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The figure below illustrates the typical flow of accounts between the various

The International Financial stages. We focus only on Stages 1 and 2 in this article.

Reporting Standard (IFRS)
requires segmentation of
accounts into three stages;
Stage 1 (performing), Stage
2 (underperforming) and
Stage 3 (non-performing).

Stage 1: Performing

Initial Recognition New Assets

The allocation of accounts
between the various stages
are often based on
quantitative and qualitative
criteria. Trends in the
distribution of accounts
between Stage 1 and Stage
2 provide insight into the
riskiness of the credit
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Stage 2: Under-
performing Assets

portfolio. Understanding
these trends enables a
better understanding of the
loan book, proactive risk
management and promotes
early identification of credit
deterioration.
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Stage 3: Non-performing

Assets

Under IFRS 9, lenders must

calculate either a 12-month

or a lifetime expected credit Figure 1: Change in Credit Quality

loss (ECL). Lifetime losses

are calculated once there

has been a significant Stage 1: Performing Assets
increase in credit risk.

“Stage 1” accounts are performing assets where the credit risk has not increased
significantly since initial recognition. For Stage 1 accounts, a 12-month ECL is
calculated.

Significant Increase in Credit Risk

Identifying whether a “significant increase in credit risk” SICR has taken place is important as it triggers a reclassification
from Stage 1 to Stage 2, requiring a shift from a 12-month ECL to a lifetime ECL.
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An institution is expected to consider three main types of
information when assessing SICR:

Quantitative elements (e.g. Risk of default at
1 reporting date versus risk of default at initial
recognition)

Qualitative elements (e.g. watch list, debt review
2 status, forbearance status, bankruptcy status,
breach of covenants, etc.), or

3 ‘Backstop’ indicators (e.g. 30 days past due)

From Figure 2, Borrower A has experienced a significant
increase in credit risk at the reporting date.

Stage 2: Underperforming Assets

Assets in “Stage 2” have experienced a significant
increase in credit risk since their initial recognition.
Although the asset has not yet defaulted, the ECL is to
be calculated over the instruments remaining lifetime.

Stage 2 (lifetime) provisions are relatively higher than
Stage 1 (12-month) provisions, which impacts profitability
among other things.

Accounts can move back to Stage 1 from Stage 2 once
the Stage 2 triggers are no longer satisfied, which
typically follows an improvement in the credit risk profile
of the account.
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Example

A Bank uses an internal credit grading system of 1 to 10 with 1
denoting the lowest credit risk and 10 denoting the highest credit
risk. Assume an increase of two or more rating grades
represents a significant increase in credit risk and grades less
than 4 to be low credit risk. At the reporting date, the Bank has
the following two loans outstanding.

Grade at initial  Grade at reporting

recognition date
Borrower A 2 5
Borrower B 4 5

Figure 2: SICR Example

Monitoring stage allocation

Lenders must clearly define the rules that will trigger a
move between Stage 1 and Stage 2. This can be hard
since the IFRS standard does not define these, apart
from the 30-day backstop where accounts are typically
moved to Stage 2 once 30 days past due. Various
quantitative approaches exist to help set the Stage 2
trigger levels.

Once the staging framework has been defined, it needs
to be carefully monitored to ensure that it remains fit for
purpose, since an account’s stage allocation determines
the level of ECL that must be calculated. Adverse
changes in the stage distribution can also trigger
changes to lending, pricing and collection strategies.

The staging framework and it's monitoring therefore plays
a pivotal role in effective credit risk management.
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