February 3, 2016
Weekly Post Simulating Loan Growth: Impact of Loan Loss Provision
Dear ClientsMany of you experienced loan growth in 2015 and expect the growth to continue this year. Your
Strategic/Budget planning module, Earnings-at-Risk report and Sources and Uses of Funds report take your
balance sheet growth into consideration. The flat growth assumption that you have been using and is required
for regulatory reports may not be applicable.
However, the growth of your loan portfolio has financial accounting implications. Indeed, multiple factors
will affect your earnings:





Increase in loan loss allowance
Loan origination fee income
Operational costs in loan origination and servicing
Loan interest income net of funding cost

Challenge
These factors affect your earnings and capital ratios. The impact changes over a projected time horizon




How should loan growth be modeled so that we can analyze the profitability of originating different
loan types?
How can we use the modeling of loan growth to formulate optimal balance sheet strategies, including
funding strategies of balance sheet growth?
How can we incorporate CECL treatment in strategic planning?

Solution
My Post last week explains the use of Financial Simulations to simulate proforma financial statements. We
can apply the functions in Financial Simulations to capture these factors in loan growth. Let us consider a
hypothetical bank, Bank C. A summary dashboard of Bank C for the September cycle is given below

In this example, we make the below assumptions to illustrate the modeling of loan growth.
1. The net loan growth is $12 million annually, with average of loan size is $250,000.
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2.
3.
4.
5.

The total ALLL factor is 1%.
The loan fee income is $1,000 per loan
The non-interest cost is assumed to increase $25,000 annually.
The loan growth is funded with cash

These assumptions can be inputted into the Financial Simulation model and the impact of the loan growth on
capital and earnings are given below.

Numerical Example

The net loan loss is assumed to be $97,333 monthly. The net growth of loan is $1,000,000 monthly, and the total
ALLL factor is 1%, so the loan loss allowance should increase by $10,000. Therefore, the total loan loss
provision is $107,333 in the projected income statement (net loan loss + increase of the loan loss allowance). The
$10,000 in the loan loss provision is consistent with the change of the chart of account ‘Allowance for loan and
leases’ on the projected balance sheet.
The proforma financial statements enable you to evaluate the impact of loan growth on capital ratio and earnings
over time.
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Net Income ($)

Due to the loan loss allowance of the
loan growth, the net income decreases
in the first month with the loan growth
plan, compared with the flat plan.
However, after 4 months, the loan
income has a positive impact on
earnings.
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Due to the increase of the loan loss
allowance related to the loan growth, the
tier 1 leverage ratio drops in the first
months. The tier 1 leverage ratio is
projected to increase after 6 months as a
result of increase earnings.
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Conclusions
By taking the loan loss allowance and non-interest income/expense into account in performing the financial
simulation, the projected pro-forma financial statements enables you to evaluate alternative loan growth
strategies: portfolio mix of loans or fund the growth with borrowings instead of using cash. Our example shows
the importance of using proforma financial statements because the impact of the capital ratio and earnings
changes over time. This methodology applies to CECL treatment on loan loss provision.
If you would like to learn more about the THC approach to evaluate your strategies, please do not hesitate
to contact my colleagues or me.
Regards,
Tom Ho
Tom.ho@thomasho.com
1-212-732-2878
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THE THC CONTENT IS PROVIDED AS IS, WITHOUT REPRESENTATIONS OR WARRANTIES OF
ANY KIND. TO THE MAXIMUM EXTENT PERMISSIBLE UNDER APPLICABLE LAW THC
HEREBY DISCLAIMS ANY AND ALL WARRANTIES, EXPRESS AND IMPLIED, RELATING TO
THE THC CONTENT, AND NEITHER THC NOR ANY OF ITS AFFILIATES SHALL IN ANY EVENT
BE LIABLE FOR ANY DAMAGES OF ANY NATURE WHATSOEVER, INCLUDING, BUT NOT
LIMITED TO, DIRECT, INDIRECT, CONSEQUENTIAL, SPECIAL AND PUNITIVE DAMAGES, LOSS
OF PROFITS AND TRADING LOSSES, RESULTING FROM ANY PERSON’S USE OR RELIANCE
UPON, OR INABILITY TO USE, ANY THC CONTENT, EVEN IF THC IS ADVISED OF THE
POSSIBILITY OF SUCH DAMAGES OR IF SUCH DAMAGES WERE FORESEEABLE
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