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Tackling non-performing loans in the euro area
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The European Commission is increasing its pace towards completing the European Banking Union. A European

Deposit Insurance Scheme (EDIS) should be the Banking Union’s third pillar. Germans are very sceptical of EDIS, in
part because Germany has never had a single deposit insurance scheme. Instead, cooperative banks, savings
banks and private banks administer their own deposit insurance systems without the possibility of transfers between
the systems.

Moreover, Germans fear that banks with non-performing loans (NPLs) from the last crisis on their balance sheets will
enter EDIS. They expect these loans to default, leading to a mutualisation of losses. Therefore, the German
government favours a reduction of NPLs before the introduction of EDIS.

In a_recent study, | intend to quantify the risks arising from NPLs and the restructuring costs for getting banks in
shape for EDIS. Therefore, | have constructed a dataset with 76 banks under the direct supervision of the Single
Supervisory Mechanism (SSM) of the Banking Union by using data from Bloomberg, Fitch, Moody’s and the banks’
financial statements.

The distribution of NPLs across banks

The data reveal that more than half of the banks in the sample have NPL ratios of 5 per cent and lower (figure 1).
These banks supply more than three quarters of the loan volume of the sample and have 41.6 per cent of the NPL
volume on their balance sheets. Thus, a significant fraction of the overall NPL volume is located in banks with low
NPL ratios. These banks should be able to tackle their NPLs on their own. But 22.8 per cent of the NPL volume,
which is located in banks with NPL ratios of 20 per cent and higher, is more problematic. These banks will have a
hard time tackling NPLs on their own.

Figure 1. The distribution of banks with different NPL ratios
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Notes: Based on 76 large and systemically important banks of the Euro area. Source: Bloomberg, European Central Bank, Fitch,
Moody’s, companies’ financial statements, own calculations

In order to get insight into the banks’ ability to tackle NPLs by themselves, | differentiated NPL ratio categories in
2012 and then calculated how many banks remained in their category by 2017 or changed their 2012 category by
2017 (figure 2). Most of the banks with an NPL ratio of 3 per cent and lower in 2012 remained in this category in
2017. Only a small fraction of these banks had a worse NPL ratio by 2017. However, no bank with an NPL ratio of 25
per cent or higher in 2012 was able to improve its NPL ratio by 2017. It is also worrisome that all banks with an NPL
ratio between 20 and 25 per cent in 2012 have a worse NPL ratio in 2017. This indicates a divide in the banking
sector: Banks with low NPL ratios contributed positively to the decline of the Euro area NPL ratio, while banks with
high NPL ratios contributed negatively to this decline.

Figure 2. Banks’ ability to maintain, improve or worsen their NPL ratios

Date originally posted: 2018-05-30
Permalink: http://blogs.Ise.ac.uk/businessreview/2018/05/30/tackling-non-performing-loans-in-the-euro-area/

Blog homepage: http:/blogs.Ise.ac.uk/businessreview/



LSE Business Review: Tackling non-performing loans in the euro area Page 3 of 6

Transition rates from 2012 to 2017, in percent

100
6,7
10,5 13’?
90
30,7
80
70
75
60 54,5
50 100 100
39’5 4!],2
40
30
20
10
0
up to 3% over 3% to 5% over5%to10% over 10% to 15% over 15% to 20% over 20% to 25% over 25%
mimproved NPLratio in 2017 W maintained NPL ratio in 2017 worsened NPL ratio in 2017 NPL ratio in 2(

Notes: Based on 76 large and systemically important banks of the Euro area. Source: Bloomberg, European Central Bank, Fitch,
Moody’s, companies’ financial statements, own calculations

Which improvements are possible?

Are the loan-loss provisions of high-NPL banks sufficient for entering EDIS without increasing the risk of loss
mutualisation? Therefore, | simulated a write-off of NPLs in the amount of banks’ loan-loss provisions first. Figure 3
shows that the NPL ratios of banks with low NPL ratios could be improved, while banks with a high NPL ratio would
maintain a high NPL ratio.

Second, | simulated an additional write-off such that all banks had an NPL ratio of less or equal to 3 per cent after the
write-off. As a result, a large share of banks would need to be recapitalised under this scenario because their capital
buffers are too low. This is particularly true for banks in Greece and Cyprus, while banks in the other former crisis
countries will withstand such a write-off.

Figure 3. Simulated write-off of non-performing loans
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Notes: Based on 76 large and systemically important banks of the Euro area. Source: Bloomberg, European Banking Authority,
European Central Bank, Fitch, Moody’s, companies’ financial statements, own calculations

Third, | define the target capital ratio for the recapitalisation as a minimum of 7 per cent. The number is derived from
the average capital ratio in the data, which was 6.3 per cent in 2017, plus an additional capital need due to the
implementation of Basel requirements in the future. The numbers indicate significant recapitalisation costs under this
scenario (figure 4). While recapitalisation costs will be high in Cyprus and Greece mainly because of the NPL write-
offs, recapitalisation costs in Belgium, Germany and the Netherlands will emerge because the capital ratios of these
banks were below average before the recapitalisation exercise.

Figure 4. Simulated recapitalisation costs
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Based on 76 large and systemically important banks of the Euro area. Source: Bloomberg, European Banking Authority, European
Central Bank, Fitch, Moody’s, companies’ financial statements, own calculations

Not fit for EDIS yet

| conclude that some banks are not yet in shape for EDIS and that vast amounts of money need to be invested in
order to get them in shape. Other measures for tackling NPLs, like selling NPL portfolios to investors, are more cost-
efficient, but take a lot more time to reduce NPLs. Therefore, it is questionable whether NPL levels of high-NPL
banks could be significantly reduced before the start of EDIS.

Sdd
Notes:

e This blog post is based on the author’s paper
M@&QMM&&@MMMMMML IW-Report 16/2018.

» The post gives the views of its authors, not the position of LSE Business Review or the London School of
Economics.

» Featured image credit: Photo by Norbert Nagel, under a CC BY-SA 3.0 licence, from Wikimedia Commons
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