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FASB Drafting Changes to the Allowance for 
Credit Losses 
 
History of the Allowance for Credit Losses 

Instead of a typical boring whitepaper introduction, I thought a little history would help set the stage for 
why FASB is heading down this road. 

First, the current standards governing allowance accounting have been around a while. Accounting for 
Contingencies, SFAS 5, was issued in May 1975 and Accounting by Creditors for Impairment, SFAS 
114, was issued in May 1993.  Accounting for Troubled Debt Restructurings, SFAS 15, was originally 
issues in June 1977, amended with SFAS 114 and has now been amended again in 2011.   

We have been accounting for the allowance for loan losses (allowance for credit losses) in a very 
consistent way for quite a while.  We all know that the credit crisis and the large increase in charge offs 
due to the economy has created the perfect environment for change.  The rhetoric of the credit crisis has 
been fairly consistent.  The regulators blame the accounting, due to the “probability” standard established 
in SFAS 5, the incurred loss model (no forecasting losses), and the lack of a consistent application among 
institutions for TDR’s.   

FASB amended the TDR standard in 2011 and has required more transparency with additional disclosures 
in ASU 2010-20. 

In conjunction with all these changes, FASB, with a little push from the SEC and multi-national 
companies, has been moving in a direction to work with the IASB in establishing one consistent global 
accounting standard. 

The convergence of the FASB and IASB has been in process for several years.  As part of the ongoing 
process, the IASB exposed IFRS 9 – Financial Instruments in November 2009 and FASB released ASU-
1810-100 – Financial Instruments, Derivatives and Hedging.  These standards deal with a multitude of 
issues for financial instruments, but also focus on amending IAS 39, SFAS 5 and 114 as the standards 
relate to the allowance for loan losses.  

IFRS 9 exposes a method for amortizable assets which includes the following: 

• Expected loss model, including an allowance account 
• Good Book/Bad Book model 
• Accounting for the provision through the reduction of interest income 
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Proposed ASU 1810-100 focuses the entire accounting for loan losses at fair value.  The FASB method 
includes the following: 

• Fair value accounting  - no allowance account 
• Adjustments to fair value through net income 

As you can imagine, the FASB exposure draft received negative comment letters from the regulators, 
institutions, and the users of financial statements.  In short, FASB was way off track with fair value.   
After being shot down on the fair value issue, FASB released a revised exposure draft in January 2011 to, 
in effect, take the IFRS 9 approach and begin working with the IASB to develop a new project using 
IFRS 9 as a starting point.  

After all this, what do I believe is changing? 

1. The expected loss model will replace the incurred loss model. 
2. The “Probable” standard will be eliminated and forecasting will become part of the process. 
3. The allowance for credit loss account will be used, but the calculation will change drastically. 
4. The provision will not go through interest income. 
5. Current period provisioning will become more variable. 

Where FASB is headed with the Exposure Draft 
Initial Measurement of Financial Instruments 

First, under this new standard, financial instruments fall into several measurement categories.  Therefore, 
the initial measurement of financial instruments depends upon the subsequent measurement.  In other 
words, if subsequent measurement is fair value, then initial measurement is fair value.  The initial 
measurement is based on characteristics of the financial instrument and the entity’s business strategy for 
the instrument.  Financial instruments would be measured in the following classes: 

1. Financial instruments subsequently measured at fair value with all changes in fair value 
recognized in net income (FV-NI), would be initially measured at fair value.  

2. Financial instruments subsequently measured at fair value with fair value changes recognized in 
other comprehensive income (FV-OCI). 

3. Financial Instrument subsequently measured at amortized cost would be initially measured at 
transaction price. (Amortized Cost) 

Characteristics of the Financial Instrument (Debt instruments including loans) 

Financial instruments that meet the following criterion would NOT be measured at FV-NI.  

A debt instrument held or issued that has ALL of the following characteristics: 

a. It is not a financial derivative. 

b. An amount is transferred to the debtor (issuer) at inception that will be returned to the 
creditor (investor) at maturity or other settlement, which is the principal amount of the 
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contract adjusted by any discount or premium at acquisition. 

c. The debt instrument cannot contractually be prepaid or otherwise settled in such a way that the 
investor would not recover substantially all of its initial investment, other than through its own 
choice. 

A financial instrument that meets the criterion above would be classified and measured on the basis of an 
entity’s business strategy.   

An entity would not be prevented from managing the same or similar financial assets through different 
business activities. Financial assets would be classified into one of three categories as follows: 

A. Amortized Cost Category (Loans) 

The business activity for these financial assets must meet ALL of the following conditions: 

1) Financial assets issued or acquired for which an entity’s business strategy, at origination 
or acquisition of the instrument, is to manage the instruments through customer financing 
or lending activities. These activities primarily focus on the collection of substantially all 
of the contractual cash flows from the borrower.  

2) Financial assets for which the holder of the instrument has the ability to manage credit 
risk by negotiating any potential adjustment of contractual cash flows with the 
counterparty in the event of a potential credit loss. Sales or settlements would be limited 
to circumstances that would minimize losses due to deteriorating credit, or to exit a 
particular market for risk management purposes.  

3) Financial assets that are not held for sale at acquisition.  
 

B. Fair Value – Other Comprehensive Income Category (FV-OCI)  
 

C. Fair Value – Net Income Category (FV-NI) 

Loans Subsequently Identified for Sale  

Assets measured at amortized cost and subsequently identified for sale would continue to be classified 
and measured at amortized cost (less impairment).  Gains, if any, would be recognized only when the sale 
is complete. Impairment of a these assets would be recognized in net income in an amount equal to the 
entire difference between the asset’s amortized cost basis and its fair value. 

Impairment 

Impairment for loans that are in the amortized cost category would be grouped into three buckets.  

Bucket 1: Individual loans or pools of loans (segments/classes) that do not meet the criteria of 
bucket 2 or 3.  This category includes loans that have expected losses for macroeconomic 
conditions.   Losses would be measured at 12 to 24 months of expected losses.  This means actual 
expected losses, not an annualized loss rate only. 
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Bucket 2: Loans or pools of loans that have been affected by microeconomic conditions that 
indicate a direct relationship to possible future defaults, however, the specific loans in danger of 
default have not yet been identified.  Losses would be measured at the expected lifetime loss over 
the weighted average life of the pool.  This means that in moving a loan to bucket 2 the allowance 
account balance would migrate from a 12-24 month expected loss to a lifetime expected loss. 

Bucket 3: Looks like SFAS 114 today.  The entire expected loss would be recognized. 

Calculation of Expected Losses 

Expected loss modeling includes the following: 

A. Historical, current, and forecasted information to estimate expected losses. 
B. Developing an expected loss model that identifies possible outcomes or a representative sample 

of the possible outcomes, estimates the likelihood of each outcome, and calculates a probability-
weighted average. 

C. In performing this calculation, an entity must not ignore observations and possibilities that are 
known.  

D. Expected losses should be measured as all shortfalls in principal and interest cash flows 
 

Purchased Financial Assets (SOP 03-3) 

Accounting for credit impairment of purchased assets is proposed as follows: 

A. No explicit expectation of losses at the individual asset level, even when acquired as part of a 
portfolio. 

a. Accounted for in the same way as originated financial assets. Interest income for these 
financial assets would be recognized on the basis of contractual cash flows, thus aligning 
credit impairment accounting and interest income recognition for originated financial 
assets and purchased financial assets  

B. Explicit expectation of loss at the individual financial asset level - assets that are purchased at a 
“deep discount”, not yet defined by FASB. 

a. Interest income recognized should be based on expected collectible cash flows estimated 
at the date of acquisition (that is, the purchase price should be accreted to expected cash 
flows).  

b. A separate credit impairment expense would not be recognized at the date of acquisition 
as a result of limiting the recognition of interest income for these credit-deteriorated 
financial assets by basing interest income on expected cash flows as opposed to 
contractual cash flows. 

c. FASB is working on credit impairment after acquisition.  
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Currently FASB is developing guidance to address the following: 

A. Transferring loans between buckets using credit risk modeling that shows effects of 
deterioration and improvement of credit risks. 

B. Developing approaches to determine Bucket 1 calculations. 
C. Discounting methodology for expected losses over the life of the pool. 
D. Credit risk modeling and impairment for loans acquired at a deep discount. 
E. Unwinding the discounting of expected credit losses. 
F. What is considered deep discounting for purchased assets? 

What does this all mean at the end of the day! 

However all this ends up, one thing is for certain.   The allowance for credit losses will take more time 
and will require additional on-going modeling.  The change to the expected loss model will require the 
following methodology changes: 

A. Developing weighted average life for each segment or class on an ongoing basis 
B. Developing modeling including default rate, charge-off rates, and forecasting at the segment 

and class level 
C. Developing modeling for probability of outcomes for expected losses 
D. Developing tracking systems for transfers between buckets including appropriate credit risk 

modeling to support transfers. 
E. Maintaining dual loss models so that transfers between bucket 1 and 2 can be performed 

without significant effort. 
F. Creating history for the preparation of the modeling. 

We will be issuing additional whitepapers on expected loss modeling, default rate, current acceptable 
models, forecasting and probability based outcomes.  Our developers are already working on multiple 
methodologies to support the new standard. 

Effective Dates and Transition 

Due to the dramatic changes from what was originally exposed, we do expect FASB to re-expose the 
standard.  This should take place in the fourth quarter of 2011.  Assuming no major issues, FASB will 
probably have a final standard by June 2012.  We would expect the standard to first apply to public 
companies and then all other companies.  Based on this process timetable, it is possible that public 
companies could be adopting the new methodology in December 2012, but June 2013 is just as likely. 
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The Solution – ACL Calculator 
At ARCSys our vision is to provide the best, 
most flexible software which complies with the 
FASB standards and all updates.  We are closely 
monitoring FASB’s progress and will make sure 
our clients have the software they need to meet all FASB standards.  As such, we are more than just a 
software company, we also know the accounting behind the software.  We guarantee to keep up with what 
ever FASB throws your way. The ACL Calculator was developed as Software as a Service (SaaS) to 
effortlessly automates the entire allowance calculation process including disclosures – rendering 
spreadsheets obsolete. 
 
ACL Calculator handles everything:  
 Detailed disclosure reports that calculate every required disclosure for you 
 Historical losses and calculations by segment or class 
 Additional risk calculations for economical, political, industry and environmental credit risks by 

segment or class 
 SFAS 114 evaluation for fair value of collateral and present value calculations 
 Troubled Debt Restructurings 
 Detailed calculation reports and edit reports   
 And much more! 
 
ACL Calculator is proprietary software designed to offer you peace of mind regarding SFAS 5 and 114 
requirements and the new update standard ASU 2010-20 disclosure changes.  It is comprehensive, 
customizable, all-encompassing software that drastically minimizes the workload required to adhere to 
the new standard.  
 
Best of all, it is software developed by accountants for accountants! 
 
 

ARCSys – Innovative Solutions in a Regulated World 
 
 


