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at a glance

Restructuring
In European debt markets last year’s 
benign credit conditions continued 
into the first half of 2014. Abundant 
liquidity, both in high yield and leveraged 
loans, along with an active IPO market, 
allowed borrowers to refinance to pay 
down debt or avoid restructurings. 
Financial sponsors also took advantage 
of the available liquidity to complete 
dividend recapitalisations and the trend 
around “cov lite” terms continued in the 
leveraged loan market. The high levels of 
refinancing activity have now dismantled 
the ‘maturity wall’ in leveraged loans; in 
addition the number of distressed loans 
continues to decline and the default rate is 
steady at low levels. 

6
European banking update 
– views on the AQR 

The banking industry is currently 
undergoing an unprecedented wave of 
change. Banks continue to restructure to 
deal with historic exposures; they need 
to respond to the raft of new regulation 
being introduced and to consider their 
future business model. As a result, banks 
will need to raise equity and sell non–
performing loans portfolios as well as 
performing books and businesses. One of 
the triggers for this restructuring activity 
is likely to be the European Central 
Bank’s Comprehensive Assessment (“CA”) 
which assesses banks’ capital adequacy. 
In general banks are expected to be able 
to deal with the assessment from their 
existing resources, but we expect the CA 
to cause isolated issues around Europe. 
Perhaps unsurprisingly the countries with 
banks that are likely to see a significant 
impact from the CA are Italy, Spain, 
Ireland and Greece, as well as Austria and 
Slovenia. Some of these territories have 
already started taking steps to prepare for 
the CA, but others are less well prepared. 
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Head to head: Out of 
recession - will things be 
different this time?
Two of our partners answer the question.

The level of corporate administrations 
is currently at a 20-year low point, but 
insolvencies peaked after the recessions 
of the early 1980s and 1990s ended. Will 
the pattern be repeated in this cycle? The 
prolonged period of very low interest 
rates since 2009 is coming to an end, 
but it remains uncertain whether the 
coming rate increases will be gradual, or 
start later and be sharper. Realistically, 
however, rates can only go up, while after 
the last two recessions, interest rates fell 
during the peak insolvency years. This 
time there will be the added burden of 
higher interest bills as well as a potentially 
stronger currency as the economy 
recovers. Offsetting this, businesses 
are undoubtedly stronger and better 
run than in the past, there is a much 
more developed approach to business 
turnarounds and no political appetite for 
rising insolvencies.
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A note from Jeremy
Jeremy Webb
Partner and Editor
+44 (0) 20 7804 9302
jeremy.webb@uk.pwc.com
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Economics corner: 
Financialisation - the $9 
trillion opportunity and 
what to do with it
In recent decades, one of the most 
important global economic trends has 
been “financialisation”, characterised by 
increased leverage in the private sector 
and growth in the size and sophistication 
of the financial sector. Emerging markets 
still have some way to catch up to reach 
levels of financialisation similar to those 
in the advanced economies, but credit/
GDP ratios are converging with the G7, 
implying a huge increase in lending. As 
financial markets grow, they can facilitate 
the transfer of capital to productive areas 
of the economy. However, if the speed of 
market development is too rapid or the 
breadth of the financial markets expands 
too quickly, the risks of destabilising 
“boom and bust” cycles increases. Given 
these risks, as financialisation becomes 
established, regulators need to develop 
and adjust regulations that reflect the 
changes in the financial system. 
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Turning up the heat on 
Spanish renewables 

The Spanish government has recently 
changed the subsidy regime for renewable 
energy assets, which we expect to 
impact the profitability of some plants 
significantly. The specific details of the 
new scheme could leave less efficient 
plants unable to break even at the 
operating level, while retrospective 
implementation could create cash flow 
pressures for those in receipt of excess 
subsidies. Existing project finance 
structures could become unsustainable 
for these plants and we believe this 
could lead to a number of financial 
restructurings, featuring some complex 
stakeholder dynamics. The potential for 
further changes to scheme parameters in 
future means the outlook for renewables 
operators remains uncertain. 
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A note from Jeremy The foreword in this edition of 
Restructuring Trends has been written by 
Duncan Turner, one of our new partners 
promoted in July 2014. I should like to 
take this opportunity to welcome Duncan, 
along with the other new partners, 
Tim Allen and Iain Alexander. Duncan 

joins the Restructuring and Refinancing 
practice and will focus on large and 
complex restructuring work, Tim will 
focus on Operational Restructuring with 
our corporate clients, whilst Iain will 
continue to focus on advising government 
organisations that are in financial crisis. 
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Welcome  
 to the latest edition of Restructuring Trends

Record levels of “cov lite” loans, junk yields at an all-time 
low, sponsors taking out dividends by re-leveraging their 
investments. Sound familiar? Ample liquidity continues to 
underpin a relaxation of lending criteria across the credit 
spectrum. Highly leveraged borrowers have been able to 
refinance their debts rather than face a more conventional 
restructure and the recent boom in IPO activity has enabled a 
number of companies to pay down debt to more comfortable 
levels. With the average bid on European high yield bonds 
remaining significantly above par, there are slim pickings for 
alternative investors hunting for investment opportunities.

So as we return from summer, the question is where will the 
market go from here?

In the short-term, markets will probably remain 
accommodating. Inflation remains subdued on both sides of the 
Atlantic and with the European Central Bank (“ECB”) hinting it 
may use more unconventional monetary policy tools to restart 
the moribund Eurozone economy, bulls can point to continuing 
benign lending conditions.

Those more focused on the UK can also take heart that the 
economy, at last, is growing with some vigour. The last 
recession was characterised by relatively low levels of corporate 
insolvency. As debated in our “Head to head: Out of recession” 
article, in an environment of prolonged low interest rates, this 
trend is likely to continue with underperforming companies 
able to continue to service debts rather than wave the white 
flag. Whether this is good for the long-term health of the wider 
economy is a question supply siders will continue to pose.

The ECB’s Asset Quality Review (“AQR”) is threatening to 
shake up the general sense of market calm. The results of this 
wide-ranging review of European banks’ capital adequacy are 
due in October and our assessment is that, not surprisingly, 
the biggest impact will be felt in the peripheral countries of the 
Eurozone. By standardising the way in which banks provide 
for bad loans and by stress testing levels of capital, the AQR is 
likely to force banks to sell assets to alternative investors and 
to be more pro-active in the management of their remaining 
non-performing loans. This could provide the impetus for 
increased levels of restructuring activity amongst European 
corporates. For the banks themselves, the greatest impact is 
likely to be felt in Italy (which to date has not undertaken the 
same level of recapitalisation as other Southern European 
economies); Austria (because of its foreign exchange exposure 
to Central Eastern Europe); and Slovenia (due to a generally 
weak banking system). Overall though, the AQR is unlikely to 
be calibrated to identify systemic flaws in the strength of the 

European banking system. So expect pressures on individual 
banks, a higher level of restructuring activity, but not a broad 
market sell-off.

If you are looking for macro level risks that could disturb the 
current market calm, then the fortunes of China are as good a 
place to start as any. Since 2008, China’s debt to GDP has risen 
from 125% to over 200% today. What started as a government 
sponsored credit boom to mitigate the impact of the financial 
crisis has become a major headache for policymakers. In 
absolute terms, China’s level of debt is high but not exceptional 
(a number of European countries had significantly higher 
debt ratios when they got into trouble). Also, debt crises often 
arise when foreigners hold a substantial amount of debt and 
China’s proportion is still relatively low. However, what worries 
economists is the speed of the debt build up and the fact that it 
appears to have fuelled a housing boom and unproductive state 
investment. Nearly all countries with similarly rapid increases 
in debt have subsequently faced some form of financial crisis, 
or sharp economic slowdown. Pessimists also point to the 
rapid growth of the shadow banking sector, which, by offering 
tantalising rates of interest to investors, has lent risky money 
to borrowers which they cannot otherwise source from banks. 
China has a habit of being the exception that proves the rule, 
but a credit crunch or a significant economic slowdown in 
China would be the sort of shock which would shake markets 
out of their current complacency. In this issue, we examine 
the impact of rapid financialisation in emerging markets, 
highlighting some of the benefits, but also some of the risks.

Whilst the growth trajectory of China remains a topic of hot 
debate, one sector which has definitely hit the ground with a 
bump recently is the Spanish renewables space. The Spanish 
government recently changed the subsidy regime, with wide 
ranging implications for the sector as a whole. In total, there 
are 64,000 renewable energy assets financed with c.€44bn of 
debt in Spain. The impact of the new legislation on individual 
assets varies depending on the age and the efficiency of the 
plant, amongst other factors, but it is likely that a significant 
number will require restructuring. However, with subsidies 
due to be reset further in a couple of years’ time, the level of 
political risk may keep distressed funds on the side lines. The 
change in the environment for renewables does not stop with 
Spain, with Italy and the UK also announcing less favourable 
regimes for projects. We examine the prospects for the sector 
and some of the issues that investors should consider. 

I hope you enjoy this edition of Restructuring Trends and as 
ever we welcome your feedback.

Duncan Turner
Partner 
+44 (0) 20 7804 7823 
duncan.turner@uk.pwc.com 
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Restructuring

The prevailing trends in the European debt markets in 2013 – 
fewer signs of distress combined with abundant liquidity, both 
in high yield and leveraged loans – continued in the first half of 
2014.

As widely publicised, the IPO market was particularly active in 
the first six months of the year, with a number of highly levered 
LBOs, such as SSP and Pets at Home, able to capitalise and pay 
down debt.

Other borrowers, Hema for example, were able to use the high 
yield market to refinance and to avoid potentially difficult loan 
restructurings. According to Debtwire, there were 72 high yield 
deals in the first half, already making 2014 the most active year 
ever recorded. 

Surplus liquidity and the less restrictive nature of high yield 
bonds have enabled borrowers to secure lighter covenant 
restrictions in the leveraged market. Although these have tended 
to be in larger cross-border deals there have been a couple of 
European-only deals on US style “cov lite” terms, for example 
Iglo. A number of these deals may prove challenging for lenders 
over the next two to three years, especially if recovery in the 
Eurozone is slower or weaker than expected. Without the early 
warning signs covenants provide, lenders may need to monitor 
credits more closely.

A number of sponsors also took advantage of the available 
liquidity, with the level of dividend recaps increasing in H1 2014 
to 12.9% of $44.9bn deal volume from 10.6% in 2013.

Metrics show lower levels of distress in the leveraged loan 
market compared with recent years, with fewer names in 
the spotlight. As an increasing number of funds continue to 
enter the secondary loan market, competition has intensified, 
supporting prices. The significant recent exception is the collapse 
in secondary pricing of Phones4U’s debt following loss of a key 
contract; although we believe this is credit specific rather than 
reflecting an adjustment in risk appetite.

There has been considerable market talk that the current Asset 
Quality Review (“AQR”) may lead to increased secondary trading 
and a willingness by more banks to exit positions, or restructure 
loans. Whilst we expect the AQR to lead to increased debt 
trading and more active management of positions by banks (see 
related article in this edition), we have yet to see a significant 
impact on the deals we have been working on. 

Some sectors are under particular liquidity and leverage 
pressure. The mining industry is suffering a downturn, which 
is leading to stressed/distressed situations across a number of 
commodities. In addition, regulatory change in Europe (notably 
in Spain) has reduced subsidies for renewables projects, which is 
impacting a number of assets (see related article in this edition).

Kim Milward-Oliver 
Senior Manager 
+44 (0) 20 7213 2990 
kim.milward-oliver@uk.pwc.com

Duncan Turner 
Partner
+44 (0) 20 7804 7823
duncan.turner@uk.pwc.com

Iain Graham 
Director
+44 (0) 20 7213 3141
iain.graham@uk.pwc.com

Summary
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Distressed credits 
The number of borrowers incurring a payment default in the 
first half of 2014 remained at the low levels seen in the second 
half of 2013. The publicly disclosed restructurings included PHS 
Holdings, Autobar, Apcoa Parking AG, Tragus, Vivarte and New 
World Resources.

The ‘distress’ credit metrics that we track show the benign credit 
environment of 2013 continuing in 2014. With credit easy to 
come by, borrowers, which would have been restructuring 
candidates under other conditions, have been able to refinance 
more easily.

The lagging 12-month default rate for S&P European Leveraged 
Loan Index (“ELLI”) has remained around 4% to 6% over the first 
half of 2014, settling at 5% of issuers in June. This represents 10 
issuers which have defaulted or commenced restructuring over 
the last 12 months.

The ELLI distressed ratio has dropped to its lowest level since 
before the financial crisis, with only 8.8% of loans trading below 
80, presenting fewer opportunities for distressed debt investors. 
Whilst some stressed loans have been refinanced, the biggest 
impact on secondary pricing is the high level of liquidity, which 
has bid up prices across the market. Following a gradual decline 
in the share of facilities rated CCC+ over the second half of 2013 
from 9.1% to 7.2%, there has been a small increase in the first 
half of 2014 to 8.7% of facilities. 

In the first half of 2014 there were 115 upgrades and 113 
downgrades, giving an upgrade to downgrade ratio of 1.02 
compared with a ratio of 0.77 in the first half of 2013, when 
there were a third more downgrades than upgrades. 

Distressed Leveraged Loans
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Market size outstanding balance
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Market size and maturity profile
The first chart on the right shows the relative market size of 
sub-investment grade leveraged loans compared with European 
high yield bonds. The overall debt market has continued to 
increase in size, driven by investor appetite for high yield bonds, 
with €269bn of high yield bonds issued in July 2014, which 
was a record. This compares with a relatively static syndicated 
leveraged loan market of c.€100bn.

The high levels of refinancing activity have dismantled the 
‘maturity wall’ in leveraged loans replacing it with a more 
normalised profile; the bulk of maturities are spread across the 
2016-2021 period. 

European institutional leveraged debt
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Average margins on LBO facilities

Amendment Fees
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Pricing 
Pricing on new and amended deals reflects the continuation of 
2013 credit conditions, although for the first time since before 
the financial crisis, pricing on new deals is lower than existing or 
amended deals. Average pricing on new issue TLB and TLC deals 
dropped from 430bps in 2013 to 406 bps in H1 2014. Across 
the first half of the year more deals flexed pricing downwards 
from initial price talks, but it should be noted that in July some 
resistance started to appear, with pricing flexing upwards on 11 
out of 15 flexes as reported by S&P. 

Amendment fees continued their downward trend, averaging just 
20bps in Q2 2014. These tend to reflect short-term amendments 
ahead of a fuller restructuring, or are combined with a margin 
uplift in amend and extend deals. However, there have been 
a couple of amendments (e.g. Hema) for a 15bps fee, which is 
unusual compared with fee levels in recent years. The specifics 
of the situation and the broader context of an amendment will 
continue to be the main determinants of the level of fee expected 
by lenders. Source: S&P Capital IQ LCD
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Head to head: Out of recession... 

Mike Jervis 
Partner
+44 (0) 20 7212 6610 
mike.jervis@uk.pwc.com

Yes
The view that UK insolvencies will always 
increase coming out of a recession is wrong

As recessions go, the one in the wake of the global financial crisis 
was the most severe on several measures, such as the extent of the 
enterprise value destroyed and the breadth of those geographies 
impacted. It was a financial recession borne out of corporate and 
personal over–gearing, compared with which the early 2000s 
technology or dotcom recession looks like a damp squib. 

However, despite this severity, the view that the volume of UK 
insolvencies will always increase coming out of a recession, 
as over-trading occurs and creditors start to see value in their 
collateral, is wrong. This time round, so far, the data support 
this view: the level of corporate administrations, for example, is 
at a 20-year low point. This low volume is even more significant 
given that administrations are now being used more creatively, 
especially with the advent of pre-pack tools. 

Looking back to the 1990s recession, the causes for that, largely 
property, recession were complex, but high interest rates and a 
lack of manufacturing competitiveness played a major part. In this 
cycle, there has not been the huge interest rate rises of yesteryear – 
it is unprecedented that rates have been this low for this long. As a 
result, the cost of debt and the ability for companies to service debt 
has been comparatively easier.

Insolvencies occur because of bad management, over-gearing or a 
lack of investment. Systemic issues play a part, but they are hard 
to escape. Insolvencies do not occur just because the economy 
is growing. They do not occur because lenders use improved 
conditions to exit by enforcement – a particular nonsense in the 
current environment where regulatory scrutiny is intense and 
where multiple refinancing options outside traditional channels 
are available. Added to that, early warning techniques are now far 
more sophisticated in spotting potential insolvencies and taking 
appropriate action. 

Management teams are also now far more experienced, pluralist, 
well advised and better qualified than ever before. If they need 
augmenting, there are tried and tested TDs and CROs to engage. 
To expect management teams to have forgotten the lessons 
learned with regard to over-trading or lack of working capital is 
naive. 

Over-gearing issues will always be a factor and the recession 
was not a panacea for those with excessive debt . However, the 
restructuring community has used, experimented, tested and 
manipulated enough techniques over the last few years to deal 
with some of the over-gearing: schemes, prepacks, topco flips, 
portfolio sales etc. I do not discount pension gearing, by the way. 
The recession may have dealt with some pension zombies, but not 
all and this will remain a cause of some failures. 

Investment is probably the biggest single issue, which will 
distinguish the winners from the losers. Some of this may be 
recession related – those who held their nerve and invested during 
the recession are in better shape than those who did not. But this 
insolvency factor needs to be considered over a longer period 
than just one recession. New technology in retail or professional 
services has been a factor for at least a decade and those who 
cannot or will not adapt will become the new insolvencies. Some 
companies’ business models have simply become extinct, but the 
reason for their demise is technology, not recession. 

Finally, one has to discount large interest rate rises. Higher gearing 
is the new norm and excessive movements in rates would clearly 
have only one result. 

Rising interest rates – can we cope?
After a very prolonged period of extremely low official interest 
rates since 2009, it looks like we will face a period of rising interest 
rates in the major western economies over the next 3-5 years. Both 
the Bank of England and the US Federal Reserve are preparing the 
ground for a gradual rise in interest rates, starting later this year 
or early next year. The Eurozone is likely to lag behind the UK and 
US, but the market expectation is that rates will be rising there too 
by 2016/17.

How will businesses cope? If the central bankers are right – and 
rates rise gradually against a background of economic recovery 
– there should not be too many problems. Rising revenues will 

Andrew Sentance 
Senior Economic Advisor
+44 (0) 20 7213 2068 
andrew.sentance@uk.pwc.com
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Paul Copley 
Partner
+44 (0) 20 7213 2550
paul.copley@uk.pwc.com

Corporate insolvencies peaked after the recessions of the early 
80s and 90s ended. 

Why? As the economy finally rebounded after long, painful 
downturns, in many cases businesses could not cope with the 
extra pressure on working capital and over-traded their way into 
distress. As the M&A markets recovered and new money became 
available again, creditors could allow companies to fail with 
reasonable certainty that the underlying businesses and assets 
would be sold to repay debt.

So what’s different now? Keeping working capital in check is 
a huge challenge for many businesses in the current climate. A 
recent PwC survey found that large companies have had to find 
an additional €500bn to fund working capital increases over the 
last four years, rather than being able to invest that cash in their 
businesses. Sustaining working capital improvements is difficult 
– only 9% of companies we surveyed had managed it over three 
consecutive years.

No
It’s far too simplistic to assume that insolvencies 
are a thing of the past – at the economy recovers, 
they will be back

...will things be different this time? 

Of course, there are mitigating factors this time round. The 
recovery market is far more sophisticated and there’s much 
more in the toolbox than there was 20 or 30 years ago. In 
addition, there is obviously no political will for there to be a 
record-breaking level of insolvencies – Funding For Lending is 
an example of a government initiative to kick start the “real” 
economy plus, of course, the tax-payer still owns large chunks of 
the UK banking sector and that may well impact the attitude of 
banks to their customers’ potential insolvency. 

But that’s of course if they still own the debt – tougher regulatory 
capital rules mean that banks increasingly need to divest – PwC’s 
Portfolio Advisory Group forecasts that banks will have sold 
€80bn of non-core assets by the end of 2014. Yes, there are new 
lenders and funds who will take up the slack, but does that really 
help? With no long-term relationships with the borrowers to 
protect and lenders purely focused on economics, I would expect 
that insolvency will feature strongly as a tool to recover value – 
why wouldn’t it? – and of course even a tactical pre-pack is still 
an insolvency.

What’s arguably the worst feature of this recovery is that UK 
interest rates can only realistically go up, and PwC’s Andrew 
Sentance, who used to sit on the Bank of England’s Monetary 
Policy Committee, thinks that this should already have 
happened. After the last two recessions interest rates fell during 
the peak insolvency years – this time there will be the added 
burden of higher interest bills.

Which finally brings me on to Sterling – when the UK raises 
interest rates and with a growing economy, Sterling will likely 
follow its recent upward path and continue to strengthen. UK-
based businesses which depend on exports will find the going 
much tougher.

So what’s the prognosis? In truth, I don’t see levels of 
insolvencies returning to the levels of the early 90s – businesses 
are undoubtedly stronger and better run and there is a much 
more developed approach to business turnarounds. But in my 
view, it’s far too simplistic to assume that insolvencies are a thing 
of the past – as the economy recovers, they will be back.

Rising interest rates – can we cope?
offset the increased interest rate costs. And households have had 
a long time to adjust their debt positions since the financial crisis. 
So as long as the rise in gradual, they should also be able to adjust 
without cutting back spending dramatically.

The more worrying scenario is that central bankers leave the 
rise for too long and find themselves behind the curve. They may 
then need to raise rates sharply, as happened in the UK in the late 
1980s,  and has happened in the US on a number of occasions – in 
1984, 1994 and 2004-06. In this scenario, there could be a bigger 
shock to the economy as interest rates rise – as central bankers try 
and contain inflation and financial excesses.

Businesses need to be aware that both scenarios are possible 
and plan accordingly. Higher interest rates are on their way, and 
hopefully the increase will be gradual. But if the first increases are 
postponed too long while the economy recovers, a sharper and 
more abrupt rise may be eventually needed.
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European banking update –  
views on the AQR

The banking industry is currently undergoing an unprecedented 
wave of change. Many banks are continuing to work through their 
portfolios of impaired pre-crisis loans, while also dealing with 
regulators seeking to improve the transparency, stability and 
resolvability of the banking system. In addition, the viability of 
banks’ business models is being called into question in the face of 
structural changes in technology, customer behaviour and 
regulation. 

As a result, banks will be forced to deal with issues that, up to now, 
they have been putting off. They will need to raise equity, sell non–
performing loan (“NPL”) portfolios and sell performing books and 
businesses, all of which will create opportunities for the non-bank 
community. Higher provisioning and capital costs will increase loan 
sales and require more fundamental restructuring of non-
performing debts. Furthermore, faced with broader business model 
changes and demands to ring fence trading activities, businesses 
that were once core to a bank’s strategy will become non-core. It is 
also possible that the weakest banks, if unable to access the capital 
markets, may become unviable and be placed into resolution.

One of the triggers for this restructuring activity is likely to be the 
European Central Bank’s (“ECB”) Comprehensive Assessment 
(“CA”) which assesses banks’ capital adequacy. 

The graphic below sets out the programme for this assessment. The 
Asset Quality Review (“AQR”) is one of the key constituents in the 
seven month process reviewing the adequacy of banks’ provisioning. 

The goal of the AQR is to impose consistency of valuation and 
methodology on provisioning, so that banks can be assessed on a 
comparable basis. Stress testing, to assess banks’ capital adequacy 
under a number of macro-economic stresses, forms the second part 
of the programme. 

When the results of the CA are issued in late October, banks will be 
placed into one of three categories: (1) Pass, (2) Fail, (3) Fail, but 
mitigating action has already been taken to resolve the shortfall. It is 
therefore critical for banks that are most at risk to take mitigating 
action ahead of the release of the results in order to move from 
category (2) to (3), thereby avoiding the need to execute a capital 
remediation plan or else be placed into resolution. 

It is unlikely that the CA will be calibrated to cause the majority of 
banks significant issues. Indeed, in certain countries, for example 
Germany, collateral values have improved and provisions may be 
reduced. However, it is expected that there will be pockets of 
distress and the ECB has publicly stated that they believe that up to 
20 banks will fail the CA. 

Based on publicly available information, we set out opposite some 
high level analysis of where we believe these pockets will arise. We 
have plotted most of the banks that are subject to the CA, their total 
level of NPLs and their provision coverage ratio and then ranked 
them either red, amber or green based on these indicators.

Saleem Malik 
Director
+44 (0) 20 7804 0548
saleem.malik@uk.pwc.com

Michael Magee 
Partner
+44 (0) 20 7804 5204
michael.magee@uk.pwc.com

Stress
testing

The Asset Quality Review

AQR

23 Oct
2013

End Nov / 
early Dec
2013

31 Dec
2013

4 Nov
2014

23 Oct
2014

Feb / March
2014

May
2014

ECB*
published 
general 
approach

AQR data 
templates 
sent to 
banks

Ref data for 
AQR

SSM** 
comes into 
operation

Start of 
AQR

Start of 
stress test 
execution

June / July
2014

Risk-based Portfolio 
Selection

Asset Quality Review

QA of results

Evaluation 
of results

Communication 
of combined 

results (end Oct 
2014)

Stress 
testing 

execution 
by banks

Stress 
testing 

QA

*ECB: European Central Bank
**SSM: Single Supervisory Mechanism



Restructuring Trends 13

The table above shows which countries are under the most stress 
relative to their total banking assets. Perhaps unsurprisingly the 
countries with banks that are likely to see a significant impact from 
the CA are Italy, Spain, Ireland and Greece, as well as Austria and 
Slovenia.

Some of these territories have already taken measures that may 
mitigate the impact of the CA. Greek banks, for example, have 
raised €6.5bn of capital in early 2014 after last year’s Blackrock 
stress tests. Consequently, they will be able to take the benefit of 
these measures when considering the impact of the CA. Equally, 
the Irish banks have already been recapitalised and have made 
significant progress in deleveraging their assets.

This does not mean that Greek and Irish banks have no problems 
in their loan books; reported NPLs in Greece, for example, are 
currently 35% and the banks have significant exposure to 
Southern Europe. Indeed it has been observed that the reporting 
practices of Greek banks when it comes to recognising forborne 
loans may result in significant further impairments under the AQR 
approach. Irish banks too, despite their significant efforts to 
delever, still hold a large number of loans to troubled homeowners 
and SMEs. These issues will still need to be worked through; either 
in terms of deleveraging or in terms of more fundamental and 
proactive restructuring in order to cure borrowers’ circumstances 
and indeed, the CA may provide a catalyst for this to happen. 

Spain is likely to be impacted as a result of banks being exposed to 
the continuing decline in property prices. However banks are 
expected to be insulated to some degree because a significant 
proportion of non-performing real estate loans have already been 
transferred to SAREB, the national bad-bank. Nevertheless, there 
has been significant capital raising activity in the Spanish market 
and a number of banks have also sold NPL workout platforms as a 
means of raising additional capital and potentially looking ahead 
to portfolio sales.

Other territories are not as well prepared as Greece, Ireland and 
Spain. For example, the stresses in the Italian market are clear 
with banks sitting on c.€160bn of NPLs. Given Italian practices 
with regard to forbearance, the level of NPLs is likely to rise 
further under the AQR. Historic collateral valuations may also be a 
concern, the impact of which may push up required provisions. As 
a result, Italian banks may have to raise capital: Banco Popolar 
raised €1.5bn earlier this year and, more recently, Monte Die 
Paschi raised €5bn of capital. These mitigating actions will be 
taken into account but there remains a question as to whether the 
Italian banks more broadly have done enough. 

In Austria, the major issue facing the banks is their exposure to the 
Central Eastern European (“CEE”) region. This is likely to impact 
them under the CA. One of the stresses included in the CA Stress 
Test relates to exchange rate movements in non-Euro CEE 
currencies, which will adversely impact the exposures of banks 
with operations in those countries (particularly where foreign 
currency mortgages are common). Consequently, Raifeissen 
recently raised capital of €2.8bn and there are questions whether 
Erste, which tapped the markets last year, has raised sufficient 
capital. We have seen Austrian banks taking proactive steps to 
deleveraging in the CEE and we expect this to continue.

One over-arching theme is the subtle shift from banks simply 
selling non-performing loans to selling loans along with their 
servicing platforms, or indeed selling entire non-core businesses. 
We expect this trend to accelerate. Additionally the CA could well 
be the catalyst for banks to start adopting more proactive 
restructuring techniques on their distressed loans as higher 
provisions and the impact of forward looking stresses removes the 
historic reluctance to deal with loans in such a manner, which was 
that to do so would lead to losses that would erode capital. 

In summary, in practical terms, we expect the CA to cause isolated 
issues around Europe, but in general banks are expected to be able 
to deal with the assessment from their existing resources. 

However, regardless of the outcome of the CA, the banking sector 
needs to be examined in a broader context. Banks need to 
continue to restructure to deal with historic exposures; they need 
to respond to the raft of new regulation and to consider their 
future business model – all of which is resulting in significant 
activity. Recent events in Portugal will no doubt be a sharp 
reminder that, CA or no CA, European banks have some way to go 
to convince the markets that their troubles are behind them.

Furthermore, the CA introduces another opportunity for the 
markets to scrutinise participating banks. This October the market 
will receive a significant level of information that will be in a much 
more comparable format than Banks’ audited financial statements, 
enabling the market to gain visibility on the quality of banks’ loan 
books. And while the CA is technically a regulatory driven 
exercise, with specified pass/fail criteria, in reality it will be the 
market that will take a view on the viability of banks’ operations. 
This makes it even more imperative that banks that are seen as 
being stressed demonstrate a credible plan to the market that 
encompasses not just capital raising but all aspects of rightsizing 
and refocussing their operations to be profitable in their market. 

Red Amber Green Total

Italy 1,519,642 112,420 1,632,062

Spain 458,077 1,640,727 40,714 2,139,518

Greece 240,742 70,406 311,148

Ireland 173,056 40,912 213,968

Germany 130,606 1,209,728 3,916,968 5,257,302

Austria 27,667 593,250 620,917

Slovenia 18,423 18,423

Cyprus 8,756 30,357 39,113

Total 2,576,969 3,656,887 3,998,595 10,232,451

Total assets (€m) – 2013 NPL/Gross Loans vs NPL Coverage Ratio – 2013
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Turning up the heat on  
Spanish renewables

In Spain there are c.64,000 renewable energy assets financed with 
c.€44bn of debt. The Spanish government has recently changed 
the subsidy regime, which we expect to impact the profitability 
of some renewables plants significantly. Existing project finance 
structures could become unsustainable for these plants and we 
believe this could lead to a number of financial restructurings, 
featuring some complex stakeholder dynamics.

In light of their fiscal deficits, governments across Europe have 
been rethinking the generous subsidy regimes that they put in 
place to encourage renewable energy installations. Following cuts 
to the German regime earlier in 2013, the Spanish government 
announced in July 2013 that there would be changes to the 
‘Special Regime’ in Spain.

The revised law, approved in June 2014, seeks to consolidate 
a series of previous laws passed since 2010 that have sought to 
gradually reduce the level of subsidies the government pays to 
renewable energy operators. Whilst this new law, RD 413/2014, 
is the final step in this series of reforms, and to an extent provides 
some “closure” on this issue, it contains a number of parameters 
that will allow the government to flex subsidies further in the 
future. Therefore the outlook for renewables operators and 
financiers remains, to some extent, uncertain.

The new remuneration framework replaces feed in tariff subsidies 
(“FITs”) with a subsidy based on operational and investment 
returns, which the government believes are reasonable for a 
particular qualifying technology.

Asset revenues are now to be made up of three components:

1. Market price of electricity (generated by selling production 
into the free market);

2. Return on Operations (“Ro”) – a subsidy to enable a 
‘standard’ plant to break even before taxes and financing 
costs (i.e. the difference between theoretical operating costs 
and the market price of electricity); and

3. Return on Investment (“Ri”) – a top up subsidy to provide a 
‘reasonable’ return to investors, currently set at 7.5% IRR over 
the life of the asset.

Although at first glance the new subsidies appear sensible, 
the devil really is in the detail of the parameters, which were 
published separately via a ministerial order. The impact of the new 
regime will therefore vary significantly from one asset to another. 

In particular, plants that have been in place for longer will receive 
lower, or no, subsidies where they are considered to have already 
received a reasonable return. For example, wind farms that were 
installed prior to 2005 will receive no Ri. Conversely, some newer 
technologies, such as thermo-solar arrays may benefit from the 
reform.

There are four key issues for asset operators, sponsors, lenders and 
potential investors to consider:

1. Asset efficiency compared with a standard plant

Ro and Ri are set based on ‘standard’ plants and do not reflect the 
actual costs of each real plant. Therefore, Ro for a given plant may 
not be sufficient to cover operating costs.

We have seen first-hand a number of PV plants that are less 
efficient than a standard plant, leading to regulatory payments 
being insufficient to cover costs, which prevents such projects 
from breaking even at the operating level (as was intended by the 
legislation). 

2. Liquidity implications from retrospective application

The reform applies retrospectively to July 2013, meaning some 
assets may owe money to the government in respect of excess 
subsidies received over the past 12 months, potentially leading to 
immediate liquidity pressures.
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3. Subsidy parameters remain susceptible to further 
tightening

Ro and Ri will also be affected by a number of variables that can be 
flexed by the government in the future.

Ro parameters, such as standard plant operating costs and 
production hours thresholds, will be reviewed and updated every 
three years, with the first revision in 2016. Any changes could 
affect the level of Ro subsidy received.

The headline IRR figure of 7.5% is actually defined as 300bps 
above 10-year Spanish government bond yields, which were 
c.4.5% in early/mid 2013. The reference bond yield is fixed 
every six years, with the next revision in 2019. Bond yields have 
subsequently fallen to c.2.5% in July 2014 and if yields remain 
below 4.5% in 2019 this could have a significant impact on the 
level of subsidies paid.

4. Stakeholder dynamics

If some projects need a capital restructuring, there are a number of 
important factors at play that will impact stakeholder dynamics:

a. Project finance structures – many of which have out of the 
money, long dated swaps from pre 2008;

b. The outcome of legal challenges to the new regulation in Spain 
by sponsors and the renewable energy lobby; and

c. Relationships between financial stakeholders across a number 
of assets.

Potential solutions

Although there may be a number of self-help measures to improve 
efficiency, these are unlikely to be sufficient to compensate for 
lost regulatory revenues. The principle self-help measure is to 
renegotiate Operations & Maintenance contracts, but other 
costs should be reviewed including management fees, royalties, 
insurance, leasing etc.

Depending on the severity of the impact, some plants may need 
a capital restructuring. A key objective of any restructuring 
should be to maximise cash generation of the asset and minimise 
any leakage.

Looking forward

The coming months will be a critical period in understanding how 
sponsors intend to deal with the situation, including actions taken 
to reduce costs and optimise assets and, where necessary, the 
outcome of financial restructurings.

It will also become clear to what extent a market develops for the 
debt, or assets, as the impact on individual assets becomes clearer 
and financial stakeholders start to form a view on likely future 
parameter changes every three or six years.

Changes to renewables subsidies elsewhere

The Italian government has proposed a draft reform to 

renewable energy subsidies with a reduction in the FIT. The 

proposal is for a reduction of c.8% for a project with a 20-year 

life or a larger reduction of 17%-25% if the life is extended 

to 24 years. Although we believe the impact will be limited 

to marginal plants, we will be watching this development 

closely.

The German government has proposed a further reform to 

financial support provided to renewables, but we understand 

that this only applies to new projects started in 2014 and 

beyond.

The UK government has proposed to terminate the 

Renewables Obligation in 2015, two years ahead of schedule. 

This is viewed as a retrospective change as it changes 

previously agreed remuneration schemes and is being 

challenged in court after changes to FITs in 2011 were ruled 

unlawful by the High Court in July 2014.
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Financial markets are growing in emerging markets

In recent decades, one of the most important global economic 
trends has been the deepening of financial markets, or 
“financialisation”. The two key components of this trend have been 
the increasing amounts of leverage in the private sector (both for 
companies and households) and the increasing importance, size 
and sophistication of the financial sector. In the G7, for example, 
domestic credit as a proportion of GDP has increased from around 
100% to 160% in less than 25 years (although this ratio was even 
higher in the run up to the 2007-8 crisis). 

Emerging markets still have some way to catch up to reach levels 
of financialisation similar to those in the advanced economies (see 
the first chart opposite). However, although the trend still has a 
long way to go, E7 credit/GDP ratios are converging with the G7, 
driven by global megatrends, such as the shift in economic power 
from the West to the East and rapid urbanisation, coupled with 
better technology. If E7 credit to GDP ratios were to converge to 
the average of the G7, it would imply a huge increase in lending of 
around $9 trillion (calculated in 2012 US dollars).

In China, credit has been growing even faster than in 
parts of the Eurozone before the crisis

The biggest and most visible example of a rapidly financialising 
emerging market is China as shown in the second chart 
opposite. Some sources estimate that total credit in China has 
approximately doubled since the financial crisis started, as the 
Chinese government has sought to boost domestic investment. The 
resulting boom in credit extended to the corporate sector has been 
even greater than in the peripheral Eurozone countries prior to the 
financial crisis. 

China has seen rapid growth in corporate credit since 2008

Source: PwC analysis, BIS, NBS
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Social financing in China has been growing at double digit rates
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There are serious risks associated with overly rapid 
financialisation 

As financial markets grow, they can facilitate the transfer of 
capital to productive areas of the economy. However, if the speed 
of market development is too rapid or the breadth of financial 
markets expands too quickly, the risks of destabilising “boom and 
bust” cycles increases. 

At the same time, spillovers into less regulated “shadow banking” 
sectors can create markets, which are hard to monitor and regulate 
effectively. The rapid growth of “shadow bank” property lending 
in China is a good example of this. The chart below shows the 
sharp upward trend in “social financing” in China, which is a 
broader measure of credit that includes non-official sources of 
lending. This has been growing at around 21% per annum – 
significantly faster than nominal GDP growth. If not managed and 
monitored properly, these spillovers could affect the real economy 
by potentially amplifying credit-fuelled booms and busts. 

What can be done about these risks?

As financialisation becomes established, regulators need to 
develop and adjust regulations that reflect the changes in the 
financial system. At a macro–economic level, this involves a strong 
financial governance framework and appropriate monetary policy. 
Alongside this, the most dynamic and faster growing markets may 
require more tailored approaches. Macro-prudential regulation, 
for example, allows for more targeted intervention in specific asset 
classes (e.g. property market lending or share trading) without 
affecting the wider real economy too adversely. 

To read more on this, please sign up to our monthly Global 
Economy Watch on pwc.com/GEW.

CAGR: 21%
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