcouldbe usedto providecapital
(sayto 8% of total purchasingpower),which would in turn crowdin privatefunding. A
hypotheticalexamplewould be an AMC purchasingup to a quarterof total outstanding
NPLs (aboutEUR 250 bn) could be capitalisedto the tune of EUR 20bn. The solution
must be in line with BRRD and State aid rules. Further it should avoid any risk
mutualsationof legacyassets.

Bankswith NPLs ratios abovea given threshold(e.g., 7% NPL ratio) would be
requiredto transfercertain specifiedassetsto the AMC by supervisors.This would
requirethe standardisationf dataaccordingio pre-agreedormats(e.g.,providedby the
EBA).

Theprocesdor establishinghe AMC would bethefollowing.

Firstly stresdestsareusedto identify thetotal envelopeof potentialstateaid for each
bank.Sucha stresgestcould takea numberof formsrangingfrom a full balancesheet
assessmeratgainsicomplexadversanacroscenariogo moretargetecassessmentsych
astheimpactof increasingorovisionsto meetstresseanarketpricetarget(e.g.x centsin
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the euro) levelsover a threeyeartimespan.The stresstestmay also, in isolatedcases,
identify the needfor the immediateresolutionof somebanksi for instancefor banks
failing in the baselinescenario.

The Stateaid envelopecalculatedn the stressestidentifiesthe theoreticalamount
of stateaid thatwould be allowedfor eachb a n Rrécautionaryecapitalisation. This
theoreticalstateaid envelopewould determinehow much stateaid could be usedto
facilitatethetransferof NPLs. Theactualamountof Stateaid would, in line with existing
practicein theapplicationof Stateaid rules,beequalto thedifferencebetweerthecurrent
market prices and real economicvalue of the assetsactually transferred(i.e., the net
presentvalue of future cashflows underthe assumptionthat the assetis held until
maturity).

An assessmerdf real economicvaluevs currentmarketpricesis carriedout and
bankstransfersomeagreedsegmentf their NPLs to the AMC at the real economic
value,underduediligencefrom the AMC andaccompaniedby full datasetsavailable to
potentialinvestors At thetime of thetransferto the AMC, thebankbeardossesqualto
the possibledifferencebetweenthe book valueandthe realeconomicvalue. The assets
areirrevocablytransferrecat the point of sale.

Thetransferof assetdo the AMC wouldhit in thefirst placetheexistingshareholders
to theextentthatthenetbookvalueof NPLsis abovethetransferpriceto the AMC. This
may be accompaniedby a liability managemengxerciseandsomebail in of junior debt
to equty asdeterminedy EuropearCommissionunderStateaid rulesbut the extentof
this may be consideredalsoin relationto the exerciseof future warrantsas outlined
below.

If within a specifiedtime framethe real economicvalueremainsabovethe market
price, the AMC would be compensatedy calling upon a guaranteeissuedby the
governmenbf the MemberStatewherethe banktransferringhe assetss headquartered.
To ensurehatbankskeepskin in the gameandavoid moralhazardissuesa mechanism
could beintroducedo ensureanappropriatecompensationf the government.
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Themechanisnwould taketheform of a parallelissueof equitywarrantso national
governmentsat the time of the assetsaleto the AMC, with a penalstrike price which
would be triggeredif the (actualor estimated)saleprice at the predefineddateremains
belowthetransferprice.

While the AMC could sell the assetsat any point in time, therewould be a limited
timeframe (e.g. three years)for achievingthe real economicvalue and reducingthe
additionalimpactof the saleon banks.If thatvalueis notachievedwithin thetimeframe
or the assetsremain unsold the bank must take the full marketprice hit, coveredif
necessaryy warrantsexercisedoy the nationalgovernmentas stateaid with the full
conditionalitythataccompanieghat.

Thewarrantsensurebanksstill haveskinthegameand,astheyareissuedo national
governmentalso ensurethatthe AMC capitalis fully protectedandany eventualcost
mustbe borneby shareholdersandif necessaryationalgovernmentsThis elementis
importantalsoto avoid thata Europearschemeentailsany elementof mutualisationof
risks, which would not be politically acceptablet this stage.The objectiveis thatthe
Stateaid elementembodiedin the differencebetweenmarketprice andreal economic
value shouldreflect only the removalof marketimperfectionsand thereforeany price
improvementlueto increasedonfidenceor economiggrowthwould accrueo the AMC.
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5. A critical review of the EBA proposali incentives, weaknesses and alternative
designs

Ouroriginal proposalwasdesignedasa sketch to promotedebateandwe areaware
thatmanydetailsaremissing.

Somecriticismshavebeenwell intendedbut mis-placed.For example a numberof
commentatorgaisedthe risk of mutualisationof responsibilityfor legacy assetsthat
would ariseby placingNPLsin acommonEU AMC. Thisis notthe case. Oneof the
important innovationsof the designwas preciselyto garnerall the of benefitsthat
Europearactionoffers: credibility, critical mass;cheapefunding costsi butunderno
circumstancesllowing mutualisationasthe AMC wasin turn guaranteedy national
governmentsgachremainingresponsibldor losseggeneratedy banksheadquarteresh
its jurisdiction.Nonethelessye clearlyhavea perceptiorproblemto dealwith.

Other criticismswere more practical. One suchwas that effort to establishan EU
AMC is simply too complex,the scalebeingunmanageableWe think this dependsn
the design.We werealwaysclearthatthe EU AMC may not coverall assetclassesot
cover all NPLs, but would pick up a critical massof specific NPLs from relevant
portfolios. Moreover, a seriesof assetclassspecific AMCs could addressthe scale
problem.Nonethelesst is reasonabléo questiorhow thechallenge®f operatingan EU
wide AMC weigh againstthe benefitsof lower funding costsand critical massthatthe
AMC offers.

Much of the feedbackhowever focusedon the warrantmechanism.n particular,it
hasbeenarguedthat the potentialdilution effect, andassociatedincertainty for equity
holderscouldgeneratehallengesn fundingandequityraising.

Our original proposalwas designedto identify a systemof incentiveswhich was
beneficiali or not too detrimentali for any stakeholderscompatiblewith the current
regulatoryframeworkandavoidingmoralhazard.A keyobjectiveoutlinedin theoriginal
AMC proposalwasto achievea cleanbreakfor the bank,with afull sde bringingNPL
levels down in a single shot and allowing its managemento focus on restoringthe
sustainabilityof the businessnodel.

We are not entirely convincedthat the proposalwould be so detrimentalto bank
funding, asthe warrantwould figure alongsideothercontingentiabilities in the balance
sheetof the bankand could be pricedfairly accuratelyif sufficientinformationon the
transferprocesss providedto investors.However,otherapproachesre possible.The
simplestway is to ensurea cleansaleat conservativericesthat may be belowthereal
economicvalue,but to accompanyhis with immediaterecapitalisationThis entailsfull
burdensharingat the point of sale but eliminatesuncertainty. The flip sideis that
uncertaintyis avaded at the expenseof crystallisingi n v e sancernsu@front. To
compensatéor this,apossibleupsidefor thebankcouldbeenvisagedif compatiblewith
Stateaidrules,in casethefinal salepricenetof servicingcoststurnsoutto behigherthan
the transferprice. This upfront solution could prove more challengingalsofor national
governmentswhich might haveto stepin if the bankis unableto raisethe necessary
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fundingin private markets.Alternative optionsinclude compulsoryinsurancepurchase
by banks,the provision of bonds(or tranchesof securitisedinstruments)}o banksin
exchangdor NPLs,with interestheldin escrowaccountauntil thefinal saleis completed,
andtheissuancef contingentconvertibleinstrumentgCoCos).

Also, an immediateburdensharingof the junior bondholderscould reducethe
incentivesfor banksandauthoritiesto proceedwith the transferof the assetslf, aswe
believe,thereis a failure in the NPL secondarymarket,junior bondholdersvould be
affectad without any possibility to benefit from the recoveryof the prices once the
marketsbecomedeeperandmoreliquid. Therefore somemechanism$ conversionof
bondsinto equity or write-up clauses could reducethe redistributioneffectandleave
someupsidealsofor thebondholders.

Thereis alsothe option of doing nothingandleavingthe responseo purely private
solutions.Onthelatter,however we notethatit doesnot facilitate therapid cleansingpf
the balancesheewf the EU bankingsector,which is clearlyneeded.Theinactionsofar
shows,in our view, that the public sectorinvolvementis necessaryA more attractive
alternatives thereforehe useof ablueprintfor nationalAMCs, wheretheschemevould
be appliedconsistentlyacrosscourtry butwith AMCs establishedt the nationallevel.

6. A common blueprint for national AMCs

ThequestionverwhetherasingleEuropearAMC would beappropriaters ablue print
for national AMCs appeardargely caughtup in concernsover mutualisation or risk
sharing,of legacyassetsand concernsaboutunnecessargentralisationof functionsat
theEU level.

The subsidiaritytest,a cornerstonef the Europearinstitutionalsetup, clearly allocate
theburdenof proofto thoseproposinghatcertainpoliciesarepursuedattheUnionlevel.

In their 1993report,Making Sensef Subsidiarity Beggetal®? proposehatcentralisation
is likely to bedesirablan the presencef two simultaneougailuresof decentralisation:

1 First, that noncooperativepolicy-making yields resultsthat are significantly
worsethancooperativgolicy-making;and

1 Secondthatagreementso cooperatavithout centalisingarenotvery credible.

They also ask that those proposingcentralisationare awareof the risk of diminished
accountabilityln the caseof NPLs it is clear that uncoordinatecand sometimesnon
cooperativepolicy making is not delivering the necessaryrogressin addressinghe
outstandingstock of NPLs, to the detrimentof the single marketeconomy. Moreover,
existingmechanismsor cooperationaswe haveatthe EBA, alreadyexistbut havenot
preventeda variety of solutions,anddifferentspeedof policy reaction,accordingto the

22 Making Senseof Subsidiarity:How Much Centralizatiorfor Europe?
Monitoring European IntegratidBy David Begandet alNovember 1, 1993
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preference®f nationalgovernmentandauthorities.So someform of centalisedpolicy
seemto benecessary.

Our original proposalwasdesignedspecificallyto avoidanymutualisatiorby tracingall
potentiallossedo the schemebackto nationalgovernmentsin the form of a guarantee.
On the contrary, potentialgainsfrom the schemewould be sharedby all contributing
governments.Nonethelessgeven this high level of protection against mutualisation
appeargo meetinsurmountablgolitical difficulties. Moreover,thedimensionof anEU
AMC andthe diversity of assetst would receivefrom variousMember States whilst
offering considerabladvantagesf economie®f scaleandcritical massfor stimulating
thesecondarynarketfor NPLs,would alsocreatetechnicalchallengesForinstancethe
different legal settingsin Member Statesmight imposethat the servicingfunction is
outsourcedo companie®peratingat the nationallevel.

Whilst we remainconvincedthata single EU-wide AMC offersthe bestoption for
cleaningup NPLsquickly andin the mostneutralmannerthe mostimportantobjectives
could be achievedalsoby developinga commonblueprintfor AMCs, to be established
at the nationallevel, underthe managemerandresponsibilityof local authorities. The
scorecardoelow compareghe benefitsof a Single AMC with a blueprintfor national
AMCs. Theseapproacheshouldbejuxtaposedvith thecounterfactualof doingnothing
andstickingwith the hodgepodgeof differing nationalapproacheghatarecurrentlyin
play, which do not conferthe advantagesetout herein addressinghe NPL problem
acrosghe EU bankingsectorasawhole.

A commonEU AMC would provide clarity on Stateaid rules and consistencyof
approachlt would in this contextenhanceredibility, alsoby removingany uncertainty
aboutpolitical interferencein nationalapproaches.A truly commonEU AMC would
alsoattractsignificantlyreducedundingcosts which would not materialisewith various
nationalapproaches.
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CommonCharacteristics Benefits EUAMC AMCblueprint
Funding approach + state aid | Clarityof approachto stateaidrules

application

Actualfunding Cheapeirfundingcosts / X
Entrycriteria Consistencycrosshe singlemarket / /
Dataandinformation Consistencycrosshe singlemarket / /
Pricingmethodology Consstencyacrosshe singlemarket / /
Timelinefor action Credibility / /
Managementand servicing Credibility / X

A commonblueprintwould however havetwo distinctbenefitsoveracommonEU
AMC. The first relatesto perceptionas it would dispel any misunderstandingbout
mutualisationof risk for legacyassetsacrosscountries.The seconds allowing greater
flexibility by countrydependingpn theindividual circumstancesBut thisin turn should
be setagainstthe tradeoff betweerflexibility onthe onehand,andconsistencyglarity
andcredibility ontheother.

In shorta commonEU blueprintfor national AMCs offers a reasonableub set of
benefitsof a singleEU AMC to achievethe objectivesof addressingnarketfailuresin
thesecondarynarketfor NPLs,makingit averygoodsecondestpolicy in andhastening
thecleansingf balancesheetf the EU bankingsector.

7. Conclusions

Our proposalfor an AMC aimsto addressnarketfailuresin the secondarynarket
for NPLs. It dealswith information asymmetryandtheintertemporapricing problemin
a way that, in our view, respectsexisting rules on stateaid and resolution, without
mutualisatioramongEU MemberStates.



The proposalkeepsshareholdersn the hook for economiclossesbut offers viable
banksan opportunityto speedilyremoveproblemassetdrom the balancesheetat an
efficientclearingprice,albeitwith somedilution of shareholderd thatpriceis eventually
notrealised.Theguaranteeprovidedby nationalgovernmentwhich is accompaniedy
warrantsto maintainsomeskin in the gamefor existingshareholdersavoid anyburden
sharingacrossMemberStatesandcontainshe moralhazardentailedby the Stateaid. A
moreefficient secondarynarketsin NPLsalsofacilitatessupervisoy pressuren banks
to reduceNPLs and hastensexit from the marketof banksthat are not viable under
efficient marketconditions.

An EU solutionto NPLs, eitherasa singleAMC or a blueprintfor nationalAMCs,
hasthe addedbenefitsof improving clarity for investorsandreducingfunding costs.It
couldcreateacritical massn supplyanddemandf NPLsto furtherfacilitatethe market.
As akey stepin the procesof repairfor the EU bankingsector,it will removeonekey
impedimento economiaecoweryacrosshe EU.
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A Role for Systemic Asset Management
Companies I n Sol-ving
Performing Loan Problems

byJohn Fell, Maciej Grodzicki#?®* Reiner

Abstract

The large stock of neperforming l@ans(NPLs) held by euro area banks
should be more swiftly resolved, while avoiding fire sales. We make a case
for a comprehensive European solutioambiningvarious NPL resolution
tools. Within the NPL resolution toolkitAsset Management Companies
(AMCs) may offer significant benefits by bridw inter-temporal pricing
gapsfor asset classes such as commercial real estate loans. We outline
elements of an EAwide blueprint for countrngpecific AMCs, including state

aid aspects, asset and participation rpetes, 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 neperforming 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 monetayy ploé 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 estnatvie been marked
with six countries still having NPL ratios above 18%sjgnificantlysoin some cases.

There are many reasons why the resolution of NPLs in Europe needs to be
accelerated. First, bank resouréesapital, funding, management attentimmd human
resource$ are tied up by assets that are not producing income while the scope for new

ZThe views expressed in this paper are exclusively those of the authors and do not necessarily reflect those
of the ECB.

24 European Cenéit Bank. Directorat&eneral Macroprudential Policy and Financial Stability.

25 These countries are Cyprus, Greece, Ireland, Italy, Portugal and Slovenia.
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lending to productive ventures is also curtad®Related to this, the high stock of NPLs

is associated with higher uncertainty about future bank profitgbiéading 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. Sueksexe indebtedness often
means that corporate investment cannot keep pace with the expected recovery in the real
economy?’ Moreover, keeping ovendebted and ultimately neviable firms alive by

not resolving NPLs in a timely manner generates artifarial 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 Bfms 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 countreand between asset classes.

As discussed by Constancio (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 dised 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 transactioruwtes 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, macroprudgal, or structural in nature. Appropriately robust supervisory
guidance as published by ECB Banking Supervision (ECB, 2017) is essential to improve
banksd6 management of the NPL probl em. But
reforms to enhance the remsies 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 thendesirable 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 discussiontleé possible impact of NPL resolution on bank capitad a
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 managenmé 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 algaaf banking
sectors suffering &m NPL problems. Examples include AMCs that were established in
the aftermath of banking crises in Sweden (in the early 183@s)<orea (in the late
1990s%° and, more recentlyn the euro area countries Ireland (2010), Spain (2012) and
Slovenia (2013).0ne 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.3°

The main function ok y st emi ¢ AMCs i s foothepntepvi de a
temporal pricing gaps which emerge whearket prices for NPLs and the underlying
collateral are temporarily depressebhis may happen because of heightened risk
aversion and a drying up of liquidity the marketbut, ultimately,market pricesecover
as economic conditions improveBridging this intestemporal pricing gapis
accomplished by removing a significant share of NPLs, usually belonging to a specific
asset class such as commercial real @stadm bank balance sheets and working them
out over a specified time horizon to maximise their recovery value. The transfer price
paid to banksby the AMC is usually set atloAger m ( 6r e al economi coO
avoidingthefire salesthat would resultrom NPL disposals into illiquid marketghere
therisk premia required by outside investors are unusually [8glelding banks from
fire sale conditions can be especially beneficial if several banks are attempting to resolve
their NPLs at the same timgystemic AMCs, in other words, can provide an important
coordination roleOther 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,inturn,hags posi ti ve i mpact on bankdos fundi

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 factoosilghbe present if an AMC is to accomplish its
objectives. First, AMCs tend to be best suiteddarticularasset classes, notably fairly
homogenous NPLs of a certain size, such as commercial real estate. Second, asset
valuations and the resulting transfeices 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 wedsigned governance structure, with a strong
mandate, is another essentiagredient for a successful AMC. There are numerous

28 See Jonung (2009) for an account of the rationale for the AMC id&wand its role in the management
of the banking crisis.
2 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 ar ebarfksd., Groingiwhatti g
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 s@érpetiating 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 authoritiepursue sound macroeconomic and financial policies.

3. The merits of a blueprint for national AMC

In the EU the scope for establishing systeide, governmensponsored AMCs
is restricted by the EU legal framework governing state aid to the financiaf,s&s 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 Commissiéh regulate the participation of governments in AMCs.eTh
complexity of these rules and their interplay is one of the reasons for developing a
blueprint for systerwide, governmensponsored AMCs in the EU. Besides clarifying in
detail how such AMCs would need to be designed in order to be compatible withl the E
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 @vell, outside of
resolution measures, only if a stress test identifies that a bank needs additional capital to
ensure its solvency underacsa | | ed adverse scenario (O6prec
and if this capital cannot be fully obtained from ptévaources. 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 concerndidred
measure$ AMCs as well as asset insurance scheimas part of the crisis management
toolkit which can be used under certain conditions, in parti@ular

1 Transfer pricesof NFds houl d not exceed their oOre

1 The oOreal economic valued should be
valuation eercise following a methodology that is compliant with the requirements of
the European Commission, and;

1 Bank capital losses resulting from the transfer of NPLs to an AMC should
be sharedamong equityholders and subordinated creditors of the conceraallsh

31 See Communication from the Commission on the treatment of impaired assets in the Community banking
sector (O0Itmp Liormendi nAssaée i onod, 2009/ C 72/ 01) and Commu
the application, from 1 August 2013, of State aid rules to support measures in favour of banks in the context
of the financial <c¢risis (6Bankpilnl§y Communi cationd),
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 capeals
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 countsieurrently facing a high NPL stock. Should the AMC
become part of the general government sector, its liabilities may incireasene cases
already high public debt levels. This may, however, be avoided if the AMC is majority
owned by private parties drthe risks related to the underlying assets are not borne by
the government®

Figure 1: I nterplay between BRRD an
AMCs
Bank balance sheet in a stress test exercise Impaired asset measure and NPL valuation
Reference date Baseline scenaric Adverse scenario NPL in the bank NPL in the AMC

Equity Capital target -
baseline scenarig

Capital
shortfall
Gross book val

Provisiong

Net book valu

Equity

Real economic val
Junior Junior
Junior debt debt debt

Transfer

Senior Senior
debt debt

Senior deb Estimated market val

v

Precautionary
recapitalisation
budget

= {Remaining precautionary recapitalisation budget - possible othe

Note the illustration shows a hypothetical case where the precautionary recafitalizidget is highe
than the state aid envelope and the remaining precautionary recapitalisation budget may be usec
kinds of aid. This illustration abstracts from the use of junior debt to offset possible state #ié
capital shortfall

33See 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®$tate.
The main issues to consider in this conterd he 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-consdry nature, taking
the interconnectedness betwdbe various issues, international best practice and the
legal constraints described above into account. Obviously there is a need to adapt this
O0bl uepr i n-spécific cocurastancestas appropriate.

4.1. Asset perimeter

The first consideration lates to the assets to be transferred to the AMElven
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 mmercial 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 workouttoo many assets within a relatively short period of time, in particular
if they are insufficiently homogenod&Moreover, limiting the size of the AMC helps
mitigating funding and capitalisation challenges.

Only assets above a pdetermined gross book @ 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 émkibg system to a (partially) nen
performing debtor are transferred to an ANC.

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 agpigeritical mass of assets.
Purely voluntary participation may result imaction, on account of firghover

34 A poorly designed AMC may, however, increalse tisks 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 sysidnteasify
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 ecoraidg macrefinancid 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 sucHedbtor level approach is warranted. A debtor may have an NPL with
one bank, but performing loans with another. By takingohthe outstanding debof a specific debtor
subject to the perimeter of the AMC, the positions may be quickly resolved.
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disadvantages, or cherpjcking of NPLs by participating bank$he authorities should
thus introduce incentives to transfer the assets, beotigh moral suasion, supervisory
(macrcor mi croprudential) or accounting measul

Only banks holding significant exposures to the asset class(es) captured in the
asset perimeter should participate, whilst level plgyiald 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 workedt by othe 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 gpiire 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
establishedn 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 particulagathe le
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 shotiro&t=sl real
economic valué®

The valuation should include a viability test on the underlying assets and debtors.
Such atestwould identify assets that need to be liquidated rather than transferred to the
AMC for recovery, andvould inform the future corse 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 spade public-private partnership model, with the

38 |n practice, this is captured by a risk premium included in the discount rates. For example, NAMA used
the Irish sovereign yield curve with a mauwg of 170 basis points to discount future cash flows for the
purpose of establishing real economic value. See Paaagh 71 of the European Commi
in case N725/20009.
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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 gig 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 | osses on t
and rewards fronthe 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
t hat ités overall Ssize remains constrainec
perimeters mationed 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 liquidiky Tikis
can be achieved by issuing governmguaaranteed senior bonds which can be used as
paymentin-kind to purchase NPLs from banks. Senior bonds may be-datad (one
year), with restrictions on transferability and an implicit-ater guarantee, tamitigate
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 cag®/-case bas.>® This may further expad 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 aml 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 decisiemaking bodies as well as its transparency and accountability
rules. Historical experience suggests that AMCs should be free from political interference
and bulgetary 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 coreamdate 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 (fornegle, avoiding the transfer of loans to
stateowned 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 overhesaaf 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 rkat, governments should implement necessary reforms
to facilitate the builelp of the servicing industry.

5. Other elements of a comprehensive approach to NPL resolution

Besides robust supervisory oversight of AMCs, three additional approaches
should beconsidered when designing comprehensive, multifaceted approaches to deal
with large systemic NPL stocks; NPL transaction platformsneestment schemes and
liquidation vehicles (see Figure %).

An NPL transaction platform has the potential to delivensof 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 dugeince purposes. The platform
should be enabled with uniform, standardised legal, documentation and transactional
services. ldeally, 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 reswiutt 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, smatfticket retail exposures may be best worl@d 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 knoade¢dgeother 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 acomprehensive approach to NPL resolution

On-balance sheet

Internal workout
workout by originating bank; includes various restructuring options

Asset protection scheme

risk-sharing agreement to limit further losses, usually state-
backed
usually short horizon; potential losses large but with low
probability

Securitisation & synthetic securitisation

an alternative to outright sale; partial risk transfer only
possibly with co-investment by the state

Asset management company

complete separation of asset from originating bank, often state-
backed
usually long horizon; large losses typically already realised

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
Off-balance sheet

Source Fell et al. (2016).

The advantages of such a platform are significant and the platform is likely to
have adiscernible impact on market prices for NPLs by reducing information
asymmetries. As the valuwé NPLs would become clearer, the rate of return expected by
NPL investors would be expected to decline. Furthermore, investor costs, including, for
example, shoéeather costs can be reduced, through standardisation of data and
processes, and the consiliion 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, sucls aorporate 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 relatioio 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 beovercome. At the same time precedent for such a platform already exists in
the EU, in fact with a rather similar rationéfe.

41 The ECB led an initiative to improve transparency in ABS markets by requiringplelaninformation
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/&lanitiative
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Fell et al. (2017) make the case for appropriately structuredneestment
instruments, where the stateiovests, at marketonditions, with NPL investorsiaving
the capacity to address information asymmetries inoéntivise states to implement
necessary structural reforprthis may,in turn, partially address wide bidsk spreads.
Throughrisk-sharing andby reducing the cdf 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 NPLavestment
structures are particularly effectiia 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 pladsibhat some loangxtended toSMEs as well as
householdshave little recovery value beyottide collateral. Given the time and costs of
recovery, and the potential for some collateral to be of limiteshle value, orderly
liquidations may be requireBanksi as well as AMC$ 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 Eurape Union calls for urgent policy action.
Although significant and necessaryrogress has been made by microprudential
supervisors in improving NPL measurement and management by banks, this is unlikely
to be sufficient on i tthe droad rmmge of NALIresolu@on t i cl e
options available to banks and policymakers, as well as some desirable extensions of the
existing toolkit.

In particular, systerwide national AMG may contribute to apeedyreduction
of large, systemic NPL stocks in iEpe. 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 substantenefits and provide an important
complement to more standard NPL resolution options such as internabutcakd direct
NPL sales. Other tools which should be developed to allow a more comprehensive yet
countryspecific, bespoke approach to dealinghwaystemidNPL problems include an
NPL transaction platform, emvestment schemes and liquidation vehicles.

It is very important to keep in mind, though, thatalthese tools can only be
successful if they are supported by appropriate legal and adrative framework
conditions that facilitate debt enforcement and access to collateral, and by sound
macrofinancial policies which help to promote economic recovery.

established specific lodny-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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A Strategy for Resol vi
Problem Loans

by Shekhar Aiyar, Wolfgang Bergthaler, Jose M. Garrido, Anna llyina,
Andreas (Andy) Jobst, Kenneth Kargmitriy Kovtun, Yan Liu, Dermot
Monaghan, and Marina Moretti

Abstract

Persistently high neperforming exposures (NPLs) in several European countries
pose significant challenges to financial stability and are likely weighing on credit
growth and econoim 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 ded to accelerate balance sheet clgan(1)
intensified banking oversight, to incentivize wra#f or restructuring of impaired

loans, including fostering more conservative provisioning and -biowund
restructuring tar get s enbancedirmsoMersyyand\Ndeldt port f ol |
enforcement regimes, and more developedobaburt 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 gileppith large stocks of impaired assets
almost a decade after the onset of the global financial cfises.deep and prolonged
economic downturn has weakened borrowerso d
borrowers that were overleveraged, legdio an increase in loan defaults and large
corporate and household debt overhamd3Ls in the European Union (EU) stood at
about 01.1 trillion (or ov-<R0l6, Soregtlean dowblet of t
the level in 2009. Ten EU countries regied NPLs of ten percent or higher as of June
2016. Asimilar number of noiEU countries, mainly in central, eastern, and southeastern
Europe (CESEE) experienced peak NPLs above that thréshidié NPLs are mostly
concentrated in the corporate sectotabty in SMEs, which contribute almost tviloirds
of Europeb6s output and employment, and tenc
large firms.

42 International Monetary Fund.
43 Differences in definitins complicate comparisons of NPL ratios across countries. The EBA introduced
new definitions of notperforming 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 writeffs, with only a handful of countries showing lower NPL ratios at
mid-2016 compared with their pestisis peaks. While economic conditions have
gradually stabilized across Europe, NPL ratios continue to increase in some stressed
economies, albeit at a slowpra c e . Given the need to suppo
recovery, quickly resolving NPLs to promote new lending is of -Grder
macroeconomic importance.

2. Macro-financial implications of high NPLs

NPLs influence bank lending through three interrelatesy channeld
profitability, capital, and funding. Bank profitability suffers because high NPLs require
banks to raise provisions, which | owers net
do not usually generate income streams comparable to perforssatsaNPLs, net of
provisions, also tie up substantial amounts of capital due to higher risk weights on
i mpaired assets. Deteriorating balance shee
risk and lower expected revenue streams. Together, thesesfegsult 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 costslesmadliess. Empirical
analysis generates similar findings for a sample of CESEE banks. A growing literature
on the macrdinancial effects of NPLs finds a robust relation between higher NPLs and
weaker credit and GDP growth, with causality going bothwBys.n k s 6 reduced | e
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 attezage,
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. Analysisusingfilnev el data shows that mtirmsd e
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 matiginbe
allocated to debt service. This also implies that their demand for credit is weak, which
further weighs on banksdé profitability and
impaired assets. Thus, when NPLs are large and persistent, thelilkely 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. Obstacks to NPL resolution

In 2015 two IMF surveys were conducted of European countries and*banks
where the aggregate NPL ratio exceeded 10 percent during ZIB8 These revealed
some common themes on structural obstacles to NPL resolDgfiniencies in tk 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 supervisiotWhile bank capital buffers were fourtd be of medium
concern, collateralelated 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, capacitgpts to deal with NPLs on a

large scale, and tirAgound 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; legt@® much room for judgment;

lack of specificity on writeoff modalities; accrual of interest income from NPLs; and

lack of guidance on collateral valuation.

2. Legal obstaclesAlthough many countries had overhauled or upgraded their
insolvency regimes, ferms 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 o#kird of surveyed countries. Worrying findings include

the slow and incondisnt 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 market§he survey found there arew 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 NRirsalued 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 obstaclesRules 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
restructuringsuch 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

“eKS aO02dzy (i NE pletddhip®® &cuntrizdiBania) Bognia anderzegovina, Croatia,
Cyprus, Greece, Hungary, Iceland, Ireland, Italy, Latvia, Lithuania, Macedonia, Montenegro, Portugal,
Romania, San Marino, Serbia, SloveaiaSpaih ® ¢ KS aol y{1 &adz2NDSDaénks ¢ & O2YLX S
(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 obstaclesSome countries impose restrictions on deducting
provisions and chargeffs for income &x purposes, thus disincentivizing NPL reduction.
Others lack loss carprward 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 specifiproblems 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 interlinkaith difficulties in
one area compounding challenges in other areas. Empirically the sapaeted severity
of structural obstacles tends to be associated with worse NPL outcomes.

4. Tackling high NPLs

A comprehensive strategy for NPL resolution inrépe 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 atz@s®rmation.

1. Supervisory oversigrghould 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 writeff practices, it should halt accrual of intstréor loans past

a set delinquency threshold, and introduce {mend writeoff requirements for
uncollectible loans where legally allowed; (2) collateral should be subject to enhanced
supervisory scrutiny to ensure accurate valuations (reflecting chaimgenarket
conditions, cost of sale, and delays in realizing proceeds) and require periodic valuation
by independent experts; (B)icro- and macroprudential measures should be applied as
necessary, such as tirbeund targets for resolving NPLs and inciegsrisk 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 internahdRagement 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 enforcemeiihe legalframework should consist of both
legal tools designed to facilitate speedyamd outof-court solutions and an adequate
institutional framework (including courts and insolvency practitioners) to support the
consistent, efficient, and predictable impleation 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 hylt 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 gt preclusive deadlines, and to introducauetions 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)
eliminaie supeipriority 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 masketdd be enhanced by:

(1) enablingspecialist NPL servicing and legal vkout agencies to participate through a
licensing and regulation regime for nonbanks.iproving access to timely financial
information on distressed borrowers, collateral valuations and recent NPL (&les;
facilitating structured finance transactiahsit 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 disssions, foster specialization, and exploit economies of
scale. Public AMCs would need to have strong governance and be compatible with the
EUOs state aid rul es.

4. Additional supportive measurehiould include: (1) centralizing and improving
public registersCredit 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 provisien, write
off, and sell collateral and encourage debtors to accepting debt restructuring -affwrite
deals.

In cases where NPLs exceed a systemic threshold, governments shiosider
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. oArdinated 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 andupporting 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 writeoff rates hinder necessary corporate restructuring and prolong the debt
overhang, depressimgedit 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 supervision2) insolvency and debt enforcement reforms, and (3) the
development of a distressed debt market. Since European banks operate across multiple
jurisdiction® both within and outside the euro adea successful NPL resolution
strategy will require close cadination between EU, euro area, and national competent
authorities.
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utilitrzing AMCs to Tacl
Legacy NonPerforming Loans

by Emilios Avgoulea® and Charles Goodhaff

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 ecesnoim

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 coubtryed or Pan

European Asset ManagenteCompanies (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 lexemarket

transparency within the EZ have led to the dismissal of the idea by the

European CouncilThis article discusses the merits and shortcomings of

AMCs in tackling NPLs and proposes a comprehensive structure for-a Pan
European fAbad alyaingdemcedwcounthy subsidiaties to

ensure burden sharing without debt mutua
structure intends to resolve a host of governance, valuation, and transparency

probl ems that would other wiAdsethsaurround &
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 rhade even more
pressing the tackling of legacy Né&terforming 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 E C B GdmpddimenetEZ e st i ma
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 radiegs 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 countrgsed or Paiuropean Asst Management

45 professor (Chair) in International Banking Law and Finance, University of Edinburgh.
46 Norman Sosnow Professor of Economics (emeritus), LSE.
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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; EnriaH0ief,
Quagliarello 2017; ECB 20)6For their proponents, AMCs offer the fast and most

radical remedy for Eurozoneds NPL probl em.

of debt mutualisation within the EZ, and the structural and legal questions surrounding
the possible establishment of a Hauropean or countrpased AMCs, dd to the

di smissal of the idea in theAprE20OFI N6s i nfor

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 te &€k
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 thespetioesto 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 paebtor bias: ths is a shortcoming that is gradually
being remedied through the introduction of-oficourt 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 cetotrgunty
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 tras par ency whi ch, first,
lemon®*’ 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 (gf) factors above hich 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 offspossibly triggering the baih process under
the BRRD (Avgouleas, Goodhart 2016);

(e) EZ b a n prefi@abilityowhich, in turn is partly due to the burden NPLs place
on bank balance sheets, a sluggish macroeconomic environment, afddwiltra
interest rates. Under these conditions there is little, or no, prospect of
accumulating sufficient retained fitdto absorb losses from the writing down of

NPL values.
These structural obstacles are complemented by the constraints posed by the EU
State Aid | aws and the EU Bank Resol uti

complete prohibition of making availabpblic funding to an ailing bank, including

47 Akerloff (1970).
48 For a very comprehensive exposition of this problem see Bruno, B, G. Lusignani, and M. Onado (2017).
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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 bad have taken place first.

The interaction of these structural obstaclestaedBRRD 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, ltaly)kbmanagement 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 baiksb@oluld give rise
to.

In the remainder of our note we figet out in summary the key benefits and costs
for using countrybased or Pakuropean 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 Resdtution 7 Pros 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 cycégnefved bank credit,
strengthened economic growth, and increased bank profitability has often worked
mi racles for NPL resolution andSuchhe f i neg
burden sharing and attendant financial engineering has been successfully
enployed 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 AMCO6s portfoliogenaanprei ses ¢
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 emnomies of scale vi&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 implemenbtieo 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 crgsand the Asian financial crisis proved to be a success. On the
other hand, the poR008 experience in Europe has been more mixed. From the three
countries that have used fibad bankso only |
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final value recovery anthat 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 isstiemostly relating to a fear of cherry pickinor 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
the challenges of Chinese scheme);

(b) limited transparency and uncertainty about the quality of bank disclosures and due
diligence can give rise to a fimarket for

(c) asset valuatioin the choice of measures to be employed to calculate NPL value,
e.g., market value, book value, net book value, or-teng 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 visxvis 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 which party will absorb any losses on liquidation and

winding up.

Inaddt i on, bank managementds and owner so
since regulatory fAcoerciondo may not be abl
without running the risk of firesales. Eith

or itis forced to sell. While the latter may be achieved through a host of supervisory tools
attached to the bank recovery and resoluti
early intervention regime, a less enforced approach may secure higher magset@inic

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 obviousgsbe

than happy to cooperate willingly. Of <cou
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 baih possibly to more than one bank, a feared prospect for
regulators due to the capacity for systemic disruption when NPLs are spreadwidtem

or anticipated problems to fund the bank pesilution.

Bank management can be incentivised to sell if the price is closer to net book
value, book value ex provas, 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 acean break for the banko6és balance she
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 andavoid 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

I n the absence of willing buyers at pric
estimations of the assetdés value, all recorm
current environment of low bank profitabilityould 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 condWe believe that this gap between expectations
for rapid NPL resolution in the EZ and reality can be bridged through a specially designed
AMC scheme.

AMC:s, in general, have an encouraging record in tackling NPLs, notwithstanding
the distributional coneas 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 worlout such credits, AMCs also offer the distinct advantage of
offering economie®f 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 pdaropean bad bank could ensure
diversification of losseand peer pressure for the rapid resolution of NPLs. At the same
ti me, we acknowledge that t he HAmarket for
country to country and legislative reform is not sufficient to resolve it. In addition, costs
of recovery can baneven on a country by country basis, preventing the formation of a
fully-fledged ParEuropean 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 essgally 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 ideean provide the best solution to the EBU -tehk
conundrum.
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