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Abstract

The risk that a borrower may not fulfil his/her borrowing obligation presents credit owner (lender) a default risk management opportunity to maximize the risk-adjusted rate of return and to maintain minimum exposure to default associated cost.  This paper investigated respondents’ perception of the cost of credit default and examines requirements for default risk management (DRM) in the vehicle finance industry in South Africa. It is noted that with an increased level of consumer indebtedness, unstable economy, high unemployment, opportunistic risks like health pandemics, vehicle financing faces a higher probability of default from borrowers. This descriptive investigation utilised quantitative approach using a survey method to collect data from 381 purposive randomly selected respondents who are vehicle finance customers in South Africa, Cape Town specifically.  Data collection took place in the Western Cape over a nine-month period, utilising personal interview, and emails to administer questionnaires to vehicle finances’ customers as data collection instruments. Responses received were codified and quantitative data were analysed using the Statistical Packages for Social Sciences (SPSS version 25) The paper found mixed and variable respondents’ perception of the cost of credit default.  In conclusion, it is perceived that South Africa debt would become more costly with credit default.  It can be recommended that a default risk management intervention be applied to manage credit default risk within the context of the unified credit assessment policy in South Africa.  
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1.Introduction
The vehicle finance enables the provision of credit finance services to support the financing of vehicle on credit. This paper investigates the default risk associated with credit financing of motor vehicle in South Africa – to understand potential risk mitigating factors needed to manage the cost of credit defaulting. With increased household debt, the risk of credit default is at an all-time high, requiring a new approach to assess and approve credit vehicle finance application (Schwarz, 2011). It can be argued that the assessment requirement may need to be varied in the context of growing household indebtedness and government regulation as a risk management measure. The variation of credit assessment outcome of cost management is assumed to be complex and trans-disciplinary requiring different approaches and techniques that involve both quantitative and qualitative methods (Brown & Moles, 2014). 

The assumption that there are costs of credit default creates the need to do credit checks on potential customers. This credit check enables the estimation of probability of credit default by customers. The credit check is done to minimize the risk associated with default and to maximize the benefit of credit financing. Despite the credit checks, it has been observed that customers default in their instalment resulting in the repossession of their vehicles by the financial institution. 

The understanding of the cost of credit default in the vehicle finance sector is a step towards default risk identification and management: an important aspect of risk management success.  Credit has costs on credit, and it is risky as some of the customers may not be able to repay their vehicle finance obligations. Even when customers’ probability of default has been assessed upfront and credit checks performed positively, some customers still default. The estimation of the cost of credit default indicates the likelihood of loss arising from credit financing. The cost of default is an important component of cost of banking operations as it offers an understanding of different behaviours of default rates and institution’s financial position. Customers may pass the screening process prior to the grating of vehicle finance and yet they end up defaulting, due to bad financial management or unforeseen circumstances. This study focuses on the cost implications of credit default on customers and the financial institution.

1.1 Scope of the study 
The scope of the study is the extent to which the actual cost of credit default is evaluated through an examination of customers’ perception. The evaluation covers respondents on default list of vehicle financed by financial institution.  The  costs of credit default is understook differently by customers and banks. The difference in understanding creates the need to do credit checks on potential customers to assess the probability of credit default by customers. The credit check is done to minimize the risk associated with default and to maximize the benefit of credit financing. Here attention is giving to customers’ perception of credit default. 

2. The objective of the study
The main objective of this study is to examine customer perception of credit default using the unified credit risk policy to understand customers understanding the cost of default . The study has the following as sub-objective are to:
(1) Understand the risk associate with the application of credit assessemt tool and
(2) Ascertain through customer perceive risk of default if the utilization predictor variables correctly predict the likelihood of customer credit defaults.

3. Study implication
    The implication of this study is that credit default is perceived to be costly to both customers and financial institution. Financial institution could benefit through customer perception deploy risk mitigation compartible with credit assessment plicy tool. The actual cost of credit default can be explore in a separate study for the benefit credit financing of motor vehicle in South Africa.

4. Review of Literature
     Financial institutions’ main objective is to generate profit through granting of vehicle finance loans. Even though it is a high-risk business, it is a gamble game that makes business sense, even as some customers may default, which can position the financial institution in a negative financial state. It is imperative that financial institutions learn to understand the cost involved in credit default in order to minimize and manage it. The cost of credit default can be an unpleasant experience for both the customer and the financial institution. 

       Dumbrava, (2013) contended that the formula for risk calculation: risk = probability (of a default) x loss (associated with default variable) quantifies loss in the event of the occurrence of an event (such as default). In this paper, the examination of the estimated loss connected with credit default (credit structure, economic activities, credit check history and return on investment) are all such events that could contribute to the probability of credit default. Although this study was focused on description of respondents’ perception of the cost of credit default, the understanding of respondents’ perception created an opportunity to understand the risk management that could be useful for both credit lenders and borrowers.  


     The cost of credit default can be classified as non-financial and financial loss (Vlok, 2017). Credit costs money and it costs more when customers default. For each vehicle finance institution provision for default is usually calculated through past experiences and a reasonable amount of money is reserved for such, however, it can happen that more clients than anticipated may default, which leaves the financial institution in a compromising financial position. This can cause liquidity problems, less income and more financial loss to the financial institution. 
	
4. 1. Financial loss

     Vehicle repossessions, legal and operational costs are some of the costs incurred caused by defaulting customers. Repossessions can be expensive to both the customer and the financial institution. Once the client defaults, the financial institution starts the legal process, collection department contacts the client to follow up on repayments, and if all fails then a summons is issued by the Sheriff of the Court. The financial institution pays the Sheriff for the summons issued and when the vehicle is uplifted (vehicle gets collected from the customers). These are some of the costs incurred by the financial institution (Jacobs, 2017). Customers also incur financial loss, for instance, once the vehicle has been repossessed, the financial institution adds more costs on the existing debt (for example Sheriff’s fees). Once the vehicle is repossessed the customer is left stranded, more debt and in a compromised financial position.


4.2. Non-financial loss

      A reputational cost is one of the costs associated with the costs of default. A relationship between the financial institution and a customer can go sour. It has been proven that word of mouth is a powerful advertising tool (Naz, 2014). The customer can lay a complaint on social media, to colleagues, families and friends, as a result, the financial institution can lose millions of rands caused by a tarnished or dented reputation.  A customer whose vehicle has been repossessed will not be singing praises about the financial institution. The Basel Committee of Banking Supervision (2003) defined reputation risk as risk arising from negative perception on the part of the customer. Damage to reputation can generate financial loss, broken trust and a tarnished image. For the customer, the effect is high debt incurred through repossessions and loss of trust in the financial institution.

4.3. Default risk

     The drivers of default risk in the economy are high customer debt, interest rates, inflation, economic performance and unemployment (Bonfim, 2007; Zabai, 2019). These drivers increase the risk of default by a customer obtaining vehicle finance. Instances where the customer is highly indebted, granting additional credit facility could increase exposure to the probability of default.  The risk of default could also be influenced by the economic conditions where interest rate fluctuation becomes an element of cost of credit in vehicle financing. Fluctuation in interest rate occasioned by economic conditions becomes an important default risk factor – that provides context to credit financing and content associated with risk of default. Here attention is placed on vehicle financing risk that is contrived by the challenges of risk management and customers’ repayment ability that becomes imperative when he/she becomes unemployed Merton (1973).   

4.4. The use of the credit checks history for risk assessment  

     Credit checks on customers through the credit bureaus in South Africa came into existence in late 1989. Credit bureau is a company that gathers information on the customer’s credit profile. The credit information customers aggregate all credit portfolios of a customer to understand his payment history and discipline in consideration for new credit financing request (Vlok, 2017). With the growing probability of default, the use of credit payment history to assess customer payment profile becomes a useful source of information for the assessment of default risk. The collection, storage and analysis of this information by the lender could become a cost item that could lead to the increased cost of credit and cost in default. Credit check history utilization in financing decision may not accurately predict the likelihood of default but, it certainly helps lenders to understand risk profile for credit structure customization for maximum return on credit finance services. Vlok (2017) noted that credit checks and a computerized scoring system were not available around the early 1980s. Before the introduction of credit check history in the late 1980s, the assessment of credit applications for vehicle finance was done manually. This manual credit application assessment relied on human estimate judgement with potential for wrong estimate recorded long after the credit application approval. 

5. Research design and methodology

    This research utilized a descriptive research approach to collect and interprete quantative data to understand the interplay of collected data in relation to investigative problem (Nassaji, 2015). In this paper, respondents’ perception of credit default was investigated and examined to understand default risk management requirement needed to minimize default risk and to maximize vehicle financing opportunities clients and financing companies. A survey method was applied to collect data from purposive randomly selected respondents in Cape Town. Because the vehicle finance industry applied the unified credit assessment policy, the data collected in Cape Town can be generalized country-wide. The quantitative data was collected from 381 respondents’ customers of the four financial institutions in Cape Town to establish the relationship of the perception of the cost of credit default to lending and borrowing (Igwenagu, 2016). From a purposive ramdom sample of 400 respondents, a total of 381 respondents participated in the study. Participants were regular and walk-in customers of participating financial institutions who took time to complete closed ended questionnaires. Completed questionnaire were analysed using descriptive analysis and the result presented in tables and figures.   

5.1 Data Analysis

    The quantitative data was analysed using SPSS version 25 (IBM, USA) from a closed-ended questionnaire and exposed to descriptive analysis. Data was loaded on Microsoft Excel version 2019 and coded accordingly. To understand relationships between variables, descriptive analysis using cross-tabulation was applied to understand the perception of the cost of credit default (Devault, 2019). Unlike the logistic regression that predict outcomes of continuous categorical predictor variables, the descriptive analysis, described the cost of credit default variables based on respondents’ perception (Sandro, 2014). 
  
6. Results and discussions
    This section describes responses received from the paper and discusses the influence of variables such as legal and administrative costs, customer losing confidence in the financial institution, bank listing customer on credit bureau, psychological problems and cost of credit default to the financial institution. The description utilizes tables and figures to show the relationship between multiple variables, the frequencies triangulated to improve understanding of respondents’ perception of credit default. 

     The relationship between variables have a direct influence on the respondents’ demographics: with 51% respondent are female and 41% male. Married couple at 47% likely agree that credit default is costly to customer. Most responpents earn between 31 000 – 40 000 per annum. Younger respondents between the ages of 20 – 29 years, likely agreed with the study. This descriptive study suggests an interesting pattern of mix perception and opinion of the cost of credit dafualt in vehicle financing.  

Figure 1: Gender and Income bracket
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    Gender: in figure 2 above, out of N381 respondents, 194 (51%) were females and 187 were males (49%). This suggests that the majority of respondents were females. This can also mean that more females were affected by the cost of credit default than their male counterparts.
    Income bracket: The figure above illustrates that the income bracket of the majority respondents were between R31 000 - R40 000, followed by R21 000 - R30 000, and the last income bracket is R6000 - R10000. This can also suggest that respondents in the income groups of R31 000-R40 000 were mostly affected by the cost of credit default compared to other income groups.
Figure 2: Marital staus and Age group
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    Marital status: The study comprised of 381 respondents of which 179 (47%) are married, single 146 (38.3%), divorces 29 (7.6%), widows 14 (3.7%) and widowers had 13 respondents which makes (3.4%). The figure above shows that the majority of the respondents were married.
    Age group: The age profile of the total sample N381 presented in the chart above explains that the majority of respondents were from the ages of 20-29 (34%), followed by ages 30-39 (29%). Furthermore, the ages 40-49 comprised 24%. The 50 years and older classification comprised only 14% of the respondents. 
Figure 3 Cost of Credit Default to the financial institution.
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    In presenting the cost of credit default as in figure 1.1 above, repossession cost is perceived to be the highest at 36%. Reckless lending and loss of customer are lower at 13% as perceived by respondents, while reputation and default risk rates 13% and 25% respectively. The high and low representation of percentages as per the above figure remains a perception and not an actual cost of credit default to the financial institutions.
[bookmark: _Toc11614583]
Table 1.1 Legal and administrative costs 
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    The legal and administrative cost in table 1.1, above presents a description of respondents’ perception of the application of legal and administration cost in a default situation. The frequency distribution and discussion show that 37% of the N381 sample likely agreed that legal and administrative costs are an additional cost to the credit while only 0.5% did not agree at all.  This is clearly evident that the most of respondents likely agreed that legal and administrative cost would likely increase the cost of credit when a customer has defaulted. 


[bookmark: _Toc11614584]Table 1. 2 Bank listing customer on Credit Bureau
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    Bank listing customers on credit bureau is also one of the costs of credit default: as per table 1.2 above. The test was administered to N381 respondents’ perception regarding bank listing customers on Transunion after default or multiple of defaults. Fourty one percent of respondents likely agreed and 31% unlikely agreed with the statement. According to the results (41%) respondents between the ages of 20-29 agree that bank listing customers on credit bureau is an additional cost to the customer, 41% within the gender group were females. This descriptive means that females between the ages of 20-29 agreed that bank listing customers on credit bureau is an additional cost of credit when a customer has defaulted. 
Table 1. 4 Loss of confidence in the bank
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    The descriptive analysis shows that out of N381 respondents, 40% respondents likely agree that the costs of a repossession of a vehicle is perceived to be the loss of confidence in the bank and while only 9% of respondents thought it was very unlikely that the cost of a vehicle repossession is that a customer will lose confidence in the bank.  However, 49% of respondents between the income brackets of R31000-R40000, aged 20-29 supported the perceived notion of repossession to mean loss of confidence in the bank. 

Table 1. 5 Psychological problems
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    Psychological problems are additional cost of credit.  According to the frequency table above 38% likely agreed psychological problems are an additional costs when a vehicle is repossessed, 14% thinks that it is very unlikely and 0.5% do not agree at all. Using within group percentages, 40% of respondents with the ages of 20-29 likely agreed, females were the highest majority at 85%. Therefore, the most females’ ages 20-29 likely agreed that psychological problems are the additional cost to the customer once the vehicle has been repossessed. However, the respondents at 50+ did not agree with the notion at all.


7. Conclusion 

    This paper described respondents’ perception of the cost associated with default through the examination of responses received from 381 respondents who are customers of vehicle finance services in Cape Town, South Africa. The risk that the borrower may not fulfil his/her borrowing obligation is now better understood. This understanding presents credit owner (lender) with a default risk management opportunity to maximize the risk-adjusted rate of return and maintain minimum exposure to default associated cost.  With the advent of technology, credit risks can be minimized because credit lending is not based on a hunch, but on the proper assessment of the borrower and market-related variables. This paper concludes that default in-vehicle credit financing is more likely to cause change in customer attitude and the economic condition. Although the perceived level of agreement is mixed and varied when triangulated against default possibility increases due to change in the personal and economic condition of the borrower. These conditions are: the economy, level of indebtedness, age, income, education and gender.  


8. Recommendations

    Based on the conclusion above, the following recommendations are suggested: 

1) The implementation of default risk management intervention to mitigate credit default risk.   

2) Further research that utilizes historical default data from Trans-union Credit Bureau for longitudinal analysis has to be explored.

3) Comparative analysis of default cost across biographical profiles of vehicle finance customers should be conducted with a view to getting a comprehensive understanding of the lending and borrowing process.

4) Development of a risk assessment formula to support and/ or replace current credit structure of vehicle financing is desirable and, therefore, must be designed. 
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