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 Summary 

The European Commission’s latest proposals for addressing the European  NPL crisis are, mostly, a step in the right 

direction:

•	 Tighter rules on the recognition of non-performing loans have been long overdue. By imposing a legal backstop on 

banks, forcing them to acknowledge – and provision for – problem assets, the Commission’s proposed amendment to 

the CRR1 could play a role in preventing the excessive build-up of NPLs in the future.

•	 The extent of under-provisioning identified by the Commission and the ECB2 highlights the need to hurry along the 

adoption of  IFRS 9 provisioning rules and confirms that the generous transition arrangements currently granted to EU 

banks by the legislators3 leave Europe exposed to a known, substantial risk to financial stability.

•	 The NPL crisis should serve as a reminder that European banks’ capitalisation 

levels are, in many cases, still not sufficient to absorb the effects of a lengthy 

economic downturn. Bank capital levels need to be further strengthened and banks 

that cannot be restored to health should be allowed to exit the market, either by way 

of a merger or sale or under the BRRD framework.4

•	 Finance Watch cautions against promoting solutions that allow banks to solve their 

NPL problems once again at taxpayers’ expense, e.g. by selling them to taxpayer-

funded vehicles, possibly at inflated valuations, or by passing on their risk to 

capital market investors in a non-transparent and unsafe way through structured 

debt transactions (securitisation).

•	 We agree that a well-functioning, transparent and professional secondary market 

for NPLs could be an important part of the solution provided it does not undermine 

credit standards or lead to aggressive and inappropriate enforcement actions. 

Harmonised rules for NPL investors and credit servicers should be conducive to 

this effort. This market, and all actors in it, need to be properly supervised, however. 

There is no need to create yet another regulatory regime for (non-bank)  credit 

purchasers and  credit servicers. Entities that buy and manage NPLs (or other 

loan portfolios) for their own account are conducting investment business and 

should be regulated under existing frameworks, i.e. MiFID II,5 AIFMD6 or Solvency 

II.7 Entities that manage NPLs on behalf of credit purchasers should be considered 

as providing ‘ancillary services’ under MiFID II.

•	 We are concerned about the impact that a single EU secondary market for consumer 

NPLs could have on distressed borrowers. It is therefore essential that high levels 

of consumer protection in debt collection practices are included in the proposal to expand the secondary market 

for NPLs.  

•	 Legislators should consider the Directive’s impact on bank competition and culture to ensure that it does not harm 

relationship banking, weaken underwriting standards, or distort competition between different types of credit provider.

•	 Member States’ legal regimes for the enforcement of contracts, in general, and loan debts, in particular, need to be 

harmonised and strengthened to reduce the duration and cost of proceedings while preserving high levels of protection 

for debtors, in particular vulnerable groups such as private households and micro-enterprises. Both should be exempted 

from the proposed accelerated extrajudicial enforcement of collateral. Proposed legislation to harmonise insolvency rules 

and introduce debt restructuring procedures (‘second chance’) for businesses, particularly SMEs, should be advanced.

•	 There are currently no common minimum standards in the EU for dealing with the over indebtedness of individuals and 

households: personal bankruptcy and ‘second chance’ procedures are not available in all member state and few 

countries have data on successful second chance proceedings.8 Finance Watch would encourage the EU legislators 

to extend their ongoing initiative on the harmonisation of insolvency proceedings and ‘second chance’9 to introduce 

common principles for personal bankruptcy, and ensure that the proposed directive is implemented together with this 

extended ‘second chance’ package.10

Definitions

Non-performing loan (NPL) – 

according to the EBA’s definition a 

loan is deemed ‘non-performing’ 

when it is:

•	 90 days past due; or

•	 unlikely to be repaid in full 

without realisation of the 

collateral, regardless of the 

existence of any past-due 

amount or of the number of days 

past due; or

•	 considered in default 

according to Art. 178 CRR 

or  impaired according to 

the applicable accounting 

framework.

Non-performing exposure (NPE) 

– includes, in addition to  NPLs, 

assets that a bank has acquired 

as a result of taking control of 

the collateral of an NPL (e.g. by 

foreclosing on a property).
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 1– Introduction 

As Europe emerges, slowly, from the wreckage of a series of financial 

crisis and economic crises that have rocked the continent, in particular 

its Southern edge, since 2012, its financial system continues to grapple 

with the aftermath. After spending years in denial policymakers woke up, 

towards the end of 2016, to the realisation that European Union banks 

had piled up a staggering € 1 trillion of NPLs. The slow rate of progress 

since then11 has prompted the European Commission to announce, on 14 

March 2018, a package of measures intended to harmonise the approach 

towards NPLs across the EU and to speed up their resolution.12

The proposed measures include:

•	 a Regulation to amend the Capital Requirements Regulation (CRR) so 

that banks have sufficient loan loss coverage when newly originated 

loans become non-performing;

•	 a Directive that sets out general rules for participants in the secondary 

market for NPLs and introduces harmonised procedures for the 

enforcement of collateral used to secure business loans; and 

•	 a Blueprint to help member states create Asset Management 

Companies (AMCs), or ‘bad banks’, to deal with the NPLs from banks 

in resolution.

Finance Watch welcomes the Commission’s initiative to address the NPL 

problem. We are of the view, however, that the proposed Action Plan 

should be considered as part of a wider package, which includes the 

proposed common legal framework for insolvency and ‘second chance’ for 

entrepreneurs and small businesses as well as an analogous bankruptcy 

framework for households. These elements should be designed and 

progressed jointly to deliver a coherent and comprehensive solution that 

addresses the NPL problem as well as its causes.

 2 – What are NPLs? 

The concept of ‘non-performance’ is being used as a broad, ‘catch all’ term 

to reconcile different technical terms and concepts used in accounting 

and regulatory reporting to describe bank assets, such as loans, that are 

considered unlikely to be repaid in full:

•	 The regulatory definition of  default serves as the basis for 

supervisors’ assessment of asset quality, in particular the quality of 

a bank’s loan book, and for the calculation of regulatory (Pillar 1 and 

2) capital requirements;

•	 The accounting definition of  impairment matters for the 

determination of a bank’s profits, as reported in its financial 

statements, and, a consequence, for the determination of staff 

bonuses and dividends to shareholders.

Default – under Art. 178 CRR a debtor is consid-

ered to be in default when:

•	 the bank considers that the debtor is unlikely 

to pay its obligations in full, without realisation 

of the collateral;

•	 the debtor is past due more than 90 days on 

any material credit obligation, e.g. an interest 

payment or (partial) payment of the principal. 

For certain loans (retail exposures secured 

by residential property or SME commercial 

property, exposures to public sector entities) 

the supervisory authority may extend the 90 

day threshold to 180 days.

Impairment  –  a financial reporting concept 

defined, in great detail, by the relevant global 

accounting standards

 IAS 39 (‘Financial Instruments: Recognition and 

Measurement‘) and

 IFRS 9 (‘Financial Instruments’).

Note: impairment of other, non financial assets, such 

as property, plant and equipment and goodwill, is 

governed by a different accounting standard, IAS 36 

(‘Impairment of Assets’).
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As a general rule:

•	 The definition of ‘default’, in accordance with Basel III rules and Art. 

178 CRR, tends to be wider than that of ‘impairment’. Loans that 

are 90/180 days ‘past due’, for instance, may be ‘in default’ but if 

sufficient collateral is available, may not be deemed ‘impaired’;

•	 Assets that are deemed ‘in default’ (in accordance with Art. 178 CRR) 

or classified as ‘impaired’ in the bank’s financial reports should also 

be considered ‘non performing’ for regulatory purposes.13 

There are still material differences, however, in the specific implementation 

of these concepts across EU Member States:

•	 Although a common statutory definition of ‘default’ has been 

introduced already since 2006 (Art. 178 CRR), interpretations of 

that definition continue to vary materially across institutions and 

jurisdictions, e.g. in respect of the ‘past-due’ criterion, indications 

of unlikeliness to pay, the effects of distressed loan restructuring, 

specific provisions for retail clients (e.g. 180 instead of 90 days ‘past 

due’) and criteria for a loan to return to ‘non-defaulted’ status.14 

•	 Similarly, there are material differences in the implementation of 

accounting standards governing impairment across EU Member 

States.15 There are, for instance, no uniform rules for writing off 

impaired loans or for the valuation of collateral in the event of 

impairment.16 

A common definition of non-performing loans (exposures), published by 

EBA in 2014,17 has not conclusively removed these divergences as it still 

relies on the concepts of ‘default’ and ‘impairment’.18 At the beginning of 

last year EBA issued detailed guidelines which should finally harmonise 

the application of the ‘default’ criterion by 31 December 2020.19 

The introduction of  IFRS 9, which was originally scheduled to come into 

force in January 2018, is widely expected to reduce the amount of under 

provisioning in banks’ financial statements20 and further narrow the gap 

between accounting and regulatory provisions. Its implementation in the 

EU is subject to a generous, five-year transition period, however, so that 

EU banks will not be obligated to fully provision for  expected losses in 

line with IFRS 9 until January 2023.

The ESRB notes in its July 2017 report on ‘Resolving Non Performing Loans 

in Europe’ that “the recent financial crisis showed how hard it can be for 

auditors to correctly assess problematic parts of banks’ balance sheets. 

In addition, information on the loans is very poor and of dubious quality, in 

particular for loans of smaller size. Finally, the assumptions taken by banks’ 

management for valuation of loans and collateral were sometimes based 

on excessively optimistic outlooks […].” To prevent these problems from 

causing systemic risk, the ESRB goes on to recommend close regulatory 

scrutiny of individual banks’ asset valuation practices by their supervisors 

on an ongoing basis and, from time to time, sector-wide Troubled Asset 

Reviews (TARs) or Asset Quality Reviews (AQRs).21 

IAS 39 (‘Financial Instruments: Recognition and 

Measurement‘) – the international accounting stand-

ard in force until 31 December 2017 that governed 

the valuation of financial assets, such as loans, on 

bank balance sheets, based on the  ‘Incurred loss’ 

principle

IFRS 9 (‘Financial Instruments’) – the international 

accounting standard in force since 01 January 

2018, subject to a five-year phase-in period,  that 

governs the valuation of financial assets, such as 

loans, under  the  ‘expected loss’ principle

‘Expected loss’ principle – financial assets 

(e.g. bank loans) have to be reclassified when a 

significant increase in credit risk is observed. Upon 

reclassification the credit loss expected over the 

entire lifetime of the loan has to be provisioned for.

‘Incurred loss’ principle – losses on financial 

assets (e.g. bank loans) are recognised only when 

there is already objective evidence of impairment. 

Only past events and current conditions are consid-

ered when determining the amount of impairment. 

The effects of future credit loss events cannot be 

considered, even when they are expected.
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 3 – How do NPLs come about?  

Causes for high and rising NPLs are often country-, 

sector- or bank-specific. A build-up of NPLs tends to be 

associated typically with one or several of the following 

extrinsic and intrinsic factors:

 Extrinsic factors 

•	 Extended periods of recession and/or subdued 

economic growth, often coupled with low inflation;

•	 Bursting of asset price bubbles (often in the property 

markets) resulting in large stocks of overvalued loan 

collateral;

•	 Inadequate legal mechanisms for the enforcement 

of contracts and/or inefficient insolvency procedures, 

leading to excessively long and costly legal 

proceedings and low recovery rates.

 Intrinsic factors 

•	 Weaknesses in banks’ business models and 

governance, e.g. overexposure to certain customer 

groups or market segments, reckless lending 

practices, poor credit risk management , lack of NPL 

management capacity and expertise;

•	 Moral hazard, i.e. the expectation of bank 

management and investors that banks with high 

levels of NPLs, caused by reckless lending practices, 

will be recapitalised with public funds;

•	 Lack of incentives for, and/or supervisory pressure 

on, banks to reduce NPLs, e.g. restrictions on the 

tax deductibility of loan loss provisions, lack of 

supervisory scrutiny of internal credit risk models and 

valuation practices;

•	 Insufficient loss-absorbing capacity (equity capital 

and reserves) to write off loan losses, restricted 

access to fresh capital.

Much of the public discussion tends to focus on 

extrinsic factors, in particular the impact of the global 

financial crisis of 2008 and the Eurozone crisis of 2010. 

Whereas the impact of the twin crises is, of course, 

undeniable other, intrinsic factors play no less of a role 

in the predicament faced by large parts of the European 

banking sector today. 

In fact, NPLs are rarely ever an unfortunate, accidental 

by-product of an economic downturn. While it is true that 

most banks’ NPL ratios tend to go up in an economic 

downturn it is equally true that NPLs are not distributed 

evenly – they tend to occur in a concentrated manner,22  

i.e. some banks are more likely to accumulate bad loans 

than others. This could be deliberate, as some banks 

may chase risky business hoping that higher interest 

rates and fees on these loans will compensate higher 

losses. This is often the case in overbanked markets 

where too many banks compete for the same business, 

a problem that has been highlighted, again and again, by 

various EU institutions over recent years.23 It could also 

be less deliberate if banks have poor risk management 

systems and managerial controls or if bank management’s 

incentives are distorted so that senior personnel stands to 

benefit from writing new business, regardless of risk, but 

is never called upon to face the consequences (i.e. losses) 

when loans turn sour because their bank is invariably 

bailed out by the taxpayer (moral hazard). 

At Finance Watch we have long cautioned against the 

vicious circle that develops when poorly-run banks are 

kept in business with taxpayers’ money. It would be 

regrettable if the Commission’s NPL initiative were to end 

up achieving just that.

Among extrinsic factors it is worth singling out the link 

between NPLs in the banking sector and the efficiency 

of the legal system in enforcing contracts and dealing 

with bankruptcy. It is probably not by coincidence that the 

three Member States with the highest NPL ratios in the 

EU24 also rank among the worst-performing jurisdictions 

worldwide when it comes to enforcing contracts.25  

The availability of extrajudicial procedures, as proposed 

by the Commission, may be useful as a short-term fix to 

accelerate the effectiveness of enforcement procedures 

and reduce the burden on the judicial system. It does 

not, however, fully address the underlying cause of the 

problem: where the ineffectiveness of the judicial system 

is such that citizens are faced with years of litigation, often 

at very high cost, to enforce their legal rights in court they 

are, arguably, at risk of being deprived of their right to 

‘due process’. In the EU, which has enshrined the ‘rule 

of law’ as one of its core values (Art. 2 TEU) and which 

has already been challenged to be seen to uphold these 

values on a number of occasions recently, this cannot be 

a satisfactory solution. 

Finance Watch would endorse a renewed, concerted 

effort between EU institutions and Member States to 

harmonise legal frameworks for enforcement and 

insolvency proceedings on the basis of ‘best practice’, 

striking an equitable balance between delivering safe, 

universal access to justice for citizens and protecting the 

rights of debtors, especially vulnerable groups such as 

private households and small businesses. Out of court 

settlements may be part of the solution but should in no 

way preclude citizens’ right to effective redress in the 

courts.
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 4 – Why do NPLs matter?  

In its proposal, the Commission argues that an excessive 

build-up of NPLs causes problems in the banking system 

– and the economy at large – in a variety of ways:

•	 High levels of NPLs reduce banks’ capacity to lend 

to the real economy and act as an impediment to 

growth;

•	 High levels of NPLs weigh down the real economy and 

distort competition by keeping technically bankrupt 

companies in business;

•	 High NPL ratios erode banks’ capital base and hence 

their capacity to absorb losses; as a result, banks are 

more fragile and likely to fail.

Much of the policy discussion regarding NPLs revolves 

around the concern that banks with high NPL ratios may 

refrain from lending to the real economy, creating a 

drag on the recovery and economic growth. This argument 

is less compelling than it seems, however: there is no 

empirical evidence at the present time of a shortage of 

bank credit in the EU26 but there has been a large body 

of research recently pointing to the negative effects of 

excessive credit growth on the real economy.27 Even the 

argument that banks with already high NPL ratios will 

be less likely to issue new loans is not always borne out 

by the facts: banks that expect to be bailed out by the 

State, in particular, may be tempted to compete more 

aggressively and accept riskier, higher-yielding business 

to compensate for their losses. There are certainly well-

documented precedents of the negative impact on the 

economy of non-viable banks and companies being kept 

afloat, e.g. the experience of Japan in the 1990s.28

No less importantly, though, NPLs that sit on a bank’s 

balance sheets without sufficient provisioning are a 

prudential risk. They present a misleading picture of its 

health to investors, supervisors, policymakers, customers 

and the general public. In the case of a ‘systemically 

important’ bank this may, by itself, be enough to create 

a potential systemic risk. But even a large number of 

smaller banks with unsustainably high levels of NPLs may 

pose a systemic risk if they all fail at the same time.

 5 – How are they dealt with?  

 Provisioning 

Generally, banks are expected to build up provisions on 

their balance sheets against losses from loans that are 

not repaid, either in full or partially. Different rules for 

provisioning apply for financial accounting and regulatory 

reporting purposes (see ‘What are NPLs?’ above).

The amount of the provision is off-set from the nominal 

(gross) amount of the loan and reduces its net value on 

the bank’s balance sheet (the ‘net book value’). When the 

provision reaches 100% of the loan’s nominal value its 

net value to the bank becomes zero and it should, under 

normal circumstances, be written off.

Provisions are normally deducted from the bank’s profit 

and loss statement and reduce its profits for the period 

which leads to a number of second-round effects:

•	 Provisions reduce the bank’s equity capital (CET1) 

and erode its regulatory capital ratios; that, in turn, 

constrains the overall capacity of the bank to issue 

new loans;

•	 A reduction in profits due to an unexpected rise in 

provisions undermines investors’ confidence in the 

quality of the bank’s assets; to compensate for the 

perceived increase in risk, investors demand higher 

returns - it becomes more expensive for the bank to 

refinance itself;

•	 Distributions to shareholders (dividends) generally 

depend on the availability of profits (and reserves); a 

cut or cancellation of dividends exposes management 

to pressure from disappointed shareholders and is 

often seen as a signal of distress by the markets;

•	 Variable remuneration (bonuses), which often accounts 

for a substantial proportion of bank management and 

senior staff compensation packages is often directly 

dependent on reported profits.

 Write off 

When a loan is written off it is removed completely from 

the bank’s books, i.e. its assets. Any provisions against 

this loan that have been accrued on the liabilities side of 

the bank’s balance sheet are removed as well. If a loan 

has not been fully provisioned for by the time it is written 

off, the unprovisioned amount must be deducted from 

retained earnings, i.e. core equity capital (CET1).

Obviously, this causes problems for banks that are 

already operating with inadequate levels of equity 

capital. In its 2015 study on the NPL crisis in Europe 
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the IMF observed: “Weak capital buffers and difficulties in 

realizing collateral increase banks’ reluctance to address 

NPLs. Low profitability and thin capital buffers constrain 

banks’ ability to increase provisions and discourage the 

timely recognition of credit losses. The high level of NPLs 

relative to banks’ going concern loss-absorbing capacity 

(that is, common equity plus reserves) also constrains 

banks’ ability to accept further credit losses.”29  

 Sale of NPL portfolios 

NPLs may be sold, too, usually to other banks, insurance 

companies or specialised financial investors, e.g. 

alternative investment funds (AIFs). For that purpose, 

loans with similar characteristics (e.g. type of debtor, type 

of loan, secured/unsecured) are bundled into portfolios, 

which may range in size from ca. €50 million to several 

billion. If sold to another bank, the portfolio will be 

processed by that bank’s workout department, much as 

it would deal with the bank’s own NPL. If sold to a non 

bank  credit purchaser, such as a fund, day-to-day 

management of the portfolio is usually placed in the hands 

of a  credit servicer.

When NPLs are sold they are removed from the bank’s 

balance sheet. If the purchase price is less than the ‘net 

book value’ at which the loans were carried on the balance 

sheet the bank must, once again, recognise the difference 

as a loss, which is deducted from its core equity capital 

(CET1). Because NPLs are sold at steep discounts (often 

at 25-50% of their nominal value) these losses can be 

very substantial.

 Transfer of NPLs to a ‘bad bank’ 

The most frequent argument for the creation of an Asset 

Management Company (AMC), commonly known as a 

‘bad bank’, is that it allows smaller banks that may not 

individually have the capacity and expertise to manage 

large inventories of NPLs to pool their distressed assets 

in a new entity and appoint management and staff who 

have the relevant experience and are incentivised, and 

dedicated to, managing these assets.

The ‘bad bank’ must be capitalised, however, so that it is 

capable of absorbing the losses from its portfolio of NPLs. 

As long as the participating banks are ready and able to 

capitalise the ‘bad bank’ themselves, without recourse 

to public funds, the creation of a ‘bad bank’ is purely a 

private-sector transaction. More often than not, however, 

‘bad banks’ benefit from some level of public-sector 

financial support.30

Credit purchaser – any (natural or legal) person 

other than a bank which purchases a loan (‘credit 

agreement’) in the course of their trade, business or 

profession.

Credit servicer – any (natural or legal) person 

other than a bank which performs certain services 

on behalf of a creditor, e.g.

•	 monitoring of the performance of the credit 

agreement;

•	 collection and management of information 

about the status of the credit agreement, of the 

borrower and of any collateral used to secure 

the credit agreement;

•	 information of the borrower of charges or 

payments due under the credit agreement;

•	 renegotiation of terms and conditions of the 

credit agreement; and

•	 enforcement of the creditor’s rights and obliga-

tions under the credit agreement.
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 6 – What does the European  
       Commission propose?  

The Commission’s initiative consists of three main 

instruments:

•	 a regulation amending the Capital Requirements 

Regulation (CRR)31 that will require banks to have 

sufficient loan loss coverage for newly originated loans 

if these become non-performing. The amendment 

introduces a uniform ‘statutory prudential backstop’ 

in order to prevent the risk of under-provisioning of 

NPLs. This measure will be applicable only to new 

NPLs, i.e. loans that become non-performing after 

the date of publication of the proposal, i.e. 14 March 

2018. The regulation also introduces a common 

definition of non performing exposures (NPE), in 

line with the one published by EBA for supervisory 

reporting purposes, to ensure consistency in the 

prudential framework;

•	 a directive32 that should enable banks – or other 

creditors – to deal in a more efficient way with loans 

once these become non-performing by improving 

conditions to either enforce the collateral used 

to secure the credit or to sell the credit to third 

parties. The Commission notes that the proposed 

accelerated extrajudicial enforcement procedure 

would be complementary, and not in contradiction, 

to its proposal on harmonising Member States’ legal 

frameworks on insolvency and restructuring33 as it 

could not be applied if a stay of enforcement actions 

had been granted, e.g. under a restructuring plan. In 

cases where banks face a large build-up of NPLs and 

lack the staff or expertise to properly service them, the 

directive facilitates the outsourcing of the servicing of 

these loans to a specialised credit servicer or the sale 

of the credit agreements to a credit purchaser. The 

proposal also removes the need for NPL investors to 

obtain banking licences and/or to entertain business 

establishments in every Member State where they 

operate. Instead a passporting regime is proposed; 

and

•	 a ‘blueprint’34 for the creation of an Asset 

Management Company (AMC) (‘bad bank’) in line 

with existing EU resolution and State Aid frameworks.

  7 – Finance Watch’s view on the 
        EU proposals  

 Tackle the causes, not just the effects 

In principle, Finance Watch supports the Commission’s 

endeavour to set out uniform, harmonised rules for 

the sale and management of NPL portfolios. We 

note, however, that the sale of an NPL portfolio should be 

considered, by bank management and supervisors alike, 

as an ‘ultima ratio’ measure to resolve a deterioration 

of the bank’s asset base that threatens its continued 

viability; it should not be considered as being part of the 

ordinary course of business. Inherent in such a sale, in 

most cases, will be the admission that the bank’s risk 

management processes have failed and that it lacks the 

internal capacity to restore its stock of assets to full health.

It is equally important to consider how it might affect 

the culture and practice of commercial banking. Selling 

loans breaks the relationship between customer 

and bank which can result in loss of value for the 

customer, as acknowledged in the Directive’s Impact 

Assessment.35 Customer relationships help banks gain 

a direct understanding of the economic activities and 

the risks involved with a loan and provide a more stable 

supply of credit through the financial cycle.36 The inherent 

risks of a banking system that relies on selling on loans to 

third-party investors as soon as they have been originated 

(‘originate to distribute’) have been exposed, to 

devastating effect, by the financial crisis of 2008. At the 

time, the emergence of the ‘originate to distribute’ model, 

and of the structured credit (securitisation) markets as 

an outlet for dubious credit, distorted banks’ incentives 

and led to a catastrophic decline in lending standards. 

Finance Watch has cautioned for a long time against 

the mislabelling of structured (tranched and synthetic) 

securitisation as ‘simple and transparent’ under the 

Commission’s ‘Simple and Transparent Securitisation’ 

(‘STS’) initiative and we use this opportunity to reiterate 

our warnings here.

The first priority for legislators and supervisory 

authorities, in our view, should be to ensure that 

banks’ loan origination, credit risk management and 

NPL management processes are adequately reported, 

regulated and properly supervised. We welcome the 

initiative by the ECB to issue guidelines to the banks 

under its direct supervision regarding the appropriate 

recognition and management of NPLs37 and are looking 

forward to EBA issuing a corresponding framework for all 

EU banks by the end of 2018.38 In the interest of providing 

better transparency and as an ‘early warning mechanism’ 

to flag any build-up of NPLs in specific segments of the 
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economy we would also propose the inclusion of more 

granular reporting and disclosure on NPLs by banks, e.g. 

by geography and segment.

Banks that lack the financial resources to cope with their 

NPLs without having recourse to public funds should be 

restructured or resolved under BRRD rules. We note 

that Member States’ approaches to the application of the 

BRRD still vary considerably, as do national frameworks 

for bank liquidation. Since the BRRD entered into force 

in all Member States, in January 2016, only one failed 

bank (Banco Popular) has been placed into resolution; 

three others, by contrast, were either handled under the 

‘precautionary recapitalisation’ escape clause (Art. 32/4/d 

BRRD) or under national insolvency law, at a total cost to 

the taxpayer in excess of EUR 10 billion.39 The use of 

public funds has been facilitated, in each of these cases 

by the Commission’s 2013 Banking Communication,40 

a document that effectively provides for a parallel legal 

regime that allows banks to be recapitalised with public 

funds at terms that are significantly less stringent than 

those of the BRRD. In particular, recapitalisation under this 

framework does not require senior unsecured creditors to 

be ‘bailed in’ and is not constrained by the ‘burden sharing 

requirement’ (Art. 44/5 BRRD).41 We reiterate in this 

context our demand that the review of the ‘precautionary 

recapitalisation’ clause under Art. 32/4 BRRD, which 

is now more than two years overdue(!) be carried out 

without further delay and that Art. 32/4/d/lit. iii BRRD be 

either fundamentally recast or removed altogether. We 

also call upon the institutions to review the continued need 

for the 2013 Banking Communication and, at a minimum, 

to fully align its burden sharing rules with Section 5 of 

Chapter IV of the BRRD.

 Secondary credit markets:  
 A journey into the shadows 

The Commission proposal notes that investors who 

purchase loan portfolios on the secondary markets 

currently face very different regulatory frameworks across 

the EU. Whereas the activity is barely regulated at all in 

some Member States others impose strict requirements, 

in some cases amounting to a full banking licence. 

Finance Watch concurs that it is desirable, for a variety 

of reasons – including legal certainty, transparency, ‘level 

playing field’ considerations and consumer protection – to 

harmonise regulation at the EU level.

We note, however, that every sale of a loan portfolio, 

performing or not, from the banking sector to a non-bank 

financial institution 

represents a transfer 

out of the traditional, 

regulated banking 

sector towards the 

under regulated  

 shadow banking 

sector, which has 

been, for some time 

now, identified as a 

major potential source of systemic risk.42 Already today, 

the shadow banking sector accounts for more than 

one-third of all financial assets in the EU43 but very little 

tangible progress has been made so far in regulating 

these markets, apart from a general agreement to monitor 

developments.44 The proposed directive explicitly covers 

the sale of both performing and non performing loans to 

non-bank investors and could leave the door wide open to 

large-scale  regulatory arbitrage.

We believe that the regulatory framework for non-bank 

credit purchasers and credit servicers should be closely 

aligned with existing financial services regulation 

to limit the scope for regulatory arbitrage. We note that, 

from the investor’s point of view, loans are financial assets 

much in the same way as debt securities and purchasers 

of large loan portfolios tend to be, and should be, 

sophisticated professional investors. Instead of creating 

yet another category with yet another set of rules,  credit 

purchaser should therefore conform to existing regulatory 

frameworks, specifically AIFMD or MiFID II.

A final concern is whether it is appropriate to define higher 

NPL transaction prices as a ‘public interest’ objective. 

The primary objective of the Action Plan, in our view, should 

be to remove the systemic risk of NPLs from European 

banks’ balance sheets, not to encourage transactions at 

inflated prices and/or to justify public subsidies to mitigate 

banks’ losses. The success of the proposed Action Plan 

should be measured by whether it has restored NPL 

ratios across the European banking sector to their normal, 

long-term average levels and whether it has allowed for 

the orderly removal of underperforming banks from the 

market.

Regulatory arbitrage – the transfer or 

(financial) activities from one jurisdiction 

to another in order to take advantage of 

more favourable regulatory conditions.

Shadow banking  – typical banking 

activities, in particular credit interme-

diation, that are performed by entities 

outside of the regular banking system.



EUROPE’S NON-PERFORMING LOANS PROBLEM

FINANCEWATCHPOLICYBRIEF – JUNE 2018 11

 Retail borrowers and small businesses   
 must be adequately protected 

While Finance Watch recognises the need to tackle 

European banks’ NPL problem and the prudential risk it 

causes we would also remind policymakers of the need to 

consider the counterfactual: each one of these loans is a 

debt owed by a European citizen or business. Regardless 

of why these loans turned sour, debtors’ rights have to be 

preserved and adequately protected.

It is important to bear in mind that removing a loan from 

the bank’s balance sheet does not automatically void the 

underlying claim, although courts in some Member States 

have sometimes refused to enforce claims on collateral 

when the underlying loan has been written off. In principle, 

however, claims, and the right to enforce collateral, remain 

in place until the liability has been extinguished – usually 

by way of insolvency proceedings in court. This is why it is 

critical for the EU to ensure that all Member States have 

insolvency law frameworks that are capable of delivering 

fair and predictable outcomes within a reasonable 

period of time, at reasonable cost, while protecting 

vulnerable debtors, in particular households and small 

businesses. Equally importantly, statutes of limitation must 

be designed so as to give debtors a ‘second chance’ 

by placing time limits on debt recovery. Although some 

progress has been made by Member States in terms of 

updating their insolvency frameworks, harmonisation at 

the European level is essential.

European households account for ca. EUR 6 trn of 

residential mortgage lending45 and ca. EUR 1 trn of 

consumer loans.46  Even if NPL rates on private household 

debt are below the average,47  these figures point to a total 

of ca. EUR 350 bn of distressed loans. Overindebtedness 

of private households is a genuine concern: it is socially 

and economically divisive and carries huge economic and 

social costs.48 The activities of  credit servicer have 

come under increasing public scrutiny in recent times. In 

the U.S., a survey by the Consumer Financial Protection 

Bureau (CFPB) published in January 2017 reported 

widespread use of aggressive and abusive practices by 

debt collectors.49 In the EU, the European Court of Justice 

(ECJ) recently confirmed in a precedent case (Gelvora)50 

that debt collectors’ activities are covered by the Unfair 

Commercial Practices Directive.51 

We do not think this provides sufficient protection 

for distressed borrowers. The proposal will open new 

business opportunities for third-party credit servicers and 

investors, including non-EU investors, while distressed 

borrowers across Europe would be exposed to those firms 

established abroad and potentially to bad treatment and 

home repossessions. It is therefore essential that high 

levels of consumer protection in debt collection 

practices be included in the Commission proposal. 

With the sale of NPL portfolios to financial investors 

the need for the protection of borrowers, in particular 

consumers and small businesses, becomes even more 
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urgent because the original customer relationship 

between debtor and creditor is cut, with the loan becoming 

purely a financial asset whose recovery value for the new 

creditor has to be maximised. We would argue therefore 

that credit servicers who manage loan portfolios, for their 

own account or on behalf of non-bank credit purchasers, 

should be considered as providers of ‘ancillary services’ to 

these investors and their activities should be regulated 

in accordance with MiFID II (Annex 1 Section B).

The highest incidence of NPLs, by far, relates to the 

small business sector (SMEs), where the rate of 

NPLs is nearly three times the average. This is a concern 

since this segment is often held up as the backbone 

of economic activity – and success – in Europe. It also 

comprises countless sole trader and small family 

businesses, blurring the boundary between commercial 

credit and household debt. The Commission has proposed 

specifically to carve out loans to consumers and loans 

that are secured by a business borrower’s own residential 

property from the proposed accelerated extrajudicial 

collateral enforcement mechanism in the Directive. 

However, we are not convinced that these exclusions are 

sufficient to protect sole traders and micro-enterprises, 

in particular, as these groups tend to have a have fewer 

alternative sources of funding, very limited stock of assets 

to be pledged as collateral and often lack the resources 

to fight long lawsuits. We would therefore propose, at 

the very least, to extend this exception to micro-

enterprises. Additional protection may be required for 

the most vulnerable debtors, in particular individuals and 

households.

 The taxpayer should not be the  
 ‘investor of last resort’ for NPLs 

Finance Watch does not support the use of public funds 

to facilitate the disposal of NPLs unless there is a genuine 

and acute risk of systemic contagion. According to the 

BRRD, any bank that receives public funds, directly or 

indirectly (through an AMC), to cover the losses on its 

NPLs should be deemed in receipt of ‘extraordinary public 

financial support’ and should be placed into resolution 

or liquidation.

Finance Watch does not sign up to the narrative that is 

being put forward, time and again, to justify public-sector 

intervention in the NPL crisis: the fact that NPL portfolios 

are often sold at steep discounts to their nominal value 

does not, by itself, indicate that the secondary market for 

NPLs is underdeveloped and prices skewed in favour of 

the purchaser. Equally, the fact that there is only a limited 

number of buyers does not necessarily imply that the 

market is imperfect and could be improved by throwing it 

open to all comers or by putting the taxpayer into harm’s 

way. Much to the contrary, all of these observations testify 

to the fact, mentioned before, that NPLs are inherently 

high risk assets and very difficult to value, except for 

a small number of professional market participants.

Unless there is a real need to avert the clear and present 

danger of a systemic crisis the public-should not act as an 

‘investor of last resort’ for NPLs:

•	 The public sector has no advantages, in terms of 

information, resources or expertise, that would 

enable it to value distressed loans any better than 

professional private-sector investors;

•	 There is no empirical evidence to suggest that NPL 

portfolios managed by the public-sector achieve 

higher recovery rates than privately-managed ones;

•	 There is no reason why the public should accept a 

lower rate of return for taking on the same risk as a 

private investor.

We agree, in principle, with the Commission’s objective 

to harmonise national rules so that professional private-

sector investors can operate across the EU under a single 

regulatory framework. As and when a harmonised market 

offers opportunities for professional investors, they can 

usually be relied upon to take them. In the meantime we 

see no reason why the public (i.e. taxpayers) should have 

any obligation to step into the breach.

 ‘Bad banks’ are not a  
 taxpayer-funded service 

The Commission’s blueprint states, correctly, that “setting 

up an AMC with State Aid should not be seen as the default 

option”. Nevertheless it goes on to describe in detail how 

an AMC should be constructed to qualify under the State 

Aid framework. There are several aspects that should give 

taxpayers cause for concern:

•	 The blueprint points out that the acquisition of NPLs 

by a public-sector entity does not constitute State Aid 

when carried out at market value or, indeed, ‘estimated 

market value’. Why the State should compete with 

private-sector investors to buy distressed loan 
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portfolios at market prices is anybody’s guess. If 

the assets have been offered to the market for sale 

and offers have been received these offers should, 

arguably, represent the best approximation to market 

value; if they have not been offered, or no offers have 

been received, the question must be asked why it 

should be in the public interest for the State to buy 

a portfolio of private-sector NPLs at a hypothetical 

price;

•	 The blueprint highlights the option of combining 

‘precautionary recapitalisation’ (Art. 32/4/d BRRD) 

with the creation of a taxpayer-funded AMC. As set out 

in earlier Finance Watch publications,52 ‘precautionary 

recapitalisation’ is an escape clause that allows 

banks – and policymakers – to by-pass the stringent 

‘bail-in’ and burden sharing’ requirements of the 

BRRD in favour of the more lenient and malleable 

State Aid rules of the 2013 Banking Communication. 

Billed originally as an instrument to be applied in 

exceptional circumstances only, ‘precautionary 

recapitalisation’ has figured prominently in three out 

of the five major resolution cases so far;53 

•	 The blueprint also points out that a State-funded AMC 

could also be set up when a failed bank is liquidated 

under national insolvency proceedings. This would 

apply when resolution of the bank is not considered 

to be in the public interest, i.e. the resolution authority 

does not expect its liquidation to trigger systemic risk. 

In practice, this could lead to the result, that national 

authorities can still step in and use public funds to 

support the liquidation of a bank, and/or subsidise 

the acquisition of its healthy assets by a private-

sector acquirer, even though the resolution authority 

has officially found no ‘public interest’ justification for 

doing so.54 Once again, this approach paves the way 

for the application of the State Aid rules of the 2013 

Banking Communication, which are not in alignment 

with the BRRD.

AMCs supported with public funds are a resolution tool 

under the BRRD and should be utilised only in that context 

– as a way of removing poorly run banks from the market 

while containing systemic risk. They should certainly not 

be used as a way of subsidising the cleaning up of a failed 

bank at taxpayers’ expense before it is sold to another 

private-sector competitor.

 Financial engineering is a problem for  
 the future, not a solution for the present  

Finance Watch is very sceptical about the wisdom of 

selling distressed debt on the capital markets by way of 

issuing structured debt securities (securitisation). 

Distressed debt is, by definition, a high risk asset class: it 

has to be managed actively by professionals and returns 

are closely linked to the performance of the work out 

team or asset manager. Recovery rates are likely to be 

best, arguably, if the incentives of portfolio managers 

and investors are aligned as closely as possible. In a 

securitisation deal, by contrast, management of the 

portfolio typically remains with the originator, i.e. the bank 

or a credit servicing firm: they continue to collect fees 

while the investors who bought the securities bear the 

financial risk. As with other structured credit securities, 

such as collateralised debt obligations (CDOs) which are 

widely held responsible for the 2008 financial crisis, these 

instruments are often tranched and repackaged before 

being sold, rendering them nearly impossible to analyse 

and value for all but a very small group of sophisticated 

financial investors.55 Mis-selling risk is therefore huge. 

This indicates that on-sales of distressed portfolios to the 

market by way of securitisation should not be encouraged.

The financial crisis of 2008 should serve as a potent 

reminder of what happens when unsuspecting investors 

were sold complex, intransparent securities whose 

primary raison d’être was to conceal the poor quality of the 

underlying assets they contain. Replace the phrase ‘non 

performing’ with ‘sub prime’ and we are back to the fatal 

and discredited game of ‘pass the parcel’ that was at the 

root of the last financial markets cataclysm. Securitising 

NPLs is not the panacea it is made out to be by banking-

sector interest groups and some policymakers. It is, more 

likely, merely a way of storing up trouble for later.
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