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Banks are not the only
businesses exposed to
credit risk. Any business .
whose customers have
received some benefit (e.g.
a loan, clothing, furniture, *  “Settled” and
cell phone coverage) for .
which customers will only

pay in the future, is exposed

to credit risk. Organisations

with credit risk exposure

“Performing”,

“Loss”.

benefit from understanding
their lending book in more
detail.
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An important step in
managing credit risk is
understanding the broad
states into which debtors
fall, also known as the credit
states.

Performing

“Performing” are customers that have acted in (or mostly
in) accordance with their contracts, but who have further
obligations that will become due in the future.

New accounts are generally considered performing.

Customers remain performing until material breaches
occur. Breaches include falling behind on payments
(typically by 3 monthly payments or 90 days past due), or
indicators that the customer is unlikely to pay in the future
(e.g. filing for bankruptcy).

Restructuring debt to avoid a customer falling behind on
obligations is generally also considered a default.

*  “Non-performing”,

Performing

Non-performing

The credit states

A basic segmentation of a credit portfolio could have four states:

Repay

Cure

Write off

Figure 1: Credit states and migrations

Settled

“Settled” is the name given to the type of customer that
has fulfilled all their obligations to the company and no
longer owe anything on their account. A settled account
also means that the customer doesn’t have access to
new credit without new approval.

Information about customers in this bucket is kept:

1 in case the customer comes back to apply for
more credit,

because the customer continues to interact with
2 the company, even if they are no longer incurring
debt, or

3 as a record that would assist the company to
understand past good credit behaviour.
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Non-performing

The “Non-performing” state (also called Defaulted), is the
status given to customers that have materially breached
their credit obligations. Banks commonly assign
customers to the non-performing state if they have
missed 3 contractual instalments, are 90 days in arrears
or unlikely to make future payments. Other lenders may
be more lenient or stricter, depending on the regulations
they are subject to, or based on the nature of their
business.

Lenders aim to interact more regularly with non-
performing customers. Companies could follow strategies
from supportive (such as restructuring debt) to punitive
(legal collections) towards customers in the “Non-
performing” state. Most lenders do both, differentiating
between soft collections and a legal book depending on
the level of non-performance or time in the non-
performance state.

Migration between credit states

Figure 1 above contains grey arrows, representing
different migrations that are possible between the
different states. These are:

P “Repay” when a customer makes a full payment

pYJ

@ to settle their obligation on or before the required
date.

“Default” when a previously performing customer
materially breaches their contract.

“Cure” when a non-performing instrument
rehabilitates to such an extent that it returns to
the performing state (possibly after a probation
period).

“Write off” when a non-performing instrument
moves to a closed state including a credit loss.
This loss could be partial or the full exposure in
the instrument.

Loss

“Loss” usually takes the form of a write-off. However, if a
customer makes a full repayment, but after a delay, the
time value of money loss is also considered.

Typically, moving from “Non-performing” to “Loss”
requires an event that triggers the change. Examples of
triggers include the sale of collateral, sale of the debt to a
third party, bankruptcy or the realisation that no further
collections will be made.

Information about customers in this bucket is kept

1) in case the customer returns later requesting new
credit, or

2) as arecord that would assist the company to
understand past bad credit behaviour.

Key Take-away for credit providers

Loan accounts can be allocated to various credit states.
Monitoring balance and volume trends over time and the
distribution of these across various credit states is a key
input into risk management and understanding the
business. Using the credit states a lender can monitor
the quality of their book. High quality books have:

+ Majority of the balance in the Performing credit state;
and

» Slow migrations into the Non-Performing credit state.

If migration rates change or non-performing accounts
build up, management intervention may be required.
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