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3 NPL - ECB guidelines

Background

The Single Supervisory Mechanism (SSM), in order to set out focus areas for supervision, builds on an
assessment of key risks faced by supervised banks, bearing in mind developments within the economic,
regulatory and supervisory environment.

Among the significant drivers of risk identified by the SSM, the high stock of non-performing loans (NPLs)*
held by institutions deserved heightened attention. Seeking to help banks to tackle this issue, and after
nearly one year of work by the NPL Task Force, the European Central Bank (ECB) published a guidance
to banks on NPLs. Banks should engage on its proportionate implementation, regardless of its non-binding
nature, as non-compliance with the guidance may trigger supervisory measures.

Content of the guidance

For the purpose of this guidance, the SSM defines a high NPL bank as a bank with an NPL level
considerably higher than the EU average as defined by the EBA Risk Dashboard? It is addressed to
significant institutions under SSM direct supervision, but the SSM considers some chapters of the guidance
(strategy, governance and operations) to be more relevant for high NPL-banks.

With a clear scope defined, the guidance follows the NPL management lifecycle including six chapters
which cover: i) strategy, ii) governance and operations, iii) forbearance treatments, iv) NPL recognitions, V)
provisioning and write-offs and vi) collateral valuations.
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1: In technical terms, the guidance addresses all non-performing exposures (NPEs), touching on performing exposures with a high risk of turning non-
performing. NPL and NPE are used interchangeably within this guidance.

2: Last data: 5.1% in Q4 2016.

3: Banks should implement the definition of NPE and unlikely to pay criteria homogeneously in all parts of the group.
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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.eba.europa.eu/documents/10180/1715099/EBA+Dashboard+-+Q3+2016.pdf
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Assessment

Tackling down NPLs is not only relevant for banks, but for the wider economy. A reduction of these
exposures will have an impact on bank profitability, capital allocation, credit concession (and therefore
monetary policy transmission), and financial institutions’ valuation.

We acknowledge the importance of the ECB guidance to banks on NPEs and consider it is adequate to
enhance the quality of European bank’s balance sheets. It will be very useful as it intends to provide a
harmonised framework for NPL resolution across the Banking Union. Nevertheless, as long as national
accounting rules continue to be applied, full comparison will not be possible.

It is important to highlight that, despite the fact that the guidance is applicable as of its date of publication, a
phasing-in period has been granted. Institutions along with Joint Supervisory Teams (JSTs) should work
together on a case-by-case basis, in order to decide a suitable time-bound action plan.

These supervisory efforts have a significant potential to deal with the NPL burden. Supervisory tools to
implement the guidance on a mandatory basis — as part of the Supervisory Review and Evaluation Process
(SREP) - are available. Europe’s NPL burden should be solved in a comprehensive manner, taking into
account the efforts already made in some countries, and no compulsory measures should be imposed on all
banks. Aligned with this idea and the guidance, a stocktake of national supervisory practices and legal
frameworks related to NPLs was released in the guidelines, identifying country challenges and possible
enhancements.

Other institutional initiatives to dilute the NPL burden are under discussion. For instance, a European
Clearinghouse (information platform without risk transfer) could be useful to foster NPL secondary market,
increasing transparency and facilitating transactions. On the other hand, a European Asset Management
Company (AMC) could be less preferable, as it could face difficulties given the different measures that have
already been implemented in some countries, the heterogeneity of national assets and procedures, the short
term costs for banks, and the mutualisation of risks. Moreover, depending on the price of transfer - at market
value or at long-term (real) economic value - it could be enacted without being considered State Aid (in the
European Clearinghouse case) or triggering State Aid rules (in the AMC case).

In any event, a proactive and coordinated approach will be desirable from all agents involved in NPES’ life
cycle. Institutional initiatives such as increasing transparency, easing judicial procedures or fiscal
harmonisation, are necessary to increase banks’ asset quality, and strengthen its capacity to support the
wider economy.
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations based on the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and which have not been independently verified by BBVA. Therefore,
BBVA offers no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions on the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. Its reproduction, transformation, distribution,
public communication, making available, extraction, reuse, forwarding or use of any nature by any means or process,
except in cases where it is legally permitted or expressly authorised by BBVA is forbidden.
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