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These transitions, illustrating a decline in credit risk, are represented by the pink
arrows in Figure 1 below:

Under IFRS 9,
lenders allocate
clients to different
stages, which reflect
different levels of risk.
While it is possible for
clients to move from
Stage 1 to Stage 2 or
from Stage 2 to Stage
3, accounts can also
improve, i.e. cure out
f Stage 3 to Stage 2
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Figure 1: Change in Credit Quality

Cures take place when borrowers remedy breaches such as missed payments
before formal default procedures, such as asset liquidation or legal proceedings
begin. This article focuses on the concept of cure rules, examines regulations
and the ‘grey’ areas, and presents examples of how cure rules are established
and assessed.

From Risk to Recovery: Stage Movements

Typically, cures should occur once default risk significantly reduces. Accounts can cure from Stage 2 back to Stage 1 or
from Stage 3 to Stage 2, once certain conditions are satisfied. For example, a customer in Stage 2 can return to Stage 1
by settling any overdue payments, as well as showing no further signs of potential financial difficulties. Similarly, for a
Stage 3 to Stage 2 cure, the non-performing asset needs to rehabilitate to such an extent that it shows similar risk as
other accounts in Stage 2.
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Regulation

The IFRS 9 standard does not specify what cure rules
lenders should apply, which can lead to grey areas where
cure rules are left to each lender’s judgment.

Particularly for distressed restructures (a type of default),
the SARB (Directive 7 of 2015") requires that banks
apply a 6-month observation period during which clients
must be kept in the non-performing category. Only after
meeting the terms of the loan for six consecutive monthly
payments, can a client cure.

Due to there being no other regulatory cure definition,
cure rules can differ between financial institutions.
Industry practice is to first observe satisfactory payment
behaviour for either a 6-month or 12-month period before
allowing an account to cure. Where sufficient data exists
(mostly in the retail lending space), analytical methods
can be used to establish data driven cure rules. In the
non-retail space, expert judgement with detailed
knowledge of clients can be used to determine cures.

The SARB issued a Proposed Directive to replace
D7/2015 for comment in October 2023. The proposed
directive would extend the probation period to 12 months
but has not been adopted yet.

" The SARB issued a Proposed Directive to replace D7/2015 for comment in
October 2023. The proposed directive would extend the probation period to 12
months but has not been adopted yet.
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Conditions for Curing

Cure rules aim to identify the point at which an account’s
default risk has reduced back to origination default risk
levels. Criteria could include:

Catching up any arrear amounts.
Improvement of the borrower’s financial position.

Maintaining the improvement for a period.

Specific management approval to cure large
exposures.

Once sustained improvement is observed, curing can
take place. Lenders also define cure rules such that
accounts with similar risk levels are grouped together.

In the retail space, re-default rates are considered when
defining the curing framework. Relatively high re-default
rates may mean that the cure rules may be too lenient,
and vice versa.

Traits of effective cure rules
Effective cure rules:
» Achieve greater stability in the size of provisions.

* More accurately identify less risky accounts and
move them to a lower risk stage.

» Allow accounts to migrate to a better stage after
sustained improvement.

* Lead to relatively homogenous levels of risk by stage.

* Are consistent with how risk is managed and
monitored.
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