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The new Financial Accounting Standards Board (FASB) rules for estimating expected credit losses presents banks with a
wide variety of challenges as they work toward compliance.

New Calculation Methods Require New Data

The new FASB standard replaces the incurred loss model for estimating credit losses with the new current expected
credit loss (CECL) model. Although the new model will apply to many types of financial assets that are measured at
amortized cost, the largest impact for many lenders will be on the allowance for loan and lease losses (ALLL).

Under the CECL model, reporting organizations will make adjustments to their historical loss picture to highlight
differences between the risk characteristics of their current portfolio and the risk characteristics of the assets on which
their historical losses are based. The information considered includes prior portfolio composition, past events that
affected the historic loss, management’s assessment of current conditions and current portfolio composition, and forecast
information that the FASB describes as reasonable and supportable.

To develop and support the expected credit losses and any adjustments to historical loss data, banks will need to access
a wider array of data that is more forward-looking than the simpler incurred loss model.

Internal Data Inventory: The Clock is Running

Although most of the data needed to perform these various pooling, disclosure and expected credit loss calculations

can be found somewhere, in some form, within most bank’s systems, these disparate systems generally are not well
integrated. In addition, many data points such as customer financial ratios and other credit loss characteristics are
regularly updated and replaced, which can make it impossible to track the historical data needed for determining trends
and calculating adjustments. Other customer-specific credit loss characteristics that may be used in loan origination today
might not be updated to enable use in expected credit loss models in the future.

Regardless of the specific deadlines that apply to each type of entity, all organizations should start capturing and
retaining certain types of financial asset and credit data. These data fields must be captured and maintained permanently
over the life of each asset in order to enable appropriate pooling and disclosure and to establish the historical
performance trends and loss patterns that will be needed to perform the new expected loss calculations. Internal data



elements should focus on risks identified in the portfolio and modeling techniques the organization finds best suited for
measuring the risks.

External Economic Data

In addition to locating, capturing, and retaining internal loan portfolio data, banks also must make adjustments to reflect
how current conditions and reasonable and supportable forecasts differ from the conditions that existed when the
historical loss information was evaluated.

A variety of external macroeconomic conditions can affect expected portfolio performance. Although a few of the largest
national banking organizations engage in sophisticated economic forecasting, the vast majority of banks will need to
access reliable information from external sources that meet the definition of “reasonable and supportable.”

A good place to start is by reviewing the baseline domestic macroeconomic variables provided by the Office of the
Comptroller of the Currency (OCC) for Comprehensive Capital Analysis and Review (CCAR) and Dodd-Frank stress
testing (DFAST) purposes. Because regulators use these variables to develop economic scenarios, these variables
would seem to provide a reasonable starting point for obtaining potentially relevant historic economic variables and
considerations from the regulatory perspective of baseline future economic conditions.

Broad national metrics—such as disposable income growth, unemployment, and housing prices—need to be augmented
by comparable local and regional indexes. Data from sources such as the Federal Deposit Insurance Corporation’s
quarterly Consolidated Report of Condition and Income (otherwise known as the call report) and Federal Reserve
Economic Data (FRED), maintained by the Federal Reserve Bank of St. Louis, also can be useful.

Data List for CECL Compliance

Critical internal data elements

The following list should not be regarded as exhaustive, but it does offer a general listing of the types of data that will be
needed to enable appropriate pooling and disclosure as well as to establish historical performance trends and loss patterns
for a portfolio of loans. Differences can exist depending on the type of loan, presence or absence of loan characteristics (for
example, collateral or guarantees), identified risk drivers, and type of expected credit loss method being applied.

STRUCTURAL ELEMENTS AND COMMON RISK IDENTIFIERS e Lessees or renters on commercial
IDENTIFIERS * Risk rating and date of rating changes real estate

« Account or loan number * Credit scores or credit ratings * Income stream or rent on commercial

o Loan type or purpose o North American Industry Classification real estate _

* Borrower/guarantor identities System (NAICS) or Standard Industrial ° Occ‘upancy rate on commercial real estate
e Current balance Classification (SIC) codes * Delinquency counts

e Current number of days delinquent
(current, 30, 60, 90+)

Location of borrower (city, state, zip code)
Location of collateral (city, state, zip code)
Property type or other collateral type

Commitment amount at origination
Origination balance
Origination date

« Renewal date if origination date not reset e Appraised values and dates for collateral COMMON METHODOLOGY

o Maturity date « Collateral coverage (loan-to-value) at DATA ELEMENTS

o Interest rate, type (fixed or variable), origination e Charge-off and recovery amounts by date
and frequency o Current collateral coverage (loan-to-value) and instrument

* Payment type (principal/interest, balloon, * Debt service coverage or debt to income * Periodic segment balances if using a loss
interest only, etc.) ¢ Net operating income (by date and period) rate method

« Lien position and additional debt secured on commercial real estate « Default and cure date (must first define
by property * Expenses (by date and period) on “default and cure” triggers if using a

e Prepayment activity if using complex commercial real estate and other real component loss method)
modeling or supporting life-of-loan estate owned (OREO) o Default reason

Capitalization rate on commercial
real estate

assumptions in simplified methods

Amount outstanding at default



Looking Beyond Compliance

The new FASB reporting standard for credit losses will require banks to present expected losses in a timelier
manner, which in turn will provide investors with better information about expected losses. While this new standard
presents organizations of all sizes with some significant initial compliance challenges, it also can be viewed as an
opportunity to improve performance and upgrade management capabilities.

By understanding the current availability and limitations of portfolio data and by improving the reliability and
accuracy of various data elements, banks can be prepared to manage their portfolios in a way that improves income
and maximizes capital efficiency.

Chad Kellar is a partner in advisory services with Crowe Horwath LLP. He can be reached at 317-208-
2431 or chad.kellar@crowehorwath.com.




