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Non-performing Loans: Challenges
and Options for Banks and Corporations

Rodrigo Olivares-Caminal and Andrea Miglionico

1 Introduction

In the course of a global crisis, companies default on their loans from
domestic banks as well as from foreign creditors, rendering a large seg-
ment of the corporate sector insolvent.! Progress towards a common
international understanding of liabilities has been developed under the
European Union Directives 2014/59/EU and 806/2014 that introduced
specific provisions on recovery and resolution plans (so-called living wills)
and bail-in. This regulation has been necessary to establish a hierarchy of
debt instruments.?
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According to Goode, a loan of money ‘is a payment of money to the
debtor, or to a third party at the debtor’s request, by way of financial
accommodation upon terms that the sum advanced, with any stipulated
interest to be repaid by the debtor in due course’.? The crucial elements
of the definition are (1) the monetary character of the financial accom-
modation—that is, the loan must be a loan of money—and (2) the obli-
gation of the debtor to repay the sum advanced in due course, with or
without interest.

Bank loans are contracts between creditors and debtors, that is,
between banks who lend money and other legal persons who borrow it,
usually with the promise of repayment of the principal plus interest in
the future. As in contracts, general contract law governs loans. In English
law, a contract is performed if the legal parties complete all obligations
stipulated in the agreement. In the case of bank loan, for example, this
might mean that the debtor has repaid the principal and interest in the
loan on time and in full. By contrast, a loan, understood as a contract, is
not legally performed when one or more of the obligations specified in
the contract go unfulfilled.

The masses of non-performing loans (NPLs) have a serious effect on
both parties at the end of the deal, that is, lenders (banks) and borrowers
(domestic corporations).* According to the Basel Committee on Banking
Supervision, NPL is defined as a loan that is more than 90 days past
due, thus making eligible for termination.” Within the NPL category are
comprised: (1) bad loans, (2) default loans, and (3) distressed debt. The
classification depends on several factors and varies across countries. In
some countries, non-performing means that the loan is impaired while
in others can mean that payments are past due.® This is aggravated by the
fact that there are significant differences among countries as to how many
days a payment should be in arrears before past due status is triggered.”
Nevertheless, a rather common feature of non-performing loans appears
to be that a payment is ‘more than 90 days™ past due, especially for retail
loans.

It should be noted that the criteria for designating a loan as ‘non-
performing’ are largely discretionary for banks (for instance, individual
banks may even change the definition of the term overtime). The early
identification of which loans have become NPLs is an important issue for
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central banks and regulators and bank equity investors. The time is ripe
to develop a common financial language with regard to the way loans are
classified according to their credit risk (good, substandard, doubtful, and
loss) and, in particular, the definition of NPLs.

Another important element closely related to NPLs is ‘forbearance’.
Forbearance is defined as ‘a concession granted by a bank to a counter-
party for reasons of financial difhiculties that would not be otherwise con-
sidered by the lender’.® Specifically, forbearance comprises concessions
extended to any exposures in the form of a loan, a debt security or an
off-balance-sheet item due to the position of the counterparty. This defi-
nition covers exposures of performing and non-performing status before
the granting of forbearance measures; the main purpose is to ensure a
harmonised approach for the modification or refinancing of loans and
debt securities in the case of borrower’s financial difficulties.’

The quality of the asset portfolio is the key to sound banking. Over
the last decades, a common financial language has been developed when
it comes to the liability side of banks and other credit institutions.
Notwithstanding the limitations of the Basel rules and the adequacy of
capital, the definition of capital has been subject to a substantial degree
of harmonisation, which permits international comparisons.'” As well,
in the context of recovery and resolution plans and resolvability assess-
ments, a common understanding of the hierarchy of debt instruments,
in particular with regard to the concept of ‘bail-in’, is increasingly being
accepted.'" In contrast, we are still at a very embryonic stage when it
comes to the comparability of the asset side, and both loan classification
in general and the definition of NPLs in particular vary widely across
institutions. The question at stake is the lack of consensus on the mean-
ing of NPLs across countries, firms or even within firms, for example,
different data definitions depending on subsidiary and business line. As
Tweedie warned, ‘global financial stability is at risk because there is no
consistency across banks in how they value their assets’.'?

The lack of commonly agreed standards or norms is hindered by (1)
different prudential and accounting agendas, concerns, and terminologies
(e.g. delinquent loans, impairments, provisioning, etc.); (2) the associated
problems of ‘regulatory forbearance’ and lack of transparency; and (3) the
consideration that risk-taking for private profit-maximising institutions
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should be the domain of bank management, not curtailed by regulatory
intervention. This international divergence across time, accounting, and
regulatory standards complicates meaningful cross-border comparisons
when it comes to resolution, stress tests, or consolidated supervision. A
high ratio of NPLs to total loans has implications for the stability of the
firm and the financial system.'> Rules on NPLs need to be standardised
and properly defined since in extreme circumstances can make the bank
insolvent (i.e. when liabilities exceed the value of assets), with potential
spill over to other firms, that can trigger systemic instability.

Therefore, this chapter addresses the challenge that NPLs pose to banks
as lenders and domestic corporations as debtors. Firstly, the chapter looks
into how NPLs can deteriorate a banK’s portfolio affecting its financial
position and forcing its restructuring. Secondly, the chapter considers the
restructuring options for both banks and corporations drawing similari-
ties and highlighting differences. Thirdly, the chapter discusses the main
aspects of out-of-court private expedited workouts and formal court-
supervised procedures.

2 The Regulatory Landscape of NPLs

The national regulatory framework may affect the timely enforcement of
the terms of loan contracts. At what point the loan is classified as non-
performing by the bank, and when does it become ‘bad debt’, depends
on domestic accounting regulations. Also, there are significant diver-
gences regarding the reported level of NPLs, which may not reflect the
full extent of the problem (as some banks restructure or extend distressed
loans to conceal problems). Countries or individual banks can overstate
or understate the reported level of NPLs: this practice may affect banks’
ability to lend and increase funding costs.'*

The following elements determine different interpretations of NPLs:
(1) whether restructured loans must be classified as NPLs or not, (2)
whether collateral or guarantees are taken into account,” (3) whether
NPLs are reported in full outstanding value or for the part overdue only,'
and (4) whether banks are required to downgrade all loans to a given
debtor if any of their loans is impaired."” One of the most important legal
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issues related to NPLs is foreclosure.'® Foreclosure processes vary from
country to country; hence, criteria divergences across jurisdictions may
reduce the ability to remove NPLs from banks’ books and reduce the flow
of credit to the economy (loans in Saudi Arabia will be considered NPLs
less than 90 days, 90-100 days, 180-360 days, and over 360 days while
in Canada after 90-180 days and in Europe after 90 days).

It is important from a regulatory point of view to analyse the relationship
between loan loss provisioning and NPLs. In fact, the spectrum between
loan loss provisions,' NPLs, and charge offs® is important to assess capital
adequacy. At an international level, the Bank for International Settlements
(BIS), the Financial Stability Board (FSB), the Basel Committee on
Banking Supervision (BCBS) and the International Monetary Fund (IMF)
have expressed concerns about the lack of international comparability
when it comes to assessing the NPLs held by banks and how they affect
their balance sheet. However, an international norm or a standard govern-
ing body for NPLs is missing. This is due to: (1) the different prudential
and accounting agendas; (2) policy agenda and its priorities; (3) techni-
cal terminology; (4) the associated problems of ‘regulatory forbearance’s
and (5) implications for economic growth. A ‘lone star’ in this process
comes in the form of the 2014 ‘EBA implementing technical standards on
NPLs’, which have also been used in the recent stress tests conducted by the
European Central Bank (ECB) and European Banking Authority (EBA).*!
The objectives of these standards are to (1) harmonise definitions of NPLs*
and forbearance and (2) complete the supervisory reporting framework by
adding new definitions and a template on asset quality issues.

As noted, a common definition of NPLs is absent in the banking and
financial sector.”® Although the regulatory standards consider NPLs as
loans which are either 90-plus days past due or non-accrual and held
in domestic offices of the institution, divergences in terms of the clas-
sification system, scope, and contents exist across countries.* Laurin and
Majnoni observed that ‘where the criteria for designating a loan as non-
performing are largely discretionary for banks, the comparability of NPL
over time may be affected by changes that individual banks make to their
definition of the term’.”

In this context, the determinants of NPL are institutional, struc-
tural, and macroeconomic. Nkusu argued that ‘disparities in financial
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regulation and supervision affect banks” behaviour and risk management
practices and are important in explaining cross-country differences in
NPL.2® However, loan loss provisioning is the vehicle for adjusting the
value of loans, so as to reflect loan review and classification.”” Besides
certain discrepancies, it can be said that generally, an NPL is defined as a
sum of borrowed money upon which the debtor has not made his or her
scheduled payments for at least 90 days (an NPL is either in default or
close to being in default). Once a loan is non-performing, the odds that it
will be repaid in full are considered to be substantially lower. If the debtor
starts making payments again on an NPL, it becomes a re-performing
loan, even if the debtor has not caught up on all the missed payments.?®

Krueger suggested that ‘impairment and nonperforming status should
be determined through a comprehensive examination of the instrument
and the debtor’s condition, resulting in an informed judgment about the
extent of possible impairment, and thus impairment could be recognized
more rapidly than 90 days (including instantaneously in the case of fair
value instruments), or under exceptional circumstances a period over
90 days could be appropriate’.”

In 1999, the BCBS provided the following standard loan classifica-
tion®: (1) ‘passed’, loans paid back; (2) ‘special mention’, loans to cor-
porations, which may get some trouble in the repayment due to business
cycle losses; (3) ‘substandard’, loans whose interest or principal payments
are longer than three months in arrears of lending conditions are eased;
(4) ‘doubtful’, full liquidation of outstanding debts appears doubtful and
the accounts suggest that there will be a loss—the exact amount of which
cannot be determined as yet; and (5) ‘virtual loss and loss’, outstanding
debts are regarded as not collectable, usually loans to firms which applied
for legal resolution and protection under bankruptcy laws. NPLs com-
prise the loans in the latter three categories (i.e. substandard, doubtful,
and virtual loss and loss) and are further differentiated according to the
degree of collection difficulties. However, in 2006 the BCBS revised the
classification of loans as follows': (1) ‘passed’, solvent loans; (2) ‘special
mention’, loans to enterprises which may pose some collection difficul-
ties, for instance, because of continuing business losses; (3) ‘substan-
dard’, loans whose interest or principal payments are longer than three
months in arrears of lending and conditions are eased; (4) ‘doubtful’,
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full liquidation of outstanding debts appears doubtful and the accounts
suggest that there will be a loss, the exact amount of which cannot be
determined as yet; and (5) ‘virtual loss” and loss, outstanding debts are
regarded as not collectable, usually loans to firms, which applied for legal
resolution and protection under bankruptcy laws.

Recently, the BCBS has been looking into the question of asset quality
in banks, including the treatment of non-performing loans.* To identify
non-performing exposures, the BCBS adopts ‘a uniform 90 days past
due criterion applied to all types of exposures within the scope, includ-
ing those secured by real estate and public sector exposures’. This defini-
tion applies to all credit exposures from on-balance sheet loans, including
debt securities, and off-balance sheet items such as loan commitments
and financial guarantees. The BCBS clarifies that collateralisation does
not influence the past due status and should not be considered in the
categorisation of non-performing exposures.’

In the south of the European Continent, the European Bank
Coordination ‘Vienna Initiative’—a private-public sector platform which
brings together key international financial institutions, international
organisations, public authorities, and private banks—has called for an
action plan to address NPLs in Central, Eastern, and Southeastern Europe
(CESEE) countries.* The aim is to establish a central forum for dialogue
to create the right conditions for Western banks to remain engaged in
emerging Europe. This means enhancing enforcement measures, improv-
ing consistency in the definition of NPLs, and removing legal obstacles
and execution issues in distressed transactions. In particular, the “Vienna
Initiative’ is trying to establish an effective coordination mechanism for
dealing with distressed assets.”” Clearly, the ‘Vienna Initiative’ intends
to develop an international legal toolkit for NPLs that comprises bank
principles on restructuring, preventive pre-insolvency proceeding, and
compulsory settlement (e.g. special rules for systemically important com-
panies). In September 2014, the “Vienna Initiative’ assessed a range of
strategies to foster a legal framework for the restructuring and resolution
of NPLs. These strategies include (1) better coordination of out-of-court
restructuring of viable enterprises; (2) establishing asset management
companies and in particular where comprehensive banking sector restruc-
turing is required; (3) setting up other workout vehicles jointly owned
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and funded by multiple parent banks, thereby overcoming coordination
problems; (4) fostering the sale of distressed assets; (5) pooling of cross-
border assets to achieve critical size; and (6) addressing legal, regulatory,
and tax treatment impediments to NPL removal.

The Eurozone crisis has highlighted the risk of disorderly deleveraging
of Western parent banks vis-a-vis their affiliates in CESEE and difficul-
ties in cooperation between home and host country authorities. Against
this risk, the “Vienna Initiative’ issued a comprehensive list of recom-
mendations aiming to ensure a well-functioning distressed assets market,
avoid potential cross-border financial stability issues, and achieve proac-
tive policy actions in the supervisory area.’® In this context, harmonised
guidelines based on the INSOL principles® can help devise country-
specific restructuring guidelines in CESEE and facilitate early resolutions
of NPLs. Further, the systemic importance of subsidiaries of Eurozone-
based banks in the region should be an incentive to intensify the dialogue
between banks and investors.

Empirical analysis of the cross-countries determinants of NPLs, the
potential impact of supervisory devices, and institutional environment
on credit risk exposure showed that higher capital adequacy ratio (CAR)
and prudent provisioning policy seems to reduce the level of prob-
lematic loans.*® Assessment and valuation of loan impairment should
not be based solely on prescriptive rules but should be enhanced with
judgement by the appropriate levels of management.* Bushman and
Williams explored consequences of discretionary loan loss provisioning
for the role of accounting information in supporting discipline of bank
risk-taking.** They investigate the specific decision context involving
the accounting information’s role in enhancing outside investors’ and
regulators’ ability to monitor and discipline bank risk-taking. On this
view, discretion over bank loan loss provisioning can have beneficial
or negative real consequences for the discipline of bank risk-taking,
depending specifically on how managers exploit available discretion
to shape loan loss provisions. While discretionary smoothing via loan
loss provisions (implicit forward-lookingness) dampens discipline over
bank risk-taking, explicit forward-lookingness that captures the extent
to which current provisions anticipate future deteriorations in the loan
portfolio enhances discipline.
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3 The Role of EBA

In 2014 the EBA published technical standards for the reporting of non-
performing loans and forbearance.*! The EBA document provides the
definition of ‘exposure’, ‘non-performing exposures’, and ‘forborne expo-
sures’.*? This is the first time that a hard-law instrument harmonises the
definition of NPLs. However, while the EBA document has developed a
harmonised definition for NPE for supervisory reporting, it does require
further work.®® These definitions are largely discretionary for domestic
laws. In particular, the substantial differences across countries attain the
period when unpaid loans become past due, intending to put loans on
lenders’ timetable sooner and require them to address these loans before
losses start to escalate.*

The EBA standard centres the definition of non-performing on the
notion of either 90 days past due or where the debtor is assessed as
unlikely to pay its credit obligations in full without realisation of collat-
eral. Further disaggregated reporting is required for forborne assets and
those defined as performing but nonetheless past due by 30 or 60 days.
EBA has established a definition of non-performing exposures in order
to increase comparability between non-performing exposures in different
banks. In particular, a loan is classified as a non-performing exposure
where the loan is 90 days past due or if there is a risk of defaulted pay-
ments. A loan that has been classified as impaired in the financial state-
ments or that has been classified as defaulted in capital adequacy shall
always be classified as a non-performing exposure. While many scholars
and policymakers in recent years have focused in creating a standard clas-
sification of sources of banks” funding (equity and debt), less thought has
been given to creating a common classification for items on the other side
of the balance sheet.”

The EBA document leaves aside accounting issues and definitions
of collateral and has no impact on the legal solvency regime. In addi-
tion, the EBA document does not change existing loan classification and
does not require full transparency. The focus of the EBA document is on
exposures (NPEs), which is broader than NPLs. NPEs according to the
EBA document also encompass off-balance sheet items and debt securi-
ties.* The work that the Basel Committee is currently undertaking on
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the prudential treatment of assets focuses on loans and loan classification
generally. After all, loans are typically the largest asset class on bank’s
balance sheets and NPLs constitute one of the most important factors
causing reluctance for the banks to provide credit. What is still missing is
international comparability on credit classification schemes and NPLs, as
well as increased transparency.

4 Assessing the Loan Classification:
The CAMELs System

CAMEL: is an acronym of the following indicators: (1) capital adequacy,
(2) asset quality, (3) management and administration, (4) earnings, (5)
liquidity, and (6) sensitivity to market risk. The CAMELs system focuses
on the assessment of the banking system by examining its balance sheet, as
well as profit and loss statement, thus observing the institution’s dynamic
aspect. CAMELSs ratings mainly indicate the adequacy of the risk-based
capital, non-performing loan position, liquidity gap analysis, liquidity
ratio, inter-bank dependency, return on assets (ROA), return on equity
(ROE), net interest margin (NIM), credit growth, credit concentration,
single borrower exposure, foreign exchange exposure, market risk, and
management questionnaire.

CAMELSs ratings are used to determine decisions such as how high
to set insurance premiums on deposit insurance by the Federal Deposit
Insurance Corporation (FDIC); whether or not to provide Fed lend-
ing to institutions; whether or not to grant licensing, branching, and
merger approvals; and whether or not to allow banks to participate in
government programmes (such as the Troubled Asset Relief Program).?
CAMEL: indicators are useful in assessing the financial vulnerability of
banks. However, there is no clear agreement in the literature on how
exactly to combine the various indicators. As noted by Klomp and de
Haan, one issue is that some indicators of banking risk are of an ex ante
nature (loan ratios) while others are ex post variables (capital and equity
ratios).” Whereas ex ante variables indicate a possible future risk, ex post
variables indicate the presence of a risk.
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The definition of NPLs around ‘past due more than 90 days’ may
lend itself to regulatory forbearance if the authorities allow new lend-
ing for the purposes of paying the interest on the existing loans to delay
the resolution of the problems. The European Securities and Markets
Authority (ESMA) noted that disclosures about forbearance practices in
the financial statements diverged significantly and were often limited in
the amount of information provided and vague as to content.”

A generally accepted system of loan classification would do for loans
what the ratings given by credit rating agencies according to their credit
risk analysis do for debt instruments (while the former need not be pub-
licly available, the latter by definition are). It is considered that the effects
of ratings on the instruments being rated have a direct impact on prices
because these assessment changes can affect the pool of investors.”® In this
context, the use of a ‘rating trigger'—as a particular contractual clause
included in private bond indentures that ensures a required credit rat-
ing threshold of the borrower’s liquidity risk>’—may determine the bor-
rower’s ability to repay the debt on time and full.

Empirical studies evidence that firms that are downgraded from invest-
ment grade to speculative grade move from having only senior unsecured
debt and equity in their capital structure before the downgrade to an
increasing dependence on both secured bank debt and subordinated
and convertible bonds after the downgrade.”* The consequence is that
firms lose access to arm’s-length short-term sources of liquidity after the
downgrade.

The CAMELSs rating system used by US financial supervisory author-
ities provides an interesting example of how to use loan classification
in general and, NPLs in particular, as indicators of bank soundness. As
argued by DeYoung et al., ‘the CAMELs focuses on the evaluation of
performance of the financial institutions by examining its balance sheet,
as well as, profit and loss statement on the basis of each component, thus
observing the institution’s dynamic aspect’.”

The CAMEL: rating system not only helps assess the safety and sound-
ness of banks but also mitigates the potential risks which may lead to
bank failures. Empirical studies have verified that using CAMEL:s as the

measure of the ‘true’ riskiness of the organisation can demonstrate that
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‘debt spreads did as well or better at predicting the riskiness of the bank-
ing organization than did capital ratios’.”* CAMELs ratings review dif-
ferent aspects of a bank balance sheet based on a variety of information
sources such as financial statements, funding sources, macroeconomic
data, budget, and cash flow, which can provide a more holistic approach.

The bank’s CAMEL rating is highly confidential and only shared with
the bank’s senior management for the purpose of projecting business
strategies. It is also shared with appropriate supervisory staff. Its rating is
never made publicly available, even on a lagged basis.”

The Capital Adequacy Ratio is considered the ultimate indicator of the
resilience of a financial institution to shocks to its balance sheet, while
the ratio of NPLs signals the quality of the financial institutions’ port-
folio and their solvency.”® In this regard, an aggregated CAMEL index,
as a soundness indicator, can combine quantitative and qualitative ele-
ments: NPLs and the provisions for loan losses are important asset qual-
ity indicators.

5 Insolvency Issues and Bail-in Tool

The broad divergence in the meaning of NPLs across countries and regu-
latory and private sector agencies creates difficulties to quantify the extent
of forbearance and thus to understand the link between NPLs, economic
growth, and financial stability but, more importantly, its impact on the
balance sheet and its solvency implications.

Any banking crisis has at its root bad lending and investment deci-
sions. As discussed the most important part of a bank’s balance sheet is
the quality of the asset portfolio. However, such quality remains difficult
to assess at any given time. This complicates meaningful cross-border
comparisons when it comes to restructuring options, stress tests, or con-
solidated supervision, which precisely aim at avoiding a banking crisis in
the first place.

In the USA, NPLs were originally treated to help eliminate losses from
the lenders’ balance sheets. The US banking system had significant crises
relating to NPLs, a clear example is the collapse of Continental Illinois
in 1984.%7 In 2001-2002, the US banking industry suffered a consistent
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recession that weakened bank balance sheets and led to an increase in the
ratio of non-performing loans to total loans, this is known as the NPL
ratio.”® During the 2007-2009 financial crisis, US banks experienced a
rapid rise in loan delinquencies and defaults driven by rising unemploy-
ment and falling real estate prices, among other factors.”” It has been
noted that ‘in 2009 NPLs increased sharply and credit stagnated, raising
worries that the recovery could be slowed down by credit constraints’.°
The increase in loan defaults in the banking mortgage sector in the USA
underlined the links between macroeconomic and financial shocks and
the relationship between the friction in the credit market and the risk of
financial instability.®!

In most credit classification systems, sitting between the bright lines
of normally performing credit exposures and those that are delinquent
are shades of non-performance. Indeed, in some credit classification
schemes, such loans like substandard and doubtful are construed along-
side loan losses as non-performing.

Debtors who default often lose collateral and blemish their credit rating
for years to come. Credit institutions are also impacted. As NPLs rise, so
does the cost of borrowing for banks with bad loans on their books. These
costs then may be passed on to other obligors directly in terms of higher
borrowing costs, with second round effects on economic growth as credit
contracts. Creditor-investors also can be impacted, as asset prices decline
on the back of the sale of collateral repossessed from defaulted obligors.®*

Considering the negative consequences flowing from non-performing
loans, there is an argument that loan forbearance could be used at a firm
or system-wide level during financial crises as a means to stave off their
worst depths. On the one hand, forbearance may be inappropriate if the
obligor has no real chance of recovery, as this can hamper the reallocation
of resources to other sectors of the economy and weigh down long-term
productivity.”> On the other hand, forbearance may be appropriate if an
obligor is suffering from just a temporary problem, and restructuring or
strategically reclassifying gives them time to recover. Unhelpfully, per-
haps, the best conclusion that can be drawn is it all depends on specific
circumstances.

If there is a place for forbearance, possibly even as a macro-pruden-
tial tool in certain circumstances to prevent the worst of economic
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catastrophes, then this suggests that the search for a single, deterministic
definition of non-performing loans is misconstrued. There are also other
reasons to believe this is so. In most credit classification systems, sitting
between the bright lines of normally performing credit exposures and
those that are delinquent are several ‘shades” of non-performance. Indeed,
in some credit classification schemes, such loans like substandard and
doubtful are construed alongside loan losses as non-performing.

The issue then may not be about getting a standard definition of NPLs
right. Instead it may be about getting the right data to monitor the real-
time risks for creditors. Ex ante, at origination, lenders collect lots of
information about obligors. Ex post, in liquidation procedures, courts
collect lots of information about defaulted obligors. But in the interval
in between, in the absence of market prices for non-traded loans, there
is a need for continual monitoring of obligors, the progress of projects
the loans are financing, and any other key risks that are evolving that are
obligor-specific or macroeconomic.* In other words, different firms and
regulators have different data and different interpretations of data they
use to estimate obligors’ ability to repay and whether it has deteriorated.

Bail-in has contributed to provide a common financial language to the
understanding of the different types of debt that are held by banks (the
liability side of the balance sheet). As pointed out by Huertas resolvability
hinges on the structure of liabilities.® The bail-in (or ‘debt write down’) is
a tool by which resolution authorities are given powers, exercisable when
an institution meets the trigger conditions for entry into resolution, to
write off all equity, and either write off subordinated liabilities or convert
it into an equity claim. Sufficient instruments (the issue of the sufficiency
of bail-inable debt)® should be written down or converted to equity to
ensure an orderly resolution of the failing institution in all cases.

The purpose of the bail-in regime is to provide a mechanism to
return an insufficiently solvent bank to ‘balance sheet stability” at the
expense of some of its creditors without the necessity for external capi-
tal injection and at the same time put an end to taxpayer-funded bank
bailouts. Bail-in powers are either contractual or statutory. The legal
basis on which the holder of a bail-in power is entitled to exercise it has
a bearing on a number of factors. These include (1) the existence of the
power, as part of a valid contract or a correctly enacted statute; (2) the
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extent of a creditor’s right to apply setoff, netting, or counterclaim to
reduce the amount of a debt write-down; (3) the remedies available for
a contractual or statutory bail-in power’s unlawful exercise (contractual
remedies may be more extensive than statutory remedies); (4) a credi-
tor’s entitlement to statutory compensation (contractual bail-in gives
no such right); and (5) the recognition and enforcement of the bail-in
power by foreign courts (contractual bail-in powers will be more readily
recognised and enforced). The contractual approach relies upon prior
issuance of debt instruments that contain contractual terms explicitly
recognising that the instruments will be converted into equity, or writ-
ten down, upon occurrence of a pre-specified point of non-viability
trigger event. The statutory approach envisages that once a firm has
reached the point of non-viability, the relevant resolution authority will
select from the range of debt instruments issued by the firm, such as
subordinated debt and senior unsecured debt.

The statutory bail-in power is intended to achieve a prompt recapitali-
sation and restructuring of the distressed institution. The bail-in capital
could be seen as a form of insurance (provided by creditors) against bank
insolvency and, hence, bank runs, especially runs on repos and other
short-term funding.

In other words, bail-in ensures that the failed bank can continue to
operate and provide essential services to its customers, by restoring the
bank to viability through recapitalising it. This limits disruption to the
bank’s customers and maintains public confidence in the banking system.
In a liquidation scenario, bail-in would be used to wind down the entity.
A bail-in is simply a mechanism for allocating an existing loss. It will
only be possible to use it to allocate such losses to the banks creditors if
the bank’s creditors are sufficiently robust to absorb that loss. If the use
of a bail-in power is perceived by the market as a sign of the concerned
institution’s insolvency, it could trigger a run by short-term creditors and
aggravate the institution’s liquidity problem.®” Bail-in also aims to avoid
the need for formal insolvency proceedings by restructuring the bank’s
balance sheet and ensuring the continued survival of the institution with-
out immediate dismemberment. The sufficiency of bail-inable debt (in
the light of the liability structure of many banks) remains a contentious
subject.®®



32 R. Olivares-Caminal and A. Miglionico

Under EU law, bail-in is a key resolution tool in the Bank Recovery
and Resolution Directive (BRRD)® and in the Single Resolution
Mechanism (SRM) Regulation.”® In terms of international soft law, a
number of documents published by the FSB have given greater clarity to
the understanding of the bail-in tool, in particular, the ‘Key Attributes
of Effective Resolution Regimes for Financial Institutions recommends
greater specificity with regard to the creditors’ claims which should be
exempted from write-downs.”!

In summary, when dealing with NPLs, there are ad hoc tools like soft-
law principles to deal with debt in distress facilitating a restructuring (e.g.
Central Bank principles, INSOL International principles, etc.) which are
mainly of a pre-emptive nature and hard-law solutions like bail-ins which
can be preventive or resolutory but their main characteristic element is
that they are of a statutory nature. However, banks would usually delay
facing the problem due to reputational effects which in most occasions
has exacerbated the problem.

6 Concluding Remarks

The consequences of NPLs are harmful all around for debrtors, creditors,
and the wider economy. A ‘holistic approach’ to balance sheet regulation
is needed, one that considers the two sides of the balance sheet in devel-
oping common standards that make comparisons across jurisdictions
and firms meaningful. The lack of a common financial language when it
comes to the classification of bank assets contrasts with the efforts under-
taken by policymakers, regulators, and scholars with regard to the sources
of bank funding. The most important part of a bank’s balance sheet is the
quality of the asset portfolio. However, such quality remains difficult to
assess at any given time.

As noted, existing empirical literature on NPLs is insensitive to several
potentially important explanatory variables. Firstly, the legal definition
and treatment of NPLs within a given jurisdiction may change over time.
There may also be material differences between the legal definition and
treatment of NPLs for prudential regulatory and accounting purposes.
Secondly, there may exist important differences in the legal definition
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and treatment of NPLs across jurisdictions. Thirdly, the intensity of pru-
dential supervision in relation to NPLs can also change over time and
vary across jurisdictions.

Intuitively, undetected changes or differences in these ‘legal’ variables
over time and across jurisdictions could significantly distort the assess-
ment of NPLs. For example, observed changes in the percentage of NPLs
may be wholly or partially attributable to changes in the legal definition of
a non-performing exposure, the deemed amount for reporting purposes,
or the circumstances in which an exposure will be deemed no longer non-
performing. Similarly, observed differences in NPLs across jurisdictions
may be attributable to differences in the legal definition or treatment of
NPLs and the intensity of prudential supervision. In this perspective,
the objective of standardising a definition of NPLs and bemoaning its
absence misses the mark. Judgement does and arguably should always
play a role in deciding whether or not a loan is non-performing, both for
creditors and regulators.

Therefore, when trying to apply a remedy to cure the problem (i.e. a
restructuring tool to avoid reaching a point of no return), it proves quite
difhicult because it is not clear whether there is a problem in the first place
and when it is evident, usually it is too late.
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