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Abstract: In this paper we proposed an analysis of the fidmeisis impact on the procedures for
management of loan portfolios in several bankingteys. Despite ample liquidity injection
programs implemented by major central banks andeigorent actions, credit risk remains a key
challenge of the current banking systems. On a umedéerm, the high percentage of bad loans has
become a structural vulnerability. To maintain aceptable quality of loan portfolios and not to
damage the prudential and profitability indicatocsedit institutions in EU member states have
proceeded to apply various techniques for creditueturing. The quantitative analysis carriediout
the last part of the paper revealed a relativelgenate granularity of banking systems considered, i
terms of capitalization, volume of bank reserves et provisions, in response to the persistentitre
of loan portfolio deterioration.
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1. Introduction

In the current economic conjuncture, to avoid erdarent of collateral, banks can
resort to loan restructuring, for borrowers experieg repayment problems.

Restructuring is useful first, because enforceniemblves additional costs, the

legal process being always costly for both the kemk the debtor and, on the other
hand, prices of assets brought as collateral aeettli affected by housing market

developments, which may lead to the inability tooneer outstanding debts and
interest payments by credit institutions which hgkented the loan.
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In essence, the restructuring of loans involvesrialy the characteristics of the
initial credit contract, in terms of interest rabeaturity or grace period relating to
borrowers who have difficulties in reimbursing deiot order to help them meet
their timely payment obligations. As a result o€ thestructuring measures, the
debtor must return to the normal parameters ofymeat. Will be restructured
only loans for which the debtor's financial anaysidicates that it has a present
and future capacity of payment, enabling it to phg rates according to the
timetable of the restructured loan.

Application of credit restructuring schemes is mégieeach bank, in accordance
with its internal rules and with the conditions actthracteristics of the applicant
client.

According to the Romanian Association of Banks @0@hrough the process of
loans restructuring banks assume a new risk, faiclwks required a rigorous
analysis of the past customer’s conduct and businggil the moment it requires
the loan to be restructured, the payment capae@gufes (analysis of current
contracts and cash flow), an economic and finaraalysis and an assessment of
client ability to repay debts already accumulated.

2. Credit Restructuring Techniques

Economic literature differentiates between the $yjpé events that trigger the
restructuring of loans:

a) the restructuring of ongoing loans, which do remtord arrears or have a few
days of delay, defined as the process by whictettseea modification of the terms

and conditions of the original contract, when theresuspicion of credit default

risk. Events that fall under this type of restruictg are: borrowers anticipate

difficulties in repaying and call for reschedulitige loan; borrowers with good

payment history require the maturity extension suebust economic reasons; the
customer records a dire financial situation because overly indebted or has a
temporary default. For the credit institution angan restructuring, by the

renegotiation of the monthly payments, is a waya$gist customers in various
industries, so as monthly payment obligations bexsostainable. The main ways
for conducting this type of restructuring are tlesaheduling and refinancing of
loans.

Rescheduling is an operation which extends th&lritedit maturity, by changing
the date for repayment of loan installments, duedawwower’s inability to pay debt
at the initial deadline. If the debtor has an ading debt at the date of
rescheduling, it will be included in the loan balanin addition, the grace period
may be extended up to 12 months in which the bagrawill pay interest only.
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Through the refinancing option, the bank grantsew fiunding with the aim of
taking over a loan granted by another bank, oriripan ongoing loan at the same
bank, to benefit from another product’s charactiesgcost, maturity, collateral) or
closing an outstanding loan at the same bank aadtigg a new loan in order to
amiable recover the arrear. This option allowskibeower to replace a currency-
denominated debt with a loan expressed in domestiency.

b) restructuring of nonperforming loans (troublezbdrestructuring), consisting in
the accumulation of loan payment arrears of over d2¥s. This type of
restructuring is applied in circumstances whererethés macroeconomic
environment deterioration or when there is a higigrde of uncertainty in the
debtor's activity, in terms of achieving the estiedacash flow. In such a situation
it can become very difficult or even impossible fioe bank to recover the amount
lend, in accordance with the initial timetable tisat the bank should consider very
carefully whether the amendment of the originaimeiof the contract could help
the client in order to reimburse the contracted @mho

Restructuring of bad loans is a bank attempt ttecbhs much of the amount owed
by the debtor, thereby reducing the losses fronmlehding activity. Restructuring
arrangements include, mainly: the contract intereste reduction or even
elimination; carrying out over a given period onhterest payments; principal
reduction; extension of loan maturity; bringing nessets as collateral; change of
the principal debtor or adding a co-debtor; chanfjehe currency in the loan
contract.

Green (2009) emphasizes the distinction betweertvibeforms of restructuring:

restructuring by simple modification of loan chdeaistics (loan modification) and

restructuring of bad loans (troubled debt). In dyisnion, the restructuring of bad
loans is a concession made in favor of a debtoighwime bank would not normally
appeal, if the debtor wouldn't be faced with finehor economic difficulties. The

main feature of this type of restructuring consistsreducing interest rates or
principal. Any other amendment to the original caotual terms, that do not
involve changing the interest rate or principalele\enters in the category of the
first type of restructuring.

In terms of the asset target group that is subjéatestructuring measures, we
distinguish three categories:

- corporate sector debt restructurintghrough two distinct approaches. The first
approach is the voluntary negotiation of extrajiadicredit restructuring and
consists in developing a restructuring plan acakptethe debtor and a consortium
of lenders, such as to enable debtor's businedsuaiy and the recovery of all or
part of its debt. If restructuring fails, the aftative is the initiation of debtor’s
insolvency judicial procedure.
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A second approach is specific to systemic cridisracterized by a high level of
corporate sector insolvency and difficult mediatimtween borrowers and lenders.
In this case, the government has the central rolmplementing the restructuring
process. The main methods of intervention are:

« exercise of mediation by the government. An exXemg the London
restructuring, which aims to identify a mediatohi@h may be a public or private
institution, involved in judging the debtor-creditoelationship and states the
possibility of state involvement in co financingetrestructuring process.

* provision of guarantees or financial compensatipthe government to creditors,
in order to extend the maturity of corporate seaebt, grant grace periods,
interest rates or exchange rate guarantees, capéelions.

* creation of special agencies (Asset Managememp@oies) to take over and
manage the bad loans in a centralized manner (Gkibancial Stability Report
2009, Laryea 2010). This solution is useful whdarge number of companies are
faced with problems of loan repayment, the loanaratteristics are relatively
homogenous or AMCs can provide expertise in thiel fié corporate sector debt
restructuring, which is not available to banks. Thdvantages cover both
companies, which receive assistance for busindésbil@ation, avoiding the onset
of insolvency proceedings, as well as banks. Bysfiering troubled assets to an
AMC, banks may focus on banking activity, leavirgthe agency the efforts to
maximize the recovery of bad loans.

Laryea (2010) emphasizes that success, in thetlenmg, of the corporate sector
debt restructuring, can be ensured only if it izomepanied by operational
restructuring, which is oriented on the structure eefficiency of corporate
business, by closing non-viable business lines eastructuring of productive
capacity.

- restructuring of household deb#ccording to the Global Financial Stability
Report (2009), restructuring of household debt pprapriate when the debt is
denominated in foreign currencies, particularlynlwasecured by mortgages. If
difficulties in the repayment obligations are sevand generalized, one option is
the implementation of restructuring programs, whichve two components:
recapitalize viable financial institutions and oest the household repayment
capacity, by renegotiating credit agreements.

Government intervention to facilitate the restruictg of household debt can be
materialized into two broad approaches (Laevernyaar2009):

» establishing a predictable legal and institutlofamework, in support of
voluntary non-judicial restructurings;
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» implement a household debt restructuring progsponsored by the government,
which provides financial support (deleting debk iecentives, subsidized interest
rates or exchange rate) for a particular credi¢ typdebtor.

- restructuring of structured product#, for loans, banks can proceed with their
restructuring, through negotiation with the debtanscase of structured products
legal rights to restructure the loans on behalivbfch were issued are very low.
Changing the credit contract is possible only ifldeos of securitized debt
instruments issued will be paid based on the cotuah provisions of the original
loan.

In the process of restructuring the loans, speti@ntion is granted to mortgage
loans. For instance, in late 2008, the UK Treasampounced the launch of
Homeowners Support Mortgage Scheme, whereby honmswsubject to a

mortgage loan may defer the payment of a fractiothe loan rates, for a period
not exceeding two years, by including those creati¢és in the principal amount.
Deferred payments were guaranteed by the Treaéiligible borrowers had to

hold mortgages of no more than £ 400,000 and sawhgp to 16,000 pounds and
to record a decline in income.

In the U.S., in February 2009, the government laedca comprehensive program,
called Making Home Affordable Program, consistifigwo subprograms, one for
refinancing (Home Affordable Refinance Program-HAR&hd the other for
restructuring, by changing the contractual charaties (Home Affordable
Modification Program - HAMP).

HAMP program is intended to reduce, to a tolerdbiel, the mortgage loans’
monthly payments, for borrowers that: have obtaioatis before 1 January 2009,
are ownership - occupant of the purchased buildiage an outstanding debt value
of no more than $ 729,750 (for a one person famihg monthly payment rates are
over 31% of gross monthly income and financialidiffties are due to growth in
monthly rates, contraction of income or medicalbpems. Borrowers who have
lost their jobs or prove a total inability for pagmt are not eligible for
restructuring. The program will run until 31 Decesn2012.

HARP program was designed for borrowers who argauplate with monthly
mortgage payments, but were unable to obtain dtitadl refinance program
because the value of the real estate collaterahdihred. Eligible borrowers must
hold a mortgage owned or guaranteed by Fannie MaEreddie Mac, have
recorded no more than 30 days of late paymentykeat have the ability to make
new payments and the mortgage does not exceed b23Pe property current
market value. The program will expire on June 3012 Currently, the
Department for Housing and Urban Development iskimgr on a program
designed to provide financial assistance to dehtdws have taken out a mortgage
loan, but face with a decrease in revenue of ait188%, as a direct result of
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involuntary unemployment generated by unfavoralslenemic climate or serious

illness. The program will be called the Emergenoymdowners' Loan Program -
EHLP and will consist in granting of subordinatedns, without recourse, at a
Zero interest rate, in a maximum amount of $ 50f00& maximum of 24 months,

to each eligible borrower. Thus, the monthly paymeitl be set at 31% of gross

monthly income recorded at the date of applicafmnthis program, but not less
than $ 25 per month. The remaining difference Ww# supported by EHLP

program. Only those borrowers who register at I8asbnths of late payments and
have been notified by the lending bank on the timerto foreclosure the mortgage
will be eligible.

3. International Trends Recorded in the Restructuringof Loans

In a study by the National Bank of Hungary (Gergélpmolya 2010) for
monitoring the restructuring of households’ loaihsyas found that housing loans
have been at a rate of only 0-2%, while restructurehicle financing loans fall
within the range of 5-10%. In terms of home equitgns, a third of banks
surveyed have made restructurings in proportios-d0%, while another third has
restructured 10-20% of them. As a means of restringf, banks have opted for
their own programs, which provide temporary extensof the maturity and
relaxation of monthly payments, by adjusting ins¢nates or fees charged. In the
case of vehicle financing loans, the reductioneafsfcharged is more pronounced,
compared with the other two forms of financing. éing to the study, the
factors that prompted the loans restructuring & ttungarian banking sector are
low, decreasing revenue, exchange rate volatilibgmployment, improving the
quality of loan portfolio and economic climate.

A study published by the European System of CeBiaaks (2010) note that, from

the candidate countries for accession to the E”Qa¥zr and Macedonia have not
yet implemented programs for loans restructuringy durkey has restructured

loans granted through credit cards (until May 2886 been restructured 36.5% of
credit card bad loans).

In a study of the Federal Reserve Board of Goverr{@0l1l0), 50% of banks

surveyed said that, in the first half of 2010, resis for maturity extension of

commercial real estate loans have not significactignged, while 42.9% of banks
registered a slight increase. 95% of mortgagesartied by Freddie Mac in the
fourth quarter of 2010 have a fixed interest r&eother interesting borrowers’

option was to reduce the maturity of the refinaniceah, the main reason being the
lower interest rate. Thus, 70% of borrowers whaneefced an initial loan on 20

years have chosen a maturity of 15 years and 32bombwers with loans for 30

years chose a smaller maturity, of 15 or 20 years.
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In Russia, according to the Regulation and SuperviBepartment of the central
bank, at the end of first quarter of 2010 the sludreestructured credits of the 30
largest banks increased to 35.7%.

A study of the ECB (2010) conducted on a sampl&2tf banks in the euro area
has revealed that one of the factors that posjtivefluence corporate sector
demand for loans is their debt restructuring (ci@gnghe terms and conditions of
loans in progress). In the third and fourth quartef 2009, 50% of respondent
banks reported it as having an important influeheehe third quarter of 2010 was
recorded by only 17% of banks surveyed.

National Bank of Poland (2010), National Bank ob\&lkia (2009) and Bank of
England (2009) conducted a similar study in whicbrenthan half of surveyed
banks reported the significant impact of the rettming requests from companies
to the rising demand for corporate sector loans.

In Romania, according to the Romanian AssociatioBanks, at the end of 2010
nearly 20% of the ongoing loan portfolio, grantedthbto households and
companies, has undergone a restructuring schemefadibtate negotiations
between individuals in financial difficulty or theebtor companies and creditors,
the Ministry of Finance in collaboration with theafibnal Bank of Romania,
Ministry of Justice and Consumer Protection Auttyprwith technical assistance
from the World Bank published in September 2010 guidelines for the out of
court restructuring of companies obligations andgetolds’ mortgage loans.

The auditing and consultancy company KPMG has ptede at the end of 2010,

the results of a study on more than 50 banks irtr@eand Eastern Europe, active
in the real estate sector. The objective of thimimeter had been to evaluate the
quality of real estate loan portfolio and bankspogunities to manage exposures
that record delays in reimbursement.

It can be noted that the largest share of reateekians with repayment difficulties,
both for residential and commercial purposes, ecended in the Baltic countries
(72%, of which 19% is severe damage and 53% mironage), followed by

Romania with about 55%, a group of countries witiugs ranging between 30-
35% (Hungary, Croatia, Bulgaria) and another greitp similar values (Slovakia,

Poland, Czech Republic).

16¢



ECONOMICA

100% -
90% -
28
80% - e
70% -
65 67 7 70
60% - 78 - o
50% - [N
40% - e
30% -
15
20% - - = - 20
, 18 -
10% - &I o 18 15 5 12 0
— 4 4 4

BAL ROM HUN CRO BUL SWVK POL CZE Regional
Average

=]

m Fully compliant
= er'for impairment Source KPME in i
B Serious impairment Lending Baromete

Figure 1. Impaired real estate loans

Another result of the study revealed that respontbanks believe that damaged
exposures can be managed successfully by applyiffgremht restructuring
techniques. On average, banks’ positive responseth® use of restructuring
techniques for real estate loans were of 60% fercbuntries considered, with a
maximum recorded by Poland (over 80%).

4. Empirical Analysis of Credit Portfolio Heterogereity in Selected EU
Countries

In the following, we have analyzed a representatample of EU countries, to
highlight the extent to which the loan portfolioaljty improvement, through the
implementation of restructuring techniques, is hgereous in the countries
considered.

In their monthly reports, central banks do not mbtistinctly the amount of loans
that have undergone restructuring schemes, therefbere isn't a direct

guantitative measure of this phenomenon in the ibgnkystems. Hence, we
included in the analysis several variables desigogatovide an indirect overview

on this issue. We considered net provisions’ vahat,interest income and capital
and reserves amount, aggregated for the entireifgaskstem, in the year 2009.
To avoid that the final results should be distorted adjusted the value of each
variable taking into account the country size dffey reporting their gross values
to the GDP level of each country. Data was takemfthe OECD database, the
bank profitability statistics section.
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We have applied an exploratory type methodologfedaCluster Analysis, to gain
an insight into those countries that meet similaracteristics, in terms of credit
portfolio quality management. The core of Clustenalysis is to identify
similarities in the structure of variables, its pose consisting in bringing together
countries with similar characteristics into homogmuns groups called clusters. This
method is not a typical statistical procedure, sirtcdoesn’t require the definition
of an a priori hypothesis to be validated by caltioh, but it identifies, on behalf
of a series of algorithms, several homogeneouspgradi countries, starting from
the initial set of input variables.

The clustering algorithm is hierarchical, allowitige overcrowding, with priority,
of countries that meet the highest degree of siityiléor smallest distance). The
distance function between groups is calculatedrdaog to the Squared Euclidean
distance, because it puts a greater emphasis onifyileg countries that have
extreme values for input variables. As a computatigrocedure, it represents the
sum of squared geometric distances between cosimrimultidimensional space.

Squared Euclidean distanpey) = Z; (x; - ;)2

A number of studies (Wolfson, Zagros, James 2004tjieBez, Sorensen 2006,

Chung, Tijdens 2009) recommend this approach whénintended to provide a

greater weight to outliers. It should be noted tiat squared Euclidean distance
coefficient is a dissimilarity one. Therefore, thigher the value recorded, the more
pronounced are the discrepancies among the cosictiesidered.

The coefficients calculated will be the subjectasfother algorithm, called the
Ward test, to facilitate mergers between groupsh witlatively similar
characteristics. The result of this analysis is mamized in the form of a
hierarchical tree (dendrogram), which illustrates ¢composition of each group and
the distance between them.
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Figure 2. Dendrogram using Ward Method

It can be noticed the presence of three groupsbangroup that gathers most of
countries considered (Slovakia, Poland, Italy, Md#nds, Belgium, France,
Finland, Germany and Denmark), which suggestsha ytear 2009, a relative
homogeneity in terms of capital adequacy for thepses of managing credit risk;
a group of two countries: Spain and Switzerland, another one represented by a
single country, namely Ireland, which records feagusubstantially different from
other EU countries.

This result is confirmed by reality. According teet Central Bank of Ireland, the
Irish banking system was deeply affected by logsms the lending activity. In
April 2011 has been launched the Financial MeasBregramme, as part of the
agreement with IMF, EC and the ECB, which aimstensify efforts for banking
system’s stabilization, by asset sales measurdsstamtial increases in capital,
reducing bank portfolio size to a sustainable I@f¢he loan/deposit ratio.

171



ACTA UNIVERSITATIS DANUBIUS Vol 7, No. 3/2011

5. Conclusions

In order that loan portfolios restructuring techréq be implemented and provide
the desired result, monetary policy makers and igowent authorities must take
steps to stabilize the economic and financial emrirent. It is, therefore, necessary
to restore a certain predictability of interesegtexchange rate, real asset prices,
so that both debtors and creditors have a referppogg when determining the
terms of the new credit agreement.

Although, at present, the quality of loan portfglim EU countries seems to have
stabilized, it is not known the medium and longrtémpact of restructured loans.
There is the risk that borrowers default again aestructured loans become
nonperforming. Restructuring by modifying the onigii contract terms is seen as a
way to save time, allowing the debtor to recoveerahis temporary financial
difficulties. On the other hand, the restructurofgbad loans, represented by the
impossibility of full repayment of the loan and éngést on the original loan, is
treated as a loss allocation process between titerdend creditor.
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