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Introduction
We have moved into a new year and our earnings goals 
have been reset. The past is the past and the future is 
what’s important today. Our earnings growth bogey 
of ROE net of dividends is required to fulfill the never-
ending appetite for shareholders. If we can’t produce 
market returns for our shareholders, they will take their 
capital some other place to get their return. 

Every little bit of earnings and efficiency gain helps. 
Many financial institutions will seek efficiency gains 
through expense cuts (which often end up having a 
minor impact on the bottom line) and outsourcing back-
office functions, such as payroll. 

But financial institution executives can exact more 
meaningful efficiency gains that also provide a strategic 
advantage for their lending operations by adopting loan 
pathing. 

STRATEGIC ADVANTAGE PLUS 
EFFICIENCY GAINS

What is loan pathing? Loan pathing is the process of 
mapping the path of various loan applications (typically 
for small- to mid-sized loans) based on the application’s 
characteristics in order to improve the handling. Loan 
pathing incorporates software automation and workflow 
management to fast track the strongest applications to 
approval and to fast track the weakest applications to 
either denial or a quickly restructured application that 
meets institutional risk and return objectives and can 
therefore, be approved. 

By speeding up the handling of applications on either 
end of the application spectrum, financial institutions 
ensure the bulk of their resources are utilized for 
evaluating loan applications in the middle risk range. 
These applications in the middle should receive the most 
attention from commercial lenders, credit analysts, and 
approving officers, because making decisions for these 
loans is an art. Making sure loan portfolio returns and 
risk meet institutional objectives is critical, and it is these 
loans “in the middle” that have the biggest potential to 
influence the returns and the risk if not handled properly.

. 

 
LOAN PATHING EXPLAINED

Let’s examine this topic more closely.

Obviously, we as bankers want to originate nothing 
but good loans. That is our ideal goa, but it is not a 
reality in the banking world today. As a result, one of 
our key goals is to make sure loans meet at least an 

“average” loan grade in advance of the next economic or 
market downturn. At a minimum, we do not want to be 
originating loans that clearly represent weak credit and 
excess risk for the return. 

Too often, however, institutions create inefficiencies in 
the loan underwriting process by not differentiating 
between strong and weak loans. Too much time is 
wasted on the strong and weak loans and not enough 
time is spent on loans in the middle risk range. The 
result? A sub-par customer experience across all 
customer types, potential compliance risk, and 
inefficiency that not only wastes resources but can also 
result in loans lost to competitors that can respond more 
quickly.

To simplify the discussion of loan pathing, let’s identify 
the best loans in the market as “Green.” We’ll identify 
weak, non-bankable loans in this discussion as “Red,” 
and loans in between as “Yellow.” 

Loan pathing is the process 
of mapping the path of 
various loan applications 
(typically for small- to mid-
sized loans) based on the 
application’s characteristics 
in order to improve the 
handling.
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Based on this description, it makes sense that financial 
institutions should be spending as little time as 
necessary on the Greens, with a goal of underwriting, 
approving, closing and onboarding these loans as quickly 
as possible. Time is of the essence. If you don’t close this 
loan, a competitor will.

At many financial institutions, however, very high quality 
loan applications scored Green get over-analyzed and 
over-evaluated relative to their risk. In fact, we often 
look at these loans in the same manner as higher risk 
loans, jeopardizing losing the deal and its corresponding 
interest income and cross-sale opportunity. We lose 
these deals through analysis paralysis to the nimble 
competitor who approves and closes the loan faster 
than us. After losing a deal, it is not uncommon for an 
institution to spend time fruitlessly evaluating which 
person or department moved too slowly when inherently, 
the whole process lacked efficiency and speed. 

Similarly, loans categorized by the institution as Red 
should be either restructured in a way to improve the 
loan risk or declined quickly. Responding quickly to 
a prospective borrower where the institution sees no 
potential for making the loan is better than a “slow no” 

-- a lengthy time period where the applicant is expecting 
or hoping for approval but eventually is denied. Investing 
excess time and resources in a traditional underwriting 
process for loans destined for declination is inefficient 
and increases the potential for compliance risk. In many 
institutions, weaker loan applications are either ignored 
or batted around the institution for excessive time 
periods without resolution or feedback to the borrower. 
This is obviously not in the best interests of the borrower 
or the institution. Further, many institutions have weak 
loan declination processes (or documentation of those 
processes), which can create both regulatory compliance 
and reputation risk. Finally, too many institutions work 
exhaustively on weaker loans trying to make the square 
peg fit in the round hole. This grossly inefficient process 
takes time and labor resources away from making loans 
which make money for the institution. When a loan is not 
bankable in its present state, an institution should make 
a speedy decision, respond to the borrower, and move 
on.

Yellow loans, or those in between Green and Red, 
represent income opportunities into which institutions 
should invest time and labor in order to determine 
approval and declination decisions. These may have 
some identified credit weaknesses on initial review and 
may not be clear-cut approvals or denials. It is this 
Yellow loan category where we should focus our best 
lender and credit department resources to maximize 
earnings while managing risk.

SETTING UP LOAN PATHING

One key ingredient for an effective loan pathing process 
is a loan scoring system. All banks use a loan grading 
system, however, not many have a scoring system 
associated with it. Institutions should use a loan scoring 
system to complement their “loan grade buckets.” The 
loan scoring system can provide more granular definition 
for the loan grade, providing key loan and portfolio 
information for establishing trends and potential risk. 
The loan scoring system can also provide a basis for 
the preparation of the credit presentation package, 
associating each color with a range of scores. Strong 
loans categorized as Green may require a shorter form 
credit approval document and package versus a Yellow. 
Red scored loans are processed through the institution’s 
loan declination process.

It makes sense that loan pathing would be tailored 
to the institution’s unique business plan, market 
considerations, and appetite for risk. The most 
enterprising lending solutions incorporate a loan 
scoring system that provides automated scoring using 
institution-specific metrics in order to facilitate loan 
pathing.  Metrics may include items such as global and 
specific cash flow, guarantor strength and management 
experience and collateral coverage.

Such metrics can be adjusted for an unlimited array of 
loan characteristics, including the economic climate, 
institution growth objectives, and capacity of the 
institution. Automated scoring technology can assist the 
loan officer with an indication of the strength of a loan 
knowing consistent and institution-specific risk factors 
have been applied in its scoring. Furthermore, results of 
the automated scoring process can be used on larger 
and more complex loans by loan officers and approving 
officers to provide a starting point for making decisions.
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Using multiple institution-specific quantitative and qualitative metrics, each loan type can be scored using a consistent 
methodology. Loans can be evaluated and compared in the same industry NAICS code or across the portfolio. This 
constant basis in which loans are scored provides the foundation for determining stronger versus weaker loans. Loan 
metrics can be created separately for real estate, commercial and industrial, consumer, ag, and any type of loan group 
the institution cares to identify. As the loans are scored, portfolio trends can be identified, along with risk characteristics, 
and the individual and unique institution metrics can be changed to enable the institution to respond to changing 
economic circumstances, risks, and goals.  

SCORES INFLUENCE THE PATHWAY

Using the scoring system, a financial institution can establish its loan pathing process by creating a customized matrix 
of scores defining Green, Yellow, and Red loans. An example of loan pathing can be shown below where a Green scored 
loan is less than 250 points, a Yellow scored loan is greater than 250 points but less than 550 points and a Red scored 
loan is greater than 550 points.  

Customized Credit Approval Path based on Scoring System

Loan Path
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With a score driving the directional path of the lending 
process, time in underwriting can be spent according 
to the risk profile of the loan. For example, if a loan 
scores Green, processes should be streamlined and loans 
should be accelerated. The credit approval package can 
be shortened to include very basic borrower and loan 
information. A separate short-form credit approval memo 
is often used for these strong loans. Conversely, if the 
loan scores a low Yellow a fuller and more encompassing 
loan package, including a longer-form credit approval 
memo, would be created, encompassing very detailed 
information on cash flow, management, including the 
people standing behind the loan, and collateral. The 
short-form credit approval memo for Green loans can 
be approved by certain key approving officers while a 
longer-form credit approval package for a Yellow-scored 
loan would go through more credit-approval levels. 

Meanwhile, loans identified by the scoring system as very 
weak should be declined with little to no delay. Some of 
these loans can be sent down the loan pathing process 
toward Red during the initial application process with 
qualifying questions, such as whether the borrower has 
had recent bankruptcies, judgments, liens, etc. 

When clear Green and clear Red applications are 
handled efficiently, loan requests that score in the middle 
risk category can be sent down the loan pathing process 
that allows for the most investment of time. These Yellow 
scored loans need to be underwritten closely with loan-
defined weaknesses identified and the loan structured 
to meet institution credit guidelines and policy. A loan 
pathing process that is supported by automated scoring 
and decisioning can provide financial institutions with the 
opportunity and resources to handle each type of loan 
most appropriately. 

CONCLUSION

Financial institutions seeking earnings and efficiency 
gains should look to their lending operations and 
consider adopting loan pathing to gain a strategic and 
financial advantage. By incorporating automation and 
workflow management to map the path of various 
loan applications based on their strength, financial 
institutions can focus resources on applications that 
warrant more analysis and evaluation so they can ensure 
any loan approvals will meet institutional risk and return 
objectives.
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