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Tackling the problem of non-performing loans (NPLs) in Europe

As the trade body representing Europe’s wholesale financial markets, the Association
for Financial Markets in Europe (AFME) has a strong interest in debates concerning
high levels of non-performing loans (NPLs) in the European banking sector.

Though the majority of Member States are not currently affected by excessively high
levels of NPLs, AFME agrees that the negative effects of high NPL ratios where they
occur can pose risks of cross-border spill-overs in terms of the overall economy and
financial system of the EU and alter market perceptions of the European banking
sector as a whole, and particularly within the Banking Union. The continued high NPL
ratios affect bank profitability and capital build-up in the EU financial system, thus
holding down credit growth and economic activity.

AFME therefore supports the development of a strategy to address the issue of high
NPLs even though many European banks, including AFME members, already have
proven NPL strategies and management processes in place. This is demonstrated by
the downward trend in the cost of risk (loan loss provisions/average gross loans) and
NPL ratios and volumes?! for Tier 1 SSM banks over the past years2.

As policymakers consider additional EU level actions, we therefore recommend they
be appropriately targeted. We caution against pursuing unduly far-reaching
measures which could be duplicative and costly for firms that are currently
successfully managing NPLs, without necessarily adding value to their business or
the resclution of the broader Eurozone NPL problem itself.

1 According to EGB data for euro area banks, the NPL ratlo of small-stzed banks (asset below €30bn) stood at 15% In 2016 compared to below
5% for large banks (assets above €300bn) and for GSIBs. Most recently, non-perferming loan volumes for euro area GS18s have decreased from
€26B8bn in 2Q16 to €241bn in 4Q16, while for smaller banks (with assets below €30bn) have increased by €7.9bn during the same perlod.
z Thomson Reuters Elkon. The weighted average cost of risk for 10 Tier 1 55M banks has declined from 1,3% in 2012 to 0.7%: in 2015
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The NPLs problem raises two issues which must be clearly distinguished: on the one
hand, the legacy assets accumulated in banks’ balance sheets, in some specific
jurisdictions, and, on the other hand, the flow of new NPLs and its processing. These
different issues call for targeted solutions. By way of example, measures to develop
secondary markets for distressed debt may take some time to implement and could
be more targeted towards new flow of NPLs; other solutions, such as the
establishment of AMCs at national level, may be more appropriate to deal with legacy
assets. The need for any additional supervisory measures to prevent/control new
NPLs should be very carefully assessed in view of existing supervisory powers.

Below we briefly present our views on potential initiatives to address the NPLs
problem. Additional views are provided in the annex.

SSM supervised banks are currently in the process of implementing the recently
finalised SSM guidance to banks on NPLs. Before any additional measures are taken
at EU level, it is necessary for this process to bed down, and for the SSM to have
sufficient time to carry out its reviews of banks' approaches in the framework of these
new guidelines, reflect these in its assessments of banks' risk profiles (through the
Supervisory Review and Evaluation Process) and in their resulting capital
requirement decisions (Pillar 2). In particular, we note that supervisors already have
wide-ranging powers to address perceived deficiencies in the banks they supervise.
At this stage no case has been made for a need to introduce any additional
supervisory tools that go beyond existing powers in the CRD/CRR.

Moreover, while it may well be appropriate to introduce similar supervisory
guidelines on NPLs to institutions throughout the EU, we caution against the high risk
of duplication and possible conflicts between any future work that may be carried out
by EBA with respect to the EU as a whole and the existing SSM guidelines.

Among the solutions that can contribute to addressing the issue of new NPLs, we
believe that deeper secondary markets of NPLs can contribute to better management
of banks’ NPL portfolios.

The volume of NPL secondary market transactions continues to be low compared to
the outstanding amount of NPLs, with around EUR 80bn in 2016 in market
transactions (against EUR 1tn of NPLs in the EU) with most activity traded in the form
of NPL portfolio sales and to a lesser extent as NPL securitisations.

We believe that the impediments to a more active secondary market converge around
the following themes:

i) quality of and access to data on NPLs and their underlying assets;
ii) quality of judicial, legal and insolvency frameworks;
iii) subdued securitisation market;



iv) lack of licensing and regulatory regimes to enable non-banks to own and
manage NPLs and enlarge the market of potential investors;

v) tax disincentives relating to the transfer of NPL portfolios and loan loss
deductibility;

vi) lack of economies of scale for small banks, heterogeneity of loans and
possible role of AMCs in that context;

vii)  costs of recovery/servicing;

viii)  other regulatory disincentives - e.g. see comments on bank capital issues
in the annex below.

More broadly, the Capital Markets Union project can play a major role in dismantling
financial market barriers, deepening secondary markets and improving access to
finance for smaller businesses, all of which would help in tackling the issue of high
NPLs. In particular, we hope that significant progress can be achieved during the
Estonian Presidency on the proposed Directive on preventive restructuring
frameworks and second chance, which is a crucial measure in this context.

High NPL ratios and volumes continue to hold back the capacity of the European
banking sector to support economic recovery. AFME stands ready to work with EU
policymakers and the Estonian Presidency on well-defined solutions to address this
multifaceted, problem.

A

Simon Lewis OBE
Chief Executive

cc:  Vice-President Valdis Dombrovskis, European Commission
Roberto Gualtieri MEP, Chairman of the Economic and Monetary Affairs
Committee
Thomas Wieser, President of the Economic and Financial Committee and
President of the Eurogroup Working Group
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This annex summarises AFME’s initial views on potential measures to address the problem of NPLs.
These key policy areas include: i) improving creditor rights and insolvency frameworks; ii) secondary
markets for distressed debt; iii} supervisory guidance & bank capital; and iv) other structural features of
the banking system. The table at the end of this annex provides initial views on specific proposals
considered in the Report of the FSC Subgroup on Non-Performing Loans.

Insolvency reform

More efficient restructuring and insolvency frameworks can contribute in a significant way to the
efficient management of defaulting loans, including through secondary market solutions (e.g. reducing
time to recovery) and help to avoid the accumulation of such loans on banks' balance sheets.

AFME believes that further harmonisation of minimum insolvency standards across Europe, as set out in
the proposed Directive on preventive restructuring frameworks and second chance, would help to
facilitate more predictable and orderly outcomes for corporate restructurings. We fully support the
proposed Directive, which is a key step in developing a single market, as well as an important component
of the Capital Markets Union.

However, we note that there are areas where the proposed Directive does not go far enough, or for which
further clarifications or explanatory provisions may be necessary, including:

¢ creditor rights: it should be clear that, under appropriate circumstances, creditors with a remaining
economic interest are able to structure and propose a restructuring plan for a viable debtor;

* in the context of new and interim financing, the ranking of, and protections for, secured creditors
remain unclear and in some cases may be unduly prejudiced by the proposed Directive - the ranking
is not sufficient to provide adequate incentives for creditors (banks) to continue granting new and
interim financing;

o the proposed Directive should provide guidance on how to distinguish a “viable” company from a
"non-viable” company and who should make such determination;

¢ early warning tools: we believe that it is unclear how these tools should work in practice; therefore,
it would be important to specify how third parties could contribute to detecting financial distress in
a company;

¢ debt discharge procedures: Member States with procedures should retain a degree of flexibility on
the conditions under which debt discharge can be granted.

In this context, we also support the European Commission’s announcement to launch an impact
assessment with a view to considering a possible legislative initiative to strengthen the ability of secured
creditors to recover value from secured loans to corporates and entrepreneurs. We also welcome the
future publication of the Commission’s benchmarking exercise to shed light on the features of
enforcement/insolvency systems which contribute to better/worse ocutcomes.
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Secondary markets of NPLs

Deeper secondary markets of NPLs can contribute to the acceleration of the NPL adjustment process as
banks continue internal processes towards restructuring their NPL portfolios.

The volume of NPL secondary market transactions continues to be low compared to the outstanding
amount of NPLs, with around EUR 80bn in 2016 in market transactions (against EUR 1tn of NPLs in the
EU) with most activity traded in the form of NPL portfolio sales and to a lesser extent as NPL
securitisations (only EUR 155m issued in 2016). According to the EBA since 2013 NPL transactions
{including securitisation) were recorded in only 13 out of 27 European countries surveyed.

Several proposals have been made to address current impediments to the development of secondary
markets for distressed debt. The proposals have challenges of their own, which are summarised in the
table at the end of this annex. Secondary markets of NPLs are fairly opaque and there is little evidence
about their operation and policy impact in Europe.

As announced by the European Commission in the CMU mid-term review, we very much welcome the
launch of a public consultation on potential EU action in areas such as loan servicing by third parties and
the transfer of loans, including to non-bank entities.

Supervision & bank capital

The European Central Bank (ECB) published on 20 March 2017 its final guidance introducing “measures
processes and best practices for banks when tackling NPLs". The ECB intends for the guidance to be a call
for action for SSM banks to implement “realistic and ambitious” strategies for NPL reduction, and at the
same time to address governance and risk management issues.

The implementation of the guidance is non-binding for banks. However, the ECB expects banks to “fully
adhere to the guidance in line with the severity and scale of NPLs in their portfolios”. The ECB alsc intends
the guidance to form part of the day-to-day supervisory dialogue with banks and will be taken into
consideration in the "SSM regular Supervisory Review and Evaluation Process (SREP) and non-
compliance may trigger supervisory measures” (potentially triggering additional capital requirements
under the Pillar 2R assessment for SSM banks).

AFME, through its Special Committee on European Supervision (SCES), contributed to the ECB's
consultation process. In its response, AFME acknowledged that the ECB has observed varying practices
between SSM supervised banks with respect to the “identification, measurement, management and write-
off of NPLs” and is thus seeking to provide guidance based on best in class examples of how NPL practices
should be carried out most effectively.

However, AFME’s membership includes banks which have already identified problematic NPL portfolios,
put NPL strategies in place and are actively managing their NPL portfolios. They already engage with and
report extensively to their supervisors on these matters. Their approach to NPL management has proven
to be effective, as is shown in the downward trend in their cost of risk in recent years.

The draft guidance was deemed to be extremely detailed and far-reaching and may suggest that the ECB

will require the introduction of new processes, reports, organisational changes and IT adjustments
regardless of whether a firm already has sound NPL practices in place.
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As such, its implementation could be duplicative and costly for firms which are successfully managing
NPLs, without necessarily adding any value to their business or the resolution of the broader Eurozone
NPL problem itself.

Moreover, from a risk perceptive, there are disadvantages in asking firms to replace their proven NPL
processes with new practices; such outcomes could be counterproductive and disruptive. We also note
that outdated regulatory requirements should be reviewed. The CRR's Article 181 paral(a) requires all
defaults to be used in the LGD development sample. As this is a Level 1 requirement, the EBA is required
to perpetuate it in its Guidelines on PD and LGD estimation. This implies that data that is no longer
representative of a bank’s portfolio, for instance because there has been a disposal of NPLs, but must still
be used to estimate LGDs. LGD accuracy and the banks’ capital requirements will therefore be negatively
affected. The CRR2 legislative process is an opportunity to correct the Level 1 text for such instances,
thereby allowing the EBA to adapt its guidelines accordingly.

Structural features of the banking system

Europe’s banking system remains fragmented, with 6000 banks in the Eurozone alone. In broad terms,
Europe’s banking system has structural over-capacity, low profitability and is slow to adjust and
consolidatel. The NPL problem is particularly evident among smaller banks. Smaller banks may lack the
resources and reach necessary to diversify their credit exposures, manage their NPL portfolios efficiently
or to lay them off in secondary markets. Such fragmentation may also make it more challenging to attract
capital which could be deployed in enabling a speedier reduction in NPLs. Put simply, fragmented
markets add a layer of complexity to the management of NPL portfolios.

A key structural component of the banking system are the rules on bank recovery and resolution, where
authorities have made extensive progress in addressing the potential fallout from the failure of
systemically important banks. Europe now has the framework and tools to deal with the failure of banks
without resorting to taxpayer funded bail-outs or threatening financial stability through disorderly
liquidation. The Bank Recovery and Resolution Directive (BRRD) implements the Financial Stability
Board’s international agreed Key Attributes of Effective Resolution Regimes for Financial Institutions. In
this context, it is important that any approach to deal with NPLs is consistent with the recovery and
resolution framework.

! See for example Mario Draghi speech to ESRB Annual Conference, September 2016:

https://www.ecb.europa.eu/press/key/date/2016 /html/sp160922.en.html
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