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Executive Summary Sheet

Impact assessment on the development of secondary markets for non-performing loans by removing undue

impediments to loan servicing by third parties and the transfer of loans

A. Need for action

Why? What is the problem being addressed?

Non-performing loans (NPLs) have piled up in parts of the EU banking sector in the aftermath of the financial
and sovereign crises and ensuing recessions. Elevated levels of NPLs affect financial stability as they weigh on
the profitability and eventually viability of the affected institutions and have an impact, via reduced bank lending,
on economic growth. As a result, NPLs have a negative impact on both the functioning of the Banking Union and
on the creation of a Capital Markets Union. To further address the challenges of high NPLs in Europe, the
"Action Plan To Tackle Non-Performing Loans in Europe" calls upon various institutions to take appropriate
measures. One of its key policy areas is to develop and enhance the functioning of secondary markets for NPLs,
specifically to remove impediments to transfers of NPLs from banks to other entitites and to simplify and
harmonise requirements for loan servicers. Limited participation of non-banks led to low demand, weak
competition and low bid prices on secondary markets, which disincentives banks to sell NPLs. A particular factor
that discourages NPL investors to enter the market is the difficulty to access third-party loan servicers, which
have been virtually absent in most EU Member States until recently and act on segmented markets.

What is this initiative expected to achieve?

Member States have very different rules for third parties acquiring NPLs from banks, as well as rules for offering
loan servicing services that restrict both the free flow of NPLs and investment opportunities for third-country
investors. The general objective is to stimulate demand for NPLs by generating a larger investor basis through
lowering entry barriers, and consequently also greater competition among investors. Facilitating the expansion of
loan servicers across borders would allow them to tap scale economies, compete for cross-border business and
provide their services at lower prices to non-bank NPL investors. Stronger participation of third-country firms
would augment the effects of higher competition on NPL prices and loan servicing fees. At the same time, it
needs to be ensured that borrower rights are preserved if a credit is transferred from a bank to a non-bank.

What is the value added of action at the EU level?

Without measures at EU level, national markets for NPLs and loan servicers will remain fragmented and
underdeveloped. Though a single market framework would not undo all fragmentation, EU measures would
foster cross-border expansion of both investors and loan servicers, so as to come close to a shared investor
base among all EU Member States. The value added of action at EU level also consists in incentivising Member
States to take a more active stance in reducing regulatory barriers to entry, although uncoordinated policy
measures at the national level would exacerbate the existing market fragmentation.

B. Solutions

What legislative and non-legislative policy options have been considered? Is there a preferred
choice or not? Why?

Establishing a set of non-binding common principles that target the most significant barriers to market entry in
countries with high NPLs could reduce the restrictions pertaining to the transfer of NPLs and loan servicing in
Member States where most needed, but would not generate a single market. A Directive that allows the use of
passporting could increase the investor base for NPLs and competition on loan servicing markets while allowing
Member States to continue to regulate national specificities. A Regulation with a single rule book that allows
passporting and covers entry and conduct rules for investors and loan servicers would be the best option to
increase quickly the investor base for NPLs and reduce the currently high stock of NPLs in the EU and some of
its Member States in particular. The single rule book would deliver an outcome closest to a single market, but
could imply that market entry could become more costly in those Member States in which market entry is already
simple, and should be formulated such that it minimises the additional obstacles. The preferred option consists in
a binding legal instrument that harmonises entry and conduct rules for purchasers and loan servicers. Whether
this should be done in form of a regulation or a directive will depend on policy preferences and whether the
priority is to opt for a measure that is most effective, or for a measure that maintains more room for national
discretion.




Who supports which option?

While the dominant majority of the replies to the public consultation affirms that the current size, liquidity and
structure of secondary markets for NPLs in the EU are an obstacle to the management and resolution of NPLs in
the EU and a majority supports an EU framework for NPL investors, the minority share is sizeable (almost a
third). A substantial majority supports an EU framework for loan servicers. Only a small minority either objects or
abstains. Almost all respondents that support an EU framework for loan servicers advocate that the framework
should cover a licensing regime and about half of them propose it regulates their supervision. Several advocate
measures to access data and improve data transparency.

C. Impacts of the preferred option

What are the benefits of the preferred option (if any, otherwise main ones)?

All options would reduce entry costs for NPL investors and loan servicers and incentivise NPL investors to
expand activity to underdeveloped market segments in the EU. If they make it possible for NPL investor and loan
servicers to act throughout the EU, competition will intensify, which leads to higher bid prices for NPLs and lower
costs for loan servicing. Loan servicers will benefit from potential to tap scale economies on the single market.
Quantification can only be done on a best effort basis using unsatisfying data and a methodology of which each
step can be challenged. It suggests a significant impact on NPL sales, i.e. they could increase from currently
about EUR 100 billion per year for the EU as a whole to a range of 103 to 115 billion after one year depending
on the policy taken. The measures could reduce ratios in some Member States in the order of half a percentage
point. Since the different policy options address a narrow set of actors, consisting of the selling bank, the
potential buyer, the loan servicer and the ultimate debtor, the main impact will also relate to these stakeholders.

What are the costs of the preferred option (if any, otherwise main ones)?

The required re-writing of law and its implementation will entail one-off costs at EU and national level. Some
Member States may face rising demand or authorisation and licensing from NPL investors and/or loan servicers,
which would imply higher administrative costs unless the fee charged for the licensing process fully covers these
costs. Absence of data and heterogeneity of the few available data observations prevent an estimation of the
cost. Direct environmental impacts are not expected.

How will businesses, SMEs and micro-enterprises be affected?

Smaller NPL investors and loan servicing firms would over-proportionally benefit because they encounter a
larger relative decline in the costs of compliance with legislation relative to their total costs. The impact on highly
indebted SMEs will depend on the behaviour of individual loan servicers. Depending on the individual operator,
loan services may help them more than banks to arrive at a more suitable payback profile of their loans, but they
may also apply existing borrower rights in a stricter way than banks. On balance, an enhanced environment for
banks to offload NPLs from their balance sheets through loan sales should be positive for the SME sector as a
whole since it will create room for banks to expand lending to viable companies.

Will there be significant impacts on national budgets and administrations?

Significant impacts on national budgets and administrations are not expected. The targeted reduction of
compliance costs could reduce administrative burden for the public sector.

Will there be other significant impacts?

Although the legal relationship between ultimate debtor and debt holder does not change with the transfer of an
NPL from a bank to a non-bank investor, a clear majority of respondents to the public consultation considers
involvement of third-party loan servicers a challenge to existing debtor protection rights. Since some Member
States currently use rules for loan servicers to protect consumers in credit relationships, an EU framework would
usefully also include safeguards for borrower rights.

D. Follow up

When will the policy be reviewed?

The Commission shall establish a programme for monitoring the outputs, results and impacts of this initiative.
The monitoring programme shall set out the means by which the data and other necessary evidence will be
collected. Five years after the entry in force, the Commission shall carry out an evaluation of this initiative on the
basis of a collection of relevant data and indicators.
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Executive Summary Sheet

Impact assessment on accelerated extrajudicial collateral enforcement (AECE) for secured loans to companies

and entrepreneurs

A. Need for action

Why? What is the problem being addressed?

High levels of non-performing loans (NPLs) affect financial stability as they weigh on the profitability and
viability of the affected institutions and have an impact, via reduced bank lending, on economic growth. As a
result, NPLs have a negative impact on both the functioning of the Banking Union and on the creation of a
Capital Markets Union. To further address the challenges of high NPLs in Europe, the "Action Plan To Tackle
Non-Performing Loans in Europe” by the European Council calls upon various institutions to take appropriate
measures. In particular, in order to reduce the risk of new NPL problems arising in the future, one of the key
policy areas is to enable banks to recover effectively and swiftly collateral value when borrowers' default on
secured loans. As a matter of fact, when procedures for enforcing collateral are lengthy and costly, the
microeconomic benefits of the use of collateral are impaired (ex-ante banks tend to lend less and/or at higher
lending rates and ex-post banks accumulate on their books a large stock of bad loans for which recovery of
value from collateral is difficult). The enforcement procedures in the EU are usually of judicial nature.
However, the inefficiencies of the court systems constitute a challenge for NPL resolution in some Member
States, mainly owing to the excessive length of proceedings. This is sometimes also due to the clogging-up of
the courts and practically results in lower recovered amount for secured creditors. Extra-judicial mechanisms
to enforce collateral as alternative faster and cheaper ways to in-court proceedings are available in some but
not in all Member States. Out-of-court procedures are very heterogeneous across Member States, with a
wide variety in terms of approaches, scope and efficiency, hence negatively affecting the level-playing field of
banks and business borrowers alike.

What is this initiative expected to achieve?

This initiative which is part of a broader package of measures to tackle the issue of Non-performing loans
aims at: (i) ensuring that banks in all Member States have at their disposal out-of-court enforcement
procedures for collateral and at (ii) enhancing the effectiveness of existing national mechanisms by providing
secured creditors with an efficient tool to recover more value and in a swift manner in case of business
borrowers' default. This would benefit banks by preventing the future accumulation of high level of NPLs on
their balance sheet. By strengthening the ability of banks to recover value swiftly and in a consistent manner
across the Member States, this initiative should enable banks to grant more loans to businesses, in particular
SMEs. A minimum set of harmonised features for out-of-court procedures would ensure a level-playing field
for banks in all Member States including making more credit available cross-border. Finally by allowing third
party investors to also benefit from out-of-court enforcement in case of NPLs portfolio disposal, it would have
a positive impact on the NPLs secondary market. It would facilitate price discovery, transactions and greater
liquidity in loans markets for pan-European investors who will be able to operate under similar conditions
across the EU through economies of scale.

What is the value added of action at the EU level?

Without policy intervention, the divergence between countries in their banking system's ability to manage
NPLs for the benefit of greater access to finance will not be addressed and might continue to widen. Only
those banks operating in the Member States where fast and efficient out-of-court enforcement mechanisms
exist will have appropriate tools to alleviate the future accumulation of NPLs. Hence, Member States where
those mechanisms do not exist or are not properly functioning will run the risk of seeing lending to corporates
being curtailed or made more expensive, as the last financial crisis has shown in some Member States.
Banks operating cross-border will continue to face fragmented collateral enforcement frameworks and will
need to assess the features of different legal systems, which leads to unnecessary costs and constitutes a
barrier to cross-border lending in the Single Market. The value added of action at EU level would be to
increase the level-playing field for banks and business borrowers alike, and to the scale-up the secondary
market for NPLs through economies of scale. This would benefit the whole EU as it will reduce spill-over
effects whereby - given the high level of financial system interconnectedness within the EU (and especially
Eurozone) - NPL problems in one Member State negatively affect lending and the economy in other Member
States.




B. Solutions

What legislative and non-legislative policy options have been considered? Is there a preferred
choice or not? Why?

The Impact Assessment has considered the following policy options (on top of the baseline scenario i.e. no
EU action):

e Option 1 - Non-regulatory action based on existing international harmonisation initiatives of
extrajudicial collateral enforcement procedures (Tool: Recommendation)

e Option 2 - Minimum harmonisation of extrajudicial collateral enforcement procedures (Tool: Directive)

e Option 3 - Creation of a new EU security right together with a fully harmonised extrajudicial
enforcement procedure (Tool: Regulation)

Upon evaluation and consideration of the impacts, option 2 was found to be preferable because it achieves
the policy objectives while maximising the benefit/cost ratio. Option 2 also strikes the right balance between
achieving coherence at EU level and leaving sufficient flexibility to Member States to implement the new rules
in a way which minimises impact on their national private (civil, commercial), property law and public laws,
given the multiple interlinks with Member States' private and public laws. As a result, Option 2 is considered
the most proportionate among the three options considered.

Who supports which option?

Option 3 has been opposed by the whole stakeholders' spectrum (with very few exceptions) mainly given that
establishing a new EU security right would be too complex and interfere too much with national legal systems,
i.e. civil law, transfer of ownership, publicity requirements, insolvency, including the ranking of creditors in
insolvency, and public laws.

Option 2 was supported the most by the banking industry, third party investors and some Member States
which see benefits in the establishment of a common set of features which would govern out-of-court
enforcement procedures across the EU. However, some stakeholders expressed some reservations as
regards the interaction of the mechanism with restructuring and insolvency procedures (e.g. suspension of
the mechanism in restructuring/insolvency procedures) which would impact its attractiveness and efficiency.
Business associations also partially supported the option given the expected reduction in borrowing costs
especially for SMEs. Business associations, just like some Member States, argued that a new framework
would have more value added in those Member States without such a system or with an inefficient system.
Finally the expert group considered option 2 as the least intrusive option while at the same time reaching a
meaningful level of harmonisation across the EU.

Option 1 received some support from the business associations and some Member States as it would allow
for a targeted approach to incentivise Member States without out-of-court enforcement procedures to
establish such procedures, and would avoid any disruptions in the Member States that have such systems.
However, few stakeholders indicated this option as a possible way forward.

C. Impacts of the preferred option

What are the benefits of the preferred option (if any, otherwise main ones)?

The primary function of security/collateral is the reduction of the risk of losses of a credit provider with respect
to the performance of a debt, i.e. the repayment of the loan by the borrower. The degree to which a secured
transactions law can perform a risk-reducing function is mainly dependent on the legal efficiency of the
security interest provided under a national law and the value of collateral upon enforcement. Option 2 is
expected to improve the efficiency of out-of-court collateral mechanisms across the EU by improving both
aspects hence reducing the risk of a creditor's losses. This is clearly a benefit from the point of view of
creditors: the recovery rates under option 2 are expected to indeed increase on average in the EU to 78%
from the current estimate level of 68% (as per World Bank — Doing Business data). In a stylised future
recession with a hypothetical gross amount of new NPLs of EUR463bl, this would translate into higher
recovery amount of EURS8DI i.e. 2.3% compared to the baseline scenario. Improving the efficiency of out-of-
court collateral mechanisms in the EU would also lead to a number of economic benefits for the debtor, in
particular a higher supply of credit and better pricing conditions. The reduction in borrowing costs for
companies would be, according to a conservative estimation of 10 basis points of lending rates i.e. long term
annual savings for borrowers of more than EUR500M.

What are the costs of the preferred option (if any, otherwise main ones)?




As the preferred option lays a framework on out-of-court enforcement procedures, costs associated with such
procedures would mainly be borne by banks/secured creditors and companies, and not by the taxpayers like
this is the case for judicial enforcements of collateral. Costs which would be borne by private parties are not
expected to be significant. There will be some costs for competent authorities which supervise banks in
relation to the envisaged collection of information by the latter on the number of secured loans which are
enforced out-of-court.

How will businesses, SMEs and micro-enterprises be affected?

SMEs depend on bank financing for their operations more than corporates as the latter can finance
themselves more easily on the public capital markets by issuing bonds or raising equity financings. Since
banks with an effective, expedited way to enforce their collateral can expect on their lending activities both a
lower probability of default (since debtor's moral hazard is reduced) and a lower loss given default (as the
collateral value will not diminish due to lengthy court procedures), they would revise downwards their lending
rates. As a matter of fact, improvement of the recovery rates by 10 percent points is found to be, on average,
associated with lower lending costs by 10 to 18 bps (with pricing effect stronger for small borrowers by about
40%). Moreover, given the reduction of risks explained above (especially the lower loss given default) it is
expected that more projects which were not able to get financing previously could obtain bank loans. As a
result, secured lending and overall the supply of finance is expected to also increase for those SMEs that
have assets to post as collateral.

Will there be significant impacts on national budgets and administrations?

Significant impacts on national budgets and administrations are not expected. If anything, out-of-court
mechanisms would decrease the administrative costs for public authorities, as the intervention of any public
authority in the enforcement process, such as notary or bailiff, would be at the expense of the parties.
Moreover the increased use of out-of-court mechanisms (when not challenged) would reduce the cases that
require the intervention of courts hence freeing up their capacity.

Will there be other significant impacts?

Given the potential negative social impact in case AECE is applied too widely, in order to protect some
categories of collateral givers such as consumers, the scope will be limited to business financial transactions
(i.e. loans between banks and companies and entrepreneurs). Consumer will be excluded from its scope
given the potential negative impact on their wealth and patrimony. Even for business borrowers the main
residence of the borrower will be excluded from the scope.

Moreover, option 2 is expected to have an overall positive influence upon employment and entrepreneurship
because it would facilitate access to finance for companies and entrepreneurs. However in certain cases (for
example when the collateral is the main machinery of the business) the out-of-court enforcement could lead
to making it impossible for that company/entrepreneur to continue performing its activities and this could lead
to the company/entrepreneur having to lay off employees. The ability of a company or entrepreneur to request
the judicial court to open a restructuring procedure at any time will ensure that the employees of the
company/entrepreneur concerned will benefit from all the rights and protections which are available to
workers under such procedures. The retained option will not impact workers' rights under existing legislation.

D. Follow up

When will the policy be reviewed?

Five years after the date of application of the Directive, the Commission shall carry out an evaluation of this
initiative. The objective of the evaluation will be to assess, among other things, how effective and efficient the
measure has been in terms of achieving the objectives presented in this impact assessment and to decide
whether new measures or amendments are needed.




