


Balancing Credit Management
and Relationship Building

By Robert L. Keene

Achieving and maintaining an effective balance between

credit quality and credit quantity

that deals with maintaining a delicate bal-

ance between the time it takes to manage
credit effectively while reserving enough time for
the commercial lending staff to work on relationship
building. Commercial lenders use many metrics to
gauge performance. Activity measures view the vol-
ume of loans produced from both new and existing
customers and the size of portfolios managed by
each commercial lender. Efficiency measures indicate
the level of profitability achieved. Credit-quality
measures such as delinquency and risk rating aid in
predicting the potential losses that will be incurred
and assist in establishing reserves for anticipated
loan losses. While these metrics are effective in de-
termining short-term, even day-to-day performance
and provide a basis for risk management, improving
these measures collectively requires the introduc-
tion of another element—time. Specifically, how are
the people involved in delivering commercial loans
spending their time?

Credit management involves all of the activities
performed by the commercial lending and credit
staff to make profitable loans. Senior management
and sometimes even the board of directors also get
involved. The perspective of credit management is
understandably one of quality rather than quantity.
Preparing the loan for underwriting; analyzing the
business to identify risks; making a decision to ex-
tend credit; offering terms of the loan commitment
to the customer; negotiating terms; reapproving the
loan if needed; documenting and, ideally, closing
and funding the loan require significant time. In
some organizations, these tasks involve multiple
people for each loan. In addition, maintaining the
credit once booked requires dedicated resources from
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operational support units plus the ongoing time com-
mitment of loan officers and lending staff assigned to
each credit. It's a wonder how any time could be left
for commercial lenders to develop new business!

Relationship building, or developing new busi-
ness from existing and future customers, involves
an emphasis on quantity—an equally important
but opposite emphasis than credit management.
Sourcing business through centers of influence in the
bank’s community, making contact and understand-
ing customer needs requires a continuous effort by
the commercial loan officers—the same individuals
involved in all of the credit management activities.

So how much time should be devoted to each dis-
cipline? How can you manage that time effectively?
Intuitively, most lenders understand that relation-
ship building time should be maximized but not at
the cost of credit quality.

The Robert E. Nolan Company, a management
consulting firm that has been assisting banking
organizations improve profitability for more than
30 years, developed a case study through its work
with commercial lenders that exposes why the
measurement of time by function is important. The
conclusions reached underscore the importance
of developing time allocation goals that reflect the
bank’s desired strategy and commercial lending
culture followed by periodic measurement of the
actual allocation of commercial lender and support
staff time to ensure these goals can be achieved.
Then, based on the findings of a time allocation
study, commercial lenders must rigorously review
and improve their processes, whether they are credit
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management related or production related, to main-

tain “effectimal” attention to credit quality (enough

focus to be effective in managing credit quality but in

a minimal amount of time) while they “productim-

ize” (production time maximized).

Here is what the Nolan Company found:

m Lack of consistent periodic measurement of
commercial lending time. Ask a commercial
lender how much time he or she spends sourcing
and developing new customers and new busi-
ness from existing customers, and nine out of 10
will give you a higher percentage than actual.
Maybe it is because they know that this is where
most of their time should be spent to maximize
success. Bankers do not accurately measure how
much time their commercial loan officers and
administrative staff spend on credit management
and relationship-building activities.

m  No measurement = more credit management
time. Those who do not measure—and therefore

Exhibit 2

Balance of a Commercial Loan Portfolio Managed
by a Commercial Lending Full-Time—Equivalent
Staff Member (Dollars in millions)
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Exhibit 1
Number of Notes Managed by a Commercial
Lending Full-Time—Equivalent Staff Member
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Note. The statistics shown in Exhibits 1 through 7 are for
commercial loan origination functions in banks exceeding
$6 billion in assets during 2004. The benchmark is the aver-
age of results for top-quartile commercial loan efficiency
ratio performance. The median is the midrange result, and
the average is the mean of all results for each measurement
shown. FTE refers to full-time-equivalent commercial lend-
ing origination staff members.

Source: Robert E. Nolan Company’s 2005 Efficiency Ratio
Benchmarking Study
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Source: Robert E. Nolan Company’s 2005 Efficiency Ratio
Benchmarking Study

do not know—how time is allocated among
activities tend to spend more time on credit
management activities, even if they describe their
commercial lending culture as one that stresses an
equal balance between credit management activi-
ties and relationship building for their lenders.

m  More credit management = greater portfolio

concentration. Those with greater focus on credit
management activities tend to experience portfo-
lio growth in niche segments, such as commercial
real estate, where the value of the collateral is
easily determined and the risk associated with
each transaction is easier to determine. How-
ever, growth in niche segments tends to resultin
portfolio concentration in those same segments,
eventually adding unwelcome risk.

m Portfolio diversification is desirable and requires

a focus on relationship building. Mitigating the
risk of concentration requires expanding business
in nonniche segments. Expansion into new seg-
ments requires significant relationship building.

m  Successful relationship building requires time.

Freeing up time to build new and different rela-
tionships requires that certain activities be taken
out of the hands of the commercial lending staff
so that they can increase their calling efforts.

m Best practice = 70 + percentage relationship

building. All commercial lending organiza-
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Exhibit 3

Average Annual Number of New and Renewed
Commercial Loan Notes Produced by a Commer-
cial Lending Full-Time—Equivalent Staff Member
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Source: Robert E. Nolan Company’s 2005 Efficiency Ratio
Benchmarking Study

tions have their star players—those commercial
lenders who manage the largest portfolios and
who produce the most new loans. Invariably,
Nolan discovered that these stars spend more
than 70 percent of their time working their con-
tacts, developing new deals and maximizing
the relationship with existing customers while
maintaining excellent quality.

Regardless of a commercial lending organization’s
strategy and desired culture, these conclusions
emphasize the need to measure and study the time
commercial lenders and support staff spend on each
of the following activities:

m  Prospecting. Performing the duties typically
required to promote the image of the bank,
such as community involvement activities,
entertaining customers and prospects, main-
taining contact with centers of influence and
loan referral sources, generating new business
and cross-selling or referring other, nonloan
bank services.

m Preparation. Obtaining, reviewing and analyz-
ing information provided by a prospective loan
customer to determine how to proceed with the
loan proposal before requesting detailed analy-
sis of the credit. Then, if the decision is made to
proceed, perform or work with a credit analyst
to create and analyze the loan request, develop
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terms and create the necessary written documen-
tation to gain approval.

m Decision-making. Prepare all necessary docu-
ments needed to obtain approval from the
appropriate authority, communicate with the ap-
propriate approval venue, make adjustments to
the request depending on the decision made and
finalize terms to be offered to the customer, and
repeat this process as required by loan policy and
procedure to reach agreement with the customer.

®  Documentation. Perform the activities associated
with documenting new loans; modifications to
existing loans; renewals; extensions, including
preparation of commitment letters if required by
loan policy; and coordinating development of all
loan documents with the customer, attorneys for
both sides of the transaction, internal document
preparation personnel and funding authorities.

m Portfolio management. The myriad of activities
required of the commercial lending staff to meet
the standards required by the organization’s pol-
icies and procedures and in the exercise of sound
business practice. Examples include examination
and elimination of deficiencies or exceptions
related to loan documentation, collateral,
loan policy or maintenance of loan covenants,
including obtaining and reviewing periodic fi-

Exhibit 4

Average Annual Balance of New and Renewed
Commercial Loan Notes Produced by a Commer-
cial Lending Full-Time—Equivalent Staff Member
(Dollars in millions)
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Source: Robert E. Nolan Company’s 2005 Efficiency Ratio
Benchmarking Study
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nancial statements and insurance requirements;
monitoring transactions for existing customers,
including authorizing advances and reviewing
pay downs and payoffs; monitoring delinquent,
classified and watch list loans; responding to
loan reviews; managing collateral; efc.

m Customer service. This includes answering
questions, doing research, identifying needs,
solving problems, delivering answers and
other activities in support of existing and pro-
spective customers.

®  Administration. This includes providing data
for and preparing management reports, bud-
geting, attending meetings and other activities
that reduce the amount of time that can be spent
on prospecting, preparation, decision making,
documentation, portfolio management and
customer service. Common intuition says to
minimize the time devoted to administration,
but measurement often reveals a shockingly
high amount of time devoted to these nonpro-
ductive activities.

Setting reasonable goals for each of these catego-
ries of activities is necessary to achieve a balance
between the time devoted to credit quality and rela-
tionship building. More often than not, actual time
allocations reveal a need to make adjustments to the
way commercial lending is conducted. Mismatches
between desirable time allocations and actual often
point to the need to consider deeply alternative

Exhibit 5
Expense to Income Ratio—The Lower, the Better
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Source: Robert E. Nolan Company’s 2005 Efficiency Ratio
Benchmarking Study
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Exhibit 6
Average Annual Income per Commercial Lending
Full-Time Staff Member (Dollars in thousands)
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Source: Robert E. Nolan Company’s 2005 Efficiency Ratio
Benchmarking Study

ways of doing business. For example, certain lending
activities may be more efficiently conducted within
required risk parameters if commercial lenders are
teamed with specialized resources within the orga-
nization to handle those functions for them—as long
as the specialized resources have the same goals as
the commercial lenders they assist. Covered by this
concept are functions such as credit analysis, loan
documentation, processing and underwriting of
smaller loans. For loans that are more transactional
than relationship based and that do not tend to build
in total credit exposure over time, consider segment-
ing and managing them centrally. Implementing
these actions along with others will free up lender
time to focus on relationship building, resulting in a
higher propensity for diversified, growing commer-
cial loan portfolios without marginally increasing
exposure to risk.

Common Measures
in Commercial Lending

Commercial lenders use many metrics to gauge
performance. The most common measures are those
developed to report results achieved in volumes
managed, new production added, income produced,
expense to originate and quality maintained. These
volume, profitability and quality measures reveal
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Exhibit 7
Average Commercial Loan Delinquency Rate
Based on Balances (90 days plus)
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Source: Robert E. Nolan Company’s 2005 Efficiency Ratio
Benchmarking Study

the results and more often than not are used either
directly or indirectly to determine compensation for
those involved.

Portfolio statistics (for example, Exhibits 1 and
2) and production statistics (for example, Exhibits
3 and 4) view the volume of loans for both lender-
managed portfolios and new loans produced by the
commercial lending staff.!

Efficiency measures (Exhibits 5 and 6) and credit-
quality measures (Exhibit 7) indicate the level of
profitability achieved and aid in predicting the
potential losses that may be incurred.

While these metrics are effective in tracking short-
term, even day-to-day performance, and provide a
basis for risk management, they do not reveal any in-
formation about the processes used to gain the results
achieved. Commercial lending managers questioning
whether or not they are reaching effectimal produc-
timization would need to introduce another element:
time. Specifically, how do people involved in deliver-
ing commercial loans spend their time?

Case Study:
Introducing Time As a Measure
in Commercial Lending

The following case study illustrates how commer-
cial lending organizations can attain effectimal
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productimization by introducing time as a criti-
cal measure.

The process begins with the individuals provid-
ing leadership to the commercial lending function.
Depending on the culture of the organization,
leadership may include individuals who manage
commercial lenders all the way up to the CEO and
selected members of the board. The objective of this
leadership group is to define the categories of activi-
ties performed by the commercial lending personnel
and come to consensus on the optimal allocation of
time among those categories based on the bank’s
culture and strategic objectives. In this particular
case study, any individual assigned a commercial
loan portfolio and/or assigned a new loan produc-
tion goal is included along with the support staff
working with these lenders and their customers.?

The firstjob of the leadership group is to define the
categories of activities performed, in itself a revealing
exercise. Often, managers focus on the end result, not
the process, and quite often are not familiar with all
of the processes and functions that their lending staff
must perform in order to make loans that fit within
the organization’s lending policy. Going through
the exercise is quite eye-opening to many of them
and provides critical information to be used by the
commercial lending leaders at the end of the exercise
when the measurement process reveals the need to
make adjustments. To help them complete this first
step, itis necessary to survey the people involved to
capture how the lending staff members define their
jobs and all of the things they do to complete their
jobs satisfactorily. Many functions can be aggregated
in categories, such as the ones mentioned earlier

Exhibit 8
Commercial Lending Desired Activity Time Allocation
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in this article: prospecting, preparation, decision-
making, documentation, portfolio management,
customer service and administration.

Next, the leadership group needs to agree on the
approximate allocation of time desirable within each
category of commercial lending functionality. This
too can be an arduous task if never done before.
Usually, managers can agree rather quickly on one
item: the time they wish their commercial lenders
to devote, on average, to business development or
prospecting activities. While the figure arrived at
initially for the desired time allocation in this area
is seldom the one agreed to in the final analysis
(most notably, managers typically overestimate the
time they want allocated to this category on the first
try), in every case it comes out on top in terms of
the single category with the greatest desired time
allocation.

Exhibit 8 depicts how a leadership group might
allocate commercial lending time. Note the empha-
sis on the prospect category where new business is
developed from existing and prospective custom-
ers. Also interesting is that the preparation and
service time is the same. The allocation will vary
by organization.

Once the leadership group has completed this
desired allocation, the next step is to survey the
commercial lending personnel to determine what is
actually happening. Completing a survey such as the
one required is additional work for those involved.
It is important for the leadership of the organization
to emphasize to the commercial lending staff that the
results of the survey will be used to make improve-

Exhibit 9
Commercial Lending Activity Time Allocation
Actual Compared to Goal
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ments to the commercial lending processes if any are
needed. As with any data-gathering process, the more
data you can generate, the more accurate the results.
Ideally, the survey would last for a month, but typi-
cally a two-week period is enough. The survey should
include a month-end when commercial lenders are
scrambling to get their loans booked. It should also
be done during a month when time allocations for
activity categories are not skewed due to a cyclical
variation in workload, such as a time when quarterly
or annual financial statements from customers are due
or when work on renewals is unusually high.

The survey generated in the case study yielded the
actual commercial lending time allocations shown
in Exhibit 9 and compared to the desired allocations
agreed on by the leadership group.

Several interesting facts pop out from quick in-
spection of Exhibit 9, not the least interesting of
which is the gap in actual prospecting activity (18
percent on average) versus the goal of 40 percent.
The first question you must ask is from which other
categories will you get the time needed to achieve
the 40-percent business development time goal? If
the leadership group does its job correctly, it will
not reassess its goals based on the actual findings.
Instead, it should examine why so much time is be-
ing spent preparing loans for approval, making the
loan decision, documenting the loan and managing
the loan portfolios. This is where rigorous analysis
of the activities performed by the staff must be done
and adjustments made as a result.

The Functional Value Matrix

An invaluable tool in process analysis and a pre-
requisite for redesign is the functional value matrix
(Exhibit 10). The purpose of this tool is to depict
the functions performed in terms of reliability of
performance (how well we do them) and impor-
tance of the function to the customer (how well we
should do them). In addition, the matrix helps the
leadership group see how the budget is allocated
among functions.

The functional value matrix shown in Exhibit 10
reflects the distribution of the functions performed by
the case study commercial lending personnel based
on their reliability and importance to the customer.?

The matrix reveals that this commercial lender was
spending almost half of its budget on wasted effort
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(those functions depicted in the lower-left quadrant
of the diagram that are neither reliable nor impor-
tant). The lender needed to question the continued
performance of these functions and decide either to
eliminate them altogether or redesign them so that
they could be performed reliably at minimal cost.
Further, 27 percent of expense was devoted to func-
tionality that was performed reliably but was not
important to the customer, thereby adding complex-
ity to the environment. While these functions may be
required to meet regulatory, internal control or legal
requirements, the expense associated with their per-
formance needed to be reduced. Finally, the matrix
shows that 19 percent of the budget was devoted to
functions where the customer required improvement.
Organizing the functions in this manner simplified
the task of identifying how time could be shifted to
business development or prospecting activities.

Recommendations

To achieve the strategic objectives of the organization
and to create a commercial lending culture defined by
the leadership group, recommendations were imple-
mented to address the root causes of the mismatches
between actual and desired commercial lending time
allocations. The following recommendations are ex-
amples of the issues that needed to be addressed:

m Reduce the time needed to prepare loan
packages for approval by consolidating and
automating forms.

m  Reduce processing time by eliminating multiple re-
views of loans before loan committee decisions.

m  Segment commercial loan officer portfolios with
the objective of moving transactional loans to one

or more centralized management areas within
the bank.

Exhibit 10
Commercial Lending Functional Value Matrix
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