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Defaults are generally inevitable, but a
high proportion of a loan book in default
can be a problem for lenders. Lenders
therefore try to keep the size of their non-

performing loan books at an acceptable
level in comparison to their total loan
books. This article describes approaches
to managing non-performing loans.

Typically, a debt can be considered non-
performing if:

Payments are at least 90 days overdue,

Payments have been postponed due to
changes to the original terms,

The lender considers the debtor unlikely to
meet their obligations.

A high proportion of non-performing loans in a
portfolio:

Impacts the lender’s revenue,

Hurts the lender’s reputation, and investor
confidence,

Can signal poor risk management practices or a
lack of due diligence,

May constrain the lending strategy,

Requires higher provisions to cover expected
losses and capital to cover variations in losses.

Lenders apply various strategies for managing
non-performing debt to prevent the non-
performing book from growing too much. This
could be achieved by effecting a turn-around so
that accounts cure out of the non-performing
debt or by writing off debts that cannot be turned
around.
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Collection strategies

When debt becomes non-performing, lenders need
effective strategies to recover the outstanding debt.

Recovery strategies are divided into three stages:
n soft collections,

8 hard collections, and

B legal procedures.

Soft Collections refer to the initial phase of the debt
recovery process. This stage focuses on maintaining
a positive relationship with the client and aims to
rehabilitate the loan to a performing status. This stage
involves thorough communication with the client, with
the aim of negotiating to recover the debt. E.g. the
loan can be restructured to make repayments more
manageable for clients. An effective soft collections
strategy is crucial to preventing accounts from rolling
further into arrears.

Hard Collections involve more assertive tactics to
recover the debt. This stage includes the possibility of
reporting the delinquency to credit bureaus, tracking
down clients and seizing collateral.

Legal Procedures are the last stage of the debt
recovery process. This can include filing a lawsuit to
obtain a court judgment for the unpaid debt. If the
debt was secured with collateral, the lender may sell
seized assets to recover on the debt.

If the lender fails to recover the debt, they can sell it
off to a debt collector for a percentage of the value
of the debt. However, sometimes the debt must be
written-off.
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Write-offs

If the debt cannot be collected, including via legal
procedures, lenders will write-off the residual
exposure.

Write-offs remove the non-performing loans on
which lenders no longer have a reasonable
expectation of making further recoveries from the
balance sheet.

Typical scenarios include:
* bankruptcy or death of the client,

» settlement where a portion is repaid, and the
remainder written-off,

 court ruling,
» prolonged non-payment.

Lenders usually derive their rules on what
constitutes prolonged non-payment based
on the post write-off recoveries (PWOR). If
PWORs are material, then the write-off point
is likely too early. However, if recoveries
become negligible before write-off point, the
write-off point is likely too late.

Conclusion

While no lender would provide a loan on which they expect the client to fail, non-performing loans will form a
part of any lender’s portfolio. The size of the non-performing loan portfolio should be controlled by employing a
variety of collection strategies or writing off non-performing loans where appropriate.
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