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Executive summary
As the economy recovers, managers of small-business portfolios must always 
remember that their loan portfolios are constantly changing. That’s why it’s critical 
for risk managers to look at their debt holders differently. They must examine 
more closely the behaviors of these owners, especially to predict the potential for 
fraudulent activity and what can be done to minimize losses. This is vital because 
fraud committed by small-business owners, while relatively rare, generates at least 
three times the impact of a conventional fraud loss. An Experian® study of 10,500 
“bad” small-business loans underscores this. By simply amplifying their view of 
their portfolio risk, portfolio managers can gain a more complete picture of their 
small-business owners’ finances to reap bottom-line rewards. This white paper 
explores how, through portfolio management, a risk manager can drive profitability, 
minimize risk and detect fraud. 

Today’s small business lending portfolios reflect the improving economy, and differ 
from those during the recession. This “change is constant” reality explains why 
portfolio managers must look much more closely at the loans and the behaviors of 
their small-business owners to help identify fraudulent activity and other problems 
and, ultimately, to drive profitability and reduce risk.

Looking at portfolio risk differently
Portfolio managers must amplify their view of their small-business portfolio risk  
by looking at the owners differently than they have previously. Specifically, they 
can use an abundance of attributes — more than 900 data points — that capture 
a small-business owner’s financial condition from both commercial data and also 
from personal financial data.

Small businesses truly are a hybrid of the consumer and commercial worlds. In fact, 
53 percent of U.S. businesses are SOHO businesses, an acronym that stands for 
“small office, home office.” 

These SOHO businesses are particularly challenging since a distinction doesn’t 
exist between their “office” and their “business location.” Frequently, consumer 
information is used to evaluate these businesses because they are so small. It’s 
always important to note, too, that small businesses comprise 98 percent of all  
U.S. businesses. 

By looking at an owner’s personal credit data and combining it with the data 
routinely collected on the business itself, portfolio managers get the most  
complete picture possible of a small-business owner’s financial condition. 

This wide assortment of commercial and personal attributes is available from 
Experian, which gathers the information from its vast treasury of financial data. 
Portfolio managers can use this data gold mine more granularly in employing 
simple checks that can signal opportunities for potential fraud and actually  
uncover it. They also can use it to master the key fraud behaviors to better  
detect such activity. 
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A wider perspective is necessary
This is the perfect time to look at small-business owners from a wider perspective. 
Beginning in 2008 and during the steep recession, portfolio managers simply 
retreated to a traditional stance of looking at a small-business owner’s financial 
statements to judge that owner’s ability to repay a loan.

However, with the economy improving, portfolio managers must assume their 
small-business owners’ situations are changing, too. In addition, regulators have 
intensified their scrutiny of small business lending practices loan portfolios, so it’s 
imperative that managers truly know what’s going on in their portfolios. 

For portfolio managers, this puts the focus on the small-business owners’ financial 
statements — and this can prove the tricky part. That’s because many small-
business owners do not have the know-how to produce accurate, complete and 
high-quality financial statements. This isn’t usually an intentional malfeasance by a 
small-business owner; it’s just that they often simply do not have the skill set to put 
together a financial statement. 

Consider, for example, the contractor who desired a small boost in his line of credit. 
When inspecting the balance of receivables he reported on his financial statement, 
it seemed clear he had receivables two times the amount of his credit balance. 

Yet, when asked how he was able to carry those receivables to that degree, he 
replied they weren’t all receivables because he hadn’t actually done that contracting 
work yet. He had listed such projects as receivables when he was awarded the job. 

His accountant hadn’t caught this unintentional deception because the contractor’s 
tax returns reflected work done on a cash basis. The accountant hadn’t looked at  
his receivables. 

What this example illuminates is that portfolio managers must use some new third-
party data to determine a small-business owner’s financial condition — especially if 
the owner is slowing the payment of trade bills. 

The secret is to assess the accuracy of financial statements without requiring a field 
audit, which often proves impracticable and inefficient. This is when personal credit 
reports and the business data that Experian holds on that small business can prove 
most useful. 

The personal credit report, for instance, can quickly determine the use of personal 
credit as well as an owner’s financial behavior toward credit accounts. Sometimes 
the behaviors shown don’t match the financial performance shown. The business 
data also can show whether the owner is paying suppliers on time or stretching out 
such payments beyond the contractual terms.
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Detecting potential credit risk and fraud 
The Experian study and analysis sought to provide better insight into a small-
business owner and to find out specifically if it’s possible to detect potential credit 
risk and fraud emerging from the business by looking at the small-business owner 
through a different lens. The study covered key risk measures: fraud indicators, 
bankruptcies, severe payment delinquencies, liens, judgments and collections and 
in particular, spotlighted the potential for fraudulent activity by financially troubled 
small business owners. It sought to answer the following question: Can a portfolio 
manager minimize the risk, modify the relationship for the better and maximize 
perceived opportunities? 

Experian® identified four different types of fraud that small-business owners employ 
when finances deteriorate and they don’t see legitimate alternatives. In addition, 
fraudulent activities occur when owners are simply in truly dire straits. The fraud 
types include:

•	 Asset-misappropriation	fraud	occurs	when	people	entrusted	to	manage	the	
assets of a business, such as an owner, steal from it. It’s often known as  
insider fraud. Typically, the assets stolen are cash or cash equivalents, such  
as credit notes. 

•	 Financial	misstatement	is	the	act	of	giving	false	information	deliberately	to	
someone, especially to persuade him or her to enter into a contract; it also  
can be a statement that provides false information. 

•	 Operational	fraud	is	the	risk	of	incurring	fraudulent	losses	to	assets	 
because of a business’s exposure to deception, theft, diversion and other  
acts of mismanagement. 

•	 Corruption	involves	wrongdoing	through	means	that	are	illegitimate	or	
incompatible with ethical standards. 

Experian also looked at the predictors for such behavior among its scoring 
measures. Among them were the following:

•	 VantageScore®: This credit score, developed jointly by the three major credit 
reporting agencies, provides a more accurate and consistent picture of a  
person’s credit history.1 

•	 BustOut	ScoreSM: Experian designed this measure using credit data to detect a 
deliberate and patient form of fraud, known as “bust-out” and “sleeper” fraud, 
before serious losses occur. Bust-out occurs when a consumer applies for credit 
and uses it with the intent of maxing it out and eventually disappearing. 

•	 IntelliscorePlusSM: Experian’s strongest business-risk score predicts the likelihood 
of serious credit delinquency within the next 12 months based on business and/
or owner/guarantor risk factors. 
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There is a real link between a business owner’s behavior as a consumer and the 
business’s future. 

The results of the study showed that a clear correlation exists between the small-
business owner and the way that he or she behaves as a consumer and the future 
direction of the business.

The chart below is for Experian’s BustOut ScoreSM and illustrates that the higher 
scores (for example, 151 or higher) have a clear correlation to bankruptcies. 
Indeed, compared with the national average of 10 percent of all businesses that go 
bankrupt, 6 percent of them are captured in the higher (more fraud risk) category. If 
you looked at the approximate upper third of the score range, nearly 60 percent of 
the bankruptcies would be captured.

Correlation of BustOut Score and bankruptcy risk
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The chart below illustrates the relationship between bankruptcy risk and 
VantageScore	(higher	number	equals	lower	credit	risk).	Nearly	50	percent	of	the	
bankrupts	are	being	captured	in	the	501	to	600	VantageScore	score	range.	Again,	a	
review of the consumer behavior captured these bankruptcies early on. 

Correlation of VantageScore and bankruptcy risk
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The study also found that “profiles” can be established as well to define potential 
risks in small-business owners when looking at individual Premier Attributes.SM

Percentage of consumers with worst present status on a revolving bankcard  
trade reported in the past six months less than or equal to 90 days past due

Overall Bankruptcy

Mean value 8.1% 47.9%  

For example, those in the category “percentage of consumers with worst present 
status on a revolving bankcard trade reported in the last 6 months >= 90 DPD” 
versus those who did not were six times more frequently associated with those 
small-business owners who filed bankruptcy than those who did not.

Additionally, those consumers who fell into the category “percentage of consumers 
with 1 or more external collection inquiries made in the past 12 months” were nearly 
four times more likely to be linked with those small-business owners who filed 
bankruptcy than those who did not.

Percentage of consumer with more than one external collection inquiry made  
in the past 12 months

Overall Bankruptcy

Mean value 8.2% 37.4%
 

From the study it is evident that a profiling aspect can be applied when looking at 
the small-business owners and comparing them to a standard population for risk. 
The appearance of certain credit attributes in some small-business owners would 
indicate a higher likelihood of potential loss. 
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In summary, the study found that: 

•	 Using	the	business	owner’s	credit	to	predict	the	business’s	likelihood	of	
bankruptcy or default clearly proves to be a strong tool. 

•	 VantageScore,	which	has	a	bankruptcy	segmentation	split,	served	as	a	very	
strong indicator on its own. 

•	 Premier	Attributes	show	strong	correlation	and	could	be	overlaid	on	the	score	
models to further segment the bankrupt accounts.

•	 A	desperate	business	owner	probably	is	willing	to	compromise	his	or	her	own	
personal credit to save the business. This is why the business owner’s credit  
is a good predictor of the business’s future performance.

Using the study’s findings to mitigate fraud risk and impact
How can an institution use these findings to minimize the risk and the impact  
of fraud? 

First, it can improve the management of its capital and liquidity by aligning their 
measurement. To improve capital efficiency, an institution can introduce credit-risk 
models for monitoring; maximize market-risk models, including a comprehensive-
risk measure; and improve loan-loss provisions. 

It also can address subpar liquidity and funding by centralizing liquidity 
management at the corporate level; developing a more accurate view of its  
liquidity position; and developing a funding plan as part of the overall corporate 
planning process. 

A balance-sheet restructuring also can pay dividends by helping to improve the 
quality of capital, better managing the balance sheet and reducing long-term 
funding costs. 

Conclusion
Small-business portfolio managers must use a bigger umbrella to ensure they are 
driving profitability and minimizing risk.

Experian’s extensive data bank of commercial and personal data is an increasingly 
essential weapon to use to detect brewing financial problems and even fraud. Using 
this data also empowers lenders to be a potential partner in helping to resolve 
concerns of small-business owners. Lenders can give them a better choice when 
business plans do go awry.
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