The Legal Regulation of Non-Performing Loans

Abstract

This thesis examines the phenomenon of non-performing loans (NPLs) and their legal
regulation at both the national level within the Czech legal system and the supranational level

of the European Union law.

The regulatory treatment of NPLs gained prominence in the aftermath of the global financial
crisis of 2007-2008, which led to a disproportionate accumulation of such assets in the
portfolios of European credit institutions relative to other developed economies. The share of
NPLs in European banks’ balance sheets continued to rise and reached a peak around 2014,

prompting an extensive regulatory response at the EU level.

This regulatory framework has gradually evolved along three principal axes: (i) the facilitation
and development of secondary markets for NPLs, (ii) the imposition of prudential capital
requirements through the mechanism of minimum loss coverage for non-performing exposures,
and (iii) the adjustment of the securitisation framework to accommodate the specificities of

NPL securitisations.

A key enabling development was the adoption of a harmonised definition of non-performing
exposures, incorporated into the Capital Requirements Regulation (CRR) in 2019, which has
since served as the conceptual and technical foundation for further regulatory instruments in

this domain.

Prior to engaging in a detailed examination of the legal instruments in question, the thesis
identifies two fundamental constraints that credit institutions face when dealing with NPLs: the
tax treatment of accrued interest on defaulted loans and the prudential capital requirements
applicable to such exposures. These factors jointly incentivise the offloading of NPLs to

specialised actors operating on secondary markets.

In the analysis of the legal framework governing secondary markets for NPLs, the thesis
highlights several shortcomings, particularly in the process of transposition of the relevant EU
directive into Czech law. The most significant shortcoming identified by the author is the de
facto emergence of two categories of debtors whose loans are classified as non-performing,
only one of which can effectively benefit from the protections provided under Czech law.

Furthermore, the analysis draws attention to the increased regulatory burden imposed on credit



purchasers, which may, in the author’s assessment, result in depressed bid prices and thereby

impair the overall efficiency and liquidity of the secondary market.

Conversely, the thesis adopts a favourable view of the capital requirement regime for NPLs,
specifically the progressive build-up of minimum loss coverage over time, which reflects the
diminishing probability of loan recovery as the period of default extends. Likewise, the
amendment of the securitisation framework to reflect the particularities of NPL transactions is
assessed positively, as it facilitates the use of securitisation as an instrument for the active

management and reduction of NPL volumes on bank balance sheets.
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