NON-PERFORMING EXPOSURES

New coverage requirements and
accounting rules: Impact on
Spanish banks’ non-performing
exposures
The overlap of recent EU guidelines on coverage levels for non-performing exposures
(NPEs) with the implementation of new accounting standards is expected to put additional
strains on banks’ profits. While pressures should be limited in Spain, both in Spain and in
Europe, the regulatory changes have incentivized an unwinding of banks’ stocks of NPEs,
which is expected to continue into 2018.

José García Montalvo

Abstract: The new coverage requirements
for NPEs arising from proposals put forth
both by the European Commission and
the ECB, together with the entry into force
this year of IFRS 9 accounting standards,

is expected to put additional pressures on
banks’ income statements at a time when
profitability remains a key challenge. In this
context, banks are given a clear-cut incentive
to reduce their exposure to such assets.
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The Bank of Spain’s recent modifications
to NPE classification will help reduce the
impact of IFRS 9 on Spanish banks. At
the same time, Spanish banks have already
reduced their NPEs 46% since December
2013. The sale by Spanish banks of large
portfolios of non-performing exposures in
2017 accounted for nearly half of all sales
of non-performing assets in Europe last
year. Taking into consideration Spanish
banks’ strategic plans for further reducing
their non-performing exposures and the
portfolios already on sale, the market
will once again be very active in 2018.
However, concerns regarding the impact
on the market of the influx of properties
as a result of the large transactions closed
last year could weigh on potential buyers’
expected returns.

Introduction
It is clear that a high ratio of non-performing
assets or exposures (NPEs) hurts banks’
profitability. Non-performing assets have to
be written down for impairment, financed
and managed with a view to recovering them.
All of these factors weigh on banks’ income
statements, particularly at times of ultralow and/or negative interest rates such as at
present. The concern expressed by Europe’s
financial regulators and supervisors regarding
the stock of non-performing exposures is not
new. As part of the Supervisory Review and
Evaluation Process (SREP), and on the basis
of non-performing assets as at December 2015,
the ECB established criteria for requiring many
entities to present a strategic plan for managing
their non-performing exposures [1].
However, since mid- 2017, this concern has
become far more palpable in the form of new
regulations designed to put pressure on banks
to reduce their NPEs quickly. The ultimate
goal of these regulations is to create incentives
conducive to the early management of non-
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performing loans (NPLs) and in the event of
accumulation, their sale in secondary markets.
Against this backdrop, the Action Plan to Tackle
Non-Performing Loans in Europe announced
by the European Commission in July 2017
raises a series of proposals for forcing the
financial institutions to reduce the risk of
running high stocks of impaired exposures
in the future. Although the plan includes a
plethora of proposals, three aspects stand
out: (i) the proposal for a minimum common
coverage level for newly- originated loans
that become non-performing by means of an
amendment to the CRR; (ii) the development
of secondary markets for non-performing
assets with the aim of enabling creditors to
recover value even during episodes of stress;
and, (iii) a technical blueprint for the creation
of national asset management companies
(AMCs) or so-called ‘bad banks’. In this paper
we will focus on the impact of the amendment
to the CRR Pillar I requirement and the
ECB’s supervisory expectations (Pillar II)
when assessing a bank’s level of prudential
provisions for non-performing exposures in
light of the new guidance published by the
ECB.
The new regulations require higher coverage
levels for non-performing exposures and
introduce incentives for their efficient
management or sale in the event of
accumulation. It is important to note that these
initiatives overlap with the implementation
of the new IFRS 9 [2], which has generated
concern regarding the potential crystallisation
of an additional stock of non-performing
assets that would weigh on European banks’
profits. Estimates have suggested an increase
of 11% for the European banks in this respect.
In Spain, the situation is a little less worrisome
since Bank of Spain Circular 4/2016 had
already brought Spanish regulations closer
to the FINREP framework. As a result,
using Bank of Spain nomenclature, the

Implementation of the new IFRS 9 standards has generated concerns
of an additional stock of European bank NPAs, an estimated increase of
11%, which would weigh heavily on profits.
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The Spanish financial sector’s NPL ratio is very close to the EU
average, having reduced its average exposure by more than the EU as
a whole.
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‘substandard’ loan category has disappeared
and the exposures that used to be classified as
substandard or underperforming now qualify
for ‘special monitoring’ within ‘normal’ or
performing exposures. This new classification
system is fairly close to what qualifies as stage 2
impairment under IFRS 9. Similarly, the
Bank of Spain also updated its definitions
of ‘doubtful’ and ‘normal’ exposures (Annex
IX) to distinguish more clearly between
‘performing’ and ‘non-performing’, in line with
the FINREP framework. These modifications,
among others, help explain the reduced
incidence of IFRS 9 on the Spanish banks’
stock of non-performing exposures, as
detailed further below.
Moreover, there is an element of overlap
between the new accounting rules and the
regulators’ desire to accelerate the reduction
of banks’ stock of non-performing exposures.

European banks: Non-performing
assets and new regulations
The financial crisis of 2008 left European
banks saddled with a sizeable burden of
non-performing assets which is making it
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Exhibit 1

Some banks, particularly those of Italy and
Greece with high NPE ratios, would appear to
be pre-empting their coverage requirements,
making the most of the advantageous 5-year
transition period put in place by the EC for
new provisions with an impact on capital.
The Italian banks have recognised 10.7 billion
euros of provisions for expected losses
while those of the Greek and Cypriot banks
are expected to reach 3.5 billion euros [3].
These additional provisions incentivise the
accelerated reduction of non-performing
assets although it would appear that they have
caused the ECB some concern on account of
their deferred accounting treatment.

Jun-15

Dec-17

Source: EBA and author’s own elaboration.
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hard for them to restore their margins to
acceptable levels, in light of the cost of capital,
in a context of historically low rates. Exhibit 1
depicts the trend in non-performing loans
in the EU between June 2015 and December
2017. Greece and Cyprus stand out, with NPL
ratios of over 35%. In Cyprus at least the
stock of NPLs is declining, whereas in Greece
it continues to climb. The Spanish financial
sector is very close to the EU average, having
reduced its average exposure by more than
the EU as a whole.
One of the main objectives of the new
regulations on non-performing assets is
to standardise the provisioning effort by
establishing a minimum level of coverage
of non-performing assets applicable to all
entities. Exhibit 2 provides the interquartile
range for coverage in the various EU member
states. The upper quartile represents the
value of the indicator that includes 95%
of the sample while the lower quartile
represents the indicator that includes 5%.
The interquartile ranges (between 25%
and the median and between the latter and
75%) are shown in dark blue and light blue,
respectively. Exhibit 2 shows how the median
coverage ratio has been steady at around 40%

Exhibit 2

As noted in our introduction, the pressure
to increase coverage ratios is coming from
two fronts. On the one hand, the European
Commission (EC) has proposed setting a new
minimum coverage ratio (Pillar I); on the other
hand, the ECB has established expectations
concerning coverage for the SREP (Pillar II).
The EC regulation is automatic and implies
the imposition of a minimum coverage ratio
by way of an amendment to the CRR, whereas
the limits established by the ECB are framed
by the supervisory dialogue the ECB engages
in with the entities as part of the SREP. This
means that not complying stringently with
the coverage requirements deriving from the
ECB’s guidelines may not have consequences
if convincingly justified to the supervisor.
Much of the analysis regarding the differences
between the EC and ECB requirements has
focused on the noteworthy calendar difference
for maximum coverage (100%) for secured

Distribution of the coverage ratio for non-performing loans by
country
Percentage

Source: EBA.
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but the interquartile range between 25% and
the median has been expanding considerably,
while the level that captures 95% of the sample
has been falling. The huge range between the
5% and 95% percentiles of the distribution is
particularly eye-catching.
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Among other differences, the EC coverage level proposal consists
of a regulation and would therefore be binding, whereas the ECB
guidance puts forward an expectation for discussion with the
regulator.
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exposures which is set at eight years of NPL
vintage in the EC regulation, compared to
seven years for ECB purposes. Nevertheless,
there are multiple similarities between the
two sets of requirements, as well as certain
important differences. For example, in both
instances the requirements relate to assets
that turn non-performing after effectiveness of
the new regulations (i.e., new non-performing
exposures); it is logical, however, to
interpret the measures as setting a precedent
for all non-performing exposures [4].
In addition, bank exposures are classified in
the same way in both regimes, distinguishing
between secured exposures or secured
balances of partially-secured exposures
and unsecured exposures, or unsecured
balances of partially-secured exposures. The
requirements both vary depending on how
long the assets have been non-performing.
However, the EC requirements distinguish
between past due and ‘unlikely-to-pay’
exposures. There are other important
differences. As noted earlier, the EC proposal
consists of a regulation and would therefore
be binding, whereas the ECB guidance puts
forward an expectation for discussion with the
regulator. In addition, as the EC proposal is a

Table 1

minimum requirement set down in the CRR, it
would apply to all the countries to which that
Regulation applies, whereas the ECB guidance
only applies to the member states under the
Single Supervisory Mechanism (SSM). In
general, the ECB imposes higher coverage
ratios [5] relative to the EC requirements.
For unsecured exposures, the ECB is looking
for 100% coverage from year two after
classification as non-performing. The EC
proposal is to have banks provision 100% of
past due exposures only from year two and
a lower 80% of unlikely-to-pay exposures.
Exhibits 3a and 3b provide the coverage ratios
for secured exposures as a function of the
length of time they have been non-performing
and the likelihood of collection.
Exhibits 3a and 3b evidence the additional
burden implied by the ECB guidance. In the
case of the ECB requirements, both past due
and unlikely-to-pay exposures require 100%
coverage by year seven after classification as
non-performing, whereas the EC proposal
only requires 100% of secured exposures past
due by more than eight years.

Unsecured exposures
Percentage

EC
ECB

1-2 years

Over 2 years

Past due

35

100

Unlikely to pay

28

80

All

0

100

Sources: ECB and EC.
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Exhibit 3

a. Coverage of past due secured exposures
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b. Coverage of unlike-to-pay secured exposures
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Sources: ECB and EC.

New regulations and non-performing
assets in Spain
The most recent data concerning Spanish
banks’ non-performing exposures show clear
signs of improvement. The deposit-takers’ nonperforming loans declined by 16.1% to 94.18
billion euros in 2017 [6]. The percentage of newly
non-performing exposures (28.7%) increased
in 2017 compared to the trend witnessed during
the three prior years but recoveries were also
proportionately higher (-31.2%). The reduction
in non-performing assets due to write-offs was
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13.7% of the opening NPE balance. The biggest
contributor to the reduction in NPEs was
the corporate segment (-20.7%), particularly
companies in the construction and real estate
sectors (-30.6%) which presented a nonperforming ratio of as high as 37% in December
2013. Non-performing exposure to home
mortgages fell by 4.4%, a somewhat narrower
decline than the year before. However,
in the household lending segment other
than mortgages the rate of change in nonperforming exposures was broadly the same,
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Exhibit 4
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Source: Bank of Spain and author’s own elaboration.

with these exposures even increasing at some
banks (Bank of Spain, 2018).
As for forborne assets, as illustrated in
Exhibit 4, volumes have been very stable
since the assets of the Group 1 and 2 entities
(around 80 billion euros) were transferred
to the national asset management company
(SAREB). In the second half of 2017, as a
result primarily of the write-down of Banco
Popular’s forborne assets to their carrying
amount at the time of its resolution, as well
as other adjustments, total forborne assets
were reduced significantly, to 58 billion euros.
Thus, the non-performing exposures of the
Spanish deposit-takers had declined from 192
billion euros at year-end 2016 to 152 billion a
year later. This figure, despite its magnitude,
contrasts sharply with the stock of almost 280
billion euros of non-performing exposures
of December 2013. The cumulative decline
in non-performing exposures since that date
stands at 46%.

The market for non-performing
assets in Spain
The effectiveness of IFRS 9 from January 1st,
2018, is expected to have a relatively small
impact on the Spanish banks’ capital.The
new impairment provisioning criteria are

based on expected losses, in contrast to
the outgoing IAS 39 framework, which was
articulated around incurred losses. For ‘stage 2’
or ‘underperforming’ exposures (financial
instruments that have experienced a
significant increase in credit risk or probability
of default since initial recognition but do not
present objective evidence of impairment),
impairment provisions must be calculated
for the loans’ ‘lifetime’ expected credit losses.
Spanish regulations already contemplated a
similar scenario (these exposures, subject to
a few nuances, were defined as ‘substandard’
until Bank of Spain Circular 4/2016
renamed this category as requiring ‘special
monitoring’). As a result, the impact of these
new impairment provisions for otherwise
performing exposures is small in the case of
the Spanish banks.
However, the impact of the changes
concerning coverage requirements – or
expectations – put forward by the EC and ECB
could potentially be higher. In anticipation
of the impact of the regulatory changes to
minimum coverage levels contained in the
EC proposal and ECB guidance, the Spanish
deposit-takers accelerated the sale of nonperforming assets in 2017. Before analysing
the market for non-performing assets in Spain,
it is important to introduce a very significant
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Exhibit 5

Trend in assets under the SAREB’s management
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player. A noteworthy part of the supply of nonperforming assets in Spain, already scoped
out of the banking sector, are those managed
by the national asset management company,
the SAREB. Exhibit 5 shows the trend in the
assets under its management. That trend is
similar to that observed for the deposit-takers’
non-performing exposures: a sustained decline
in non-performing loans and a steady stock of
forborne assets.

Exhibit 6

Exhibit 6 shows the trend in sales of nonperforming
exposures
(non-performing
loans and forborne assets) in Europe and
in Spain. The activity in these markets
coincides with the reduction by onethird in non-performing loans (from
1.12 trillion euros three years ago to
0.81 trillion at year-end 2017) of European
banks reported by the EBA. The figures reveal
intense activity in Spain in 2014, which trailed

Sales of non-performing assets in Europe
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Source: Evercore (Europe) and author’s own elaboration (Spain).
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Table 2

Key non-performing asset sale transactions in Spain (2017 and
early 2018)
Closing
date
Mar-17
Apr-17
Jun-17

Seller

Project name

Bankia
Abanca
Bankia

Face
value
102.97
136
100

D.E. Shaw
KKR
EOS Spain

165

Axactor

338
600
600

Axactor
Cerberus
Deutsche Bank
Fleta Issuer Holding
Designated Activity
Company
Lindorff / Link
Oaktree
Haya Real Estate (Cerberus): 100%
D.E. Shaw / Lindorff /
Grove

Jun-17

BMN

Jun-17
Jun-17
Jun-17

Santander
BBVA
CaixaBank

Gold
LOR
Galdana
Rigoletto &
Valquiria
Marina Bay
Jaipur
Tramuntana

Jul-17

Ibercaja

Fleta

489

Jul-17
Jul-17

Liberbank
Sabadell

Normandy

169
950

Jul-17

Liberbank

Mihabitans

1885

Aug-17

Sabadell

Gregal

800

Aug-17

Santander

Sep-17

Bankia

REOs Popular
+ Aliseda
Jets

Oct-17

Liberbank

Invictus

602

Nov-17
Nov-17
Dec-17

BBVA
Abanca
Bankia

Marina & Sena
Salvora
Sopelana

13,000
476
150

Dec-17

CaixaBank

Egeo

800

Dec-17

Sabadell

HI partners

630.73

Dec-17

Sabadell

Voyager

800

Dec-17

Unicaja

Dec-17

Unicaja

Dec-17

Ibercaja

Dec-17

Bankinter

Dec-17
Jan-18
Jan-18

SAREB
Santander
CaixaBank
Caixabank
(Building
Center)

Mar-18

Malagueta/
Bullfighter
Proyecto
Malagueta Bullfighter
Servet
Champions
League
Ines
Indianapolis
Tribeca
1,458 homes

30,000

Buyer

Blackstone: 51%

100
Bain capital (80%) /
Oceanwood (10.1) /
Liberbank (9.99)
Cerberus: 80%
EOS Spain
Cerberus (Gescobro) /
Lindorff
Blackstone (Halley
Holdco)
Canadian Pension
Fund Investment Board
(CPFIB)

228

Axactor

228

Axactor: 75%

334

Cabot

436

Axactor

375
500
700

Deutsche Bank
Lindorff
D.E. Shaw
Testa

Sources: Press releases issued by the sellers and buyers, financial reports and media coverage.
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off in 2015 and 2016. During this period, the
improvement in the economy, coupled with
the recovery in real estate prices, may have
slowed the rate of sales of non-performing
assets by the Spanish banks in light of the
possibility of recovering a growing portion
of their non-performing loans and securing
higher prices for forborne assets. In this
situation, the price expectations of the
investment funds that typically buy these
assets diverged substantially from those of
the banks. During this period, several plans
for the sale of toxic assets (Mammut, Lince,
Big Bang, etc.) were cancelled and funds that
had been very active during the early years
of activity in non-performing asset disposals
such as Cerberus dropped off the scene. In
2017, when the banks were faced by clear
signs of pressure from the regulators and
supervisors to reduce their non-performing
exposures, the Spanish market rebounded,
accounting for roughly 50% of the European
market for the sale of non-performing assets.
Table 2 itemises the most significant
transactions. Unquestionably, the market
was marked by the announced purchase by
Cerberus of 80% of BBVA’s non-performing
exposures and the acquisition by Blackstone
of 51% of Aliseda and some of Popular’s nonperforming exposures in the latter part of the
year.
In light of the portfolios that are currently
up for sale and the plans of many Spanish
banks for reducing non-performing assets,
it is likely that the market will remain very
active in 2018. Sabadell is planning to
reduce its non-performing exposures by
2 billion euros by 2020 although depending
on investor appetite and the agreements with
the deposit guarantee scheme, this figure
could be raised significantly in 2018. Bankia’s

“

How buyers view these assets
The supply of NPLs and REOs, looking solely
at the Spanish banks and the SAREB [7],
stood at 190 billion euros at year-end 2017
(119bn of NPLs and 71bn of REOs). There
is a good deal of interest in Spanish banks’
assets. Nevertheless, the investment funds,
the usual buyers of these assets, are somewhat
concerned about two issues. Firstly, the growth
in house prices in Spain and the rapid rise
in rental prices have considerably impaired
accessibility. Some funds are worried that the
affordable housing thresholds (ownership and
rent) have been reached in Spain. Certainly,
growing competition in the mortgage
segment, marked by a price war and with
some entities offering to leverage 100% of
appraisal values, reminiscent of the credit
bubble, may ease their concerns over house
prices somewhat but not over rental prices.
Secondly, and more importantly, there is
concern regarding the impact the unwinding
of the large portfolios sold by the banks at
the end of 2017 could have on house prices.
This concern is justified by the significant
percentage of all residential property sales
represented by sales by banks and the SAREB
in recent years: 22.8%. The unwinding in the
market of the enormous stocks of housing
acquired by the funds at the end of 2017
could have a significant impact on prices and
undermine returns on these transactions. In

Regardless of some investor concerns over expected returns, in light of
the portfolios that are currently up for sale and the plans of many Spanish
banks for reducing non-performing assets, it is likely that the market will
remain very active in 2018.

”
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2018-2020 business plan calls for the sale of
2.9 billion euros of non-performing exposures
per year. Ibercaja is planning to cut its nonperforming exposures by 50% through to
2020, equivalent to around 600 million euros
per year. Liberbank, meanwhile, is targeting
an annual reduction of 900 million euros
until 2020. In 2018, Santander is targeting
a 6 billion euro reduction and the SAREB is
aiming for 3 billion euros.
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this climate, and despite the banks’ eagerness
to reduce their REOs, it may become increasingly
harder to arrive at a price that matches buyers’
and sellers’ expectations. The improvement in
economic forecasts could, in contrast, boost
sales of NPLs.

Conclusions
Entry into effect of IFRS 9 and, more
significantly, the new coverage requirements
for non-performing exposures, are set to
give the banks a clear-cut incentive to reduce
their exposure to these assets. In Spain, nonperforming exposures have been reduced by
46% since December 2013. The sale by Spanish
banks of large portfolios of NPLs and REOs
in 2017, which accounted for nearly half of all
sales of non-performing assets in Europe last
year, and the write-down of Banco Popular’s
non-performing assets for impairment in the
wake of its sale to Santander, has played a
significant role in this reduction. In theory,
judging by the Spanish banks’ strategic plans
for reducing their non-performing exposures
and the portfolios already on sale, the market
will once again be very active in 2018.
However, concerns regarding the impact on
the market of the influx of properties as a
result of the large transactions closed last year
could weight on potential buyers’ expected
returns.

Notes
[1] On March 8th, 2018, the EBA launched a
public consultation on guidelines on the
management of non-performing exposures and
forborne exposures with the aim of achieving
a sustainable reduction. One aspect of this
initiative worth highlighting is the requirement
that entities with high levels of non-performing
exposures (NPL ratios of over 5%) establish a
strategy for reducing them and a governance
structure and operational set-up for facilitating
the process.
[2] IFRS 9 took effect in January 2018, replacing
the IAS 39 framework, even though some
entities began to calculate their impairment
provisions under the new standard from the
second half of 2017.
[3] According to Autonomous Research estimates.
[4] The similarity is subject to nuances, for example
in terms of the cut-off date for newly-non-

performing loans: March 14th in the case of the
EC and April 1st for the ECB. Moreover, the ECB
deems any exposures newly classified as nonperforming (regardless of when originated)
as subject to the new requirements, whereas
the EC requirements only apply to exposures
originated after the date of adoption of the
proposal.
[5] The maximum coverage ratio is 185% for
secured exposures past due by less than 90 days
between three and four years after classification
as non-performing.
[6] Exposures had fallen again to 92.47 billion by
February 2018.
[7] At present, some of the funds themselves are
also sellers given where they are at in their own
investment cycles.
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