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Internal Memo (Confidential)

To:		Fintech Founders and GTM Leaders
From:		Allan Rayson, Finov8r Consulting
Date: 		Thursday, August 30, 2024
Subject:	SMB Journey Scoping: risk and return outcomes banks and credit unions need relative to banking small and mid-size corporates in the U.S.

Overview
Community and Regional Banks and Credit Unions generally attempt to segment commercial clients based on gross revenue size. Often the segmentation is defined as one of three major categories including:
1. Business Banking: (or Small Business Banking) is generally defined as under $20MM in gross revenues
2. Middle Market Banking: Mid-Market is defined as over $20MM in gross revenues up to approximately $500MM in gross revenues.
3. Specialty Finance: Specialty finance could be a wide range of gross revenues, but specific to a certain industries like technology, healthcare or even specific types of lending like equipment finance.
These segments tend to employ Bankers who have subject matter expertise in those defined areas, but the back-office (including the credit approval function) is more general in nature.

Outcomes for the Bank
Despite which segment a bank or credit union is focused on, the most important outcome the bank is focused on relates to one of two common themes:
1. The ability to “cross-sell” the relationship into other areas of the bank: examples include Treasury Management, Foreign Exchange Services, Business Card Spend Management and Merchant Services (in addition to cross-selling consumer-oriented products and services like mortgage and consumer loans). Cross-selling also generates new revenue for the bank, which enhances ROA and ROE. Cross-selling also benefits the bank because relationships tend to be “sticky” and churn is very low. 
2. The ability to source inexpensive commercial deposits. The cheapest form of funding for a bank comes from various segments within the small and middle-market spectrum. Generally, a bank is not paying interest on these accounts, but rather compensating the client by “waiving” fees associated with other services, which include commercial digital banking or volume-based fees associated with money movement. This practice is known as Account Analysis.
Note: it is important to note that for a bank to have the opportunity to source deposits they often must first extend credit to the business (to the extent the business has a capital need). Once the loan is approved and funded, banks and credit unions then bring in treasury sales partners to evaluate the cash management needs of the business. To the extent the loan is declined (or specific rates, terms and conditions of the client are not met), the bank or credit union will generally not have the opportunity to win additional business.

Risk vs. Return Methodologies
Banks are constantly managing the risk vs. return dynamic in virtually everything they do. This applies to amount of risk they want to incur from a fraud perspective, regulatory perspective and from a loan portfolio perspective (relative to lending money to SMB and Middle Market corporates). The outline below helps frame how a bank evaluates risk at the individual client level (specifically the risk of or probability of actual loss should a company default). 
· Gross Profit Trends: Gross Profit less Cost of Goods Sold expressed as a %
· Net Profit Trends: Bottom line net profit for the period
· EBITDA Trends: Earnings before Interest, Taxes, Depreciation and Amortization
· Pre-Transaction Debt Service Coverage: EBITDA and Balance Sheet - Total Debt Service
· Post-Transaction Debt Service Coverage: EBITDA and Balance Sheet - Total Debt Service
· Pre-Transaction Leverage: EBITDA and Balance Sheet - Total Debt Service
· Post-Transaction Leverage: EBITDA and Balance Sheet - Total Debt Service
· Asset Margin Parameters: LTV, LTC on CRE or Borrowing Base Parameters on C&I
· Net Worth Trends (Balance Sheet)
· Concentrations: client concentrations, specifically

Important Traits of Treasury Management (Cash Management)
Banks and Credit Unions tend to white label treasury management services they have purchased from digital banking providers like Q2, NCR, Alkami and others. Typical spend for these products (depending on asset size of the bank or credit union) are high six figures or low seven figures annually. Banks and credit unions are typically seeking at least a 30% margin on treasury services, but some products like positive pay may be much higher (50-70% because the demand is higher). Banks and credit unions are generally seeking capabilities that will allow for: 

· Digital Onboarding of a Client: banks and credit unions are using spreadsheets to take a client through the sales process, which then must be keystroked into the treasury technology during the onboarding process.
· Money Movement Functions: including checks, wires, ACH
· Entitlements: allowing a client to determine who they allow capabilities to and the dollar amount of approval they allow (ex. a wire or ACH of $100,000 will have a more streamlined approval chain than a $1,000,000 wire)
· Digital Account Opening: complex process that involves onboarding, diligence checks including KYB, AML, OFAC, Beneficial Ownership and funding.
Explanation of Account Analysis
Account analysis in treasury management refers to the detailed examination of commercial bank accounts to evaluate their profitability and assess the fees charged for various banking services. This process helps both banks and their commercial clients understand the value and costs associated with the account relationship. 

Key aspects of Account Analysis include:
1. Fee calculation: banks calculate fees for services like wire transfers, check processing, and cash management.
2. Earnings credit rate (ECR): an interest-like credit given on account balances to offset fees.
3. Account statement: detailed monthly report showing all services used, fees charged, and how ECR was applied.
4. Pricing optimization: banks use this data to optimize pricing strategies for corporate clients.
5. Performance evaluation: corporates use it to assess bank relationships and negotiate better terms.
6. Cost allocation: helps businesses allocate banking costs across different departments or subsidiaries.

Segmentation of Accounts
3. Operating and Excess Funds, Non-Analyzed Accounts: there are several scenarios where accounts do not get included in the Analyzed Accounts profile. These accounts include excess funds accounts that for whatever reason do not get included in the Account Analysis rollup. 
4. Excess Funds, Analyzed Accounts: these are accounts for small and mid-market clients where the bank is holding enough operating funds to completely offset any fees owed by the client, but the client still has funds over the threshold. 
5. Operating Funds, Analyzed Accounts: these accounts represent funds needed to offset fees in an account analysis scenario. 

Product Expectations for SMB Journey (and Bundling Other Fintech Product)
There are numerous product expectations related to the SMB Journey including:
1. The ability to generate non-analyzed and analyzed account deposits, which generally come from new client acquisition and the acquisition of new logos
2. The ability to acquire new clients where the bank can initially extend credit (“loans”), but immediately following be able to “cross-sell” the relationship in other areas of the bank as outlined above.

Road Mapping Exercise with the Bank
Selling fintech product to a bank must be done in the context of a roadmap to a certain outcome. Roadmaps need to be developed by the fintech and delivered as part of the sales process. Components of the roadmap should include, but not be limited to:
1. Current State: includes financial evaluation including an evaluation of the client set (both commercial and consumer), technology stack evaluation and FTE evaluation. This evaluation helps a bank understand where they are today to understand what is possible in the future.
2. Future State: future state takes the learnings from the previous to help a bank evaluate where they need to be in the future from a financial perspective, technology perspective and FTE perspective. Developing the future state is done in the context of the outcomes the bank wants to produce.

Potential Pricing for SMB Journey
The expectation is that contract values will be higher for the SMB Journey than those from the consumer application of the product. More research is necessary related to pricing the SMB product.

Segmenting Banks to Focus on SMB
1. Overall Revenue Mix: both interest income and fee generation
2. Deposit Mix: consumer vs. commercial deposits
3. Number of Clients: number of clients on both consumer and commercial side of the bank
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