Question 1 
What is the “provision”?  How does it differ from the Allowance(ALLL) ?  What is the difference between expected and probable/incurred  losses– does it matter?
Question 2 According to the WSJ – are community banks happy about the change?  Is there a difference with Candaian banks? What impact will it have on large banks in 2020?
https://www.wsj.com/articles/coronavirus-could-affect-how-companies-forecast-credit-losses-11583345972
What impact is covid having on CECL implementation?

Question 4 

Why is the SEC against banks holding “excessive” reserve?  Do bank regulators like more or less?

https://www.wsj.com/articles/this-is-not-a-normal-recession-banks-ready-for-wave-of-coronavirus-defaults-11594746008
What impact has covid had on provisioning?

(more when we discuss QBP next week)

Question 6

What is a “legal provision” – give an example?
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For Banking Investors, Credit Is Due

A change in loan-accounting rules may shift the focus from rates to credit for bank stocks, especially consumer lenders

Loan DangerValuations of some of the biggest consumer lenders have dipped recently.Forward price/earnings ratiosSource: FactSet
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Credit risk was mostly a nonfactor for banking investors in 2019. It was all about interest rates. The new year might be a different story.

This isn’t to say that the long-awaited “normalization” of default rates on loans to consumers and businesses will suddenly arrive, at least not without an accompanying recession.

But a technical tweak to the way lenders account for loan losses will nevertheless force investors to reckon with banks’ long binge on consumer credit, and what that might mean over a complete economic cycle.

Starting in 2020, most big lenders will have to follow a new standard for how they reserve for potential losses on loans, called current expected credit loss, or CECL. Previously, when lenders booked new loans, they typically reserved capital for anticipated losses over the next 12 months. Under CECL, they will have to reserve for expected losses over the lifetime of the loan.

In practical terms, that will mean noisy first-quarter 2020 earnings reports, as lenders make one-time adjustments to reserves. Analysts at Keefe, Bruyette & Woods forecast a median 36% reserve increase for the companies they cover, translating into a 7% increase in 2020 provision expenses, and around a 1% drag on earnings per share. But in economic terms, CECL only shuffles the timing of reserves, not the ultimate amount, to say nothing of realized losses. From a long-term investors’ perspective, it is in theory a wash.

So investors wouldn’t be totally misguided to mostly ignore all of this—as long as the lender can absorb the hit to capital without needing to raise more equity to meet regulatory requirements.


Share prices of a group of the largest consumer-lending banks—such as Capital One Financial, Discover Financial Services and Synchrony Financial—rose about 30% in 2019. PHOTO: RACHEL WISNIEWSKI FOR THE WALL STREET JOURNAL
There is a bit more to the story, though. From now on, new loans will require more reserves upfront. Banks that are counting on operating at a level close to their regulatory capital minimums might have more trouble managing to these levels, either affecting their ability to return capital or to make new loans.

In addition, estimates of required reserves will continue to fluctuate, despite banks’ best estimates of their potential lifetime losses. As Morgan Stanley banking analysts put it in a recent note, “banks do not have perfect foresight.” Morgan Stanley and other analysts believe CECL could actually increase the volatility of reserve levels during economic downturns as banks are forced to make quicker adjustments to their estimates.

It also is worth considering where the credit cycle stands. Normally, the impact of CECL might be somewhat muted, since riskier loans are mostly short-term anyway—asking banks to reserve for the whole length of the loan doesn’t change that picture dramatically. But with lenders having enjoyed a long, placid cycle, they are now doing things like extending the duration of auto loans by years, and making more unsecured personal loans that usually go to lower-rated borrowers. So this might be an especially touchy time to start turning over rocks in loan and card books.

Accounting Rule Maker FASB Rejects Proposal on Loan Losses

FASB’s rejection of a regional bank plan means a new loan-loss rule will go forward next year
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JPMorgan Chase has estimated that the rule would lead it to increase reserves by $4 billion to $6 billion. PHOTO: SPENCER PLATT/GETTY IMAGES
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Accounting rule makers on Wednesday rejected a proposal by regional banks to soften the impact of a change that will force banks to book losses on soured loans much faster.

The rejection means the accounting change - known as CECL, for current expected credit losses - will go forward as planned at the start of 2020 for publicly traded U.S. banks.

CECL will require banks to record all expected future losses on their loans as soon as they are issued. That will force some banks to boost their loan-loss reserves, cutting into earnings and regulatory capital.

Regional banks like Capital One Financial Corp., COF +0.60% 

 HYPERLINK "https://www.wsj.com/market-data/quotes/BBT" BB&T Corp. and Regions Financial Corp. RF +0.45% had argued the need to book losses up front would discourage lending and worsen any future economic downturn. They have pressed their case with members of Congress and regulators, and last fall they urged the Financial Accounting Standards Board, which sets accounting rules for U.S. companies, to modify CECL to lessen its impact on earnings.

But the FASB voted down that idea Wednesday. FASB members said the banks’ proposal wouldn’t provide enough benefits to justify the cost, and that they had previously considered and rejected similar ideas.

Under the banks’ proposal, only reserves for the first 12 months’ worth of expected loan losses, instead of all future losses, would have been counted against a bank’s net income. But the idea “just wasn’t operable,” said FASB member Hal Schroeder.

A BB&T spokesman declined to comment; Capital One and Regions couldn’t be reached for comment. Michael Gullette, an American Bankers Association official, said the FASB’s rejection doesn’t resolve “significant concerns about the impact this accounting change could have on banks and their ability to lend.” A comprehensive study of CECL’s effects is needed to address those concerns, he said.

The FASB adopted CECL in 2016, prompted by criticism that banks had booked losses too slowly after the 2008 financial crisis, because current rules call for banks to recognize losses only after there is evidence the losses have actually occurred. That had left investors in the dark about banks’ true health, critics said.

Booking all expected future loan losses immediately means some banks will have to add substantially to their loan-loss reserves when CECL takes effect. JPMorgan Chase & Co., for instance, estimated in its annual report that the rule would lead it to increase its reserves by $4 billion to $6 billion, or 30% to 45%. Citigroup Inc. has estimated a 10% to 20% increase in its reserves, which would be $1.2 billion to $2.5 billion.

The FASB’s move is separate from a step banking regulators took in December, when they agreed to allow banks to phase in CECL’s impact on their regulatory capital over three years.

Write to Michael Rapoport at Michael.Rapoport@wsj.com
Community Bankers Sound Off on Loan-Losses Accounting Plan

Financial Accounting Standards Board wants more reserves set aside should loans go bad

By 
MICHAEL RAPOPORT
Updated Feb. 4, 2016 11:58 p.m. ET

5 COMMENTS
Community banks are giving an earful to those who make accounting rules.

Bankers sounded off Thursday on a proposal from the Financial Accounting Standards Board that would require firms to record loan losses much more quickly than they do now, setting aside more in reserves to protect themselves if the loans go bad.

The idea, discussed at a FASB meeting in Norwalk, Conn., is intended to require banks to be safer and disclose more about their risks, following a wave of bank failures during the financial crisis.

Nationwide, a total of 440 banks failed between 2009 and 2012, almost all of them community banks, regulators say. But many community bankers say the accounting change is unnecessary because they are close enough to their customers to know the credit risks.

ENLARGE
Comptroller of the Currency Thomas Curry has supported the FASB plan for community banks.PHOTO: CARLOS BARRIA/REUTERS
Timothy Zimmerman, president and chief executive of Standard Bank, a community bank in Monroeville, Pa., just east of Pittsburgh, said he is concerned his business could be severely crimped if the standards board follows through on its plan. He worries that it could force community banks such as his to use complex, expensive models to calculate how much they should book on loan losses.

“Every dollar I spend on a model is a dollar I won’t lend,” Mr. Zimmerman said in an interview. Big banks may be able to adapt, he said, but the new method will place too great a burden on community banks and the towns that rely on them.

“We are not systemically important, but we’re important to a lot of communities around the U.S.,” he told FASB members, regulators and auditors at the meeting.

Advertisement
Mr. Zimmerman isn’t alone. At the roundtable, community bankers and their advocates slammed the FASB as out of touch with small banks and heedless of the impact of its plan.

If the plan is enacted, some ​smaller banks “​are out of business,” said James Kendrick, vice president of accounting and capital policy for the Independent Community Bankers of America.

The FASB defended its proposal and said some of the community bankers’ concerns were overblown, but the board’s members said they welcomed the dialogue. The roundtable was an “insightful discussion that resulted in what we believe is an improved understanding” of the board’s proposal, FASB Chairman Russell Golden said afterward. ​

Some banking regulators support the proposal.  Thomas Curry, who oversees the Office of the Comptroller of the Currency, has called it “sound” and “preferable” to existing policy, though he also said he was “concerned” about the potential impact on community banks.

Currently, banks don’t record losses on bad loans until there is evidence a loss actually has occurred, but many observers believe that approach led banks during the financial crisis to record losses in a way that was too little and too late. The FASB proposal, which has been pending since 2012, would require banks to book losses and set aside reserves based on future projections on whether the loans will go bad. Moreover, it would force banks to record the projected losses expected over the lifetime of a loan as soon as the loan is made.

That could cause banks to significantly boost their loan-loss reserves, cutting into their profits. Estimates vary widely, but the OCC estimated in 2013 that the FASB’s proposal would lead banks to boost reserves by 30% to 50% industrywide.

If that happens, community banks say, they might have to cut back on lending. They also contend the new method would require them to use and pay for complex models for projecting loan losses that are beyond their resources, though the FASB insists that won’t be necessary.

Larger banks have the capability to use sophisticated models, said Michael Gullette, vice president of accounting and financial management at the American Bankers Association. But community banks “can’t put the resources in.”

Community banks’ concern about the new rule follows struggles with the impact of new regulations stemming from the Dodd-Frank Act. Both community banks and larger banks also have had difficulty increasing profits in recent years because of low interest rates.

Mr. Zimmerman, whose bank has $467 million in assets, says Standard Bank knows its customers “on a granular level” regardless of what a model might tell them about how much the bank should book in loan losses. For instance, he says he knows a party store that borrows from Standard “is going to have a blowout year” because golf’s U.S. Open is coming to the Pittsburgh area in June, and people will be holding parties and renting party equipment.

“There’s no point in my running a model that isn’t going to give us better information than we’ve already got,” Mr. Zimmerman said.

Write to Michael Rapoport at Michael.Rapoport@wsj.com
FASB Proposes (Too?) Early Loan Loss Recognition
Notes from the Vault
Larry D. Wall
August 2013

Investors overwhelmingly prefer a change in loan loss accounting rules that could increase a bank's loan loss allowance by an estimated 50 percent, according to the Financial Accounting Standards Board (FASB) Feedback Summary released in early July. One of the more important changes by thisFASB proposal on credit losses would be to replace the current "incurred loss" model, in which loan losses are not recognized in financial statements until it is probable (based on current information and events) that the loan is impaired. This standard was criticized by the Financial Crisis Advisory Groupas delaying the recognition of loan losses and overstating asset values during the financial crisis. The proposed new standard (in paragraph 825-15-25-1) would require banks to hold a loan loss allowance equal to the expected loss over the life of the loan, using all currently available information, including "reasonable and supportable forecasts." This change would force earlier loss recognition, with banks required to start provisioning for a loan loss at the end of the period when the loan was made.

An example of the change
I show the impact of changing from "incurred loss" to "expected loss" with a simple example. Suppose a bank makes a $10 million loan during the first period for which it estimates a probability of default of 1 percent. If the loan goes into default, the expected loss is 40 percent, or equivalently the bank expects to recover 60 percent of the value of the loan. Then suppose something bad happens to the borrower and the probability of default increases after the end of the first period but before the end of the second period. Exactly how much of an increase cannot be determined precisely, but a reasonable estimate is that the new probability of default is somewhere in the range of 70 percent to 90 percent. The following table illustrates the effect of the change:
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The bank does not create an allowance (sometimes called a reserve) at the end of the first reporting period for the loan under the "incurred loss" model. No reserve is permitted because a credit loss is not "probable." In contrast, under the "expected loss" model, the bank must increase the allowance for the full value of the expected losses over the life of the loan at the end of the first period. The result is that the bank will report provisions of $40,000 ($10 million x 1 percent x 40 percent), and reduce its pretax net income by $40,000 under the expected loss model relative to the incurred loss model.

At the end of the second reporting period, the bank still does not recognize any loss in the incurred loss approach as long as bank management estimates the likelihood of default to be less than probable. Current accounting standards (Accounting Standards Codification 310-10-350-18) state, "Probable is a higher level than more likely than not," but otherwise leaves the term ambiguous. Scott Taub, former deputy chief accountant at the U.S. Securities and Exchange Commission, says that in practice the term "probable" is generally interpreted as "something in the neighborhood of 75 to 80 percent." Applying these requirements for probability of default suggests the bank would report no loan loss allowance even if the probability of loss was 70 percent. However, if bank management determines that default is probable, the bank must increase its loan loss allowance by the amount of the impairment. In this case, the impairment is the difference between the recorded investment in the loan and the present value of the expected cash flows (as may be proxied by the observable market price of the loan). As the bank had not previously created an allowance for this loan and the market price of the loan would decrease by the amount of the expected loss, the bank reports an increase in its loan loss provision and a decrease in its pretax net income of $3.6 million. Thus, the difference between management determining there is a 70 percent probability of default and a 90 percent probability of default is a decrease of $3.6 million in pretax accounting net income for the second period. 
 
The accounting for the loss is very different under the expected loss model. The new allowance for this loan will range from $2.8 million if bank management thinks the new probability of default is 70 percent to $3.6 million for a 90 percent probability of default, a $800,000 difference. Moreover, because the bank had created a $40,000 allowance when it made the loan, the loan loss provision (and reduction in pretax net income) is reduced to the range of $2.76 million to $3.56 million, depending upon the estimated probability of default.

This example highlights three important ways in which the proposal would change loan loss accounting. First, when the loan is made the bank recognizes no loan losses in the incurred loss model but recognizes an immediate loss in the expected loss model. As a result of this change plus other proposed changes in loan loss accounting, FASB Chairman Leslie Seidman said in an interview that many larger financial institutions have estimated a 50 percent increase in their loan loss allowance.

Second, the effect of relatively small changes in probability can have a huge effect on loan loss provisions in the incurred loss model, with any estimated probability of default below 75 percent to 80 percent resulting in no loss, whereas any estimated probability of default above this range would require a provision equal to the expected impairment. Third, changes in the estimated probability of default under the expected loss model will change a bank's required allowance, provision, and pretax net earnings. However, there is not the big threshold effect that exists between probable and less than probable in the incurred loss model.

The proposal's impact on banks
The proposed accounting change per se does not change the underlying economics of the loan. Borrowers still have the same legal obligation to repay the loan regardless of how the bank accounts for the loan. Moreover, contrary to occasional claims that banks set aside cash to cover their loan loss allowances, lenders are not obligated to hold any more cash. Rather, the significance of this proposed change in loan loss accounting arises from how banks, bank supervisors, and investors respond to changes in financial accounting.

An accounting change that forces higher loan losses would effectively represent an increase in banks' equity capital requirements under existing regulations. Existing capital regulations require banks to fund part of their assets with equity (shareholder funds), which includes earnings that have not been paid out to shareholders (retained earnings). An increase in banks' loan loss allowance will reduce pretax and after-tax earnings and therefore retained earnings (unless the bank also cuts its dividends). Thus, it is not too surprising that the FASB Feedback Summary reports that preparers (banks) generally oppose the change in loan loss requirements and bank supervisors generally support the increase in effective capital requirements (see my paper with University of South Carolina Professor Timothy W. Koch for a discussion of the supervisors' perspective on loan loss accounting).

The issue of how the proposed change would affect investors is more complicated. The expected loss model will generally result in an understatement of the value of new loans. As the late Emory University Professor George J. Benston and I noted in a paper, the interest rate charged on loans almost always fully covers the cost of the loan—including its expected credit losses. Thus, when banks make a loan, the expected value of the loan repayments exceeds the amount of the loan, implying that no loan loss provision is needed to fairly value the loan. Further, by recording part of the loss when the loan is made, the bank is able to smooth its earnings report by shifting part of its loss recognition to good times when many new loans are being made and away from bad times when fewer new loans are granted and losses are higher. This income smoothing reduces the volatility of reported net income and, thus, could contribute to investors underestimating the true risk of the firm.

The FASB Feedback Summary provides some explanation as to why "almost all investors" showed strong support for the proposed changes. Investors want to have reliable estimates of an individual bank's credit losses to evaluate the potential risk to the bank's earnings and capital, and to evaluate the appropriateness of its risk-based pricing model. Investors understand that management's estimates of loan losses necessarily contain a significant element of subjectivity; therefore, investors devote "vast amounts of time" in analyzing the credit quality of the portfolio.

Despite the subjectivity of management's estimate of loan losses, investors nevertheless find the reserves—or more accurately, the change in reserves—to be a valuable signal about credit quality information that is available only to management. Presumably, part of investors' frustration with the current rules is that the triggers for loss recognition increase the subjectivity of reported loan loss estimates in any given period and make it more difficult to infer management's private information. In contrast, investors get a more accurate picture of management's estimates, as small differences in their estimated probabilities of loss make only a small difference in the reported loan loss allowance.

Although FASB's proposal provides one method of requiring more timely recognition of losses that have been incurred on loans, there are other proposals that would have the same effect. For example, Benston's and my proposal to value loans at the lower of their cost or economic value is similar to FASB's in that both would require recognition of deterioration in loan values even if default is not probable. However, our proposal differs in that we would not have recorded any loss provision on fairly priced loans that had not deteriorated, whereas FASB requires some loan loss provision on all loans. The result is that relative to our proposal, FASB's proposal provides investors with a more complete measure of management's expectations for the total loan losses of the portfolio.

Conclusion
FASB's proposal to move away from the incurred loss model's "too little, too late" recognition of loan losses is good news for investors and supervisors (and the taxpayers backing banks' deposit insurance). The net benefits of going all the way to early loss recognition are less clear. Although many supervisors may hope each dollar of additional loan loss allowances will increase banks' ability to absorb one more dollar of losses, such a favorable outcome is unlikely. Instead, banks are likely to perceive the extra loss absorbing ability in their loan loss allowance as at least partially reducing their need to maintain a capital buffer above the regulatory requirements. Full recognition of expected credit losses will give investors better insight into management's private information, but it does so at the cost of understating assets in good times and mandated income smoothing. From the investors' perspective, FASB's survey suggests that most of the investors who were polled would prefer better loan loss estimates despite the costs.

Larry D. Wall is the executive director of the Center for Financial Innovation and Stability at the Atlanta Fed. The author thanks Paula Tkac for helpful comments on the paper. The views expressed here are the author's and not necessarily those of the Federal Reserve Bank of Atlanta or the Federal Reserve System. If you wish to comment on this post, please e-mailatl.nftv.mailbox@atl.frb.org. You can also read previous Notes from the Vaultposts.
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Volume 22, Issue 7
by Abhinetri Velanand, Anthony Mosco, and Stephen McKinney, Deloitte & Touche LLP
The FASB is currently fi​nal​iz​ing amend​ments to its guidance on the im​pair​ment of financial in​stru​ments. The proposed amend​ments would introduce a new im​pair​ment model1 based on expected losses rather than incurred losses. Under this current expected credit loss (CECL) model, an entity would recognize as an allowance its estimate of the con​trac​tual cash flows not expected to be collected. The FASB believes that the CECL model will result in more timely recog​ni​tion of credit losses and will reduce the com​plex​ity of U.S. GAAP by de​creas​ing the number of credit im​pair​ment models used to account for debt in​stru​ments.2
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Higher Loan Loss Provisions Could Hit Some Banks Hard 

· Article
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Bank earnings have been aided for several years by improving loan quality, which allows banks to spend less on cushions for loans that could sour and giving them more room to release the reserves they set aside for the possibility of defaults.

Those lower expenses and releases go right to the bottom line. But what happens when banks start adding to their loan loss provisions again, or at least slow their reserve releases?

Analysts widely expect banks to start building their provisions as the firms start to make more loans. As that happens, net charge-offs—or loans that are written off— will likely climb as well.

Analyst Chris Mutascio of KBW looked at the question of how the banks might stack up in that scenario. If loan-loss provision expenses continue to climb, as they did at seven of 11 large U.S. banks tracked by KBW last quarter, some banks won’t see much difference. PNC Financial Services Group Inc.PNC +0.56%, U.S. Bancorp USB +0.19% and SunTrust Banks Inc.STI +0.74% will fare the best among big U.S. banks, according to the analysis released last week by Mr. Mutascio. “This indicates that these banks are relying less on reserve releases in the current environment,” he says.

Under Mr. Mutascio’s stress test, PNC, U.S. Bancorp and SunTrust take a less than 10% hit to per-share earnings once they are “shocked” with historically normal provision expenses and separately with matching their provision expense to current net charge-off levels.

Conversely, Bank of America Corp.BAC +1.23%, BB&T Corp., Huntington Bancshares Inc.HBAN +0.47%, J.P. Morgan Chase JPM +0.90% & Co. and Regions Financial Corp.RF +1.00% would all suffer double-digit percentage drops in their per-share earnings under the two scenarios, according to KBW’s analysis.

Bank of America and J.P. Morgan “test especially weak”, in the analysis says KBW, with fourth quarter earnings that would have fallen 37% and 19% respectively when shocked with historically normal provision expense. Still, Mr. Mutascio says lower legacy asset servicing costs for Bank of America and lower litigation expenses at J.P. Morgan could provide potential offsets that the others may not have.

J.P. Morgan, BB&T, Huntington Bancshares and Regions Financial didn’t immediately respond to a request for comment. Bank of America declined to comment.

“We admit that the analysis is draconian as it does not assume” any positive factors offsetting the increased loan-loss provisions, wrote Mr. Mutascio in the Jan. 29 research note.

Jan 14, 2014 
Banks
Reserve Releases Help Wells Fargo, JPM Earnings 
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J.P. Morgan

 HYPERLINK "http://blogs.wsj.com/public/quotes/main.html?type=djn&symbol=JPM?mod=inlineTicker" \t "" JPM +0.89% and Wells Fargo

 HYPERLINK "http://blogs.wsj.com/public/quotes/main.html?type=djn&symbol=WFC?mod=inlineTicker" \t "" WFC -0.02% both saw their fourth-quarter net income buoyed by money set aside to cover bad loans, continuing a trend that has padded profits in recent quarters.

J.P. Morgan tapped $1.3 billion in loan-loss reserves during the quarter, up from $888 million a year earlier, which the bank attributed to favorable delinquency trends and lower estimated losses in mortgage and credit-card portfolios.
Wells Fargo benefited from $600 million in so-called reserve releases, up from $250 million a year earlier.

Accounting rules allow the money to flow directly into profits. In the third quarter, reserve releases made up 18% of pretax income for Wells, J.P. Morgan, Bank of America Corp.BAC 0.00%, and Citigroup Inc.C -0.20%, the highest percentage in a year.
Both Wells Fargo and J.P. Morgan fourth-quarter reserve releases were lower than the prior quarter’s levels. In the third quarter, Wells Fargo reported reserve releases of $900 million, while J.P. Morgan’s were $1.8 billion.

In a recent note, Alliance Bernstein analyst John E. McDonald noted that “last quarter, provision expense at the large-cap banks included large reserve releases related predominantly to mortgage and to a lesser extent, credit card loans.” For the fourth-quarter, Mr. McDonald said he expects “net charge-offs to continue to decline, driven by improvement in home equity and mortgage, but for charge off leverage to be more than offset by a smaller magnitude of reserve release.”

Meanwhile, Credit Suisse analyst Moshe Orenbuch expected “lower provision expense, though the large banks are getting closer to an inflection point on reserve drawdowns.”

Mr. Orenbuch expects reserve releases through this year, but expects banks to add to reserves in 2015 as credit quality bottoms and loan growth improves.

In the fourth quarter, J.P. Morgan also benefited from an 84% drop in its provision for loans gone sour, while Wells Fargo saw results boosted by a drop of 80% in those provisions

First Interstate in Mont. Sees Loans Rise, Provision Fall

by Antonio Olivero
JAN 30, 2014 1:17pm ET

First Interstate in Montana Recruits CFO from Massachusetts Bank
First Interstate BancSystem (FIBK) in Billings, Mont., turned credit-quality improvements into a big increase in earnings last quarter.

It reported net income of $20.8 million for the fourth quarter of 2013, a 29% increase from the fourth quarter of 2012. With earnings per share of 47 cents, the $7.6 billion-asset company beat estimates of analysts polled by Bloomberg by a half a cent.

First Interstate reversed $4 million of provision for loan losses compared with an addition of $8 million to its provision in the fourth quarter of 2012. The reversal is due to declining levels of nonperforming and criticized loans. Net chargeoffs fell from $6.5 million to $3.7 million.

Loans increased 3%, to $4.3 billion, year over year. Net interest income was $60 million, a slight decrease from $61 million in the fourth quarter of 2012. Net interest margin fell three basis points to 3.52%.

Noninterest income decreased by 16%, to $25.7 million, during the fourth quarter; one of the main reasons was a 54.5% decline in income from the origination and sale of mortgage loans

WSJ DEC 2012

By MICHAEL RAPOPORT 

Regulators are closely watching how much of a boost U.S. banks give their third-quarter profits by trimming their cushions against bad loans, highlighting an issue that will be in the forefront in coming days as banks report earnings.

So-called reserve releases occur when the sums banks add to their loan-loss reserves are less than their write-offs of uncollectible loans. The difference gets funneled into net income and has emerged in recent quarters as an important source of bank profits amid soft economic growth and profit-quelling new regulations. 

There is nothing improper about the practice, which tends to pick up when the economy expands, pushing down joblessness and loan delinquencies. 
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But regulators are watching for two reasons: Hefty reserve releases can boost earnings in a way that isn't sustainable over the long term, giving an inaccurate picture of a bank's health, and repeated releases leave banks with thinner cushions and less flexibility to deal with an economic downturn.

"I worry that too much of the increase in reported profits is being driven by loan-loss reserve releases," said Comptroller of the Currency Thomas Curry, the top regulator of national banks, in a speech last month. 

The four biggest U.S. banks have released $18.2 billion of reserves over the past four quarters reported, or 23% of their pretax income, according to an analysis by The Wall Street Journal of bank disclosures. Banks' reserves have declined for nine consecutive quarters.

In the past four quarters reported, Bank of America Corp. BAC -0.25%released $6.3 billion, or 46% of its pretax income. Citigroup Inc. C -0.36%has released $5 billion, or 36% of pretax income.

Banks are expected to release chunks of their reserves again when third-quarter earnings reports begin Friday. Additional releases would spotlight the tension between the banks, which say improvements in credit quality and accounting rules justify lower reserves, and skeptics of their practices.

"My view is, how could you have too many reserves at this stage with all the uncertainties out there?" said Arthur Wilmarth, a George Washington University law professor and banking-regulation expert. If the euro collapses or China's economy weakens further, "these banks would need every dollar of reserves they have."

Banks have said better credit quality makes it possible for them to keep the releases going. They maintain that accounting rules, which focus on current and recent loan losses in setting reserves, require them to release reserves when loan losses recede. J.P. Morgan Chase JPM +0.74%& Co. Chief Executive James Dimon has said the bank doesn't want to release its reserves but has been compelled to.

But other observers have said banks are also supposed to use their own judgments in setting reserves and to take factors like broader economic and business conditions into account when appropriate.

There also has been tension between bank regulators, who generally want banks to keep a larger cushion as insurance against losses, and the Securities and Exchange Commission, which doesn't want banks to stockpile excess "cookie jar" reserves that they could use to funnel into earnings when they want.
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Industrywide, banks' reserves have fallen by one-third from their 2010 peak. They amounted to 60% of noncurrent loans and leases—delinquent loans and those the banks don't expect to collect on—in the first half of this year, according to Federal Deposit Insurance Corp. data. That is the lowest level since 2009 and near the lowest of recent years. Mr. Curry said while reserves are sufficient, the releases and reserve declines are "of great concern."

Some big banks have eliminated most of the extra cushioning they set aside when loans started going bad after the financial crisis. J.P. Morgan Chase & Co. added $16.1 billion to its reserves from the fall of 2008 to the end of 2009; it has since released $15.3 billion, or 95% of that amount. 

Martin Gruenberg, acting chairman of the FDIC, said in a recent speech in Washington that the trend of earnings driven by lower loan-loss provisions "cannot go on forever."

BofA, Citi, J.P. Morgan and Wells Fargo WFC +0.38%& Co. all declined to comment.

The Financial Accounting Standards Board, which sets U.S. accounting rules, is considering whether to change from the current "incurred loss" model, which critics say led banks to record losses too late during the crisis, to an "expected loss" model based on future projections of losses. That could prompt banks to show losses more rapidly and add to reserves earlier.

Credit Suisse CSGN.VX +1.95%analysts estimate Bank of America will release $1.2 billion in reserves when it posts third-quarter results next week. The analysts expect releases of $765 million at J.P. Morgan, with results due out Friday, and $1.1 billion at Citigroup, due to report Monday. 

There still is some room for banks to continue releasing reserves, but "you would hope they're going to be smart about it," said Jason Goldberg, an analyst for Barclays BARC.LN +2.09%.

The Bank Reserves Cookie Jar Is Close To Empty 

The February 3 Wall Street Journal has a story reporting that large U.S. banks are running out of excess reserves to take into income. That process of taking excess reserves into income, the Journal reports, has accounted for up to 25% of the recent earnings at such banks. 

This report requires both some explanation and some expansion. First, the explanation:

Under standard accounting rules (GAAP), banks must establish an accounting entry called the Allowance for Loan and Lease Losses (ALLL). This accounting entry is required to be an amount considered adequate to cover estimated losses inherent in the current portfolio of loans and leases. The ALLL often is referred to as a "reserve" for loan losses. It is what the Journal story is discussing. (Banks do not establish reserves for possible losses on securities that they own because the possibility of losses on securities is supposed to be captured by the market value of the securities.)

The accounting literature also says "The allowance is an estimate based on subjective judgment and is difficult to audit." That statement should emphasize to investors that this amount is very much an "estimate."

When a bank takes a loss on a loan, that loss is deducted from the ALLL. The loss itself does not go through the bank's income statement. Instead, the ALLL is reevaluated at the end of each accounting period, and if it is found to be inadequate (after being reduced by the losses taken during the period), then it is added to-and the amount added to the ALLL is deducted from the bank's earnings. Conversely, if the ALLL is found to exceed the amount currently deemed needed, it is reduced by that excess, and the excess is taken into current earnings. That is what the banks have been doing as the economy has improved. Doing so is quite legal.

But in bad times, the ALLL is always inadequate, and the required additions to it always reduce earnings very substantially.

The way that banks must account for "impaired loans" exaggerates the required changes in the ALLL in bad times. Basically, once a loan has become impaired (usually meaning that it is not being repaid in accordance with its original terms), it has to be valued at the market value of its collateral rather than being carried at cost (less its implied part of the ALLL). The market value is supposed to demonstrate a fair estimate of the eventual loss that the bank will suffer. In down markets, these rules are likely to result in pessimistic forecasts of recoveries. This often leads to large additions to the ALLL (and therefore large P&L losses and capital decreases) in times of significant stress.

Here is the expansion:

Although a conservatively run bank should want to err on the conservative side by establishing and maintaining plentiful loan loss reserves, in the late 1990s and early 2000s, the SEC put pressure on banks not to establish "excessive" reserves. Establishing "excessive reserves" was said to be "managing earnings" - that is, trying to smooth out earnings from period to period - a practice that the SEC deemed misleading to investors in publicly owned banks. Unfortunately, many banks, forced to follow the SEC's dictates, had, as a consequence, inadequate reserves when the bad times came in 2008-2010. In effect, the SEC had contributed to the banking industry's losses in bad times by forcing banks to reduce their reserves. The SEC thus made banks more procyclical.

In my judgment, the SEC failed to understand that the purpose of the ALLL is to smooth earnings from period to period. Its purpose is to take reserves in the good times to cushion the losses that any banker should know will follow in the bad times. But the SEC has not changed its stance, and therefore the large banks are doing what is required by taking the "excess reserves" back into income as the economy improves. The only problem with that is that the reserves will be inadequate when the economy next turns downward, and additions to the ALLL will hit bank earnings hard again.

For these reasons, if the large banks are coming to the end of their ability to pump up current earnings by taking excess reserves back into income, then they also are in a position where in the next economic downturn, their earnings will suffer not only from whatever the effects of the downturn are, but also from the effects of having inadequate reserves for loan losses. You can blame the SEC as much as the banks for this, but it is the way the accounting system now works.

This situation impacts all the major lending banks, including Bank of America (BAC), Citi (C), JPMorgan Chase (JPM), and Wells Fargo (WFC), as well as super regionals like Suntrust (STI) and Fifth Third (FITB). It does not have a major impact on the processing banks, like Bank of New York Mellon (BK) and State Street (STT), or major trust banks like Northern Trust (NTRS). For the impacted banks, it means that long-term earnings, through the business cycle, are likely to be substantially lower than the apparent earnings in good economic times. In effect, by following the SEC's policies, the lending banks have been borrowing earnings from the future and painting a rosier current picture than is warranted by experience.

Reserve Worries Dog Canada Banks
Many analysts question adequacy of cushions against bad energy loans

ENLARGE 
Bank of Nova Scotia says its impaired oil and gas loans and its allowance for energy-credit losses doubled in the latest quarter. Photo: Bloomberg News 
By 

Rita Trichur 

Updated March 1, 2016 9:45 p.m. ET 

1 COMMENTS 
Canada’s biggest banks closed out another strong earnings season amid mounting criticism that they haven’t built up enough reserves to cover bad energy loans.

Four of the country’s six biggest banks posted better-than-expected earnings for the fiscal first quarter that ended Jan. 31, and four also raised their quarterly payouts to shareholders. Though all six raised provisions for credit losses on a year-over-year basis, many analysts questioned the adequacy of those cushions given the grim outlook for oil and gas producers.

The concerns come as banks in the U.S. brace for bigger losses related to the oil-price rout, with lenders such as J.P. Morgan Chase

 HYPERLINK "http://quotes.wsj.com/JPM"  & Co., the U.S.’s biggest bank by assets, and Wells Fargo

 HYPERLINK "http://quotes.wsj.com/WFC"  & Co. adding millions more to their reserves.

Crude is one of Canada’s top exports, and Canadian companies are among some of the world’s most high-cost producers. Given potential exposure to soured energy loans, Canadian lenders over the past week faced a barrage of questions about whether they are being overly sanguine about the potential for loan losses in Canada’s oil patch.

Related

· Bank of Montreal and National Bank of Canada Beat Expectations 

· Canada’s Banking Regulator Seizes Assets of Domestic Maple Bank Branch 

· Toronto-Dominion Bank Profit Climbs 8% 

“I find it frustrating because I don’t believe what the [Canadian] banks have disclosed with regards to credit truly reflects the quality or the current status of those loan portfolios,” said James Shanahan, an equity analyst with Edward Jones, in St. Louis, Mo.

Canada’s big lenders defended their rainy-day cushions and pointed to some accounting differences between Canadian and U.S. banks, which have taken bigger reserves because of the disparate rules, they said.

Canadian banks use an “incurred loss model,” which means they generally take provisions once a loan loss is identified. U.S. banks have moved toward an “expected loss” model that involves taking more proactive provisions.

“There are definitely differences in the accounting,” said  Riaz Ahmed, chief financial officer of Toronto-Dominion Bank in an interview last week. “We are adequately reserved,” he said.

Executives also said Canadian banks have different loan portfolios and long experience lending to the energy sector. Bank of Nova Scotia, Canada’s third-largest bank by assets, has the largest energy exposure of its domestic peers. During the first quarter, its oil and gas loans amounted to 17.9 billion Canadian dollars ($13.2 billion), or 3.6% of its total loan book.

Scotiabank, which capped off earnings season Tuesday with a 4.7% rise in profit and a dividend increase, said both its impaired oil and gas loans and its allowance for credit losses for energy borrowers doubled in the quarter to C$336 million and C$122 million, respectively, from the fiscal fourth quarter of 2015.

Profit in the fiscal first quarter rose to C$1.81 billion, or C$1.43 a share, up from C$1.73 billion, or C$1.35 a share, a year earlier. Revenue rose 8.7%, to C$6.37 billion. The bank increased its quarterly dividend by 2 Canadian cents, to 72 cents. In Toronto, the bank’s shares rose 5.8%, to C$57.93.

“We have a very high-quality, high investment-grade portfolio. We do not take subordinated debt levels. We don’t take second-lien loans,” said Chief Financial Officer Sean McGuckin in an interview.

The bank has said that in an extreme-stress scenario, which includes high unemployment in oil-rich Alberta and crude prices staying at $30 a barrel for two years, the bank’s total provision for its credit-loss ratio would increase between 0.05 and 0.1 percentage point, up from its current level of 0.45 percentage point. “That’s a small amount,” Mr. McGuckin said. “That’s the disconnect, everybody wants to make it a bigger story than what it is.” On Tuesday, crude rose 65 cents, or 1.9%, to $34.40 a barrel on the New York Mercantile Exchange, off 44% since June.

Analysts said the Canadian banks’ loss allowances as a percentage of total oil and gas loans remain low compared with similar reserves taken by some of their U.S. peers.

Even though Scotiabank reported robust earnings, “we do not believe that the market will necessarily be placated by a relatively low reserve ratio on its energy portfolio, particularly given Scotia’s relative exposure,” John Aiken, of Barclays

 HYPERLINK "http://quotes.wsj.com/BCS"  PLC, said in a research note.

Credit-Card Giants Strained 

AmEx, Capital One Said Provisions for Loan Losses and Expenses Hit Earnings

· Article 

By ANDREW R. JOHNSON and MATTHIAS RIEKER 

Rising expenses are putting pressure on credit-card issuers, as the benefits from improving borrower behavior wanes and loan-portfolio growth prompts some lenders to set aside more money for future losses. 

American Express Co. AXP -0.85%and Capital One Financial Corp., COF -0.24%two of the industry's biggest companies, each said Thursday their provision for loan losses and expenses increased in the fourth quarter, weighing on earnings. 
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Capital One missed analysts' earnings and revenue estimates, sending shares down more than 7% after hours.

Capital One's provision jumped 33.7% to $1.2 billion from a year earlier due in part to its acquisition last year of HSBC Holdings HSBA.LN +2.33%PLC's U.S. credit-card business, through which it added about $30 billion in loans. 

The higher provision and operating expenses contributed to Capital One missing analysts' earnings and revenue estimates, sending its shares down more than 6% after hours to $57.40. 

The credit-card business has performed well in the last two years due in large part to consumers' good behavior. Delinquency and net charge-off rates have fallen to near historic lows for American Express and others, allowing them to set aside less money to cover future losses.

This tendency among borrowers also means consumers by and large are carrying smaller balances on their credit-cards than they once were, squeezing the revenue lenders generate from charging interest on loans. 

American Express said its U.S. credit-card loans totaled $56 billion in the fourth quarter, up 4.3% from a year earlier.

"We'll strive to be a growth company in a slow growth environment," American Express Chief Financial Officer Dan Henry said during a conference call with investors on Thursday. 

The company, which last week announced plans to cut 5,400 jobs this year primarily in its travel-services business, said its provision for losses was $638 million in the latest period, up from $409 million a year earlier.

It blamed the increase partly on a reduction a year earlier in funds set aside to cover loan losses.

Its staff cuts and related actions are intended to hold down operating-expense growth—a source of worry for investors last year—to no more than 3% in 2013 and 2014, the company said last week in pre-announcing some of its quarterly results. The company said adjusted operating expenses increased 19% in the fourth quarter from a year earlier to $3.8 billion. 

Most card issuers have ventured into new businesses to find new sources of revenue as consumers remain cautious about borrowing and traditional sources of income, such as card fees, are limited by recent regulations. 

For American Express, long known as a brand for the affluent, that has meant rolling out new products like prepaid cards, which typically are marketed to underbanked consumers.

American Express said its profit for the latest period totaled $637 million, or 56 cents a share, down from $1.19 billion, or $1.01 a share, a year earlier. The reduction was due to charges related to the layoffs, rewards program and customer refunds.

Capital One reported a profit of $843 million, or $1.41 a share, up from $407 million, or 88 cents a share, a year earlier. Total net revenue climbed 39% to $5.62 billion.

Analysts polled by Thomson Reuters most recently projected earnings of $1.58 on revenue of $5.8 billion.
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Barclays Takes $800 Million Provision Related to Forex Probes

Charge Weighs on U.K. Bank’s Net Profit

[image: image15.jpg]R g e |

rBARLLA¥§




ENLARGE
The U.K. lender reported a charge related to foreign-exchange investigations as it announced its third-quarter earnings. BLOOMBERG NEWS
By 
MARGOT PATRICK
Updated Oct. 30, 2014 3:37 p.m. ET

1 COMMENTS
LONDON— Barclays PLC on Thursday reported a fresh £500 million ($800.7 million) legal provision related to investigations into the alleged manipulation of the foreign-exchange market.

The charge weighed down what was otherwise a brighter quarterly performance by the British bank, showing early signs that a radical restructuring is paying off.

Barclays shares, which rose 2% on the news, climbed 0.9% in London trading. The stock is down 19% this year.

The provision comes as the first stage of a global probe into alleged foreign-exchange price rigging nears an end, and relates to “ongoing investigations into foreign exchange with certain regulatory authorities,” the bank said.
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ENLARGE
The U.K. Financial Conduct Authority is aiming to reach settlements within weeks with six banks after an 18-month probe into foreign-exchange markets. The potential settlements are separate from ongoing investigations by other global authorities into allegations of attempted manipulation of currency prices and information sharing between traders. Two of the other banks involved in those talks, UBSAG and J.P. Morgan Chase & Co., also made provisions in October.

Advertisement
The provision is the first time Barclays has set aside money to cover the foreign-exchange probes. As of June 30, the bank had about £2.6 billion set aside to cover customer redress and litigation.

After stripping out the charge and other one-off items, Barclays posted a better-than-expected adjusted third-quarter pretax profit of £1.59 billion compared with last year’s £1.39 billion. Adjusted pretax profit rose 18% in personal and corporate banking business, and by 21% at credit cards unit Barclaycard.

Advertisement
The gains helped offset a poor performance for Barclays’s investment bank, which for years has driven the group’s profit but is now being dramatically shrunk to make earnings more stable and to adapt to higher regulatory costs. It recorded a 10% decline in revenue to £1.66 billion from £1.85 billion, driven by a 25% revenue drop in its equities business. The unit was hit in June with a lawsuit by the New York attorney general alleging that the bank lied to clients about aspects of its electronic trading “dark pool.” Barclays filed to dismiss the suit in July, saying it was based on misleading information and cherry-picked facts.

Finance Director Tushar Morzaria said the lawsuit’s allegations had hurt its broader investment-banking business, and that the unit’s quarterly figures were disappointing.

READ MORE

· U.K. Regulators Hold Talks With Banks on Settling Forex-Rigging Probe (Sept. 26, 2014)

· New York Attorney General Responds to Barclays (Sept. 16, 2014)

· Banks Seek Simultaneous Settlements in U.K. Foreign-Exchange Probe(July 23, 2014)

Across the group, quarterly net profit was £379 million, down from £511 million in the third quarter of 2013. The figure includes the foreign-exchange provision and a £364 million loss from the sale of Barclays’s Spanish retail business. Those charges were partly offset by a £461 million gain related to Barclays’s 2008 purchase of Lehman Brothers’s U.S. business. The gain was expected.

“This is a good performance from the group, our strategy is working, and we expect to see continued progress as we go forward,” Chief Executive Antony Jenkins said.
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ENLARGE
Barclays CEO Antony Jenkins, seen here in June, is trying to overhaul of the lender. BLOOMBERG NEWS
Mr. Jenkins in May stepped up an overhaul of the 300-year-old lender to adapt to tougher global banking rules. Around 8,000 jobs have been cut so far this year and a noncore unit was created in May to house unwanted assets. By the end of the year, the bank expects to have shed 14,000 jobs, including around 2,400 in the Spanish bank moving to new owner Caixabank .

The multibillion-pound restructuring has largely been overshadowed by ongoing litigation and regulatory woes, including coming U.K. rules that will force banks to separate their retail and investment banks and hold more capital against their total assets. On Friday, the Bank of England will outline new rules on the amount of capital banks must hold against their total assets, an announcement that “will be critical for the bank,” analysts at Sanford C. Bernstein & Co. said Thursday.

Mr. Morzaria said the bank has “good momentum into continuing to improve our leverage ratio,” and is ahead of earlier targets it set to raise its capital levels.

Write to Margot Patrick at margot.patrick@wsj.com
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SunTrust Banks warns 4Q results will include $145 million legal provision expense

Published January 05, 2015

Associated Press
Facebook0 Twitter1 Email Print
NEW YORK –  SunTrust Banks warned that its fourth-quarter financial results will include a $145 million provision for legal expenses related to "legacy mortgage matters."

The company said in a regulatory filing Monday that it is increasing its legal reserve to 17 cents per share for a previously disclosed issue to resolve the matter.

ADVERTISEMENT

SunTrust Banks Inc. releases fourth-quarter earnings on Jan. 16.

Banks Get a Break on Soured-Loan Accounting

Banks received a reprieve on Tuesday from a new accounting rule that requires them to book losses on soured loans more quickly
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Federal Deposit Insurance Corp. offices in Washington PHOTO: STEPHEN VOSS FOR THE WALL STREET JOURNAL
1 COMMENTS
By 

Michael Rapoport and 

Andrew Ackerman
Dec. 18, 2018 12:36 p.m. ET

Banks received a reprieve on Tuesday from a new accounting rule that requires them to book losses on soured loans more quickly.

The Federal Deposit Insurance Corp. approved a measure, proposed in April, that will allow banks to take three years to phase in the impact of the new accounting rule on their regulatory capital.

The rule, which publicly traded banks must adopt by 2020, will require lenders to book all expected losses from their loans as soon as the loans are issued, and that could require some banks to significantly boost their loan-loss reserves, which would reduce regulatory capital.

The FDIC’s move is separate from a continuing push by some banks for a delay and softening of the rule. In that effort, banks are arguing the need to book loan losses up front will exacerbate any future recession or economic downturn.

Tuesday’s measure was approved without any significant changes from the April proposal, according to documents the FDIC distributed at its meeting.

The reprieve comes a day before a separate panel of senior financial regulators known as the Financial Stability Oversight Council is set to conduct its own review of the accounting provision in a closed-door meeting at the Treasury Department. The American Bankers Association and 52 state banking groups in October asked the FSOC to seek a delay in the rule to allow time for a comprehensive study of its impact.

The FSOC has no authority to impose a delay on its own, though it does have a bully pulpit it can use to pressure policy makers on issues.

Currently, banks don’t book losses on their loans until they have evidence the losses will occur. But critics said that method led banks to be too slow in recording losses after the 2008 financial crisis, and that investors needed more timely information about banks’ finances.

The new accounting method—known as CECL, for current expected credit losses—was approved in 2016 by the Financial Accounting Standards Board, which sets accounting rules for U.S. companies.

ABA President and CEO Rob Nichols said his group “appreciates” the FDIC’s changes but added they don’t go far enough.

“Banks have long been concerned about CECL’s cost and impact on our ability to serve our customers and communities,” Mr. Nichols said in a written statement, adding his group wants a delay until “a quantitative impact study can be conducted and the economic consequences of the accounting standard are fully understood.”

The FDIC’s measure also makes changes in how bad-loan reserves are counted in regulatory capital. Banks also will be able to delay having the loan-loss change affect their regulatory “stress tests” until the 2020 testing cycle.

The other bank regulators, the Federal Reserve and the Office of the Comptroller of the Currency, are expected to sign off on the measure later this week.

Write to Michael Rapoport at Michael.Rapoport@wsj.com and Andrew Ackerman at andrew.ackerman@wsj.com
