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FASB  - Finally On A Better Track 
 
After taking the three-bucket approach developed with the IASB to key constituents in 
the US, FASB informed the IASB that FASB believed it was necessary to revisit the 
proposed model.  After initial deliberations, it appears FASB is finally on a better track.   
 
The discussion of how to rewrite the allowance for credit loss accounting standards has 
now gone through multiple model discussions.  Models discussed to date are: 
 

• Fair Value – Initially proposed by FASB 
• Good Book - Bad Book – initially developed by IASB, 
• Three-Bucket approach – developed jointly by FASB and IASB 
• CECL (Current Expected Credit Loss) – Uses similar modeling to Three-Bucket 

approach developed during joint discussions over several years.    
 

While all of the models except for fair value are based on the expected loss modeling, 
the new model gaining traction with FASB is a streamlined approach that applies 
allowance models based on a single expected loss method verses a bucketed approach 
where the loss modeling changes with the bucket loans are in.   
 
Concerns by the US constituents over the multi bucket approach were twofold.  First, 
there was unease that using a 12-month expected loss for the first bucket would lead to 
lower allowances.  The second problem was defining from an operational perspective 
when to move loans between buckets one and two.   
 
In my opinion, FASB is now going down the right track with the CECL approach.  While 
modeling under any expected loss model, which includes forecasting, will be more 
difficult and time consuming, having a consistently applied method should create a more 
consistent allowance calculation. This method will most likely lead to higher allowance 
balances. 
 
FASB has told the IASB that they are still on track for a re-exposure in the fourth quarter 
of 2012.  While the contentious discussion on the impairment model captured the most 
attention, it is important to remember that the standard also contains changes in fair 
value accounting (classification and measurement) as well as hedge accounting.    
 
What is the CECL model? 
 
The CECL model will be applied to these assets: 
 

1. Debt Securities measured at Fair Value through Other Comprehensive Income 
(FV-OCI) 

2. Other financial assets measured at Fair Value through Other Comprehensive 
Income (FV-OCI) 

3. Financial Assets measured at amortized cost (Loans and Accounts Receivable) 
 
As a practical expedient, an entity need not recognize expected credit losses for 
financial assets classified as FV-OCI when both of the following conditions are met:  
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1. The fair value of the financial asset is greater than the amortized cost basis. 
  

2. Expected credit losses on the financial asset are insignificant. 

The CECL model was supposedly developed using the concepts developed under the 
three-bucket approach.  FASB states that the CECL method does not create a “worse 
case” or “best case” scenario.  The estimate should be management’s conclusions 
concerning the contractual cash flows the entity does not expect to collect.  Management 
can use various methods such as: 
 

1. Probability of Default 
2. Historical loss rates (by specific pools of loans) 
3. Changes in credit risk (Risk Rates, FICO Scores, Bankruptcy Scores) 
4. Changes in conditions (economic, lending policies) 
5. Changes in reasonable and supportable forecasts 

 
From previous discussions, these factors were grouped into general and specific 
indicators of risk.  The following is a list of those factors in more detail. 
 

FASB Proposed General Indicators of Risk 
 
General Indicators 

• Change in general economic conditions 
• Change in industry conditions 
• Change in market indicators of credit risk 
• Change in re-origination rates 
• Change in management approach 
• Change in company performance 
• Change in company prospects 
• Change in collateral values 
• Change in credit quality enhancement/support 
• Change in the loan documentation 
• Change in expected performance of the borrower 

 
FASB Proposed Specific Indicators of Risk 
 
Retail/Consumer loans 
  
 Economic indicators 

Unemployment rates (DOL statistics) 
National and local economic and business conditions (Inflation, Consumer 
Confidence) 
Declining collateral values (local real estate values) 

 
  Credit profile of individual borrower 

Delinquency (assign risk factors based on days past due) 
Credit/FICO scores (update credit scores periodically) 
Data on borrower's ability to pay (underwriting standards) 
Bankruptcy filings (local filing statistics) 
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Commercial loans 
   
Economic indicators  

National and local economic and business conditions (GDP, CPI) 
Industry trends (Commercial Real Estate Vacancy Rates) 
Collateral values (Commercial Real Estate Values)  

 
  Credit profile of corporate borrower 

Operating results and Operational Risks 
Management expertise 
Asset quality and Leverage and liquidity 
Financial support from parent and/or affiliate 
Pending litigation 

 
The allowance estimate for expected credit losses should be based on all supportable 
internally and externally available information considered relevant in making the forward-
looking estimate, including information about past events, current conditions, and 
reasonable and supportable forecasts and their implications for expected credit losses. 
The information used should include qualitative and quantitative factors specific to the 
creditor, general economic conditions, and an evaluation of both the current point in the 
credit cycle and the forecasted direction of the credit cycle.  The end game of the 
accounting model should be to have the balance sheet reflect the current estimate of 
expected credit losses at the reporting date and have the income statement reflect the 
effects of credit deterioration (or improvement) that has taken place during the period. 
 
FASB does expect to have the CECL methodology applied to pools of similar asset 
types.  These pools may use the credit risk ratings determined by the entity as of the 
balance sheet date. Therefore, entities may leverage their existing internal credit risk 
management tools and systems to implement the CECL Model.  FASB used the 
following as an example: 
 

“If a pool of commercial mortgages held at the end of a reporting period is 
evaluated by an entity as a “Pass Category 2” loan, the entity might begin its 
estimate with its historical loss experience appropriate for that category, which 
would typically be quite low, and then adjust the historical loss experience for 
current conditions, and reasonable and supportable forecasts about the future. If 
credit conditions change during the next period such that a portion of the 
commercial mortgages is now categorized as “Pass Category 4,” the entity would 
begin to develop its current expected credit loss estimate for those loans based 
on historical loss experience appropriate for that category, thereby increasing its 
current estimate of expected credit loss. If credit conditions continue to 
deteriorate and at the third reporting period some of the commercial mortgages 
are rated “Special Mention,” the entity would likely begin its current expected 
credit loss estimate for the loans rated “Special Mention” with historical loss 
experience appropriate for that category and then adjust that historical loss 
experience as described above.” 
 

Under this specific example, the entity would have to track historical loss history at the 
risk rating level and apply the forecasts and additional loss measures to the historical 
loss factor. 
 



 

       4 
 

In other words, every period, the estimates are updated for current information about the 
financial assets for which credit impairment is being measured using all supportable 
internally and externally available information considered relevant in making the forward-
looking estimate. In addition, the forecast period may be different for a “Pass Category 
2” loan and Special Mention loans.  The board also decided that there should not be an 
initial recognition threshold that must be met before an entity recognizes credit 
impairment.  Therefore, all loans including new originations will need to be included in a 
pool on which an allowance estimate is calculated. 
 
Purchased Credit-Impaired Assets (PCI) 
 
The board drew the following conclusions pertaining to PCI loans.   
 

1. Estimating credit loss would follow the same methodology as other loans. 
 

2. The discount embedded in the purchase price that is attributable to expected 
credit losses (that is, non-accretable yield) would never be included in interest 
income. One way an entity might practically follow this approach and integrate it 
into existing systems would be to deem the amortized cost of the PCI asset, at 
acquisition, to equal the sum of (1) the purchase price and (2) the associated 
impairment allowance at the date of acquisition. 

 
3. Balance sheet and income statement amounts for originated and purchased 

credit impaired financial assets would be presented separately. 
 

4. PCI assets are defined as acquired individual assets (or acquired groups of 
financial assets with shared risk characteristics at the date of acquisition) that 
have experienced a significant deterioration in credit quality since origination, 
based on the assessment of the buyer. 

 
Nonaccrual Concept 
 
FASB is reviewing the concept of nonaccrual loans and how to apply under the new 
methodology.  Since the expected loss model includes all losses, (principal, interest and 
costs) the determination of treatment of nonaccrual loans is important for consistent 
application.  FASB’s current theory of applying nonaccrual interest income states that 
interest income should cease:  

 
“When it is not probable that the entity will receive full payment of principal or 
interest (that is, when the entity can no longer assert that the likelihood of 
collection is probable). If it is not probable that the entity will receive full payment 
of principal, the entity should apply the cost recovery method to account for 
payments received when a loan is placed on nonaccrual status. If it is probable 
that the entity will receive full payment of principal but it is not probable that the 
entity will receive full payment of interest, the entity should apply the cash basis 
method to account for payments received when a loan is placed on nonaccrual 
status.” 
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This white paper is an update of our whitepaper titled “FASB Drafting Changes to the 
Allowance for Credit Losses”.  Please refer to the Press Room page of our web site for 
this and other whitepapers in conjunction with the allowance discussion.  We developed 
the ACL Calculator to allow our clients to utilize multiple risk factors to determine the 
allowance for credit losses. 
 
The Solution – ACL Calculator 
 
At ARCSys our vision is to provide the 
best, most flexible software which complies 
with regulatory guidance and GAAP. The 
ACL Calculator was developed as Software 
as a Service (SaaS) to effortlessly automate the entire allowance calculation process 
from applying historical losses, qualitative and quantitative factors and preparing 
disclosures – rendering spreadsheets obsolete. 
 
ACL Calculator handles Both Qualitative and Quantitative 
Factors based on multiple Variables:  
 
 ARCSys allows users to segment and class loans based on multiple variables 
 ARCSys allows users to apply qualitative and quantitative factors based on any 

variable within their system and third party variables such as Department of Labor 
information such as GDP and Unemployment Rates. 

 Complete SFAS 114 (ASC 310-10) impairment measurement for discounted cash-
flow analysis (including multiple payment streams) and Fair value analysis  

 Detailed calculation and financial disclosure reports 
 Risk migration and static pool analysis 
 
ACL Calculator is proprietary software designed to offer you peace of mind regarding 
SFAS 5 (ASC 450-20) and 114 (ASC 310-10) 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 
 
 


