CECL - The Questions Bankers
are Asking?
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Disclaimer.
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events discussed will occur as anticipated, if at all, or that actual results on the industry will be as expected. Sagewsrkst
responsible for the accuracy or validity of this publicly available industry data, or the outcome of the use of this dataatele

to business or investment decisions made by the recipients of this data. Sageworks disclaims all representations and
warranties, express or implied. Risks and uncertainties include risks related to the effect of economic conditions and
financial market conditions; fluctuation in commodity prices, interest rates and foreign currency exchange rates. No
Sageworks employee is authorized to make recommendations or give advice as to any course of action that should be made
as an outcome of this data. The forwartboking statements and data speak only as of the date of this presentation and we
undertake no obligation to update or revise this information as of a later date.
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The Questions

1. Will I need to segment my portfolio differently than | do now for my allowance
calculation?

What method should | use?
How much data will | need?

Once | figure out my historical loss rate, then what do | do?

W

When is it effective and what should | be doing to prepare?
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Question 1 - Segmentation

AAn entity is required to evaluate loanswithin the scope of the model on aollec-
tive (i.e., pool) basis whenoansshare similar risk chamaderistics.

Alfal 1 ArlsiocbaracerisOEAO AOA 11 O OEI| ElbaAsQhe@ritity OE .
should evaluate theloan individually. The entity cannot ignore avaable exernal
Information such as credit ratings and other credit loss stsstics.
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" These pools should be as granular as possible while maintaining
statistical significance. Management will need to evaluate pools on an ongoing
basis to ensure that the underlying assets continue to exhibit similar risk

behavior.
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Question 1 - Segmentation

Examples of risk characteristics to determinsegmentation
» Internal or external credit score or credit ratings
» Risk ratings or classifications
» Financial asset type
» Collateral type
» Size
» Effective interest rate
» Term
» (Geographical location
» Industry of borrower
» Vintage
» Historical or expected credit loss patterns
» Reasonable and supportable forecast periods
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Question 2 - Methods

One model but many methods (i.e. scalable)
» DCFz projecting future principal and interest cash flows

» EXxpected loss modelg estimating expected credit losses
A Vintage
A Migration
A Loss Rate
A Probability -of-default (modeling)

Understanding and documenting how each segment or pool reacts using various

¥ iodologies will yield more meaningful reserve levels and provide management,
auaitors and regulators with confidence that proper due diligence was performed.
Sorrlle methodologies contain inherent limitations that limit utilization for some loan
pools.
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Question 2 - Methods

DISCOUNTED CASH FLOW

A+ Flexible loss application and
forecasting (loss curve

A+ Less historical datarequired

A- Technical and dataheavy
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Question 2 - Methods

MIGRATION, CUMULATIVE, AND PD/LGD
A+ Valuable portfolio risk management
Insight
A+ Valuable loan/product pricing
Insight
A- Historical data required
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Question 2 - Methods

VINTAGE

A+ Loss curve and declining balance is
Inherent in the calculation

A+ Valuable time specific and strategic
Insights

A- Revolving loans and CRE renewals
create heavy logistical and relevancy
concerns

SﬂUkurks & COMPANY, P.C.




Question 3

- Data

Now
Historical Loss Rates

A Chargeoffs
A Recoveries
A Aggregate pool data

A Beginning balance of
pool

A Ending balance of pool

Future
Expected Loss Rates

A Chargeoffs
A Recoveries
A Aggregate pool data

A Beginning balance of
pool

A Ending balance of pool

o To Do I»

Risk rating by
Individual loan
Loan duration

Individual loan
balance

Individual loan
charge-offs and
recoveries
(partial and full)

Individual loan
segmentation

= New
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Question 3 - Data

3 METHODS FOR DATA COLLECTION

- v

Limited Static Dynamic
method method method

Use your institution’s core to Begin storing core archives in a Use an automated solution to
capture detailed data. Most cores data warehouse. If you don't have  capture and store data for your
go back to an approximate max of the internal IT resources, some institution automatically. It will also

13 months. core providers offer storage, or make the data accessible for
you can seek out a third party reporting purposes.
vendor.
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Question 3 - Data

B Historical Loss
B Migration Analysis
B Vintage Analysis

A Individual loan chargeoffs IS
AlIndividual loan recoveries [IIIID

A Individual loan balances IR B
Alndividual loan pool segmentation il
A Individual loan duration [N
AlIndividual loan risk classification

A Migration of loans between classificatiorj
AlIndividual loan origination dates [

A Individual loan origination amounts ¥
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Question 3 - Data

V The data is labeled appropriately (headers consistently applied and are
understandable)

V Data does not contain duplicates (fields, rows or entities)
V4AEAOA AOA 11 ET AT T OEOOAT AEAO ET OAlI OAO j AscCs:
V Data is stored in the right format (e.g., numbers stored as numbers, zip codes
stored as text)
V The file extracted from the core system is stored as the right file type
V File creation is automated; not requiring manual file creation

V Data is reliable and standardized throughout the institution, across all
departments

V Data fields are standardized and governed to ensure consistency going forward
V Data storage does not have an archiving time limit (e.g., 13 months)

V Data is accessible (usable format like exportable Excel files, integrates with other
solutions)

V Archiving function captures data points required to perform range of robust
methodologies
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Question 4 0O After the Loss Rate

A Adjust for current conditions and reasonable and supportable forecast®r the segment

» Not required to forecast corditions over the cortractual life of the asset. Rather, for the period beyond
the period for which the entity can make reaonable and sugportable forecasts, the entity reverts to his

torical credit loss exyerience.

Practice points:

A Must be supportable

A Must be consistent with other forecast done in bank (ALM, risk management, budget, capital planning, other loan
segments)

A |dentify risk drivers for each loan segment

A Some institutions may start with external forecasts (e.g. Federal Reserve) and adjust this to what the bank sees in their
area of operations
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Question 4 0O After the Loss Rate

Factors to be considered to adjust historical loss information for current conditions and reasonable
and supportable forecasts:

a. The borrower's financial condition, credit rating, credit score, asset
quality, or business prospects

b. The borrower's ability to make scheduled interest or principal payments

c. The remaining payment terms of the financial asset(s)

d. The remaining time to maturity and the timing and extent of
prepayments on the financial asset(s)

e, The nature and volume of the entity’s financial asset(s)

f. The volume and severity of past due financial asset(s) and the volume
and severty of adversely classified or rated financial asset(s)

g. The wvalue of underlying collateral on financial assets in which the
collateral-dependent practical expedient has not been utilized

h. The entity's lending policies and procedures, including changes in
lending strategies, underwriting standards, collection, writecff, and
recovery practices, as well as knowledge of the borrower’s operations or
the borrower's standing in the community
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Question 4 0O After the Loss Rate

Factors to be considered to adjust historical loss information for current conditions and reasonable
and supportable forecasts:

i.  The quality of the entity’'s credit review system
J.  The experience, ability, and depth of the entity's management, lending
staff, and other relevant staff
k. The environmental factors of a borrower and the areas in which the
entity’s credit is concentrated, such as:
1. Regulatory, legal, or technological environment to which the entity
has exposure
2. Changes and expected changes in the general market condition of
either the geographical area or the industry to which the entity has
exposure
3. Changes and expected changes in international, national, regional,
and local economic and business conditions and developments in
which the entity operates, including the condition and expected
condition of various market segments.
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Question 5 0 Effective Dates and Prep

1. SEC Filing Institutions.
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