
 

   
 

1 

Issues and Challenges in Establishing “Bad 
Banks” in Europe 
BY CONOR DOWNEY, ALBERTO DEL DIN, HERGEN HAAS AND DAVID LACAZE 

Building on a variety of historic models, particularly the Federal Deposit Insurance Corporation 
(“FDIC”) and the Resolution Trust Corporation (“RTC”) in the US and the Securum and Retriva 
asset management companies in Sweden, Europe has seen a surge of interest over recent months 
in the use of so-called “bad banks” as a possible solution to the difficulties currently faced by the 
banking sector. Specifically, Germany has resolved a  bill1 for enabling a rescue fund called SoFFin 
to  guarantee bonds backed by distressed asset-backed securities in return for a fee based on 
expected losses and a loss sharing mechanism, Ireland is planning to introduce legislation next 
month to establish its National Asset Management Agency (“NAMA”) which will take over troubled 
loans from Irish banks and in Switzerland UBS’s “bad bank” is already managing over Euro 60 
billion of assets. 

In this Stay Current, lawyers from the Paul Hastings European Finance, Regulatory and Real Estate 
practices explore the issues that arise in the creation of these structures in Europe. A companion 
Stay Current2 considers the challenges and opportunities that arise for investors and other 
interested parties in the operation of such schemes. 

“Bad Banks” Defined 

Although the details vary from scheme to scheme, “bad banks” tend to have the following common 
features: 

• the establishment of one or more vehicles (a “Bad Bank”) to acquire Distressed Assets from 
banks wishing to avail of the scheme (“Participating Banks”); 

• a process in which Participating Banks are required to identify and publicly disclose their 
distressed or defaulted loan assets and other investments (the “Distressed Assets”); 

• the sale of the Distressed Assets by the Participating Banks to a Bad Bank at a price (the 
“Transfer Price”) which represents a discount to par or face value but which will be somewhat 
greater then their Real Value; 

• a transparent post-transfer procedure to establish the actual open market value (“Real Value”) 
of the Distressed Assets via independent experts; 

• government assistance (“State Support”) to the Bad Bank to raise funds to pay the Transfer 
Price taking a wide variety of forms including equity injections, loan facilities, guarantees, state 
insurance and asset swaps, often government bonds for Distressed Assets; 

• payment of compensation to the relevant government by the Participating Banks for the 
provision of State Support (typically in the form of an annual fee based on the difference 
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between the Transfer Price and the Real Value of the Distressed Assets transferred to the Bad 
Bank by such Participating Banks); 

• a loss sharing arrangement between the Bad Bank and the Participating Banks (which may 
include their shareholders) in respect of losses ultimately realised on the Distressed Assets 
normally requiring the Participating Bank to take at least some level of “first loss”; 

• asset management (including restructuring and enforcement) of the Distressed Assets by the 
Bad Bank, the Participating Banks and/or third party asset managers; and 

• innovative disposal strategies for the Distressed Assets by the Bad Bank including 
arrangements such as joint ventures with private investors. 

An American Variation 

In the US, the recently announced Legacy Loans Programme and Legacy Securities Programme 
have introduced an interesting variation on this structure. This variation (which incorporates 
elements of the RTC’s “equity participation” profit sharing asset disposal programme3) involves 
entities known as public-private investment funds (“PPIFs”). These PPIFs acquire pools of 
Distressed Assets directly from Participating Banks pursuant to a process and criteria set out by 
the FDIC. 

A separate PPIF is formed for each pool of Distressed Assets and an auction-based sales process is 
carried out for the same. Rather than directly investing in the Distressed Assets, the FDIC provides 
a guarantee for any financing arranged to fund the purchase of the pool on the basis of a 6:1 debt 
to equity ratio. This guarantee is secured over the pool of Distressed Assets held by the PPIF 

By way of example, if a pool with a face value of €100 is purchased for €84, the FDIC would (on 
the basis of this ratio) provide a guarantee for finance of €72. 

The FDIC will also provide 50 per cent. of the equity for the PPIF. So in the above example, the 
FDIC would provide €6 of the €12 of required equity. Asset management within the PPIF will be 
carried out entirely by the private investor subject to monitoring by the FDIC. 

So far there has been no indication that any European governments are considering adopting this 
approach (although elements of Germany’s SoFFin programme bear some similarities). The US 
programmes are notable in that they seem to be the first cases where the establishment of Bad 
Banks and the process by which they realise on the value of their Distressed Assets has been 
amalgamated into a single step, indicating perhaps, an increased sense of urgency in seeking a 
final resolution to the problem of Distressed Assets. 

Objectives of Bad Bank Schemes 

The overriding objective of Bad Bank schemes is to safeguard financial stability and support the 
supply of credit. The requirement for Participating Banks to disclose the value of their Distressed 
Assets is designed to establish benchmarks to help the market for such assets to re-open and to 
overcome the effects of rumour and speculation as to the effect of Distressed Assets on the 
solvency and creditworthiness of Participating Banks. It should be noted that unlike their US 
counterparts, most European banks do not undertake mark-to-market accounting and so do not 
suffer the detrimental effect of the same during periods of market illiquidity. As such, the objective 
of the FDIC in the US of stopping the downward spiral caused by losses of investor confidence and 
the impetus to sell assets in “fire sales” due to the effect of mark-to-market accounting is 
generally not a motivating factor in European Bad Bank schemes. 
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In most Bad Bank schemes, the relevant government takes some element of risk on the 
performance of the Distressed Assets although generally such losses can be recovered from the 
equity of the Participating Banks (to the extent the same has any value). 

These schemes can also allow Participating Banks to defer recognising at least some of the losses 
on their Defaulted Assets until the value of such assets can be more objectively established. This 
feature of Bad Bank schemes is particularly important in the current market where a lack of 
liquidity has made Real Values difficult to verify which has encouraged some banks to defer 
revaluing their assets, which in turn has produced speculation as to the strength of such banks. 

The Role of the European Union 

European Union law plays an important role in determining the scope of activities of Bad Banks. In 
particular: 

1. EU “state aid” rules prescribe the way in which EU Member States can support the 
businesses of their Participating Banks; 

2. European competition law will seek to ensure that Bad Bank schemes do not distort 
competition in relevant markets (particular emphasis will be put on competitive 
advantages and disadvantages arising between Participating Banks and other banks which 
do not use the Bad Bank scheme in the relevant market); and 

3. From a monetary policy perspective (particularly with regard to Eurozone Member States), 
the EU will be concerned to ensure that the costs to individual Member States of operating 
a Bad Bank scheme do not affect the financial stability of that Member State. 

Detailed guidance on these points has been published by the European Central Bank (“ECB”)3. 

The Role of the European Central Bank 

A number of the European Bad Bank schemes announced to date will operate in conjunction with 
the repurchase facility made available through the ECB (the “ECB Repo Facility”) for certain high 
grade securities including government debt, certain AAA-rated asset-backed securities and certain 
covered bonds. In Germany, the SoFFin scheme will involve SPVs holding Distressed Assets issuing 
securities with the benefit of SoFFin guarantees which will be eligible for 100 per cent. funding 
under the ECB Repo Facility. NAMA in Ireland plans to purchase Distressed Assets from 
Participating Banks by issuing them with Irish government bonds which the Participating Banks can 
then repo with the ECB. 

At the time of writing this Stay Current, the ECB is effectively the only active investor in significant 
parts of the European debt capital markets. Market participants (including the ECB itself) are 
concerned as to the sustainability of this position and so it remains to be seen for how long the 
ECB will continue to “backstop” European Bad Bank schemes in this way. 

Issues in Establishing Bad Bank Structures 

At this stage, the current crop of European Bad Banks are either in the process of being 
established or have just commenced operations. As such, the way in which they will operate in 
practice remains to be seen. However, it seems clear at this stage that every Bad Bank will face a 
number of issues and challenges in their acquisition and management of Distressed Assets not 
least because of the complexity of modern financing transactions and the cross-border nature of 
many transactions. 
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Set out below are a number of points that parties involved with Bad Banks may wish to consider: 

1. Determining Real Value 

One of the most important and problematic activities undertaken by a Bad Bank is the 
establishment of the actual Real Value of its distressed assets. As mentioned above, a key 
objective of Bad Bank schemes is to establish a transparent benchmark value for Distressed Assets 
so as to stabilise banks seen as owning troubled assets and to provide the tools needed for regular 
banking activity to resume. 

By definition this “Real Value” cannot be the prevailing price at the time of determination (either 
on the basis of a willing seller and buyer or in a “fire sale” scenario). The concept has to somehow 
capture the expected cashflow that will actually be received from each Distressed Asset on a 
present value basis so funds received far into the future are discounted appropriately. 

In Germany, the SoFFin scheme will establish this Real Value through expert independent valuers 
chosen by and owing direct duties to SoFFin valuing the Distressed Assets in accordance with 
specific provisions set out in the statute establishing the scheme. The scheme further provides that 
valuations are to be made in accordance with generally accepted valuation models and that future 
cashflows are to be discounted. 

This would seem to follow to at least an extent the model established in the US by the RTC where 
a “derived investment value” was established for each Distressed Asset on the basis of clearly 
defined assumptions so as to enable third parties to easily make direct comparisons between pools 
of Distressed Assets for investment and other purposes. 

Whatever approach is taken to this, the Real Value ascribed to any Distressed Asset will affect both 
the loss realised on the same by the Participating Bank transferring the same to the Bad Bank and 
the recoveries ultimately realised by the Bad Bank on such Distressed Asset through disposal or 
otherwise. As such, a number of interested parties have much to lose or gain through this and so 
any process for establishing Real Value which is not totally transparent, independent, reliable and 
consistent (among Participating Banks as well as between European countries) can be expected to 
give rise to disputes. 

2. Conflicts of Laws 

As with statutory covered bonds, Distressed Assets are generally expected to be transferred to Bad 
Banks by operation of statute. Under private international law, such statutory transfers will 
generally be effective to transfer to the Bad Banks Distressed Assets governed by the laws of other 
jurisdictions. However, where the statutory transfer has the effect of modifying or overriding rights 
of parties interested in a Distressed Asset governed by the laws of another jurisdiction, this may 
not be the case4. 

For example, where a Distressed Asset comprises a loan or swap governed by the laws of a 
jurisdiction other than that of the Bad Bank which on its terms cannot be transferred without the 
consent of a particular person, a statutory transfer of such Distressed Asset will not be recognised 
as effective under the law governing such loan or swap if the required consent has not been 
obtained, even if the statute purports to override the need to obtain such consent. 

As such, Bad Banks accepting transfers of Distressed Assets governed by foreign laws will need to 
carry out due diligence to verify that all steps required for their transfer have been completed and 
cannot simply rely on a statute to effect transfer. 
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3. Extent of Risk Transfer 

Every Bad Bank will take (subject to its arrangements with its Participating Banks) some level of 
credit risk and liquidity risk on the Distressed Assets it acquires. However, the Distressed Assets 
will also carry a range of other risks including legal risk, structural risk and fraud risk. 

The secondary markets for certain asset classes addresses these risks by requiring sellers to 
represent and warrant as to a range of matters concerning the origination, underwriting, 
ownership and operation of the assets in question and provide indemnities or repurchase 
obligations as remedies for breach. 

In the context of a Bad Bank, it is difficult to see how Participating Banks could be required to give 
such representations and warranties without compromising the objectives of the Bad Bank 
scheme. On the other hand, there may be sensitivities as to public funds being exposed to such 
risks. 

Ultimately, this issue would seem to be capable of resolution only through understanding what (if 
any) assumptions a Bad Bank may be making as to the nature and quality of the Distressed Assets 
it acquires and perhaps modifying the pricing or loss sharing arrangements accordingly. 

4. Extent of the Scheme 

Modern banks regularly have complex networks of overseas subsidiaries, branches, representative 
offices and other affiliates. Some of these may even be independently regulated by local regulators 
in the jurisdictions in which they operate. 

As such, the question arises of whether the overseas operations of Participating Banks will be 
allowed to sell Distressed Assets to Bad Bank schemes in the jurisdictions of their parent 
companies. Policy considerations will clearly be a factor in this and there may be concerns as to 
public funds being used to support what may be seen as foreign businesses. However, depending 
on the interrelations between the Participating Bank in question and its overseas operations 
(equity ownership, inter-company debt and where assets are booked), it may not be possible to 
achieve the objectives of the relevant Bad Bank scheme without extending its availability to such 
overseas entities. 

5. Effect of Loss Sharing 

Different Bad Bank schemes contemplate a variety of mechanisms to recoup higher than 
anticipated losses on Distressed Assets (being recoveries significantly below the Real Value of the 
Distressed Assets as established post-transfer of such assets to the Bad Bank in question). In 
Ireland, indications are that this will be achieved through a levy on Participating Banks while 
Germany’s SoFFin will hold a preferential claim on amounts available for distribution by the 
Participating Banks the assets of which gave rise to such losses. 

Regardless of the mechanism chosen, governments establishing Bad Bank schemes will need to 
balance the need to protect public funds against any detrimental effect that loss sharing measures 
may have on future efforts by Participating Banks to re-capitalise themselves by raising funds from 
third party equity investors. 

6. Ancillary Rights 

Many types of Distressed Assets will carry with them a range of ancillary contracts, reports and 
opinions which were relied upon by the Participating Banks in originating and managing such 
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Distressed Assets. These will include legal opinions, valuation reports and contracts with property 
managers. 

Unless the Participating Banks took steps to allow for parties to whom they might transfer the 
Distressed Assets to be able to rely on these, successor parties such as the Bad Banks may not be 
able to enforce any rights or claim any resulting losses from the parties to or providers of these 
contracts or reports.  

Furthermore, some of these reports and contracts may be subject to confidentiality provisions 
which prevent the Participating Banks from even providing copies to the Bad Banks. 

Trust mechanisms created by the Participating Banks over their rights under these contracts and 
reports can provide some assistance in jurisdictions where such arrangements are effective. 

7. Accounting Treatment 

In some jurisdictions, generally accepted accounting principals (GAAP) may require Participating 
Banks to create provisions in their annual accounts for compensation payments to or loss sharing 
arrangements with Bad Banks. 

Such provisioning requirements would undo much of the beneficial effect of the transfer of 
Distressed Assets by Participating Banks to a Bad Bank. There may, however be legislative 
solutions to this or it may be possible to agree concessionary treatment for transfers of Distressed 
Assets to Bad Banks with the accounting bodies. 

8. Withholding Tax 

Many Distressed Assets will have cross border features with borrowers or collateral located in 
different jurisdictions to the Participating Bank as lender. Jurisdictions such as the United Kingdom 
generally impose withholding tax on payments of interest to non-residents. 

Distressed Assets will generally have been originally structured to qualify for exemptions from such 
withholding taxes. Most commonly these exemptions will be based on the lender under the 
Distressed Assets being a “bank” for the purposes of relevant tax law and potentially for the 
“bank” to fall within the charge to tax in the relevant jurisdiction. 

Depending on how a Bad Bank is established it may not be a “bank” for these purposes, 
particularly if it does not accept deposits from the general public or if it is not a regulated entity. 
Furthermore, it may not be within the charge to tax in the relevant jurisdiction. 

In cases where no withholding tax exemption is available, Double Tax Treaty applications are likely 
to be needed. These can be cumbersome and can take a number of months to be granted. 
Depending on the terms of the documentation for a particular Distressed Asset, the borrower may 
not be obliged to compensate the Bad Bank for shortfalls in interest arising as a result of 
withholding tax during the period taken to obtain Double Tax Treaty clearance. 

9. Set-Off 

Some Distressed Assets may not fully exclude rights of set-off rights between the relevant 
Participating Bank and the related borrowers. In many cases, such Participating Banks will have 
other banking relationships with these customers such as bank accounts and other lending 
arrangements. In such instances, these borrowers may be able to set off obligations owing to them 
by the related Participating Bank under their other arrangement with the Participating Bank and 
the Distressed Asset in question. 
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Such set-off rights may affect the value of the Distressed Assets in question and although the 
transfer of the same by the Participating Bank to the Bad Bank will under many legal systems 
“crystallise” the rights of set-off between the parties5, this could give rise to causes of action on 
the part of the affected borrowers for interference with their set-off rights. 

10. Asset Management 

Having accepted Distressed Assets from Participating Banks, the principal responsibility of a Bad 
Bank is to realise the greatest possible recovery on such Distressed Assets. The instinctive position 
is for the Bad Bank itself to take responsibility for this. However, Bad Banks will usually have 
limited resources and staff available for such purpose. Accordingly, the question arises as to who is 
most appropriate to service the Distressed Assets. 

The obvious choice is the relevant Participating Bank which will already be familiar with the 
Distressed Assets and who, as banks, will presumably have substantial asset work-out teams. 
Furthermore, as the Participating Banks will hold usually a “first loss position” in the Distressed 
Assets under a Bad Bank scheme, they will have a substantial interest in maximising recoveries 
from the Distressed Assets. However, such an arrangement gives rise to two distinct problems. 
Firstly, the Participating Bank’s wider banking relationships with the borrowers under particular 
Distressed Assets may conflict with the objective of the Bad Bank to maximize recoveries on the 
Distressed Assets. This issue has been recognised in the ECB’s guidelines for Bad Banks where the 
ECB emphasises the necessity to “ensure clear and functional organisational separation between 
the [Participating Banks and their Distressed Assets], notably as to their staff, management and 
clientele” so as to prevent possible conflicts of interest. Secondly, where the ultimate strategy of a 
Bad Bank is to fully or partially dispose of Distressed Assets to third party investors such as private 
equity funds, such investors will typically want to take over asset management themselves. 

Possible solutions to this will include outsourcing the asset management function to third parties. 
The securitisation industry has given rise to a number of dedicated independent asset managers 
some of whom specialise in dealing with Distressed Assets, particularly special servicers for 
commercial mortgage loans. An alternative may be to put in place arrangements (possibly with the 
originating Participating Banks) allowing for related parties to manage the Distressed Assets on an 
interim basis but providing a mechanism for replacement of the asset manager on disposal. 

Whoever is given responsibility for asset management, it will be important to structure an 
appropriate agreement between the Bad Bank and the asset manager. Among other things, this 
should contain an agreed standard to be observed by the manager, a remuneration structure 
which incentivises the manager to produce the greatest recoveries and controls so that the Bad 
Bank and the relevant Participating Bank are able to participate in the most important decisions 
made by the manager. 

11. Intercreditor Issues 

Third party investors may hold interests in some Distressed Assets including senior ranking and 
subordinated interests in the same. The presence of such third party investors will greatly 
complicate asset management particularly where they are given veto rights over modifications or 
enforcement as this can hinder work outs or restructurings of such Distressed Assets. 

Securitisation technology could be of assistance in dealing with asset management issues for Bad 
Banks as securitisation documents contain detailed procedures for these situations and 
securitisation asset managers have considerable experience in dealing with them. 
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12. Transfer of Undertakings 

EU Acquired Rights laws protect the rights of employees affected by transactions that amount to 
the sale or transfer of a business. The key provisions transfer employees who are "assigned" to the 
Distressed Assets to the recipient/purchaser automatically, with their current terms and conditions 
and continuity of employment preserved. Most dismissals that are connected with an Acquired 
Rights transfer are automatically unfair. 

Depending on the number and significance of the Distressed Assets being transferred by the 
related Participating Bank (or any transferring branch or subsidiary of such Participating Bank), the 
Acquired Rights obligations could be triggered by a sale of such Defaulted Assets to a Bad Bank. 

In some cases, therefore, the Participating Bank’s employees may become employees (on the 
same employment terms) of the Bad Bank or leave the Participating Bank with significant unfair 
dismissal claims. Given the sensitivity of these issues, they are probably best addressed within the 
legislation establishing each Bad Bank scheme. 

13. Regulatory Considerations 

Certain European jurisdictions restrict lending and related activities to regulated banks. For 
example, French law prevents non-banks from holding interests in loans to French borrowers. 
Depending on how a Bad Bank is established, it may not be considered to be a regulated bank in 
particular jurisdictions giving rise to difficulties in transferring particular Distressed Assets to the 
Bad Bank. Structures are available to overcome this issue but they will add considerable 
complexity to the process of transfer. 

Additionally, depending on the work-out strategies of a Bad Bank, a regulated bank may be 
required to be involved in the restructuring of Distressed Assets in some jurisdictions, particularly 
if the restructuring is considered to constitute a new loan. 

14. State Aid 

As mentioned above, state aid clearances will be required for Bad Bank schemes in the EU. Certain 
schemes such as Germany’s SoFFin envisage a separate vehicle being established for each 
Participating Bank. Each such vehicle will raise funds to buy Distressed Assets from its related 
Participating Bank through a bond issue with SoFFin issuing a guarantee of such bonds. Potentially, 
each guarantee issued by SoFFin under this scheme would require a separate state aid clearance.  

Conclusion 

Bad Banks are clearly an important tool for governments wishing to support their banks. Bad Bank 
schemes offer significant advantages over other types of state support particularly as such 
schemes can create the transparency that is vital to restoring confidence to institutions and 
markets. However, it is also clear that careful thought will be needed to ensure that Bad Banks are 
established with the structures that will enable them to overcome the many obstacles they will 
face and fulfill the expectations of interested parties6. 
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If you have any questions concerning these developing issues, please do not hesitate to contact 
any of the following Paul Hastings lawyers: 

Frankfurt 

Hergen Haas 
49-69-907485-111 
hergenhaas@paulhastings.com 

London 

Conor Downey 
44-20-3023-5165 
conordowney@paulhastings.com   

Paris  

David Lacaze 
33-1-42-99-04-57 
davidlacaze@paulhastings.com  

Milan  

Alberto Del Din 
39-02-30414-204 
albertodeldin@paulhastings.com   

 

 
1 The German Bundestag resolved this bill on 3 July 2009 with some changes to the draft bill. As the final wording is, 

at the time of the initial publishing of this "Stay Current", not yet publicly available, the references herein are being 
made to the bill as proposed as a draft on 13 May 2009. 

2 Europe’s Emerging “Bad Banks”:  Opportunities for Investors – www.paulhastings.com. 

3 Europe’s Emerging “Bad Banks”:  Opportunities for Investors – www.paulhastings.com. 

4 National Bank of Greece and Athens S.A. v Metliss [1958] AC 509. 

5 For example, through the operation of Section 131 of The Law of Property Act 1925 in the UK. 

6 The authors would like to thank Todd W. Beauchamp, Chris Daniel and Nicole C. Ibbotson each of Paul Hastings, 
Atlanta, Daniel J. Perlman of Paul Hastings, Chicago and Kevin L. Petrasic of Paul Hastings, Washington D.C. for 
their help in preparing this Stay Current and their insights into the operation of the US FDIC and RTC schemes. 
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