Bridging the Capital
Access Gap

A Curriculum for Lenders, Business Development
Organizations, and TA Providers
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Underwriting Basics
(Modules 5 - 8)

What is Underwriting? (Module 5)
Five C’s of Credit (Module 6)
Understanding Credit (Module 7)

Debt Service Coverage (Module 8)

MODULE 6: 5 C’'S OF CREDIT
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Five C’s of Credit




5 C’s of Credit:
What You’ll Learn

Introduction to the five buckets of information
lenders use to make a loan decision:

* Capacity

Character

Collateral

Capital

Conditions
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Five C’s and Underwriting

Lenders evaluate loan applications and supporting documents
based on their “credit box” or underwriting criteria.

“The five C's of credit is a system used by lenders to gauge the
creditworthiness of potential borrowers. The system weighs five
characteristics of the borrower and conditions of the loan,
attempting to estimate the chance of default and, consequently,
the risk of a financial loss for the lender.”

2 Investopedia
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What are
the Five C’s?

Conditions  Capacity

Capital Character

Collateral
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Capacity: Cash for Debt Service

* To lenders, “capacity” means debt service coverage.
* In other words, cashflow.

* |s the applicant’s available cash — after expenses —
greater than the new loan payment?

* Lenders want to see that the applicant can
make the new loan payment with a cushion.
Usually 1.25 or 125% of loan payment.

* There are several ways lenders calculate this and
we cover two examples in Module 8.
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Determining Cash Capacity

Conventional Lenders _/\_ Mission-Based Lenders
* Use historical performance | ‘ N ‘ | - Look at recent months or |\~$ ‘
(past 2-3 years) to determine S =

even projections to determine

cash capacity cash capacity.

* Rely on financial statements —

* They rely on bank statements
Profit & Loss and Balance Sheets.

and cash flow projections.

* Look to the business to repay
the loan.

* Are more likely to consider
personal sources of repayment.
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For early-stage businesses...

There are potential sources of cash in
addition to the business:

* Part-time or “day job” income
* Spouse’s income
* Child support or alimony payments

* Disability, retirement, workers comp payments

®

GLOBAL CASH

(Personal income + business income)

(Personal expenses + business expenses)
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Character Part |: Credit History

* Most people’s credit history is captured in a Credit Report
O

* Most likely a personal or consumer credit report

* There are many different approaches to the
credit report, but the most common are:

— FICO Score

— Slow Pays & Collections

— Amount of Credit Used/Available
— Total Debt Service
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Learning more about credit

Credit history is one of the most important elements
for qualifying for a loan.

* It is also one of the biggest barriers to access to capital
for many in our communities.

* Please watch Modules 7 and 12 for more detailed information
about credit reports, their use in loan underwriting, systemic
credit reporting barriers and improving credit.

* Credit Builders Alliance: building the capacity of their nonprofit members
to help their clients build credit and enter the financial mainstream.
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http://www.creditbuildersalliance.org/

Character Part Il: Reputation

Mission-based lenders often assess character more broadly:

* Non-traditional credit history: rent payments, utility payments,
insurance premiums, bank account history

Industry and business ownership experience; work history

Training completed

Reliable communication

Stick-to-itiveness
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Collateral: Assets to Guarantee the Loan

Assets that are pledged to guarantee or secure a loan. Lender places a

lien on assets so that they can sell them in case of default. ‘

More conventional lenders take secure assets such as
real estate, vehicles, or large equipment. Asset value must be
at least equal the loan amount.

* Mission-based lenders will take a blanket filing on all business
assets. Asset value can be substantially less than the loan amount.

* Some lenders require a personal guarantee: a legal promise to repay
credit issued to a business from personal sources.
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Capital: Personal Investment & Net Worth

Lenders want to see that owners have investment some
of their own money into the venture. It shows you have
some “skin in the game.”

* Cash to invest in the project.

Previous investment in the business.

Down payment on equipment. m

“Grandfathered” in business assets.

Re-invested profits from previous years.
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Conditions: Factors that Affect Repayment

Lenders will analyze economy, industry sector, business plan and financials.
Some conditions are within the borrower’s control, some are not.

* What are the overall regional and national economic conditions?

What is the loan structure: rate, term, and amount?

Is the industry high or low risk? Portfolio concentration/diversity?

Does the application make clear the market for the business and
the purpose for the loan?

What are the business’ trends: Growth or decline? Margins?
Stable supply chain?
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UP
NEXT

Underwriting Basics
(Modules 5 - 8)

What is Underwriting? (Module 5)
Five C’s of Credit (Module 6)
Understanding Credit (Module 7)

Debt Service Coverage (Module 8)

UP NEXT
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LISC Capital Access Training Modules

o
~

—
i $

CHAPTER 1
Lending Landscape
(Modules 1 - 4)

1 Lending Landscape
2 When to Borrow

3 Finding the Right
Lender

4 Building Relationships
with Lenders
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CHAPTER 2
Underwriting Basics
(Modules 5 - 8)

What is Underwriting?
Five C’s Overview

Understanding Credit
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Debt Service Coverage
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CHAPTER 3

The Best Version of
the Business

(Modules 9 - 14)

9 Quality Applications

10 Startups vs
Existing Businesses

11 Loan Ready vs
Not Qualified

12 Improving Credit

13 Improving Debt Service
Coverage

14 Collateral

CHAPTER 4

Preparing for the
Next Level

(Module 15)

15 Preparing for the
Next Level
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CHAPTER 5
Resources for
Professional Development

(Module 16)

16 Resources
for Professional
Development
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Thank you for joining us!

Presenter: Susan Brown

Business & Nonprofit Development
Microlending & CDFI Capacity Building
Online Program Design
susanrileybrown.com

Together with residents and partners, we forge
resilient and inclusive communities of opportunity
across America—great places to live, work, visit,
do business and raise families.

Learn more at: lisc.org
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ICIC drives inclusive economic prosperity in
under-resourced communities through innovative
research and programs to create jobs, income,
and wealth for local residents.

Learn more at: icic.org
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