The evolution of the Non-Performing Loans in the Greek Banking Sector

Mentored and Supervised by:

Apostolos Gaitanis, Bsc Economics, A.U.E.B., FS Deals Associate, PwC Greece

Research & Writing by CLC’s students:

Alex David / Maria Douka / MelinaVelissaratos / Modesti Markou /Orestis Mikelakis

Powered by:




TABLE OF CONTENTS

Introduction

The Greek Economy

The Greek Banking Sector
Evolution of NPLs
Conclusion

Bibliography

10

11
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Introduction

The financial crisis of 2007-2008 revealed the fragility of the national economies and
banks. Governments, Financial Institutions, and Regulatory Authorities followed a mix
of conventional and extraordinary policies in order to enhance the robustness of the
financial system and support the global economic recovery.

Greece was highly affected by the crisis and became a weakly performing economy for
a long period. After years of austerity, capital controls, and memorandums, the country
entered a growth path, yet its banking system had to overcome the burden of Non-
Performing Loans (NPLs) that reached c. €112bn. (49,2%, June 2016). NPLs impeded
the progress of the banks and hindered the expansion of their core business. The
solution to this problem was given by the reduction of the total number of the banks,
the concentration of the Greek banking system to 4 Systemic Banks (N.B.G., Piraeus
Bank, Eurobank, and Alpha Bank), a series of large securitization transactions (Cairo,
Galaxy, Sunrise I, Frontier, etc.), and governmental reforms (Hercules Asset Protection
Scheme). These measures helped Greek banks to reduce the total NPL ratios to c. 12%
(c. €19 bn.) in March 2022 and in some cases to achieve a below 10% NPLs ratio.
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The Greek Economy

Gross Domestic Product (in €bln., Market Prices, Base=2015, Source: ELSTAT)
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Gross Domestic Product Growth (y-o-y, Source: ELSTAT)
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After the financial crisis, the GDP remained somewhat steady and the Greek economy,
although not worsening, didn’t significantly grow. During the 2016-2019 period, the
Greek GDP increased and topped €190 billion (2019). After that, it fell sharply as a
result of the Covid-19 pandemic, but the economy recovered fast because of the tourism

and shipping sectors.
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Consumer Price Index (v-o-y, Source: ELSTAT)
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Consumer Price Index (CPI) is used to track price levels and measure inflation. It is a
measure of the average change in prices over time that consumers pay for goods and
services. In the Greek case, we observed a deflation during the 2012-2015 and the 2017-
2020 periods, a phenomenon that followed the norm of the European region. However,
Covid-19 outbreak triggered structural changes in the global supply chain and led to an

increasing CPI, especially after 2020.

Unemployment (Source: ELSTAT)
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During the Greek economic crisis, the unemployment rate grew remarkably and
almost one out of three people was unemployed. After 2013, the job market has been
improved and continues to decrease.
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The Greek Banking Sector

Private Sector’s Deposits (Source: Bank of Greece)
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In 2015, the Greek private sector’s deposits decreased due to the capital controls that
were imposed on the banking system. After 2017, deposits entered a growing path and

eventually exceeded €180 bln (2021).

Deposits and new loans average interest rate (Source: Bank of Greece)
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Interest rates for both deposits and new loans followed a negative trend after the
financial crisis as a result of the zero-lower-bound policy that the European Central
Bank chose in order to control inflation. Yet, the recent rate hikes may move interest

rates to the opposite direction.
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Non-Performing Loans Evolution (Source: Bank of Greece)
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The stock of Non-Performing Loans in Greek banks topped c. 119 bln. in 2015,
hindering the expansion of the industry. A series of large securitization transactions

helped Greek banks to reduce the stock of NPLs and enter a growth path.

Evolution of NPLs
Non-Performing Loans

A non-performing loan (NPL) is a loan in which the borrower is in default (i.e., has
failed to repay their debt) since they have not made the scheduled payments for a
specified period. The elements of non-performing status can vary, depending on the
specific loan’s terms. The specified period also varies, based on the industry and the
type of loan, but it usually is 90 to 180 days. Once a loan is non-performing, the odds
the debtor will repay it in full are substantially lower. In case the debtor resumes the
payments, the loan becomes a reperforming loan (RPL)

A performing loan will provide a bank with the interest income it needs to make a profit
and extend new loans. When customers do not pay their obligations to the banks for 90
days or more, the banks must sacrifice regulatory capital as a provision on the
assumption that the loan will not be paid back.

Looking forward, banks need to keep the level of bad loans at a minimum so they can
still earn a profit from providing financing to customers.

If a bank has too many bad loans on its balance sheet, its profitability will suffer because
it will no longer earn enough money from its credit business. In addition, it will need
to put money aside as a safety net in case it needs to write off the full amount of the
loan at some point in time and hence the bank will worsen its ability to provide new
loans.
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Due to the global financial crisis that began in 2008, the average bank asset quality has
deteriorated, and consequently the amount of non-performing loans has increased
greatly. Banks therefore have become more vulnerable, and their lending operations
have become much more limited and cause major problems to economic activity.
Globally, various macroeconomic conditions, that started deteriorating during the
crisis, such a fall in GDP, rising unemployment, increases in unemployment etc. worsen
the situation of NPLs by further reducing the ability of borrowers to repay their debt.
Bank related factors that have negative effects on the performance of NPLs are size,
cost efficiency & management performance, credit conditions, market power, and
banks’ risk profile.

As the Greek economy entered a recessionary phase and GDP started to fall, financial
markets started losing their faith in Greece’s ability to service its public debt and soon
after Greece received its first bailout from the European union and the IMF to ensure
debt servicing and prevent a default. The increasing amount of NPLs, the
undervaluation of the assets in the banking sector and the further recessionary pressures
led to liquidity problems for the Greek banks.

Subsequently, the intensification of recession and political uncertainty combined with
unemployment, inflation, and bank specific variables (changes in equity, loans-to-
deposits) during the timeframe between 2010 up today, have led to an abrupt shift in
NPLs.

In December of 2014 the NPL ratio was c. 40,8%, and increased up until its peak in
June 2017, when the ratio was c. 49,2%. From that point on, the banking system started
working on debt alleviation resulting in a steady decrease of that ratio year by year up
until March of 2022 when the NPL ratio reached c.11,6 %. Greek banks still strive to
minimize that percentage/ratio below 10% and aim for a flourishing economy.

Greek banks suffered with a large amount of accumulated non-performing loans in their
balances that hindered their expansion and put their insolvency at risk. The core strategy
that they followed in order to tackle this problem was securitizations.

Securitizations

Securitizations started as a way for financial institutions to reduce the amount of NPLs
on their balance sheet, to release regulatory capital, and to provide new loans.

The 8-steps of the securitization process are:

1. The originator identifies the loans (assets) it wants to include in the securitization
and concentrates them into a portfolio
This portfolio is transferred to a legal entity (special purpose vehicle-SPV)
The SPV issues tradable interest-bearing securities that are sold to investors
The issuance is usually supported by an underwriter and credit rating agencies
Investors buys the asset-backed securities and receive payments funded by the
cash flows generated by the portfolio.
The servicing of the portfolio can be done in-house or with the utilization of a
servicing company-the servicer.
7. SPV collects the proceeds.
8. A trustee is used to ensure that the collections are transferred from the servicer to

the SPV and that the investors are paid properly.
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Loans are rated based on the level of risk associated with each one. The least risky type
of loans are falling into the Senior category. Next, there is the Mezzanine category loans
and lastly, the Junior loans which are considered the riskiest (the least likely to be repaid
by the person who owns the money). Securitizations’ structure allows investors to select
the securities that match their risk profile and preferences and thus appealing a more
diverse investor pool.

Furthermore, securitizations release further retained capital that was used as a buffer to
absorb potential losses, create liquidity, and allow banks to provide new loans.

There has been a renewed focus by Greece’s major banks (Piracus, National Bank of
Greece, Alpha, and Eurobank) on securitizations. During the last year, banks aim to cut
the bad loans down to single digits.

Eurobank completed the securitization named “Cairo” during mid-2020. The Gross
Book Value (GBV) of Cairo was about €7.5 bln and included c. 177k loans and the sale
of the servicer. The bank had also closed the “Pillar” transaction with the securitization
of mortgage loans and a c. €2 bln GBV. Another landmark Eurobank’s securitization
named “Mexico” had a GBV of €3.2 bln and was part of the bank’s plan to bring down
the percentage of NPLs to single digits by the end of 2021.

Piraeus Bank completed a series of securitization transactions with Sunrise I (€7.2 bln
GBV), Sunrise II (€2.7 bln GBV), and Vega (€4.9 bln GBV) being the largest.

With c¢. €6.5 bln GBV and 190k loans, Frontier was the largest National Bank of
Greece’s transaction. The bank has recently entered in an agreement for the Frontier 11
securitization than had a c. €1 bln GBV.

Alpha Bank’s Galaxy securitization was one of the largest securitization transactions in
Europe during 2021, with a €10.8 bln GBV.

During the 2021-2022 period, the Greek banks are trying to reduce and keep their NPL
ratios below 10% with securitizations and portfolio sales, while for regulatory purposes
they utilize synthetic securitizations. Moreover, securitizations have been supported by
Greek government initiatives like Hercules Asset Protection Scheme I & 2 in order to
attract more investors in increase their credibility.
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Conclusion

The Greek banking system was highly affected by the economic crisis that hit the
country during the previous years. The once one of the most renowned and strong group
of banks in the SEE region faced liquidity, performance, and strategic problems.
European banks were focusing on the digitalization and the transformation of the
banking industry, while their Greek peers had also the burden of the non-performing
loans that did not let them to grow. By utilizing securitizations and direct portfolio sales,
Greek banks managed to control and reduce their NPL stock in a fast pace and with
undisputed success. In this initiative, the Greek government and the authorities had an
important role and supported the banking system. Finally, the future of the industry
looks bright as the banks continue to achieve their goals, expect new financing through
the European Recovery and Resilience Facility, and enhance the digitalization
operational systems and products.
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