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A new approach to Small Business lending

_by Nigel Rusby

There is currently no single definition of a small and medium-sized enterprise (SME) that

is used globally. Definitions tend to vary depending on the main focus of interest of an
organisation. For example, the UK government's Small Business Service defines a SME based
on the number of employees; less than 250 employees is considered small or medium.

etail banks usually base their definition

of a SME on a combination of exposure

to the bank and annual credit turnover,
reflecting their financial interest and availabili-
ty of accurate data. Typically, a commercial
entity is classed small or medium if its total
exposure is under €0.7 million and annual
sales are less than €4 million. (This definition
is consistent with the new capital adequacy
framework known as Basel Il that treats com-
mercial exposures under €4 million in a simi-
lar way to personal lending.)

The actual borrowing requirements of small
businesses vary enormously. Although there
are single exposures of high value, the vast
majority of lending decisions are for small
amounts. The average lending decision is typi-
cally under €15,000; this means the potential
revenue from a single lending decision will
be more similar to a personal lending
decision than typical corporate
lending.

Small businesses are profitable

to banks

The small business sector is a

large and potentially highly prof-

itable one for retail banks. For

example the UK's Small Business

Service estimates there are four

million businesses in the UK, of

which small businesses have a

combined turnover of €1200 bil-

lion. This sector can be hugely profitable; a
major UK high street bank with approximately
20 per cent SME market share recently report-
ed an operating profit in the region of €2,000
million for its business banking division. This
represented just over a third of the group's
consolidated operating profit.

However, the market is experiencing down-
ward pressure on prices. In March 2002, the UK
Competition Commission published a report
on the supply of banking services to small and
medium sized enterprises, which criticised the
charges of the main clearing banks in the UK.

As a consequence of this report, a voluntary
code of practice came into effect in January
2003 that set a minimum interest rate on cur-
rent account credit balances of the national
base rate less 2.5 per cent, reduced charges
and fees and theoretically made switching
banks easier. Although the Competition
Commission found that switching was
uncommon (only 3 to 4 per cent annually),
one of its aims is to facilitate such behaviour
in the interest of greater competition between

the main high street banks. Whether as a con-
sequence of the report or not, the UK market
has seen an increase in competition, with
organisations such as MBNA launching busi-
ness credit cards and currently not charging a
fee for use of company cheques.

A traditional approach

to Small Business lending

The traditional decision making approach to
new borrowing requests often relied on a
manual process using personnel with a high
level of experience to interpret a large volume
of data such as company balance sheets, prof-
it and loss

statements, trading receivables, inventory,
quality of management and regional or eco-
nomic trends relevant to the industry sector in
question.

The quality of the decision was clearly dep-
endent on the experience and ability of the
individual and the quality of the data available.
The problem was further complicated for the
micro/small business market by the lack of
comprehensive financial accounts (the majori-
ty of enterprises are not incorporated) and the
relatively low average value of exposures
(under €100,000).

In short, in a wholly manual lending decision
making process, it is incumbent on the custo-
mer to supply detailed and up-to-date infor-
mation and costly to the bank to employ exp-
erienced personnel for relatively low exposures.
A lending decision could often take more than
twelve hours to complete and could involve a
visit to the business's premises.

Over the last decade, UK retail banks have
overhauled the way they provide services to
SMEs, specifically to reduce operating costs
whilst maintaining levels of service. The comb-

ination of pressure on prices and the large
volume of relatively small ticket borrowing
had made servicing the smaller end of the
market either unattractive or unprofitable to
the main banks. The lending process in more
progressive banks underwent a major overhaul
in an effort to control bad debt, reduce operat-
ing costs and improve consistency and fairness.

A new approach to Small Business lending
In contrast to the manual process, an auto-
mated decision process often takes less than
twenty minutes to complete. Automated deci-
sion engines are accepted practice in personal
lending and similar systems and decision models
are also ideally suited to the micro or small
business lending for smaller exposures, say up
to €100,000. Business banking divisions of

some major high street banks have been

using decision support tools and auto-
mated application processing systems
successfully in this market for over a
decade.

An automated decision engine uses
the wealth of financial and performance
information a retail bank has access to.
For existing, primary banking customers,

the bank is sitting on a wealth of infor-
mation on cash flow, assets and liabilities.
By consolidating account transaction data
for the entire business across loans,
cards, savings and especially cash flow
information from the current account
with credit bureau data, the bank can build a
comprehensive picture of the health and
needs of a business.

This picture is used to automate the lending
decision process, providing recommended exp-
osure limits, terms of business such as minimum
pricing and cross-sell propensities. A similar
process is useful for new customers although
the automated decisions are usually recomm-
endations for underwriting rather than a final
decision.

Chart 1 (opposite page) shows automation
can provide significant benefits to banking
organisations, especially for particular seg-
ments of the portfolio.

Process

When it comes to small business lending, one
size does definitely not fit all situations. There
is great diversity in the way different business
sectors operate and, hence, financial behaviour
varies from sector to sector. The length of
time a business has been established and the
type of relationship with the bank are equally
important to consider; a start-up business
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Where automation
provides the benefits

Proportion of

applications

Prescriptive cases 30%

Grey area referrals

New t0 (risk score band)

45%

EakLS Other reason

for referral

Application volumes

25%

Existing:
weak 20%

Existing:
strong 65%

Total

100%

Time to make
prescriptive decisions

60% 80%

20%

20% 20%

100% 100%
15 min 5min

on security taken, etc.

5k £50k

Total borrowings

- T £26k- ' £51k-
£100k

* Can vary enormously - between 15 minutes for a
decline to several days if premises are visited, charge

Weighted prescriptive rate = 70%

Table 1

Chart 1

aiming for rapid growth behaves differently to
an established steady-state business.

In the small business market, between 40
per cent and 50 per cent of new lending
requests commonly come from enterprises
that have been operating for three years or
less. Added to these factors are issues around
collateral, strength of the management team
(often just a sole proprietor), subsidiaries, sea-
sonal trading cycles and profitability.

A high-level process can be split into two
scenarios: an established customer with a
wealth of data available internally or a new or
thin relationship customer when significant
data has to be captured from the customer
and credit reference bureau, not only for risk
assessment but also for compliance with anti-
money laundering requirements. In practice,
the level of automation that can be achieved
is very heavily dependent on the strength of
the existing relationship, the type of business
and the amount of exposure in question. This
is illustrated in Table 1.

Table 1 looks at where a prescriptive appr-
oach should be used, based on the strength of
the existing relationship, the type of business
and the amount of exposure in question.

Data

A key factor in the decision making process is
the availability and use of information on the
enterprise and proprietor. The type of data
used in decision-making and its relative imp-
ortance reflects the high-level process scenar-
ios already described.

One important source of information is com-
mercial and consumer data from credit bureaux.
Traditionally, commercial scoring with credit
bureau information has focussed on accounts
based data of small limited companies. Non-
limited businesses were often treated as con-
sumers for credit risk scoring purposes. Now,
with the depth of commercial information
available, start-up business information and
business data held on non-limited firms can
also be included in the scoring process.

In addition to this increased coverage the
key to increasing the predictive power of

scoring is the use of wider sources of data
than just accounting details to assess small
companies. There is a clear link between busi-
ness and personal finances in this market sec-
tor, especially for the smallest businesses. The
most predictive scoring comes from using the
widest business and consumer sources of data
including directors' records, their consumer
data and other company profile data such as
the corporate structure and the regional and
industry sector risk profiles.

Tools: scorecards and strategies

Given the complexity and diversity of SME
lending compared to consumer lending, it is
not surprising to find that business credit risk
models are often not as precise as personal
ones. However, in general it is reasonable to
expect SME credit risk models to have Gini
coefficients or K-S values in the region of 90
per cent.

Models and strategies can be developed to
support cross-sell, responsible lending limits,
refer policies and pricing. Ironically, negotiat-
ing price (typically interest rate) with business
customers is a long established practice. Unfor-
tunately, it is all too common for the customers
with the highest cost of servicing to demand
the lowest pricing. Using models to assess the
cost of service, such as bad debt or branch us-
age, to set minimum acceptable terms and con-
ditions such as price or security is a logical step.
In this way, the legal costs of evaluating secu-
rity and the adverse effect on take up can be
contrasted with the potential value of the loan.

The use of personal financial products for
business use is a well-established topic
although the degree to which this goes on is
hard to establish. The Competition Commission
found some retail banks claimed the use of
personal accounts for business purposes was
very limited, others such as HSBC and
Barclays reported as many as 25 per cent or
30 per cent of their customers used personal
accounts for business. The Commission
acknowledged that the figure could possibly
be as high as 20% although this would most
likely affect smaller SMEs, namely, sole traders

and possibly some partnerships. Inclusion of
personal data in business models does improve
the predictability of business models under
certain conditions and is consistent with the
drive towards responsible lending (a strategic
goal of the great majority of retail banks).

Conclusions

The use of established decision automation
techniques in small business lending should
have a significant impact on profitability if
designed and used appropriately. Automated
lending brings benefits to both the bank and
the customer. Despite downward pressure on
prices, business banking is still a very lucrative
niche, attracting competition from new and
established entrants. Automated decision
lending tools and predictive models are a fun-
damental component of increasing net rev-
enues and controlling costs in business bank-
ing just as they are in personal lending.

Much of the process, systems, tools and
techniques used in decision making for the
personal market can be applied to small busi-
ness lending. This greatly reduces the capital
expenditure and lead times required to intro-
duce automated decision support into busi-
ness lending.

Results from the last ten years show that
automated decision lending for small business
banking is not only feasible but also desirable
to improve profitability in this competitive
sector. As banks move towards an internal
ratings based approach for Basel II, those
banks not planning to use automated decision
support in their small business portfolios may

be left too far behind to catch up.

Nigel Rusby is a senior business consultant in
the global consultancy group for decision sup-
port solutions company Experian-Scorex
Nigel.rusby@uk.experian.com

In the next issue of CRI Phil Cotter, managing
director of Experian's business information
services, will take a closer look at the role of
the credit bureaux in small business lending.

CREDIT RiSK INTERNATIONAL | crimag.com

March 2005

13



