
© 2010 ARCS

 
 
 
 
 
October 2
 
 

ASU 
Credi
By Michael U
 

Credit Qu

The gener
statements
and to spe
 
Disclosur
 
A class of
should be
quality, an
performa
example, i
loans). A 
creditwort
assigned to
cost. 
 
Developin

Since thes
of loans.  
methodolo
methodolo
increases t

The stand
as a result 
assist finan
For exam
insignifica
important
which risk
risk not on

Sys ‐ All Rights Res

25, 2010 

2010-20
t Qualit
mscheid, ARCSys –

uality Inform

ral purpose of
s concerning m
ecifically disclo

re of Loan Cl

f loan is gene
e based on th
nd secondari
nce of the p
if a segment h
measuremen

thiness catego
o the loans wi

ng/Defining

se disclosures 
The institutio

ogy is differe
ogy, you not 
the level of ef

dard states the 
of too much 

ncial statemen
ple, a credito

ant detail. Sim
 differences b

k characteristic
n the credit qu

erved 

0 White
ty Inform
– CEO & Presiden

mation 

f this series of
management p
ose past due/d

lass informat

rally a disaggr
he initial measu
ly by the lev

portfolio, suc
has been defi
nt attribute i
ory or interna
ithin the portf

g Classes 

are at the cla
on’s policies a
nt from that 
only have to

ffort to accoun

following “A
aggregation a

nt users to und
r should not 
ilarly, a credit

between the di
cs are differen
uality indicato

epaper –
mation
nt 

f disclosures i
practices, poli
delinquent loa

tion: 

regation of a 
urement attribut
vel the entit
ch as by typ
ned as auto lo
is a level at w
ally assigned g
folio).  The ini

ss level, instit
and procedure

of the segm
o disclose the 
nt for and con

A creditor mus
and overburde
derstand the e
obscure impo

tor should not
ifferent types 
nt is the key.  
rs you are usin

– Series

is to provide a
icies and meth
ans by class. 

portfolio segm
te, such as amo
ty uses when
pe of borrow
oans then a c
which a credit
grade (for ex
itial measurem

utions should
es should defi
ent.  This is 
rationale, bu

ntrol this proce

t strike a balan
ening financial
entity’s financi
ortant inform
t disclose info
of financing r
Classes are ba
ng.   

s 2 

an understand
hodology over

ment.  The p
ortized cost or lo
n assessing 

wer, type of l
class could inc
tor develops 

xample, pass, 
ment attribute 

d scrutinize clo
ine the risk m
important be

ut also the eff
ess.  

nce between o
l statements w
ing receivable

mation by incl
ormation that 
receivables and
ased on the le

ding to the us
r credit qualit

principal deter
loans acquired w
and monito
loan or type
clude new, us
a credit risk 
special menti
for most loan

osely the deve
methodology f
ecause if you 
fects.  Having

obscuring imp
with excessive 
es and allowan
luding it with 
is so aggrega

d associated ri
evel you moni

sers of the fin
ty measures by

rmination of a
with deteriorated
ring risk an

e of collatera
sed or indirec
profile, such 
ion or substa
ns will be amo

elopment of c
for each class

make a chan
g many classe

portant inform
 detail that ma

nce for credit l
a large amou

ted that it ob
isks.”  Determ
itor and asses

1 

nancial 
y class 

a class 
d credit 

nd the 
al (for 
t auto 
as by 

andard 
ortized 

classes 
if the 

nge in 
es just 

mation 
ay not 
losses. 
unt of 
scures 

mining 
s your 



2 
© 2010 ARCSys ‐ All Rights Reserved 

If you read section 310-10-55-22 of the codification, the standard uses type of loan, industry sector and risk 
rates as examples of portfolio segments.  Then in 310-10-55-17, FASB refers to classes and uses similar types 
of information for determining classes.  It appears that FASB is trying to give you wide guidance in creating 
segments and classes.    

An important concept to remember in determining segments and classes is that management should consider 
the level of detail needed by a user to understand the risks inherent in the institution’s loans.  Examples of 
factors that the entity should consider in determining classes include, but are not limited to, any of the 
following: 

1. Types of borrowers, such as any of the following: 
a. Commercial loan borrowers 
b. Consumer loan borrowers 
c. Related party borrowers 

2. Type of loans, such as any of the following: 
a. Mortgage loans 
b. Credit card loans 
c. Interest-only loans 
d. Auto loans 
e. Leases 

3. Industry sector, such as any of the following: 
a. Real estate 
b. Construction 
c. Retail 

4. Type of collateral, such as any of the following: 
a. Residential property 
b. Commercial property 
c. Government-guaranteed collateral 
d. Uncollateralized (unsecured) loans 

5. Geographic distribution, including both of the following: 
a. Domestic including State and MSA 
b. International. 

Remember, the standard does not require you to have classes, but your methodology will determine the 
classes you have.  The time you spend defining classes may save effort when preparing disclosures, calculating 
the estimated losses and providing for controls over the process.   

Disclosures by Class include the following: 

1. Credit Quality information 
2. Impaired Financing Receivables (discussed in Series 3) 
3. Nonaccrual Status (discussed in Series 4) 
4. Modifications and Subsequent Defaults (discussed in Series 5) 
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Credit Quality Indicators: 

These disclosures apply to all credit quality indicators used by an institution.  It is possible to have separate 
credit quality indicators for different segments of loans.  Examples of credit quality indicators include, but are 
not limited to, all of the following: 

1. Consumer credit risk scores 
2. Credit-rating-agency ratings 
3. An entity’s internal credit risk grades 
4. Loan-to-value ratios 
5. Collateral 
6. Collection experience 
7. Other internal metrics 

An example of how this would apply is as follows: 

An institution has 4 segments of loans with one being commercial collateralized loans.  These loans are 
classed as follows: 

1. All loans are initially classed as amortized cost loans. (Initial measurement attribute) 

2. These loans are classed by industry segment 

a. Real Estate 
b. Agriculture 
c. Construction 

The bank applies a credit risk rating to these loans using a rating system of 1 through 5.  This rating system 
could be measured and assessed the same for each class or the ratings could be different by class. 

 

Disclosure of Past Due/ Delinquent Loans 

For many non public institutions, except for call reporting, disclosing the past due status of the portfolio will 
be a new experience.  Remember, you are also disclosing the charge-off policy by segment.  Therefore, the 
policy for determining past due or delinquency status should correlate with the charge-off practices because 
you are disclosing the past due accounts by class.   

The disclosure must include a discussion of how past due status is determined.   The standard refers to two 
methods, the first is based on payment activity and the second is based on contractual terms of the loan.  For 
most loans and core processing systems, the past due/delinquency status is based on payment status. 
However, many commercial loans may be based on specific contractual terms or loans that contain default 
provisions.  Measuring these default provisions may require additional tracking systems.  
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Disclosure Example 

An example of credit risk factors includes internal risk ratings such as a numbering system (1 to 5) or 
categories such as pass, special mention, substandard, and loss.  Either way, the disclosures need to include a 
description of the loss indicator, qualitative information on how the indicator is calculated or measured in 
relation to the likelihood of loss and the dates at which the indicators were updated.  If you use different 
indicators for consumer and commercial loans, you may have two sets of disclosures. As part of the process 
of defining credit quality indicators, the disclosure should include how and to what extent management 
monitors the credit quality of its loans in an ongoing manner and how management assess the quantitative 
and qualitative risks arising from the credit quality of its loans. 

 

For example, let’s say you have a segment of commercial loans with three classes, Class 1, Class 2, and Class 
3.  For each class you assign risk ratings of pass, substandard, special mention and loss.  Every quarter you 
update each class of loan based on the risk measures built into the methodology. 

For each class, 1, 2 and 3, you should disclose and/or document the following: 

1. Disclosure of the methodology for each rating; pass, substandard, special mention, and loss. The 
disclosure would include the quantitative and qualitative risks and the likelihood of loss for each risk 
rating.  
  

2. The balance of the loans associated with each quality indicator by class. This could be 12 balances, 3 
classes and 4 indicators per class in our example. 

 
3. Documentation and disclosure of when the risk factors for each indicator were last updated.  This 

means you need controls over the change management within the allowance accounting system.  
You can have two changes, a change in methodology, which we discussed in our series 1 
whitepaper, or a reassessment of individual loans.  This disclosure is for the reassessment time 
frame by class.  If every quarter you update the loss factor for each loan, this should be documented 
in you policies and processes and the update should be based on the risk factors within each loss 
category.  Remember, if you change the underlying methodology on how you assess the segment or 
class for allowance purposes, you are required to provide additional disclosure of the change in 
methodology.   You also need to consider how you are going to document and control this process. 
We also recommend you document what is and is not considered a change in methodology.  An 
increase in the quantitative loss factor applied to the allowance may not be a change in 
methodology, but a change in the factor producing the risk of loss may be. 
 

4. You must disclose the aging of the loan portfolio by class.  In our example this would lead to the 
disclosure of 3 classes of aged loans.  If you disclose, in separate columns, 30-60 days past due, 60-
90 days past due, 90-120 days past due and greater than 120 days past due, the disclosure schedule 
just for the commercial loan segment will be 3 rows (classes) by 4 columns (aging).  This disclosure 
can be done in a tabular format and in conjunction with the loan balance disclosure in 2 above and 
the disclosure in 5 below.  However, you can see how big this disclosure can be if you had 7 
segments with 3 classes in each segment.  The disclosure would be 21 rows by 6 columns, not 
including the headers and totals. 
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a. Other considerations:   Remember, you have already disclosed the charge-off policy for 
each segment.  If the charge-off policy is 90 days for consumer loans and 120 days for 
commercial loans, these disclosures should correlate to the aging balances you disclosed.  
For example, if you have 3 classes of consumer loans and the charge-off policy is 90 days 
for all consumer loans the number of past due consumer loans under all three classes 
should be zero.  However in reality, many times that is not the case. If your disclosure 
includes loans over 90 days for consumer loans, you need to consider disclosing the 
rationale for why certain loans were not charged-off in accordance with policy.   For 
example, the policy is 90 days except for loans that are chapter 13 bankruptcies or those 
that are in process of collateral liquidation such as repossessed auto loans.   
 

5. The last disclosure for this series is the amount of loans by class that are past due 90 days or more 
and still accruing interest.  We recommend you include this as an additional column with the loans 
disclosed in 4 above. 
 

 WE BELIEVE WE HAVE THE SOLUTION - ARCSys has been following this Update since it was 
issued as an Exposure Draft and has created specialized accounting Software (Software as a Service (SaaS)) to 
comply with SFAS 5, SFAS 114 and ASU 2010-20.  Our software, ACL Calculator, will effortlessly automate 
the entire allowance calculation process including disclosures; rendering spreadsheets obsolete.   ACL 
Calculator handles everything;  
 

• Historical losses and calculations by segment or class,  
• Additional risks calculations for economical, political, industry and environmental credit 

risks by segment or class. 
• SFAS 114 evaluation for fair value and present value calculations 
• Troubled Debt Restructurings, 
• Detailed calculation reports and edit reports 
• Full financial statement disclosures,   
• And much more! 

 
 
CONCLUSION - The 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 will drastically minimize the workload required 
to adhere to the new Standard.  
 
Best of all, It is software developed by accountants for accountants!  We provide Innovative Solutions in a 
Regulated World. 
 
 


