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SMEs (Small and Medium Enterprises) play a

key role in the Asian and global economy in many
respects, and especially in terms of their
contribution to GDP and employment. Though
definitions vary across countries in Asia Pacific,
there is one aspect in common in the region - the
vast majority of SMEs are relatively small and
over 95% of SMEs employ less than 100 people.

As per the Asian perspective, SMEs make up
about 99% of the enterprises. Estimates of their
contribution to GDP are difficult to obtain for the
Asian region, but typically the contribution is
considered to be somewhere between 30% and
60% of the GDP. They employ between 40% and
80% of the workforce. Their contribution to
employment growth is even higher. Though
figures are difficult to obtain in Asia, in more
mature economies and where reasonably reliable
studies are available, as much as 70% or more of
net employment creation is attributable to the
SMEs. In Asia, SMEs contribute as much as 35% of
direct exports, and the indirect contribution is
even higher. The weighted contribution of SME
exports to GDP is about 12%, almost double the
contribution in OECD (Organization of Economic
Co-operation and Development) economies.

Given their importance, this segment has become
a business priority for many financial institutions.
This is one of the reasons behind the growing
focus of the banking sector on customers falling
in this segment.

There is diversity in the SME banking models used
by different banks — many view it as a toned
down version of commercial banking, others view
it as a specialized division within the bank and
others consider it as an extension of High Net
Worth private banking. This means that designing
a successful proposition for this segment is not as

straightforward as it might seem, and only some of
the banks entering or expanding their footprints in
this segment may truly thrive.

Greg Rung' of IFC talked about the need for SME
banks to shift the Productivity Frontier® in order to
achieve a lower unit cost per transaction and to
offer a broader suite of services and products to
customers. He describes three strategies to achieve
this goal which are as follows:

e Generating Growth -
marketing strategies

e Improving Asset Quality - Through enhanced
risk management

e Increasing Operating Efficiency -
technological innovation

Through profitable

Through

The above principles were used to define the SME
growth strategy for a specific bank in Indonesia
(hereinafter referred to as the “Bank”) and the
approach is outlined in Figure 1 below:

Double its market
share in the next 5
years (by 2012)

Identify a clear
VISION

Step 1

Translate the
vision into
BUSINESS

OBIJECTIVES

50% annual growth
in lending and
funding volume till
2012

Step 2

Identify
STRATEGIES to
help meet the
objectives

Refer to section on
Business Strategy
(Page 4)

Step 3

Frame TACTICAL

SOLUTIONS to

Step 4 Refer to Figure 2

execute the
strategies

Figure 1: Formulation of an Analytics-led Strategy

'Rung, Greg, fAHow to make the SME iSegment Profitable f Co mn
www.sbp.org.pk/bpd/Conference/Day_Two/How_to_make_SME_Segment_Profitable.ppt, May 2005

2 The productivity frontier is the sum of all existing best practices at any given time or the maximum value that a company can

create at a given cost, using the besitlable technologies, skills, management techniques, and purchased inputs. Thus, when a

company improves its operational effectiveness, it moves toward the frontier. The frontier is constantly shifting ouevard as

technologies and management approaehesieveloped and as new inputs become available
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In order to formulate the business objectives
based on the vision statement, the following
methodology was adopted:
ASizing of SME3 market in Indonesia
Aldentification of segments in the market
place and in the Bank’s portfolio
A5 year projection of the market
AP&L forecast for the next five years (with the
objective of ‘doubling market share’ in the
next 5 years )

Business Strategy

Relevant strategies were identified using the
Context, Concerns, Questions and Answers
(cCQA) framework to achieve the business
objectives and the outcome is as follows:

Context

A50% of the SMEs in Indonesia borrow from
banks (out of a universe of 322,000 SMEs)
and the rest borrow from traditional sources
(loan sharks, pawn shops etc) or do not
borrow at all.

A Continued fall in interest rate®* may lead to
lower Net Interest Margins.

A Current market share of the Bank in the SME
segment is 12%. Their target is to double this
over the next 5 years.

Concerns Of the Bank

ADwindling customer numbers in the lending
portfolio5

ACurrent growth rate6 not sufficient to
achieve the targeted market share(The
current rate needs to be doubled in order to
achieve the target market share)

ANPL above the prescribed
guideline

regulatory

% Bank Indonesia defines the SME segment as those businesses whose credit requirements are between 500 Mn. IDR

and 5 Bn. IDR (www.bi.go.id)

“ Bl has reduced interest rates from 12.75t0 8.25% overpst ar t er s

www.bi.go.id

Key Questions- What strategy should the Bank
adopt to achieve its above targets? What should be
its immediate plan of action?

Answers — The answers have been arrived at
through a 2nd and 3rd level drill down of the key
guestions. The chosen strategies revolve around the
following themes:

A Marketing programs centered around customer

acquisition and portfolio management activities

A Credit and risk policies

ABranch infrastructure and its reach

A Organization design and HR policies of the Bank

A Operational processes and IT infrastructure

Tactical Solutions

Having identified the strategies, the next step was
to identify implementation challenges and arrive at
solutions that would help the Bank achieve its
targets. The Bank chose to deploy an analytics-led
approach through RedPill to arrive at customer
centric solution themes.

Challenges encountered by RedPill

There were a few practical challenges that had to
be overcome to aid the development and
implementation of analytics initiatives in the Bank:

Business Challenge#iost of the customers have
multiple loan products in terms of product type
(Overdraft & Installment loans) as well as the
number of loan accounts. This gives rise to certain
complications on account of the product features
being different:

0 Overdraft implies that a customer need to pay
only the interest without having to worry about
repaying the principal while there is a definite
payment schedule in the case of an installment
loan.

¢ 0 m Fuoe detiis plapse @lelGtd® 6

5 24% dropin one year, based on Reill analysis carried out with data from one of the top ten Banks in Indonesia.
625% in both lending and funding wohe. This rate needs to be doubled in order to achieve the target market share.


http://www.bi.go.id/

0 Overdraft is an ever-green loan (with no
definite pattern in exposure at default, if at
all a default occurs) while in the installment
loan, the exposure reduces with time.

Hence the Bank would require different
marketing and risk management strategies to
manage customers with different product
holdings’.

Statistical models (for each
business objective) were developed separately
for the 3 segments, viz. customers who held only
an OD loan, customers who held only an
Installment or Term loan and those who held
both kinds of loans.

Customer Behavior Ideification Challengesan
SME customer typically uses multiple banks (3-4
banks) to fulfill its lending requirements and
maintain deposits.

0 This means that a customer’s behavior
cannot be assessed by striding a single bank’s
data and hence central bank bureau data is
an important requirement

0 However lack of availability of systematic
bureau data poses sufficient challenge in
evaluating a customer’s financial health

Market research data was
analyzed to better understand the banking
behavior of SMEs. A detailed segmentation
exercise was performed to understand the profile
of SMEs, their banking needs and behavior,
where they usually bank and how they define
their “main bank”. This customer behavior was
kept in mind while developing and implementing
statistical models.

Systemrelated Data Challenges:

“Business demographics”® are either not clearly
captured on the system or the quality of data, if at
all captured, is poor making the data non-reliable.
These data fields are necessary for understanding
the profile of different customer segments.

Examples of such data fields are: ownership, nature
of business, experience of the owner, years in
business, type of property, collateral details and
financial data

The other challenge around data pertains to the
data formats used by the banks. These formats are
usually not standardized or optimized for mining
data. The usual problems encountered are:

A Unstructured data

A Data spread across different source systems

A Dimensions are either missing or insufficient

Alncomplete documentation e.g. non availability
of detailed entity-relationship diagrams

ANon-populated columns which not only reduce
useable disk space but also affect the query
performance

A Availability of limited period data

Organizations should simplify and
standardize their data capture process (across
functions) since this step takes a lot of time which
was the case in the Bank.

Execution Challengegraditionally in SME banking,
the process of deciphering customer behavior has
been left to the Relationship Officer as the nature of
the business segment is relationship driven. This
implies that it is the concerned relationship officer’s
duty to understand and service the banking needs
of his/her customer portfolio. This has led to little
or no pro-active involvement from the Head Office
(unlike Retail banking) the consequence of which is
as follows:

" There are three customer segments in the lending portfolimydfamkwhich are customers haviniy only overdraft loan
facility, ii) only installmenttype loan facility oiiii) both types of loan facilies.

8 Data pertaining to the profile of a business entity.



AlLack of experience in implementing targeted
marketing activities

Alack of a contact centre which can act as a
channel for portfolio management and/ or
collection activities

The credit process is slightly complex compared
to the consumer segment though not as tedious
as compared to the commercial segment. The key
differences in credit assessment between SME
and consumer segments lie in handling and
checking the applicant’s documents, centralized
decision making, approval process & hierarchy of
approval.

SOLUTION: Banks must adopt retail banking
strategies (geared towards smaller customer
base) to pro-actively reach out to customers to
better engage them. A few solutions relate to the
setup of Telemarketing team and Pre-approval of
eligible customers (by credit team before the
start of the program to reduce the turn-around-
time and the chances of rejection).

Areas of

experience

R

Strategy &
Segmentation

Acquisition

i/

Analytics Solution Themes developed by RedPill

RedPill assisted the Bank in developing a number of
analytics initiatives which were aligned with
strategies mentioned above. The following Figure 2,
gives a complete view of the suite of programs
developed for the Bank over a two year period.

RedPill’s objective was to help the Bank develop an
end-to-end strategy around profitably managing the
customer lifecycle in line with the Bank’s vision and
the business objectives. The Initiatives are split by
Life stages in a customer Lifecycle.

Figure 2: Analytics initiatives developed by RedPill

Initiatives

A Market Sizing and 5 year Cash Flow model

A External/Internal Segmentation based on
Demographics/attitudes

A Sales Excellence Improvement program

A Innovative funding product design

A Advisory Services proposition

A Segmentation on customer satisfaction results

A Segmentation on Financial Ratios (Leverage, Debt
Service Ratio & Loan/EBITDA)

A Cross sell of Unsecured loans to pure-funding customers

A Cross sell of SME products to Card merchants

A Cross sell of SME products to customers of Cards, Retail
banking, 4W & Insurance

A Winback program (for attrited customers)

Portfolio
Management

A Marketing Programs - CASA Balance increase program,
X-sell of Internet banking and special CASA accounts, X-
sell of Forex products to FCY customers, OD Utilization
increase & Installment loan Top Up

Risk

ANPL Analysis @ portfolio level
A Unsecured Loan performance review
A Behavior scorecard

Performance
Management

A Lending Portfolio Performance Scorecard
A Business Dashboard (i-Opener)

Attrition

A Attrition Predictor Scorecard and Anti-Attrition Strategy




The scope of work included end-to-end
management of analytics initiatives, including:

0 Data discovery phase - Identify, Extract, &
Analyze data; Development of data mart
0 Development phase - Development

analytics initiatives

0 Implementation phase — Support the bank in
implementation phase:

AHelp with documentation around the
scorecard and create business case to
expedite process of approval (which usually
takes time)

A Prepare detailed program paper

AHelp in easing implementation of scorecard
on the bank’s systems

A Provide monitoring/tracking of results

ARe-validate/Re-calibrate the models on a
regular basis

of

Benefits

Analytics-led initiatives have led to significant S
benefits for the SME division of the Bank. 20
business initiatives plus a simplified customer view
of the data were developed in a span of 18
months, leading to a cost-benefit ratio of 15%, i.e.
a return of S 6.7 for every $ 1 spent on analytics
services.

SMEC - 2008

Incremental benefit (Multiple of cost)

Portfolio Management Scorecards Acquisition

It is to be noted that majority of the benefits
mentioned below have been realized in the
Portfolio Management function as the SME
business is a relatively mature and longstanding
business of the Bank when compared to other
lines of business.

Also, note that a number of initiatives in the
Strategy and Performance management have

helped in a qualitative sense, whose benefits
cannot be quantified.

Cost:Benefit / Total

15%

Total Benefit

Figure 3: Identified benefits from 2008 initiatives




Notes and Clarifications on the methodology used for benefits quantification

0 Benefits are in the form of incremental Net Interest Income (NII) or fee income generated by the
program or reduction in losses due to program

0 There is a six month lag in realizing benefits of analytics initiatives; Benefits continue to accrue
over a longer period of time

Start of Model Review by Campaign  Campaign Campaign Benefit Realization

initiative developmentBDI teardevelopmenimplementation Results tracking
Jul o7 Oct 07 " Deco07 €éeeée. ¢ . Dec9
*RedPill has accordingly computed benefits from Jan 08 to Dec 08 and considered costs from July 07 to
June 08

0 Incremental benefit can be considered only where there is a base number for comparison; If no
prior base exists, all benefits are considered as incremental

RedPill Initiative Incremental Benefit

Propensity Scorecard to improve conversion Based on improvement in

ratio for Top-Up Program Conversion Ratio

@ X-sell Program (lending to pure funding - Based on All conversions

programs) developed from scratch
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