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Introduction

In a time of great economic uncertainty, fueled largely by the pandemic, geopolitical threats, escalating
inflation, and a supply-chain crisis, banks are undergoing major credit risk transformations (CRTs) to
improve their credit risk modeling and decisioning capabilities. But this is proving a difficult task in a
volatile market rife with technological upheaval and up-and-coming digital competitors.

To shed light on the state of CRTs and all of the associated challenges, the SAS Institute and the Global
Association of Risk Professionals (GARP) in July 2022 surveyed roughly 300 credit risk executives and
practitioners from a globally distributed sample of financial institutions.

The insights gathered by SAS and GARP reveal that banks are facing many obstacles in their CRT quests.
Key areas addressed by the survey, and detailed in this report, include:

. The business objectives of CRTs

. The scope of CRTs

. The challenges of CRTs

. What’s next for credit risk managers
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Background:
The Road to Change

Banks’ push to overhaul the credit risk function is part of a digital transformation that has taken place over
the last several years. This evolution has been a major boon to consumers and businesses, enabling them
to pay for goods and services, book hotel rooms and plane tickets — and take advantage of a wide variety
of products and services from their phones and desktops — in real-time.

Those trends accelerated during the pandemic, when remote commerce and banking became a necessity
and customers became increasingly comfortable providing personal data online. It is therefore no wonder
that demand for digital products and services and their efficiencies and cost savings continues to grow.

Banks have kept pace with digital developments on many fronts, benefiting greatly from automation and
straight-through processing that has improved customer experience and reduced errors and costs. More
recently, large and small institutions alike have employed application programming interfaces (APIs) to
improve data flows internally and with external partners to augment their services. Moreover, sophisticated
analytical modeling approaches, such as machine learning (ML) and artificial intelligence (Al), have enabled
banks to better understand and serve customers.

While banks have made progress, they also now face stiff competition, particularly from financial
technology (fintech) firms that employ the latest technology to offer an ever-increasing array of
new and competitive products and services. Fintechs have even started to encroach on banks’ core service
of providing credit, using alternative credit scoring methods and data sources to decide whether to approve
short-term, buy-now-pay-later (BNPL) loans.

Some banks have partnered with fintechs, but others risk getting left behind if they do not improve their
digital offerings. Indeed, employing technology to optimize their credit decision-making is one area where
banks tend to lag — a potentially significant weakness in the digital age when increasingly fickle customers
can easily switch to faster and more nimble competitors.

It should thus come as no surprise that the SAS-GARP survey found that most banks are still in the process
of upgrading their credit-related capabilities. Many appear to be scrambling to do so as soon as possible,
prioritizing speed over the more methodical approach they typically have taken when pursuing major
technology initiatives.
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Key Takeaways

Perhaps the survey’s biggest surprise is that despite banks’ apparent urgency
to digitalize credit decision-making and their operations more broadly, more
than half are aiming for a “phygital” state, where brick-and-mortar and in-
person customer contact still play an important role. Here are some of the
most important findings:

e CRT s a top priority. Pursuing CRT is a top priority for banks, especially
optimizing credit decisions.

¢ There’s no roadmap. Few have completed CRT programs and most are
less than halfway there.

e Advanced analytics are the biggest challenge. CRT transformations
are struggling most with ML and Al.

¢ ML and Al work. Use of those technologies is widespread across banks’
other credit functions, with strong results.

e Growth drives CRT. Originating credit drives CRT despite today’s risky
credit environment.

e Business objectives first. Business objectives are the primary concern,
with measuring ROl a work in progress.
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Credit Rislk Transtormation

In light of the recent economic and technological developments dramatically impacting financial
institutions, the SAS-GARP survey aimed to shed light on how the confluence of those factors has impacted
core credit-related functions. The majority of the survey respondents have begun their CRT (62%), while

smaller percentages plan to start in the short-to-medium term (14%) or longer-term (10%), or have no plan

currently (14%).

Figure 1: Credit Risk Transformation Status

Among institutions pursuing CRTs, most estimate
that they are less than half completed (62%), with a
smaller portion (20%) approaching three-quarters
of the way, and even fewer nearly done (5%).
Only a small percentage (11%) intend to pursue
transformations but haven’t started yet, while a
miniscule number of respondents (2%) reported
completing their CRTs.

These numbers confirm that the banking industry
views pursuing CRT as a top priority, but also
indicates that its members are at different stages
in their journey. What’s more, it suggests that while
there is no established roadmap for banks to follow,
there is an urgency to their quest.

When you look at the growth of competitors of
traditional banks, this is understandable. BNPL
lending, for example, didn’t exist a dozen years ago,
but its transaction volume reached $120 billion in
2021 and is expected to balloon to $576 billion by
2025, according to GlobalData.
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Competition from nonbank lendersis heating up also
in more traditional banking markets; their lending
in syndicated loans, for instance, grew twentyfold
between 1990 and 2019, to $410 billion, according
to the Bank of International Settlements (BIS).
Moreover, the increasing digitalization of banking
products and services has increased competition
within the industry, putting community and regional
institutions on more competitive footing with their
national brethren.
“Economic pressures and changing customer
behavior and expectations have pushed banks to
pursue new sources of data and more agile credit-
risk modeling and decision-making, to understand
customer behavior better and reach out to those
that have had limited access to financial services,”
said Zeynep Salman, who heads up risk decisioning
advisory activities across EMEA at SAS.
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The priority most banks are giving to CRT suggests they view it as more of a necessity to keep pace
with peers, rather than to differentiate themselves from competitors. The SAS-GARP survey quantifies
their urgency, finding that the vast majority of respondents (79%) place medium-to-high priority on CRT
compared to other transformations within the bank.

Figure 2: Priority of Credit Risk Transformation
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In another measure of the importance banks are placing on credit risk, the survey found nearly three
quarters of respondents (72%) make the optimization of credit decision as their main CRT business
objective - ahead of IT infrastructure modernization (68%) and better data management (53%).

Figure 3: Main Business Objectives
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In addition, more than half of survey respondents expect banks to complete their CRTs in less than two
years (55%). Such speed is surprising for traditionally pragmatic and cautious banks when pursuing
projects core to their businesses.

Figure 4: Timeframe to Achieve Future State
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Banks are also prioritizing the business objectives anticipated to result from CRT (52%) over the anticipated
return on investment (27%) of their transformation projects. In fact, respondents indicated that a majority
of organizations with transformations in progress either had yet to begin ROI calculations (34%) or were
still calculating it (32%). (Achieving timeline and budget constraints (19%) finished third in the voting for
CRT priorities.)

Figure 5: Priority Success Factor
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These results are perhaps even more surprising than the fast pace at which CRTs are moving. Banks have
traditionally prioritized the calculation of ROIs to justify pursuing projects, so it’s interesting to see that
they are placing business objectives first in their CRT projects.
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Transformation Challenges

Where there’s a will there’s a way, but it won’t necessarily be easy. Despite banks’ urgency to transform

their credit risk functions, they face significant challenges.

The survey found advanced analytics such as Aland ML (48%) to be the number one area they’re struggling

with, followed by automation and streamlining of processes (47%), better customer data management

45%), credit decision optimization (42%), enhanced technology (38%), and better performance monitoring

(36%).

Figure 6: Most Challenging Area of Transformation
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It is no surprise that banks are struggling with
automation and streamlining processes. This has
been an issue for literally decades, as they have
sought to rationalize a hodge-podge of systems
collected through acquisitions of competitors and
the use of different software vendors.

The struggle to incorporate advanced analytics in
transformations is also unsurprising, given Al and
ML are still unfolding technological fields and banks
and other companies are still figuring out how to
best use them. A 2020 SAS-GARP survey revealed
that financial institutions were accelerating their
use of increasingly complex, Al-driven models —
but without enterprise-wide governance over their
use and the risks they represent. In fact, 48% of
respondents to that survey were unable to identify
the ML and Al
enterprise inventories.

models across their institutions’
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The use of sophisticated analytics to address
credit risk has tended to lag behind other banking
functions, such as customer queries handled by
chatbots, or marketing that optimizes product and
service offers based on customer preferences. The
current survey found, however, that more than half
of organizations are either already using Al and ML
or will start using these disruptive technologies in
less than a year. They are being applied to a wide
range of credit-risk functions, including collections,
customer origination decisions, loan pricing and
model-

provisioning, risk grading and several

related areas.

Al and ML are used most often for processing
automation (62%), refinement (58%), and credit
scoring (58%). Moreover, a majority of banks are
already using these technologies, or plan to use
them in less than 12 months, for regulatory reporting
(54%).
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Transformation
Objectives

The reason for banks jumping on the advanced analytics bandwagon to
make it a part of CRT is simple: It works. The survey found that financial
institutions that have succeeded in incorporating Al and ML have experienced
improvement across a variety of credit risk-related functions. More than 60%
of respondents saw such improvement in areas ranging from predictive
power scoring to data quality to operational productivity, with better business
performance capturing the most votes (70%).

Nearly two-thirds (66%) of respondents said Al and ML fueled at least some
improvement in optimizing credit decision making, which — as noted earlier —
the survey found to be the main business objective of banks pursuing credit-
risk transformation.

Deciding whether borrowers are creditworthy has always been a critical
element of banking, starting with judgment and common sense about the
risk a borrower presented. More recently, data and scorecards have helped
lenders determine borrower strengths and weaknesses. Today, advanced
analytics (such as Al) enable banks not only to crunch that data faster but
learn from it in order to optimize those decisions.
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Scope of Transtormations

In today’s uncertain economic environment, one might expect banks to tighten their credit eligibility criteria
and even restrict originations. But, when asked about the scope of their CRTs, most survey respondents
(61%) said their transformations are driven by credit originations — i.e., generating new business.

e The scope of majority of transformations include customer originations (61%)
¢ Main areas of transformation are data, analytics and strategy

e Optimizing credit decision making is the main business objective of transformations (72%) has
chosen this as their main reason for transformation) followed by modernization of IT infrastructure
(68%)

e Credit decision optimization capability is a priority to improve with transformation (67%)

“Credit originations is where the business growth opportunities lie and the marginal benefit of better
customer experience is maximized,” Salman said.

Second in line was customer management (50%), while collections and recovery (which would seem a
higher priority in light of the still precarious, post-pandemic financial condition of many borrowers) was
respondents’ third pick (45%). Respondents’ fourth choice was to give equal weight to all the components
of CRT (38%), including customer onboarding, fraud and authorizations.

Meanwhile, with respect to capabilities that have been prioritized in firms’ transformation agendas, survey
respondents pointed to data management (67%) as the top capability, followed closely by modeling/

analytics and strategy design (66%).

Figure 7: Focused Capability Areas
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What's Next?

Pursuing digital transformation of their credit functions is clearly top-of-mind for most banking institutions,

but a majority of them anticipate their institutions continuing to provide a combination of digital and

physical products and services (52%) — their future,

in other words, is “phygital.” That’s likely to be the

case for another decade or more to service older segments of the population wary about doing payments

and other banking services online.

Figure 8: Future Credit Risk Decisioning

5%

Banks foresee using technology to bridge the
digital
as branches and ATMs, providing an interactive

world and customer touchpoints such

experience for customers while reducing the
number of costly full-time employees. To that end,
their branches may give customers the ability to
reach call centers directly, provide mobile charging
stations to facilitate mobile banking, and offer
kiosks to perform smaller banking operations. Such
a customer-centric approach will enable banks to

communicate using clients’ preferred channel.

“When customers do electronic banking for the
first time in a branch, they feel more comfortable
becausethereissomeonetoaskifthere’saproblem,”
Salman said. She elaborates that customers facing
a long line may opt for the in-branch online option
and then decide electronic banking is preferable
moving forward.
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A considerably smaller portion of respondents
foresee a transition to a fully digital (16%) world,
while an even lower percentage (10%) predict a fully
personalized future — one in which banks provide
personalized services to consumers after the digital
transformation is completed.

services,

Combining financial and nonfinancial

meanwhile, is seen as a post-transformation

likelihood by 17% of respondents.

Banks conducted business remotely during the
pandemic by necessity, and now they are exploring
whether and when those costly physical touchpoints
enhance the customer experience. A majority of
respondents foresee reaching their future credit-
decisioning state in less than two years (55%), and
some in the next six to 12 months (17%). A sizable
minority, however, see those efforts taking three or
more years (45%).
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Whether the phygital state remains or whether some or all banking
services eventually are delivered electronically, the ultimate objective
is to optimize credit risk decision-making. That will require adopting
the advanced and prescriptive analytics that help firms determine the
optimal course of action

Salman notes that prescriptive analytics would recommend to a bank
the optimal strategy, for example, to minimize collection costs. The
prescriptive model, however, is based on historical data, so input
from the bank’s collections manager about the current operational
environment may require fine-tuning the model.

While sophisticated technology will play a key role in banks’ credit-
risk decision-making, it will be supplemented by human expertise.
“Typically, this is the case for all optimization outputs,” Salman said.

Overall, banks have made progress in their CRT efforts, but there is still
much work to be done in different areas — including the integration of
Al and ML, the improvement of customer data management and the
optimization of credit decision-making.

Methodology:

The survey was conducted in the first three weeks of July 2022.
The more than 300 participants responded to invitations that
were emailed to a targeted list of GARP members or posted
on the GARP LinkedIn group. The respondents hold a variety
of executive and administrative positions at financial institutions
and related institutions; the largest numbers of responses came
from EMEA (41%) and Asia (39%), and a limited percentage from
North America (15%) and South America (5%). In terms of assets
under management, 29% represent firms with at least $100
billion, 35% those with less than $5 billion, and the remainder
in between.
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ABOUT GARP | The Global Association of Risk Professionals is a
non-partisan, not-for-profit membership organization focused

Global Association
of Risk Professionals

on elevating the practice of risk management. GARP offers the
leading global certification for risk managers in the Financial
Risk Manager (FRM®), as well as the Sustainability and Climate
Risk (SCR®) Certificate and ongoing educational opportunities
through Continuing Professional Development. Through the GARP
Benchmarking Initiative and GARP Risk Institute, GARP sponsors
research in risk management and promotes collaboration among
practitioners, academics, and regulators.

Founded in 1996, governed by a Board of Trustees, GARP is
headquartered in Jersey City, N.J., with offices in London, Beijing,
and Hong Kong. Find more information on garp.org or follow GARP
on LinkedlIn, Facebook, and Twitter.
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ABOUT SAS | SAS award-winning capabilities in analytics, risk
management, and other technology areas have helped customers
across the globe solve their toughest and ever-evolving business
problems. Its unrelenting commitment to innovation enables
organizations across financial services to modernize and sustain
a competitive edge. Through the latest developments in machine
learning, natural language processing, forecasting, and optimization,
SAS supports diverse environments and scales to meet changing
needs. It provides an integrated, enterprise-wide approach for
managing risk, from strategic to reputational, operational, financial,
or compliance-related risk management.

Learn more about how SAS is driving innovation and business value
for risk and finance professionals at sas.com/risk.
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