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Concepts of Commercial Credit 
Scoring – A Decade Later
bySteveBauer,ChiefCreditOfficer,BankOne,N.A.

AtBankOne,creditscoringhashelpedoursmallbusinesslending
areamakemoreloans,improveefficiency,andimproveperformance,
whileensuringthatwetreatallourcustomersfairly.Creditscoring
hasbeenaroundformanydecades,butit’sarelativelynewconceptin
smallbusinesslending.Mid-sizeandlargerfinancialinstitutionshave
experimentedwithpooledandcustomcommercialloanorigination
modelsthatpredictfuturepaymentperformance.What’sworkedforus
couldworkforsmallerinstitutions,aswell.

Tailoredsystems

Increditscoring,onesizedoesnotfitall.Instead,thecreditscor-
ingmodelandapproachyouchoosewillbetailoredtotheindustriesyourinstitutionserves,thesize
ofcredit,andwhatyou’dlikethesystemtoaccomplish.

Yourrelianceonscorescanrangefromusingthemasaguidingprincipalormakingthemthe
ultimatedecision-makingtool.Unliketheirhumancounterparts,creditscoringsystemsareconsistent.
Whenaccompaniedbythecorrectpolicyandeditrules,theyconsistentlyout-performexclusivereli-
anceonwell-intendedjudgmentaldecisionmakers.Thefinancialindustry’slargestbodyofevidence
showscreditscoringworkswellatorbelow$100,000.TheFairIsaacspooledmodels,whichusedata
frommanylenders,arevalidatedupto$250,000.AtBankOne,wescoreeverythingthatcomesinthe
doorregardlessofloansize,butwedoadditionaljudgmentalreviewswiththehigherloanamounts.

Creditscoringmodelscansaveyourinstitutionmoneyonthefrontandbackends.Theypass
throughloansthatare“slam-dunks”aswellasthe“definitelynots,”andidentifythe“maybes”
—loansthatrequireadditionalhumanreview.Instantknowledgeaboutcreditworthinessisapowerful
salestool.

Oncetheloanisonyourbooks,youcanre-scoretheaccountregularly(atBankOnewedothat
everyquarter)andflagpotentialtroublecases.Youcanthentakeremedialactiononthoseaccounts,
suchascappingavailabilityoncreditlinesorreevaluatingyourcurrentcollateralpositions.Inaddi-
tion,strongeraccountscanbeidentifiedfornewcross-sellopportunities.

ThemodelBankOneusesforthisearlywarningalertcombinesinternalcreditperformance,
depositperformance,personalcreditbureaubehaviorandcreditusage,businessbureaubehavior,and
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publicrecorddata.

IfIstillhaven’tsoldyouoncreditscoring,consideronemorebenefit:sincescoringsystems
deliverconsistent,objectivedecisions,theyappealtoyourcomplianceandlegalteams.

Scoring101

Creditscoringstartswiththeidentificationofabroadsetofcharacteristicsappliedagainstknown
“good”andknown“bad”accounts.A“good”accountisanaccountyouaregladyouhaveinyour
portfolioanda“bad”accountisonethatcreatesheartburnbecauseitisfrequentlydelinquent,unprof-
itable,orcreatesloss.

Thenextstepistoselectthedatacharacteristicsthatpredictadefinedoutcome:acharge-off,a
bankruptcy,oradelinquency.Thedatayoursystemwillusetopredictthese“bad”outcomesmay
comefrominternalsources(customerpaymentbehaviorandothercreditanddepositperformance
information)orexternalsources(consumercreditbureau,businessbureau,financialstatements).

Themodeldesignerfirstlooksfordatathatbyitselfexhibitsastrongrelationshiptotheoutcome
(e.g.,poorcreditscorecorrelatingtohigherdelinquencyrates).Hethenusesthatdatatodevelopa
modelinwhichthosechosencharacteristicsworktogethertomoreaccuratelypredicttheoutcome.
Thekeyhereistopickrobustvariables(thosethathaveabiginfluence)andtoavoidhavingtwovari-
ablesthatrepresentthesameinformationvalue.

Checkperformance

Onceyouhaveselectedyourdatasourcesandcreatedapreliminarymodel,youwillcheckmodel
performanceonasampleofaccountsthatyouusedtodevelopthemodel,onaccountsthatyouheld
outofthedevelopmentsampleandondatathemodelhasnotseenbefore.

Atthispoint,yourstatisticianswillmeasurethemodel’sabilitytoseparatewhatyouknowto
begoodaccountsfromknownbadaccounts,andhowoftenitgivescorrectpredictionsversusfalse
alarms.

Scoringwhat,where,when?

Supposeyoubuildascorecardthatpredictshowoftenan18-to-21-year-oldcustomerwillbuy
abigscreentelevision.Ifyouuseittomeasurehowoftenaseniorwouldbuyskateboards,you’re
goingtohavetrouble.Thesameappliestocommercialcreditmodels.Youcanmakeascorecardfor
accountsthathaveplentyoftradelines,stablecredithistory,andhomeownershipandanotherscore-
cardforaccountsthathavethincreditfiles.Highriskindustries,suchasbarsandrestaurants,canhave
adifferentscorecardorunderwritingstrategythanmanufacturersandservicebusinessesthathave
beenaroundfordecades.

BankOnecurrentlyhas18uniquestrategies,basedonloanpurpose,product,collateral,geogra-
phyandmorethatareunderwrittenusingatwo-dimensionalscoreprocess(combinationofbusiness
andpersonalscores).Afteracceptance,approvedloansinterfacetothemasterbillingsystemforbook-
ing.

Thescorecardweuseisbased,inpart,onhowmuchborrowerinformationwecangather.Isthere
aD&Brating?Howmanyborrowertradelines?Whatcollateraldoestheborrowerhaveavailableto
pledge?Weusethescorecardswithpre-setpoliciesthatdefinehowwe’lltreateachscore.Withalow
scorefromthemodel,wemaybuydeeperiftheborroweroffersmorecollateralandtheindustryis



stable(nothigh-risk).

Notallinstitutionsaregoingtohave18differentstrategies.Whatyoumusthaveareclearpoli-
ciesandprocedurestoformafoundationforyourempirically-basedunderwriting.BankOnehas
developedaproprietarysystemthataccomplishesallthisandalsocontrolsauthorities,doesautomatic
approvals,anddeclinesaswellasmanagesgrayareasegments.

Onecommonpitfallforinstitutionsintheearlystagesoftransitioningfromajudgmental
approachtoascored,portfolioapproach,istotrustthescoreonlywhentheanswerisyes.Typically,
you’llbookexcessivelowsideoverrides(sayingyeswhenthesystemsaysno)andrelativelyfew
highsideoverrides(sayingnowhenthesystemsaysyes)intheearlystage.AtBankOne,werequire
thatalloverridesbedocumentedandwealsocarefullymonitortheloanperformancefollowingthose
overrides.

Salesvs.underwriting

Whenyouimplementanewsystem,youreallyimplementaculturalchange.AtBankOne,wedid
someparallelprocessing,lettingthehumanunderwritersseehowthemodelwouldhavescoredtheir
pastaccounts.It’scompellingtohaveavintageviewthatstacksthejudgmentalunderwriteragainst
thecreditscoringmodel.AswithJohnHenryandthesteamengine,thescoringenginewinsthecon-
testeverytime.

Yourloanofficersalsowillbeaffectedbythisculturalchange.Whenyouputcentralizedcredit
personnelinchargeofpolicyandparameters,youstillhaveasalesforceincentedtosell.

Adecadeafterthestartofcommercialcreditscoring,it’sstillachallengetohavethesalesstaff
understandallthenuancesofacounterofferordeclineoutofheadquarters.Theloanofficerwill
say,“I’veknownthiscustomerforeverandhe’sagoodguy,”butstatisticallyhisaccountrepresentsa
higherdegreeofrisk.

Leftonthetable

Theotherwaythatscoringwillchangeyourbusinessisthatyou’renolongergoingtothinkof
lendingintermsofcherrypickingthebestloans.Tounderstandwhy,youneedtounderstandacon-
ceptcalledodds-to-good,odds-to-bad.Let’ssayyourmodelusesdatacharacteristicsthatgenerate
odds-to-badofninetoone.Thatmeansthatoutofevery10loans,ninewillbegood,andonewillgo
bad—andlet’ssaybadinthiscasemeanschargedoff.Wewouldn’tfishinthatpondandneither
shouldyou.Youcan’taffordthatonechargeoffgiventherazor-thinmarginsinthebusinessofbank-
ing.Withmodelingyoudon’tcherrypick—youstickwithknownodds.

Keepinmindthatscoresaredynamicandmeasurepropensity,notcapacity.Thesystemcanalso
recommendmovingacustomertoacreditenhancementprogram,suchasSmallBusinessAdministra-
tionloanguaranteeprogram.

Monitoring,reportingandbehavioralscores

Comprehensivereportingisimportant,fromthepointofapplicationtopayoff.Afullsuiteof
reportsshouldinclude:

• Dataonthenumberandtypeofloanapplicantsineachrisktier.

• Overridesofthescoringsystem’srecommendations(wetypicallycapthoseat3percentto5
percent),thereasonsforeachofthoseoverridesandtheloanperformancefollowingeachofthose



overrides.

• Delinquencies,rollrates,afullsuiteofscorecardperformancereports,lossandforecastmodels.

Lookahead

Developinganddeployingamodelisonlyhalfthejob.Youstillmustmonitorthemodelregularly,
becauseitwilldeteriorateovertimeorbecomeobsolete,atwhichpointitistimetorefreshorrebuild.
There’snodefinedtimelinewhenamodeldegrades,butusuallythemostcommonissuewillbea
largeshiftinyourcustomerbase.Whenyourmodelstopspredicting18-year-oldswantingbigscreen
TVsandmoreseniorsbuyingskateboards,it’stimetofinetuneyourmodel.

Summingitup

Ifallmyadviceoverwhelmsyou,thereisanotheroption.Youcanuseanoff-the-shelfsolutionthat
istailoredtoyourinstitution’sneeds.Regardlessofwhichpathyouchoose,youmustconsiderthe
influencethistechnologycanhaveonyourinstitution’sbottomline.Aproperlyinstalled,validated,
implemented,andmonitoredcreditscoringmodelwillgiveyousuperiorresultsatafractionofthe
timeandcostoftraditionallendingmethods.

Formoreinformation,pleasecontactSteveBauerat(937)433-8632;

steve_a_bauer@bankone.com,www.bankone.com

________________________________________________________________________

What’s Ahead with Credit Scores

Newcapabilitiesareemergingwithinthecommercialcreditbureausthatshouldprovideunprec-
edentedaccesstopredictiveinformation,suchasfinancialstability,publicrecordandtradeinforma-
tion.Thenewestbusinessbureau,theSmallBusinessFinancialExchange(http://www.sbfe.org/),isa
member-owned,member-managedexchange,servicedbyEquifax,whichpoolsdatafromitscontrib-
utingmembers.Todate,nearlyallofthelargestU.S.banksandthriftsarecontributingdata.However,
thepoweroftheinformationisgainingmomentumandmoresmallandmedium-sizedinstitutions
arejoiningtogainaccesstothevastresourceofdata.Otherindustryplayersareattemptingtosetup
similardatabases.


