An RMA Publication

n
o
i
ss
n
i
o
i
MMMissplishheded
An RMA
An Publication
RMA Publication

THE JOURNAL OF ENTERPRISE RISK MANAGEMENT
November 2017 | rmahq.org

THE JOURNAL
THE JOURNAL
OF ENTERPRISE
OF ENTERPRISE
RISK MANAGEMENT
RISK MANAGEMENT
November
November
2017 | rmahq.org
2017 | rmahq.org

s
s
m
i
i
l
l
o
c
p
p
c
AAAccocom

STRATEGIES
STRATEGIES
FOR
FOR
STRATEGIES
FOR
C&I
C&I
LENDING
LENDING
p. 38 p. 38

C&I LENDING p. 38

Exclusive RMA Study
Conducted by PayNet, Inc.

CREDITRISK

THE C&I
STRATEGY
BY WILLIAM PHELAN

An experienced bAnker who’s been in the industry since 1975 professes that the big
“aha” in banking is the value of a properly diversified customer portfolio. It is easy
today to blame big banks, technology, regulations, aging management teams, fintech,
or the hunt for talent for banks’ low returns.
This article lays out a new framework for planning and operating the bank. You’ll
see that successful banks have figured out ways to generate decent returns even during
tough economic, regulatory, or technology cycles. And they survive through the cycle
because they have acquired a diversified set of assets. A snapshot of the commercial
& industrial (C&I) business on a national basis will be presented first, followed by
a case of how Bank of Interest (a composite of banks) could approach its C&I business differently, and finally recommendations and implications for bank strategy.
Banks are looking good these days. Quarterly net income is 12.7% higher than
last year and net income is up 10.4% versus last year. The list of problem banks is
the shortest it’s been in nine years. Noncurrent loan balances are at their lowest level
in a decade. Meanwhile, the industry reserve for loan losses is the highest since the
third quarter of 2007, and more new bank charters were registered last quarter than
at any time since 2008.
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With all this good news, bank CEOs
and boards must be celebrating. But
that’s not so. Loan growth remains slow.
Banks find themselves in a technology
arms race. The big banks are revamping the industry with rewards programs
and technology to skim off easy credits
and get the right price. Traditionally
riskier credits like commercial real estate and construction and development
are left for the community banks. Many
challenger banks are selling as a result
of investor fatigue. They’ve seen a big
run-up in stock price, so they are cashing in their chips and calling it a day.
Management teams are aging and banks
are facing high costs for the technology

FOR 2018

and talent needed to handle security
and cybersecurity.
A senior banker recently said the
following: “One big challenge today is
developing a credit origination and review process for small credits. We put
the same effort on a $50,000 equipment
loan to a dry cleaner as a multi-milliondollar credit facility. Community banks
have really been put back on their heels
by online lenders. We need an efficient
process to underwrite these credits and
manage emerging credit risks. CECL
heightens this challenge.”
Vastly diverse types of businesses, the
broad geographies in which businesses
operate, the smaller balance of a C&I

loan, and the difficulty of unlocking a business relationship make C&I lending difficult. But community banks
can still find great returns in commercial lending.
Consider ServisFirst Bancshares Inc. (SFBS), which has
returned about 150% before dividends since its founding
in 2005. The SFBS formula is simple:
• Generate organic loan and deposit growth through
high-quality customer service.
• Focus on the largest commercial clients with experienced bankers developing and maintaining long-term
banking relationships.
• Maintain a uniform, centralized back-office risk and
credit platform.
ServisFirst’s 10k outlines this management approach:
“We emphasize an internal culture of keeping our
operating costs as low as practical, which we believe
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FIGURE 1: PAYNET SMALL BUSINESS CREDIT CYCLE®

analysis by PayNet economist Mark
Zoff, who shows private-company credit
in the U.S totaling over $4 trillion, and
we see that C&I offers a big opportunity
for banks.
The question is how to research,
underwrite, and monitor these diverse
businesses. With 3,144 counties in the
U.S. and 431 different types of businesses
(based on NAICS codes), one can quickly
grasp the complexity. Bankers face the
potential for over 1.3 million different
permutations of business types and characteristics when assessing private companies for a C&I opportunity. Add to this
the shroud of secrecy under which private
companies operate, as well as their reluctance to share financial information, and
one can see the challenges in assessing
these businesses for credit and providing
sound financial advice.
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To Be or Not to Be a C&I Lender?

leads to greater operational efficiency. Additionally, our centralized
technology and process infrastructure contribute to our low operating
costs….We place a strong emphasis
on originating commercial and industrial loans, which comprised approximately 40.4% of our total loan
portfolio as of December 31, 2016.”

Many Journal readers are familiar with
Rick Parsons, author of RMA-published
books including Investing in Banks: Strategies and Statistics for Bankers, Directors,
and Investors. Parsons’s work shows that
good C&I lending delivers a higher return on equity than any other line of business except farm lending. Importantly,
his research shows C&I lending has
produced consistent profitability through
business cycles.
Combine Parsons’s research with

The results speak for themselves: a
39% efficiency ratio, a 3.42% net interest
margin, and a 16.6% return on equity.

FIGURE 2: THOMSON REUTERS/PAYNET SMALL BUSINESS LENDING INDEX (SBLI)
January 2006 to June 2017
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C&I Credit Conditions: Lower for Longer,
or “Why I Learned to Stop Worrying and
Embrace the Uncertainty”

PayNet’s report on commercial credit
through June 2017 provides further evidence of the adjustment private companies are making in light of uncertainty, as
well as a window into credit conditions
and economic growth over the next few
quarters.
The data shows these companies
resigned to the uncertainty resulting
from policy stalemates. As Figure 1
shows, the business cycle remains in a
low-growth, low-risk phase. As a result,
borrowing and investment will likely
remain tepid with financial health
strong and defaults lower than average.
June 2017 marked the second consecutive month of flat small-business
originations and declining delinquency
rates. Conditions improved because
weak sectors are less of a drag, not
because stronger sectors are becoming
great. Originations strength continued
in parts of the country that had been
quite weak in recent years, while moderating default rate trends were present in most of the country in recent
months. Improvements in origination
trends are especially prevalent in many
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FIGURE 3: ONE-YEAR CHANGE IN NEW ORIGINATIONS BY NAICS INDUSTRY SEGMENTS
2017 versus 2016 (12-month periods ending in June)
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FIGURE 4: THOMSON REUTERS/PAYNET SMALL BUSINESS DELINQUENCY INDEX (SBDI)
January 2006 to June 2017
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sectors that dragged growth down during 2015 and 2016. The green shoots
that emerged in May gained strength,
despite continued uncertainty about
corporate tax rates and potential regulatory relief.
The Thomson Reuters/PayNet Small
Business Lending Index (SBLI), a seasonally adjusted measure of originations, increased 1%, rising from 138.3 in May to
139.9 in June. Figure 2 presents a longer
history of the SBLI. On a three-month
rolling basis, the SBLI rose almost 2%
over the previous month and was flat
compared to last year.
The main theme emerging from Figure 3 is that strength has generally been
found in small, consumer-facing industries over the last year. Entertainment,
accommodation and food, and administrative services combined represent
approximately 10% of small business
GDP nationally. So while their strength
is largely explained by the improving
health of the U.S. consumer—good job
growth, positive real-wage growth, and
low commodity prices (even if increasing
lately)—the translation of healthy consumer trends into robust originations
growth has been fairly narrow in scope.
Additionally, we’ve seen a lot of weakness over the last year in the external sectors of mining and agriculture given the
weak commodity price environment, although both sectors are showing definite
signs of improvement in recent months.
This largely translates into weak yearover-year growth in regions with high
exposure to commodity trends, including Kansas City, Minneapolis, and Dallas.
The transportation sector has also been
weak over the last year (although, again,
nearer-term trends are improving), owing
to the confluence of three factors:
• The growth rate of the U.S. economy
has slowed materially since the second
half of 2015 and early 2016, although
it has improved in recent quarters.
• Gasoline price inflation has been rising since March of last year.
• There was some irrational exuberance
in the sector, with potentially excessive originations and investment in
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TABLE 1: PAYNET SMALL BUSINESS DEFAULT INDEX (SBDFI)

SBDFI
INDUSTRY SEGMENT

2016.06

2016.12

2017.03

2017.06

Accommodation & Food

1.63%

1.87%

2.14%

2.22%

Administrative Services

1.78%

1.84%

1.97%

2.01%

Agriculture

1.88%

2.08%

2.17%

2.15%

Entertainment

1.09%

1.13%

1.05%

1.08%

Construction

2.05%

2.07%

2.05%

2.06%

Education

0.77%

0.87%

0.94%

0.96%

Finance

1.27%

1.36%

1.49%

1.55%

Health Care

1.70%

1.82%

1.93%

1.88%
2.62%

Information

2.34%

2.23%

2.54%

Manufacturing

1.69%

1.83%

1.86%

1.94%

Mining

3.83%

4.88%

4.55%

3.93%

Other Services

1.39%

1.48%

1.50%

1.52%

Professional Services

1.86%

2.09%

2.10%

2.01%

Public Administration

0.57%

0.89%

0.78%

0.66%

Real Estate

1.28%

1.47%

1.37%

1.33%

Retail

1.87%

1.86%

1.81%

1.79%

Transportation

3.90%

4.20%

4.57%

4.57%

Wholesale

1.33%

1.31%

1.41%

1.36%

All Industries

1.70%

1.83%

1.88%

1.86%

care and professional services. Health
care can be partially explained by ongoing uncertainty given possible legislative changes, although the weakness in
the sector also predated the election.
Default rates in the sector have moved
generally in line with national trends,
so there isn’t a fundamentals-driven

2014 and 2015 in response to tight
capacity conditions for the sector and
expectations of 3%+ growth.
That said, weakness is also very
much present in two domestic sectors
that traditionally perform well—at least
by historical stock market returns—at
the end of economic expansions: health

TABLE 2: HISTORICAL DEFAULT RATES BY FEDERAL RESERVE DISTRICT

Federal Reserve District

Actual Historical Default Rates
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Dallas

3.4% 3.3% 4.3% 5.8% 4.1% 2.3% 1.8%

Atlanta

3.2% 5.1%

Kansas City

2.3% 2.7% 3.3% 5.2% 3.9% 2.2% 1.5%

1.5%

1.4%

1.6%

St. Louis

2.8% 3.9% 4.5% 5.8% 4.5% 2.5% 1.9%

1.3%

1.5%

1.8%

2.1%

Richmond

2.3% 3.4% 4.7% 6.3% 4.3% 2.7% 1.8%

1.8%

1.7%

1.5%

1.8%

Cleveland

2.8% 3.3% 3.6% 4.8% 3.0% 1.9%

1.3%

1.5%

1.2%

1.3%

1.6%

New York

3.2% 3.7% 4.4% 5.0% 3.3% 2.3% 2.1%

1.7%

1.6%

1.4%

1.6%

Philadelphia

2.2% 2.9% 4.2% 5.4% 3.6% 2.5% 2.0% 1.4%

1.4%

1.5%

1.5%

San Francisco

2.4% 3.8% 5.6%

1.4%

1.4%

1.5%

Minneapolis

2.2% 2.3% 2.9% 4.0% 3.0% 1.5%

1.0% 0.8% 1.2%

1.1%

1.4%

Chicago

2.7% 3.4% 4.1% 5.6% 3.5% 1.7%

1.7%

1.4%

1.2%

1.4%

1.4%

Boston

2.6% 3.5% 4.0% 4.2% 2.8% 1.9%

1.6%

1.1%

1.3%

1.1%

1.2%

All Districts

2.7% 3.7% 4.9% 6.3% 4.3% 2.5% 1.9% 1.6% 1.5% 1.5% 1.8%

7.4%

1.8%

1.9%

2.1% 3.3%

8.8% 5.9% 3.6% 2.7% 2.2% 2.0% 1.9% 2.4%

7.5%

5.0% 2.9% 1.9%

42 The RMA Journal November 2017 | Copyright 2017 by RMA

1.6%

2.1%

explanation for why originations have
been so weak, as double-digit contractions in originations are historically
coupled with steep increases in delinquencies and defaults.
The financial health of small businesses has improved marginally. The Thomson Reuters/PayNet Small Business Delinquency Index (SBDI), 31-90 days past
due, decreased to 1.32% in June, down
from 1.34% in May (Figure 4). Compared
to a year earlier, delinquency was up by
5 basis points. Within the industry sectors, construction delinquencies fell 4
basis points and agriculture’s declined
3 basis points from May to June, while
transportation delinquencies increased
4 basis points.
Default trends in small business continue to improve. The PayNet Small Business Default Index (SBDFI) increased
just 16 basis points from June 2016 to
June 2017, when it stood at 1.86% (Table
1) and was 34% below 2005-06 averages.
Furthermore, the index fell from March
to June as previously higher-risk sectors
continued to benefit from the economy’s
improving performance.
Transportation remains the highestrisk industry, with a June SBDFI reading of 4.57%, but its default rate was
flat compared to March and declined
modestly in May. Most of the country
has experienced moderations in default
trends recently, although the default rate
has been rising along the West Coast in
recent months.
Additionally, mining continues to
benefit from the industry’s ability to
adapt to a new normal of lower prices.
The default rate is essentially where it
was a year ago, and it declined at a 2.5%
annualized rate from March through
June. The sector’s declines in default
rates have been national in nature.
While the swings were smaller in
magnitude than those of transportation
and mining, the agricultural default rate
of 2.15% actually represented a decline
for March through June. Except for these
three sectors, all other default rates are
between 25% and 75% below their precrisis averages.

TABLE 3: BANK OF INTEREST’S LENDING PORTFOLIO

the lowest-risk industry—to being above
average as the decline in food and beverage prices persisted. The Kansas City
District also has a higher-than-average
exposure to the oil and gas industry,
given that Wyoming and Oklahoma are
included in that district.
The southern parts of the country remain higher risk in general compared
to the Northeast, West Coast, and a
number of portions of the Midwest,
although those trends have reversed
somewhat in recent months.

3/31/17
$ (in millions)

% Assets

IMPORTANCE OF COMMERCIAL LENDING
Total Assets

$17,697

Gross Loans & Leases

$13,203

75%

Total Commercial Portfolio

$8,315

47%

$3,362

19%

COMMERCIAL LENDING PORTFOLIO DETAIL
Investment CRE
Owner-Occupied CRE
C&I
Estimated Borrowers

$885

5%

$4,070

23%

7,551

OTHER STATS
Net Interest Margin
ROA / ROE
Efficiency Ratio
Capital Ratio

The accommodations and food sector
is seeing default rates rise faster than
desired in recent months at a 0.3% to
0.7% annualized rate, depending on the
period looked at, and the increases have
been fairly broad-based. The information
services sector is also experiencing some
volatility in default trends.
From a regional default perspective,
Table 2 shows the results of the dramatic collapse in commodity prices
that began in mid-2014, although it
has partially unwound since then. The

Bank of Interest (A Case Study)

3.32%
1.30%

12.8%
49%
12.3%

default rate in the Dallas Federal Reserve District—which has the highest
exposure to the oil and gas industry of
any Fed district—jumped more than 1
percentage point in 2016, as many small
businesses were hurt by the extreme
drop in energy prices and its negative
impact beyond the core energy sector.
Additionally, the 0.5-percentage-point
increase in the Kansas City District’s default rate can be explained in part by
the agricultural sector going from one of
the lowest-risk industries—and at times

FIGURE 5: BANK OF INTEREST FOOTPRINT BY METROPOLITAN STATISTICAL AREA
GDP Growth, 2007 to 2015

GDP Growth 2007 to 2015
7.87%

53.27%

Bank of Interest (BIT) is a composite bank
constructed by PayNet for this article. It
operates in the Northeast and had an
exposure to C&I loans in March of $4.1
billion, making it the largest segment in
its portfolio (Table 3). Over the last few
years, the bank has experienced higher
growth in its specialized lending verticals in industries such as accommodation
and food, information technology, health
care, and construction.
Footprint Analysis

Figure 5 shows the geographic footprint
for BIT, which operates in 14 metropolitan statistical areas (MSAs). BIT’s footprint
spans from Syracuse, N.Y., in the north
to Charleston, W.V., in the south. It covers the Albany-Schenectady-Troy MSA
in the east to Cincinnati and the OhioKentucky-Indiana MSA in the west.
Table 4 shows the growth of nominal
gross domestic product for each MSA in
which BIT operated over the eight-year
period from 2007 to 2015. For example,
the Columbus market’s GDP grew 32%
over that eight-year period for an average annual growth rate of 3.5%. Note
the vastly different growth rates among
MSAs. Weirton-Steubenville has grown
1% per year on average since 2007. The
markets with the highest growth have
been Morgantown, W.V., with an average
annual GDP growth of 5.5%, and Wheeling, W.V.-Ohio, at 4.8%. Several markets
in BIT’s footprint present growth opportunities well above the 2.8% average annual growth of U.S. GDP.
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TABLE 4: NOMINAL GDP GROWTH BY MSA, 2007 TO 2015

Local GDP
Growth

MSA

BIT C&I Growth

BIT C&I Versus
Local GDP

Annualized Local
GDP Growth

Pittsburgh, PA

25%

30%

4%

2.9%

Cincinnati, OH-KY-IN

26%

-64%

-89%

2.9%
3.5%

Columbus, OH

32%

-43%

-75%

Albany-Schenectady-Troy, NY

30%

23%

-7%

3.3%

Syracuse, NY

17%

-7%

-25%

2.0%

Scranton--Wilkes-Barre--Hazleton, PA

19%

-71%

-90%

2.1%

Charleston, WV

15%

-21%

-36%

1.7%
2.0%

Utica-Rome, NY

17%

-37%

-54%

Binghamton, NY

13%

-22%

-35%

1.5%

Morgantown, WV

53%

-49%

-102%

5.5%

Industry Analysis

Although the C&I industry sectors in
which Bank of Interest provides financing are diversified, Table 5 shows that
the company has higher concentrations
in accommodation and food (12%), health
care services (10%), construction (8%),
manufacturing (9%), and retail (9%).
BIT has lower concentrations in finance
and insurance (6%), professional services
(7%), real estate, rental, and leasing (7%),
and transportation and warehousing (1%),
all of which are actually below the local
market concentrations.

Wheeling, WV-OH

45%

3%

-42%

4.8%

Springfield, OH

13%

-65%

-78%

1.5%

BIT’s Credit Process

Weirton-Steubenville, WV-OH

8%

48%

41%

1.0%

Parkersburg-Vienna, WV

18%

-63%

-80%

2.0%

Part of the reason for BIT’s underperformance in C&I is an antiquated credit infrastructure. The bank has underutilized
people, processes, and technology in the
C&I business because it is operating one
credit process for all business customers,
regardless of their size or type.
The central credit department receives
an average of 433 applications each
month and is staffed by a team leader
and four credit analysts. A limited technology budget means that all commercial
credit applications are processed manually, regardless of size. Since a credit
analyst can process only about five to
10 applications per week depending on
their complexity, applications for loans
of less than $100,000 receive secondary
priority because the available time and
resources are spent on the largest applications. As a result, credit approval rates
are approximately 50%, owing primarily to the timing constraints and limited
capacity of the credit department.
The underwriting process requires
28 separate tasks to arrive at a credit
decision. These involve collecting and
reviewing financial data, performing
data entry and calculations, conducting
industry analysis, evaluating borrower
capability and capacity, and estimating
the value of collateral. A time-series
analysis of these steps reveals a two- to
three-week process at best (and in some
cases, as long as eight weeks) to arrive
at a single credit decision.
Because the bank uses a single credit

BIT appears to be losing significant
share in all but two markets: Pittsburgh
and Weirton-Steubenville. These markets show C&I growth of 4 percentage points and 41 percentage points,
respectively, versus local GDP growth.
The other markets are showing decent
GDP growth over the past seven years,

but BIT’s share of the growth in terms
of C&I has failed to keep pace. Worthy
of note is that BIT management believes
the bank is doing great in the Weirton
market with 48% C&I growth. But GDP
has grown only 8%, so management
may be taking on more risk than it is
aware of in that market.

TABLE 5: ANALYSIS OF BIT’S INDUSTRY OPPORTUNITIES

CONCENTRATIONS
LOCAL
MARKET

BANK OF
INTEREST
GROWTH
RATES

LOCAL
MARKET C&I
GROWTH
RATES

INDUSTRY

BANK OF
INTEREST

Accommodation and Food

12%

4%

7.7%

1.2%

Administrative Services

5%

3%

1.6%

12.6%

Agriculture

1%

1%

0.4%

-16.0%

Entertainment

3%

2%

1.1%

5.0%

Construction

8%

8%

0.1%

10.2%

Education

1%

2%

-0.5%

7.3%

Finance

6%

14%

-7.6%

1.1%

Health Care

10%

10%

-0.4%

-7.4%

Information

2%

1%

0.5%

25.0%

Manufacturing

9%

9%

0.2%

2.4%

Mining

0%

1%

-0.7%

6.8%

Other Services

13%

6%

7.5%

1.5%

Professional Services

7%

12%

-5.4%

-0.9%

Real Estate

7%

13%

-5.6%

-3.4%

Retail

9%

6%

3.2%

4.9%

Transportation

1%

2%

-1.3%

-11.5%

Wholesale

6%

7%

-0.8%

-3.3%
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PORTFOLIO
POSITIONING

FIGURE 6: BIT’S COMMERCIAL CREDIT UNDERWRITING PROCESS
Chief Lending Officer
Director of Credit
Credit Dept. Analysis
• Statement spreads
• Ratio analysis
• Collateral valuation
• Credit bureau check
• 14-28 days per applicant
• 28 steps
• 99 hours of work time
• $4,000 cost per credit

Relationship Manager
• Collect F/S
• Manual calculations
• Enters data into Excel
• Credit bureau check

Business owner
needs $250k
line of credit

Branch collects
financial data

process for all business loans, the underwriting cost is $4,000 for each application. With these costs, loans under $500,000 remain unprofitable and
therefore garner less attention than the
larger opportunities. Figure 6 illustrates
the underwriting process at BIT.
The breadth of duties of the limited
credit staff further constrains the time for
credit underwriting. At least once a year,
the staff must conduct a credit review
on each customer. A credit analyst who
also underwrites can effectively handle
only about 200 loan reviews annually.
To conduct reviews on Bank of Interest’s
7,551 customers would require a staff of
over 20 reviewers because the bank has
not separated and streamlined the credit
review from the underwriting function.
Credit reviews follow a similar process
as underwriting; however, the issue becomes completing both at the same time.
The big challenge for credit analysts is
trying to help customers access credit—
but then having to drop everything to
perform and document acceptable annual
reviews to support the conclusion that,
indeed, nothing has changed.
The consistent performance of most
customers means that spending time

reviewing all the bank’s credits turns
into an extravagant use of the analyst’s
time. Servicing accounts, conducting
credit reviews, and maintaining production goals become a recipe for burnout.
A single loan review can take a bank up
to two days of work and cost over $1,000.
Because BIT lacks the manpower to conduct full reviews on all its C&I credits,
it ends up reviewing about 30% of the
portfolio, which nonetheless costs about
$2.3 million annually.
Strategy Recommendations

Significant opportunity seems to be slipping through BIT’s hands in its fastestgrowing markets. GDP has grown 26%
in the Cincinnati market since 2007,
yet the bank’s C&I originations shrank
64% over that same period. Scranton–
Wilkes-Barre–Hazleton is another market that appears to be underserved, with
GDP growth of 19% and the bank’s C&I
originations down 71%. With a diverse
local economy, Columbus has been one of
the fastest-growing markets in the bank’s
footprint. Yet, the bank’s C&I originations declined 43%.
Major opportunities exist in several industry sectors. Administrative services is

growing 12.6% in the bank’s footprint, yet
the bank’s portfolio has grown only 1.6%.
Similarly, information services is the fastest growing sector at 25%, which the bank
seems to have recognized but not fully
exploited. Also, while the concentration
of construction in BIT’s portfolio matches
the local market, there is room for BIT to
grow this sector to match the local growth
rate. BIT is conservatively well positioned
with respect to real estate, which is contracting, since the bank’s portfolio share
is only 7% compared to the local market
concentration of 13%.
Clearly, BIT is not doing enough to
take advantage of the growth in local
markets and industries. By our estimates, BIT could have increased C&I
earning assets safely by 30-50% over the
period 2007 to 2015. That means about
$1.6 billion to $2.9 billion in added C&I
assets, earning an extra $66 million to
$111 million in annual interest for the
bank each year.
Credit Process

For many community banks, the focus
for 2018 will be on improving service delivery and the efficiency of existing technologies. Digital credit applications and
streamlining credit workflow are high
priorities in banks’ technology budgets.
Applying this to BIT, we recommend
the following initiatives to strengthen
the C&I lending business:
Underwriting Smaller Credits (Score
Only)
Credit size: ≤ $100,000.
Objective: Approve within two hours.
Risk appetite: ≤ 2% annual default rate.
Capabilities:
• Composite credit score of FICO®
SBSS and commercial credit bureaus.
• Internal software system or use
Excel® spreadsheet to calculate the
score.
• Review rules for cases when borrower rejects personal guarantee.
• Conduct annual validation for model
risk management to ensure the default rate remains within acceptable
levels of 2% or less.
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TABLE 6: FORECAST DEFAULT RATES BY NAICS INDUSTRY SEGMENTS

Industry Segment

Forecast Default Rates
2017

2018

Transportation

4.3%

3.9%

Information

2.8%

2.7%

Accommodation and Food

2.3%

2.7%

Construction

2.1%

2.2%

Health Care

1.8%

2.1%

Retail

1.7%

2.0%

Administrative Services

2.1%

2.0%

Mining

2.4%

1.9%

Public Administration

0.9%

1.9%

Real Estate

1.4%

1.8%

Professional Services

1.7%

1.7%

Manufacturing

1.8%

1.7%

Other Services

1.5%

1.7%

Agriculture

2.0%

1.6%

Wholesale

1.4%

1.6%

Education

1.2%

1.6%

Finance

1.5%

1.5%

Entertainment

1.2%

1.5%

All Industries

1.8%

1.9%

Forecast defaults based on existing portfolio

• Standardize the credit application
online.
Investment: $370,000 up to $1.4 million.
Underwriting Medium Credits (LITE
Underwriting)
Credit size: $100,000 to $1 million
term loan.
Objective: Approve within seven days.
Risk appetite: 1.2% annual default rate.
Capabilities:
• Automated collection of financial
statements pre-populated into statement spreads.
• One-year financial statements.
• Debt service coverage of 1.2x or
better.
• Debt/equity 40% or better.
• Loan-to-value ratio of 80% or better.
• No derogatory issues.
• Blanket lien on all assets.
Investment: $500,000 to $1 million.
Underwriting Larger Credits (FULL
Underwriting)
Credit size: Over $1 million term loan.

Objective: Approve within 21 days.
Risk appetite: 1% annual default rate.
Capabilities:
• Automated/electronic collection of
financial statements pre-populated
into statement spreads.
• Three-year financial statements.
• Debt service coverage of 1.0x or
better.
• Debt/equity: 30% or better.
• Collateral <70%.
• No derogatory issues.
• General lien.
Investment: No additional investment
required beyond LITE underwriting.
Credit Review
Objective: Review all credits four
times per year.
Capabilities:
• Identify customers with probability
of default > 4% quarterly.
• Conduct full credit review on highest-risk customers.
• Automated/electronic collection of
financial statements pre-populated
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into statement spreads on high-risk
customers.
• Record acceptable review on credits
with probability of default <4%.
Investment: Negligible.
Employing automation in the credit
process maintains the high touch of
community banks, but adds scale to enable more C&I earning assets. Rather
than credit analysts handling only 20 to
40 new applications per month, adding
processes and technology can increase
their productivity by 300% to about 60
to 120 applications per month. Credit
review productivity jumps exponentially
from about 200 per analyst to about
2,000. This saves BIT approximately $2
million to $4 million in underwriting
costs and approximately $7 million in
costs for credit review per year.
Default Outlook

The backdrop for C&I strategy relies
on the outlook for credit risk. Policy
uncertainty is leading to economic uncertainty, which is becoming the norm
for private businesses. Although pockets
of faster growth can be found, current
economic conditions mean lower growth
for a longer period. With lower growth
comes lower credit risk as businesses take
fewer chances. The forecast for 2018 defaults remains at 1.9% (Table 6), which
is below the long-term average for C&I
pre-recession.
If during strategy meetings for 2018
your bank can find pockets of growth
that are outpacing the national average, you can be confident that lower
default rates will prevail for the next
12 months. All politics are local—and
as it turns out, so is bank performance.
Good luck finding successful strategies
for 2018.

William Phelan is president of PayNet Inc., a leading
provider of credit data on small businesses in the
United States. He serves on the Federal Reserve
Bank of Chicago’s Advisory Council on Agriculture,
Small Business, and Labor and on the boards of
various industry associations. He can be reached
at wphelan@paynet.com.

