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Assessing the credit risk of small and medium size enterprises (SMEs) is one of the most challenging

Helene Page tasks in banking. The difficulties stem from fragmented financial data, the strength of risk models,
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What do we mean by an SME? The definition varies depending on the market and who is making the
definition. SMEs encompass a broad range of company shapes and sizes, and other variants such as the
industry within which the company operates. Nevertheless, there are some common factors, such as:

» Private ownership
» Less than $50 million in revenue and fewer than 250 employees

» Higher default rates than larger enterprises, although medium size enterprises have been cited as an
exception, having lower default rates compared with both small and large enterprises.

These three factors drive a host of other shared characteristics, including the ability to take a longer
term view on business and investment plans, inconsistency in the quality of financial information, and
reliance on key individuals who are also likely to be owners.

SMEs play an important role as the backbone of economies in most regions of the world. This role is

by virtue of employing large numbers of people and their significant contributions to gross domestic
product. However, many lenders still struggle to come up with an efficient model to assess the
creditworthiness of SMEs. This is an issue because the success of these small but vital enterprises
depends on them being adequately funded. Fortunately, modern technology offers an effective solution
to these underwriting challenges.
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Seven Key Challenges

There are seven key challenges related to assessing credit risk, including challenges stemming from the wider

business infrastructure. While alternative lenders seek to differentiate themselves from traditional lenders

through business models which have a strong technology focus, both sets of lenders share some basic

challenges when it comes to credit risk assessment:
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Financial information — level of detail, reliability, timeliness

. Difficulty predicting future cash flow
. Accuracy or relevancy of rating models

. Process efficiency and system infrastructure

Data, reporting, and audit requirements

. Problem loan management

. Business model sustainability

Meeting the Challenges

1.

Financial information. A common complaint, especially of credit executives, is that SME financial
information does not provide sufficient detail to understand the drivers of the business. Examples include:

» How sales break down by product, geography, or line of business
» Performance compared with budget

» The absence of any cash flow statement.

Borrowers often argue that the information they produce is sufficient for them to run their business
successfully, and that they do not have sufficient resources to produce bespoke financial information.
However, the banks providing funding are not versed in the business and need more explicit information.

If a good relationship exists and the request is reasonable, borrowers are usually open to amending the
information they provide. Moreover, technological advances can address some of these challenges, as
many providers offer the ability to link a borrower’s financial accounting software directly with the bank’s
records. This automated delivery of financial data from borrower to lender can help resolve the resource,
detail, and timeliness issues.

. Predicting cash flow. Before cash flow can be predicted, it must be derived from either historical or

forecast income and balance sheet statements. After data has been extracted, it is not an unduly difficult
task using a financial analysis package. However, understanding the expected trend of the borrower’s
business, and ensuring that the characteristics of any new capital structure are included in forecast cash
flow modeling, can only be undertaken with appropriate information from the borrower.

. Rating models. Models are only as good as the quality and richness of the data that drives them. It is

therefore important to have a proven and valid benchmark — reliable market information from historical
SME company default data. Thus, a database of historical financial statements and default rates on a global
scale and of substantial size is required. For example, Moody's Analytics RiskCalc is the largest database of
private company financial information and default rates in the world. It feeds into models based on ratios
which have been proven to be highly predictive of default, and which therefore provide an effective early
warning against credit deterioration.
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4. Process efficiency and infrastructure. The key issue here is the time it takes for a lender to process a
loan application and disburse funds, commonly known as “time to cash.” Many factors can impede the
time to cash:

» Market environment (after the global financial crisis banks' approval processes slowed markedly)
» Quality of decision makers

» System infrastructure

Where the process is too manual and there are too many systems and where data is duplicated, this
inefficiency can cause slower response times. While installed systems and hardened data siloes can

make streamlining lending processes challenging, new outsourced or cloud platforms offer an attractive
alternative since they require no new hardware, no additional IT staff, and are automatically updated
and backed up. These advanced Saa$ systems, such as Moody's Analytics Lending Cloud, provide a single,
integrated solution for managing the entire credit lifecycle.

5. Data, reporting, and audit. The ability to extract meaningful data to understand key performance
indicators and for audit requirements depends on several things. First, a focus on exactly what data is
the most meaningful is required. Next, a data structure or system that captures the right data in a user-
friendly way is essential. And finally, strict discipline and well-defined processes are necessary to ensure
that the data is accurately captured and maintained.

6. Problem loan management. Lenders who have effective processes for the early detection of distressed
loans are most likely to minimize losses. Bankers should:

» Build good relationships with borrowers
» Have early warning triggers such as covenants in place

» Have a specialist team — initially on a monitoring basis, but if necessary scaling up to partial or full
management of distressed credits.

7. Business model sustainability. Alignment between the market strategy of the business and sectors that
have sufficiently strong creditworthiness is important to mitigate against losses when a particular sector
starts to underperform. In addition to alignment with strong sectors, fundamentals such as making sure
that the overall business strategy is viable in an increasingly competitive marketplace go without saying.
But there are two more factors that come into play:

» Weak financial performance can lead to pressure to take greater risks and go beyond established risk
parameters

» Many lenders do not fully understand the profitability of the deals they are underwriting

A strong risk culture, with low tolerance for behavior outside acceptable risk parameters, is essential to
address the first point. To address the second point, robust models that feed into appropriate deal-pricing
tools are necessary.

Keys to Success

SME risk assessment is a multi-faceted process with many challenges. Key to success in addressing these
challenges are processes that enhance the analysis of quantitative and qualitative data, the quality of decision
making, and the relationships between borrowers and lenders. To learn more about our perspectives in this
area, feel free to contact us.
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