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Research by McKinsey finds the typical personally owned car sits idle 85% to 95% of the time. Given the
average cost of a new car is about $34,000 that is a huge asset to just leave sitting around. Also of interest
perhaps, in the next 10Ys to 13Ys (by 2030), it is estimated driverless cars could account for up to 20% of total
passenger miles globally. We just found all of this interesting so wanted to share it with you this morning.

Speaking of interesting changes happening now that will impact the banking industry in the near future,
bankers are closely monitoring the new Current Expected Credit Loss model (CECL).

CECL will definitely impact loan loss reserves, which is why so many bankers are trying to figure out how much
to expect and why community bankers are concerned about the impact to this group specifically.

Our analysis begins with a recent Deloitte survey of senior executives at US banks on the subject. It found that
most were expecting more than 10% increases in loan impairments, along with more volatility in profits and
losses going forward.

While the new standard is a one-size-fits-all accounting change that goes well beyond banking, its impacts can
vary greatly. A bank's asset size, the nature of its business and the complexity of its processes all have a major
influence.

Suffice it to say that community banks will be impacted in different ways than bigger regional or national
banks. Further, there will be significant differences even among community banks. As such, it will be important
to understand exactly how your individual business is impacted by CECL.

This new approach to loan loss reserves is a response to the staggering losses during the market crash that
were not buffered by adequate allowances under the accounting practices at the time. CECL attempts to
remedy this issue by shifting from an approach of making allowances when losses are likely to occur, to one
that estimates expected losses over the life of a loan when the loan is originated.

Making such a prediction is data intensive and will likely add to operational costs for banks. In fact, more than
80% of the respondents in the Deloitte survey said they planned to upgrade IT systems to enable the kinds of
predictions required by CECL.

Further, 75% said consumer loan impairments would rise more than 10%, 70% said mortgage loan
impairments would increase more than 10%, and 50% said commercial loan impairments would increase by
more than 10%.

Here again, the banks in the survey had assets of $50B to $200B, so the results are interesting, but how do
they relate to community banks you might be wondering. While the impacts are expected to also be significant
for community banks, how those impacts play out will likely be different.
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The good news for community banks is that in the recent past, charge-offs have been less for banks with
assets below $5B than for those with assets above $50B. For example, from 1997 to 2016, the rolling 2Y
cumulative average charge-off rate for banks larger than $50B was about 204bp vs. only 104bp for banks with
assets less than $5B. That is a huge difference and points to the differences in business model between these
groups. We also note that this difference rises over time, with the rolling 5Y cumulative average charge-off
difference at 280bp in favor of community banks. So, if past experience is any sort of guide, this suggests
larger banks will probably have to set aside more to comply with CECL than community banks.

One note of caution however, is that the nature and complexity of what lies inside a loan portfolio plays a
major role in exactly what a bank must do to meet CECL standards. Given the first round of implementation
rolls out in 3Ys and early implementation occurs in 2Ys, larger banks are already checking their data and
preparing to create more detailed what if scenarios.

Community banks have a bit more time, but the wheels are turning and to get this one right, you will need to
work closely with your accountants to ensure CECL methods are accurately and appropriately applied (and
reflect your unigue business model and loan mix). Doing so now will help you accelerate down the road -
whether you are driving the car yourself or not.
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