The Impact of Accounting
Changes on Capital

Presented By
Tracy Harding Tyler Butler

Reviewed: 09/26/17



WHAT ACCOUNTING CHANGES?
Impact on ENe=el

Capital * Leases
e Securities
 Revenue
GREAT! ANY MORE GOOD NEWS?
« Basel Il

e Tax reform?



Presenter
Presentation Notes
Three learning objectives for this session:
To encourage you to perform, and give you factors to consider in conducting, capital modeling in light of certain changes affecting many institutions in the near future
To help you help your borrowers get ahead of one of these rules by considering possible changes in their loan and lease agreements
To help you prepare for a change in an important operating results measure based on the forthcoming revenue rules

I’ll provide a quick refresher on some of these, then Tyler Butler will take us through an example of how they might affect capital at your institution, to get you thinking about the importance of modeling them if it could impact your decision making from a capital planning perspective
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Presenter
Presentation Notes
Our managing principal has started calling me CECL – not sure how I feel about that

Our simplified example from last year will be embedded in Tyler’s presentation as a reminder of the process

This is a significant data gathering exercise, and has to have an impact on capital (if not, your current methodology is almost certainly inappropriate!)

Regulators anxious to hear you have the process underway; they’re worried CECL could cause problems w/ capital requirement compliance, and want to hear about the expected impact in case it means capital rules require revision (my sense – haven’t heard this officially anywhere)

Some things to get used to:
Risk ratings won’t necessarily affect the ALLL
Deterioration in economic conditions won’t necessarily affect the ALLL
Need liability (which reduces capital more, since the denominator doesn’t go down) for lifetime expected losses related to:
Loan commitments – could be a big number!
Lines of credit and credit cards – “unconditionally cancelable” wording worth getting some legal advice on



|

BALANCE SHEET

On balance sheet unless term of one year or less,
LeaseS including extensions

LIABILITY

Equals present value of future payments

ASSET

Treated like premises and equipment for capital purposes

EXPENSE

Expense for operating leases will continue to be
straight-line
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Presentation Notes
Reminders:
Need to include extensions if reasonably assured they’ll occur; remaining utility of leasehold improvements a factor to consider here
Discount at effective borrowing rate – very low for banks, so liability higher than for other lessees

As an important aside, this will be a big deal for some of your borrowers as well; recommend alerting them that they should model the impact and look at the effect on covenant ratios such as D/E, D/EBITDA, etc.; consider need to renegotiate lease and/or loan agreements (remember, from the bank’s standpoint nothing’s changed)





Equity securities

Basel Ill — capital conservation buffer

Tax reform?

Acquisitions?



Presenter
Presentation Notes
Equity securities – under ASU 2016-01, changes in fair value will go through earnings; carveout of OCI from capital calculations thus no longer available

Capital conservation buffer (addition to Tier 1 capital) under Basel III being phased in - .625% of risk-weighted assets each year beginning 1/1/16; full 2.5% phased in 1/1/19

Most of you have deferred tax assets, which will get higher under CECL; those would go down if tax rates are cut, as the future value of chargeoff deductions will be lower

Many of you have done or are doing bank or branch acquisitions; those also tend to increase assets w/o increasing capital

So – Given the various capital requirements (Tier 1, Tier 2, PCA), thinking about how this “perfect storm” affects capital planning is very timely given the effective dates (next slide)



Effective Dates

SEC OTHER PUBLIC NONPUBLIC
CECL 3/31/20 3/31/21 12/31/21
Leases 3/31/19 3/31/19 12/31/20
Equity securities  3/31/18 3/31/18 12/31/19
Capital
conservation 3/31/19 3/31/19 3/31/19
buffer — full
phase-in

Tax reform ? ? ?
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Presentation Notes
(After a pause)  Tell the truth – how many of you compared the dates in this table to your expected retirement date?

Some talk tax reform may be retroactive to 1/1/17



e Uniform set of rules for

recognition of revenue
Reve_n_ue across industries
Recognition

 Includes guidance on
whether an entity is a
principal or an agent



Presenter
Presentation Notes
Since I have you here, I wanted to briefly mention one additional change that hasn’t gotten much attention

This one will affect certain customers (especially, but not exclusively, commercial entities such as software companies and contractors) more than financial institutions

Under principal vs. agent guidance, fees charged in connection w/ loans will likely be noninterest income and expense, rather than being netted as some institutions currently do

See example – not a major impact, but one to prepare users for if it’s important to them; perhaps a planning opportunity to the extent it’s practical for third parties to bill the borrower directly

Tyler will now present the capital impact example


|

Contact Us

TRACY HARDING

Principal
tharding@berrydunn.com

TYLER BUTLER

Manager
tbutler@berrydunn.com



	Slide Number 1
	Slide Number 2
	Slide Number 3
	Slide Number 4
	Slide Number 5
	Slide Number 6
	Slide Number 7
	Slide Number 8

