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EXECUTIVE SUMMARY

Economic activity has been severely impacted by business closures
as well as diminished consumer purchasing power due to furlough
and job losses. When businesses start to reopen, commerce will
return to a warped reality of radically depleted consumer spending,
social distancing in shops, a shift in consumer preferences to online
and liquidity-strapped merchants. Acquirers will have to deal with an
increased and more widespread merchant credit-risk exposure. All of
these factors will significantly contribute to the credit-risk exposure
of acquirers, PSPs, ISOs and payment organisations.
Managing this will require a deeper understanding of merchants’
financial and trading conditions. This implies having the ability to
balance supporting merchants with the ability to address the heightened credit-risk exposure that is now part of their new trading reality.
Line up proper legal counsel now, not to wait for until it is actually
needed. The situation will also confront acquirers with difficult
decisions, such as whether to request collateral guarantees from,
or delay settlement of accepted transitions with, liquidity-strapped
merchants in full knowledge this could lead to the merchant becoming insolvent. This would ultimately diminish the acquirer’s business,
which would maximise the credit risk exposure due to an almost-certain write-off at this point.
Based on experience and best practice surrounding merchant credit
risks, there are a number of practical actions, illustrated throughout this report, that can be undertaken. These adapt the business
to better manage increased exposure through more highly refined
risk-management practices. More than ever, these should be at the
core of any merchant portfolio management strategy.
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ADVERSE ACQUIRING
MARKET COMPLEXITY
THE END OF THE CRISIS
WILL NOT COME ABOUT
QUICKLY… EVENTUALLY
THERE WILL BE
A TRANSITION BACK
TO A POST-PANDEMIC
NORMALITY

COVID-19 has significantly disrupted life as we know it - both in the
developed and developing world. Lockdowns, critical sudden loss of
income for millions of workers, tourism spend effectively zeroed, T&E
venues closed and local domestic travel limited to the bare minimum
have caused an immense effect on personal and social lives and
have dramatically impacted small and large businesses alike.
For vast majority of companies, earnings are subject to warnings
and revised downwards guidance towards customers. While it is not
surprising that retail in-shop spending has plummeted across all
physical shops, digital commerce is also impaired. Juniper Research
sees “a 14% drop in global spending to $9.7 trillion on digital commerce, compared with $11.2 trillion a year ago, due to the impact of
COVID-19”1. CNBC reported that the “coronavirus economic freeze
could cost 47 million jobs and send the unemployment rate past
32%”2 in the US. So far there have been 22 million losses estimated to
date3. For the European tourism sector, Statista4 estimated 1.6 million
job losses for Germany, 1.1 million for Russia, 1 million in Italy and
United Kingdom respectively, 0.8 million for Spain and France – sadly,
the list continues. The list of damage could be continued endlessly
but, while there can be no doubt that the end of the crisis will not
come about quickly nor that it can be given a certain timeline, eventually there will be a transition back to a post-pandemic normality.
Merchant acquirer’s business can be assumed to partially be cushioned by the parallel rapid increase of electronic payments, replacing
cash, fuelled by the pandemic. Nevertheless, the radical loss of instore transactions and the drop of high-margin business will likely lead
some acquirers into administration. Acquirers that have not managed
to develop their online capabilities are at largest disadvantage.
1
https://www.mobilepaymentstoday.com/news/juniper-sees-drop-in-digital-commerce-spending/?utm_source=MPT&utm_medium=email&utm_campaign=EMNA&utm_content=2020-04-17.

https://www.cnbc.com/2020/03/30/coronavirus-job-losses-could-total-47-million-unemployment-rate-of-32percent-fed-says.html.

2

3
https://www.theguardian.com/business/2020/apr/21/uk-furlough-scheme-unemployment-rise-coronavirus.
4
https://www.statista.com/statistics/1107432/travel-and-tourism-jobs-at-risk-europecoronavirus/.
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+15 % YEAR-OVER-YEAR

Fig. 1 — China Industrial Production
and Retail Sales dynamics (% change on
previous year values).
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However, given that most of the online growth has been captured by
platforms, such as Amazon, and that these provide volumes to one
or a small number of acquirers at margins that are often nil or even
negative, there are no real winners (aside from the platforms).

“… job losses and pay cuts have
left its people reluctant to spend
— a problem the U.S. and Europe may
soon face, too.”

As lockdowns are loosened and the world goes back to a postCOVID-19 ‘normality’, business won’t be going back to usual quickly.
As shops re-open, business will likely trickle back in at slow pace, like
it is been observed in China as the economy is restarting, referenced
in Fig. 1 and 2.

“Even if companies reopen, the real
challenge may lie in enabling or
persuading stricken and traumatized
consumers to start spending money
again.”
NYT, “China’s Factories Are Back. Its
Consumers Aren’t.”, 28/04/2020

Slow consumer spending uptake would leave many merchants in all
categories at increased risk of failure and, with it, acquirers exposed
to potential additional merchant credit risk.

DROP IN YEAR ON YEAR SALE
ESTIMATED BETWEEN 25% AND 33%
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Fig. 2 — China workers returning to post in
selected industries, urban unemployment and
retail sales in selected merchant categories
(post outbreak, year on year comparison).
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WORKERS RETURNING
TO POSTS IN
THE TEXTILE,
AUTO, MACHINERY
INDUSTRIES
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INCREASED RELEVANCE
OF MERCHANT CREDIT RISK
A MERCHANT ACCOUNT
IS PRACTICALLY A CREDIT
ACCOUNT WHOSE EXPOSURE
EXTENDS UNTIL THE
LAST DAY A CONSUMER
IS ELIGIBLE TO DISPUTE
A TRANSACTION AND OPEN
A CHARGEBACK

The concept of credit risk is well understood within the banking
industry as part of the lending business: “Credit risk is the possibility
of a loss resulting from a borrower’s failure to repay a loan or meet
contractual obligations”5. Even if acquirers, PSPs and ISOs do not
provide a formal credit line to their merchants, they are ultimately liable should merchants be unable or unwilling to refund a chargeback
amount, as a transaction is cleared through the payment scheme.
From this perspective, a merchant account is practically a credit
account whose exposure extends until the last day a consumer is
eligible to dispute a transaction and open a chargeback.
The typical perception of many acquirers is that credit risk is an issue
that concerns only a few obvious categories of merchants – e.g.
travel agencies, airlines, hotels, furniture retailers – and all kinds of
transaction for which the cardholder pays in advance for part or all
of the purchase with the actual delivery delayed to a later date. The
merchant account is settled typically within a few days of a transaction, leaving the acquirer exposed to an implicit credit risk. Most
acquirers, PSPs and, in particular, payment start-ups often fail to
recognise that credit risk is as relevant as other types of risk such
as fraud, operational and reputational risks. Awareness usually only
comes about when credit losses actually happen.
Credit risk arises as a consequence of a chargeback and insolvency:
-

Should a merchant be incapable of delivering the goods and
services paid for, or

-

Should an illegitimate chargeback not be successfully challenged due to lack of documentation and evidence from the
merchant to prove the illegitimacy of the cardholder’s dispute.

5

8

https://www.investopedia.com/terms/c/creditrisk.asp
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In Europe, credit-risk losses are mostly considered to be uncommon,
solely related to specific industries and sizable when they have to be
dealt with properly. Bank acquirers in many cases cannot perceive it
as a merchant risk as the consequences of a merchant failing could
blend into much bigger lending-related losses. This was a misguided
perception at the best of times, and COVID-19 has made it more so.
Pre-pandemic losses were split between 40-60% credit risk (business failures) and 60-40% fraud (merchants either as victims or
perpetrators of fraud).
However, in the current pandemic and downturn conditions, credit
risk has become far more important because:
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-

Merchants are often not able to deliver on the agreed sales, e.g.
due to supply-chain disruptions,

-

Cardholders in financial difficulty dispute legitimate transactions
(otherwise referred to as “first party fraud”) for the purpose of
getting funds back temporarily,

-

Growth of online transactions, in which goods are not actually
available for the consumer to physically check prior to the purchase, present additional costs for merchants (e.g. returns) and
increased risk (e.g. goods damaged in transit)

-

Merchants facing liquidity restrictions or impending failure are
more reluctant to accept chargebacks or unable/unwilling to
repay the funds to the acquirer

9

MANAGING MERCHANT
CREDIT RISK
CREDIT RISK EXPOSURE
AND DEFAULTS ARE
EXPECTED TO INCREASE
SIGNIFICANTLY
THROUGHOUT THE
FINANCIAL SERVICES
INDUSTRY

In standard market conditions, merchant credit risk can be estimated
to a reasonable degree of accuracy based on a proper understanding
of the nature and scope of the merchant’s business and by having
some solid historical statistics on the sector. Risk management
measures include:
1)

Holding a share of the daily transaction value for a longer period
of time before settling them in the merchant’s account

2) Requiring collateral guarantees from the merchant
3)

Monitoring the merchant’s financial performance in order to
detect possible changes in their credit risk in advance and adjust
risk-management measures (points 1 and 2 above) accordingly

24.1

Fig. 3 — US Banks provision for credit losses
(selected sample – USD Bn).
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In many countries, some acquirers, PSPs, ISOs or payment companies do not consider credit risk a considerable threat to the vast
majority of their merchant portfolios. Even if they did, it would be
challenging to require collateral or demand deferred settlement of
payment values as this would not be accepted by merchants which
can move to another provider that does not advance such requests.
Overall, most acquirers have not yet had to seriously deal with credit
risk, as long as they avoided particular merchant categories and not
many of their merchants were selling physical goods online. However,
this is about to change radically as credit risk exposure and defaults
are expected to increase significantly throughout the financial services industry. Fig. 3 and 4 provide an indication of the magnitude of
the expected challenge.
Fig. 4 — Increase of business failures
since credit crisis expected in 2020
(% increase - selected countries).
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MERCHANT CREDIT RISK
IN A POST-COVID-19 WORLD
As lockdowns are lifted, ending a period of forced business inactivity, merchants that have managed to survive the pause will start
reopening. Many will be drained of liquidity, some will be holding
stocks of goods that are close to getting out of season, others will be
overstocked. All will be suffering from weeks without revenues while
continuing to incur fixed costs.
Business will restart slowly and due to a combination of social
distancing restrictions and a sizable number of consumers that have
lost their jobs or have nonetheless suffered economically due to lockdowns, business cannot be expected to go back to its previous level
for a long time. For a reference of the COVID-19 impact on European
businesses please refer to Fig. 5 and 6.

Fig. 5 — European PMI Employment Index
(selected countries)6 output indices
(composite output, 50 = no change on
previous month).
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6
The Composite Output PMI is a weighted average of the Manufacturing Output Index
and the Services Business Activity Index.
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Consumers will have moved their spending habits to online channels,
taking away a share of their purchases that would have been in-shop
before the crisis.
All of these factors will significantly contribute to the credit-risk
exposure of acquirers. The situation will also confront acquirers with
difficult choices, such as whether to request collateral guarantees or
delay settlement of accepted transactions with a liquidity-strapped
merchant when this could lead to the merchant actually becoming
insolvent. This would, of course, ultimately diminish the acquirer’s
business and maximise the credit risk exposure that would become
an almost-certain write-off at this point.
Fig. 6 — European PMI Employment Index
(selected countries)7.
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7
The Manufacturing PMI is a composite index based on a weighted combination of the
following five survey variables (weights shown in brackets): new orders (0.3); output
(0.25); employment (0.2); suppliers’ delivery times (0.15); stocks of materials purchased(0.1).
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CONCLUSIONS

ACQUIRERS NEED TO
LOOK AT THEIR MERCHANT
PORTFOLIO IN DETAIL,
APPLY A RISK SEGMENTATION AND PRIORITISE
MERCHANTS’ ACCOUNTS BY
EXPOSURE

What should acquirers do to handle the challenging post-COVID-19
business environment? There are several suggestions:
1)

For those who do not have credit-risk management, or have not
fully applied it, now is the time to implement it very quickly. Such
acquirers have to include exposure risk modelling and the ability
to dynamically evaluate the effectiveness of the measures in
consideration.

2) Acquirers need to look at their merchant portfolio in detail,
apply a risk segmentation and prioritise merchants’ accounts
by exposure. This should be evaluated within the context of the
overall merchant credit exposure, figuring out the high-risk areas,
e.g. accounts in the travel sector, future delivery-type accounts,
high-refund accounts, high or near-high chargeback accounts;
businesses with high ticket averages (more prone to disputes);
business types that are “non-essential” or highly discretionary,
e.g. furniture accounts, gym memberships etc.
3)

Acquirers will need to talk to their merchants and get closer to
their accounts. Call them, track both merchant-level activity (the
“trees”) and portfolio-level activity (“the forest”), looking for
patterns and trendlines that may signal an issue, e.g. declining
refund levels. Reaching out to merchants to understand how
the pandemic is impacting their operations, their ability to fulfil
the product or service, their customer service and their financial
condition.

4) It is a matter of understanding the precise state of the business
on a near-daily basis and of explaining to merchants why some
provisions for credit risk might have to be implemented. Ultimately, only a finger on the pulse of the merchant’s business can
provide insight into when and if it might be necessary to implement drastic measures to minimise credit-risk losses.

14
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AS THE WORLD SLOWLY
TRANSITIONS TO A NEW
NORMALITY, COMPANIES
WILL NEED TO FIND
IMPROVED WAYS TO WORK
TOGETHER AND SHARE
INFORMATION

5) Acquirers will need to update their financial information on their
accounts. Get the merchant’s sales projections/forecasts if possible. Understand underlying assumptions. Monoline acquirers
may need to rely on credit bureau information that for many will
mean additional costs at the most inconvenient time. Bank acquirers will have a significant advantage compared to monoline
acquirers as they have a much better visibility on loan exposure
and on the liquidity positions of their merchants. Of course, given
current conditions, sourcing up-to-date financial information may
not be possible.
6)

Adjust any pre-existing credit risk management provisions,
looking to increasing collateral and loss protection, e.g. cash
reserves, letters of credit, longer delayed funding timeframe, no
more long future delivery businesses, etc. Making sure there is
a balance between prudence and being conservative with the
merchant’s current situation, e.g. their cash tightness, disrupted
business operations etc.

7) Review legal strategies and options now (not later) in case
merchants file or are about to file for bankruptcy, liquidation, etc.
Line up proper legal counsel now, not to wait for until it is actually
needed.
8)

Review loss provisions for adequacy with a view to increasing
them. Keeping in mind that pre-pandemic assumptions will most
likely not apply anymore. Err on side of caution is available.

The pandemic has been, and will continue to be, tough on consumers
and businesses, acquirers, PSPs, ISOs, payments companies and
merchants alike. As the world slowly transitions to a new normality,
companies will need to find improved ways to work together and
share information as they will be ultimately even more interdependent than before for mutual survival.
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ARKWRIGHT PROFILE
WE BELIEVE
IN PRAGMATISM,
METICULOUSNESS
AND IN DEEP
KNOWLEDGE OF
THE INDUSTRIES
IN WHICH WE
OPERATE

Arkwright is a management consulting firm offering strategy and
advisory services to private corporations, NGOs, investors and startup companies. Amongst a number of different industry-dedicated
teams, our Payments and Digital Banking practice is one of the most
experienced globally, positioning Arkwright as a high-end specialist
payments and digital financial services boutique.
With clients that include merchant acquirers and acceptance SMEs,
Arkwright has hands-on experience in managing credit risk from an
acquirer’s perspective as well as liquidity challenges from a merchant
perspective.
Our knowledge of best practices, as well as the sophisticated data
modelling and analytical capabilities of our management consultants
and industry experts can support acquirers with the evaluation of their
credit-risk exposure and help them devise and implement the most
suitable and feasible measures for managing credit risk.
We believe in pragmatism, meticulousness and in deep knowledge of
the industries in which we operate. At the heart of our mission is the
development and implementation of enduring performance improvements and growth strategies, in partnership with our clients.
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When we founded Arkwright in 1987, we did so with a strong belief
that clients’ sustained success requires deeper collaboration and a
different working model than what we experienced at the time. Since
then, our focus on deep-rooted, long-term partnerships with selective
clients has formed the basis of our approach and helped us grow to
what we are today: an international consultancy with Nordic roots,
operating truly globally, from our offices in Hamburg, Oslo and Stockholm and with additional operational presence based in the Middle
East and the US.
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FIGURES’ SOURCES
Fig. 1 — The New York Times based on China’s National Bureau
of Statistics, via CEIC Data.

Fig. 5 — https://www.markiteconomics.com/Public/Home/
PressRelease/b9c4af250a8e40efabbb1b120b368e6f.

Fig. 2 — Source: https://www.nytimes.com/2020/04/28/
business/china-virus-economy-consumption.html; https://
www.reuters.com/article/us-china-economy-pmi-poll/chinas-factory-activity-seen-recovering-in-march-but-still-in-contraction-after-virus-shock-idUSKBN21H0QA; Arkwright analysisStatistics, via CEIC Data.

Fig. 6 — https://www.markiteconomics.com/Public/Home/
PressRelease/b9c4af250a8e40efabbb1b120b368e6f.

Fig. 3 — Heisenberg, companies’ filings, Arkwright analysis.
Fig. 4 — https://www.coface.com/News-Publications/News/
Coface-Barometer-COVID-19-heading-towards-a-sudden-global-surge-in-business-insolvencies.
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