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Currently, the Public Company Accounting Oversight Board (PCAOB) is discussing the need for auditors to pay 
more attention to financial statement disclosures in light of the recent pronouncements that require disclosures 
with more extensive detail and transparency than ever before.  The PCAOB is concerned that auditors need more 
guidance in the audit and evaluation of disclosures.  The increasing level of detail in financial statements requires 
management to create policies, procedures and processes to ensure that all disclosures are made properly and 
completely.  We will discuss below, our review of 25 public financial institution allowance disclosures for the 
period ending December 2010.  Our review was performed for two purposes, first to illustrate best practices that 
are being employed for the initial public companies adopting the new disclosures, and second, to demonstrate 
the importance of compliance with the standards and the increased audit and evaluation that will be needed 
under the audit standard revisions being discussed by the PCAOB.  

In addition, since all these revisions tend to go downstream, the likelihood of the Auditing Standards Board (ASB) 
adopting similar standards is high for nonpublic audits.

Key Factors in the PCAOB Discussion 

The PCAOB wraps this discussion under the framework that public companies are liable for material misstatements 
or omissions in financial statements including disclosures.  The PCAOB states that when an auditor evaluates 
financial statements they must do the following:
1. evaluate whether the financial statements and notes are informative of matters that may affect their use,   
 understanding and interpretation
2. consider the form arrangement and content of the financial statements encompassing matters such as   
 terminology used, the amount of detail given, the classification of items and the bases of amounts
3. evaluation also involves the effect of uncorrected misstatements in financial statement disclosures such as   
 omitted, incomplete and inaccurate disclosures

The PCAOB describes that the changes in disclosures that require more extensive information, contain more 
qualitative information, and disclose specific objectives and methodologies for items, such as estimates need 
auditor attention.
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The PCAOB is also recommending revising the definition of misstatement to read as follows:  
A misstatement if material individually or in combination with other misstatement causes the financial statements 
not to be presented in conformity with applicable financial reporting framework.  A misstatement may relate to 
a difference between the amounts, classification, presentation, or disclosure of a reported financial statement 
item and the amount, classification, presentation, or disclosure that should be reported in conformity with the 
applicable financial reporting framework.

Simply put, if you don’t disclose properly and completely in accordance with GAAP, any deficiency in your 
disclosures is a misstatement and requires the auditor to address these misstatements with other misstatements 
found during the audit.  Since disclosures will be more important and extensive as we move forward, developing 
processes and systems will become more imperative than ever.

The new disclosures required by ASU 2010-20 concerning the allowance for credit losses has increased the 
volume of disclosures in most institutions from 2 or 3 pages historically, to approximately 12 pages or more.  The 
disclosures for public banks as of December 31, 2010 don’t even include all of the required disclosures because 
FASB made some of the disclosures applicable starting in 2011.  Therefore, the disclosures at public companies 
will be even longer for the first quarter.

We reviewed the disclosures of over 25 large and small public institutions.  Below, we will discuss many of 
the increased reporting requirements and discuss how the first filers (public banks) did in complying with the 
standards.  In most areas, we found differences in the level of detail used by various banks.  Since the purpose of 
the standard is to provide more transparency, the lack of detail is considered to be less in compliance in meeting 
the standard. Because these disclosures were made effective for public companies with reporting periods starting 
in December 2010, there was little time to prepare for the volume of information.

General Disclosure Information

The new standard requires general disclosures for methodology (policies and risks) by segment or class.  These 
disclosures include accounting policies, risk assessment methodology, charge-off policies, past due policies, 
impairment policies and non-accrual policies. We found that numerous institutions did not disclose many of the 
methodology issues by segment or class.  Some disclosed part of the methodology for accounting and risk by 
segment or class, but grouped other policies together in a generic disclosure.  In fact, for some institutions it was 
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difficult to determine what were the segments and classes.  These disclosures were lumped together and were 
very general in nature with broad statements about policy.  Some institutions did not used the new terminology 
and some did not .  

The conclusion drawn from a general type of discussion would be that all segments and classes have the same 
methodology, policies and factors.  Since the purpose of these disclosures is to let the reader of the financials 
have a more detailed look at the underlying assumptions and risks in the allowance calculation, it is imperative 
that the discussion allows the reader to understand the issues.  Remember, understandability is a key concept 
and the purpose of having the disclosures at the segment and class level is to remove the general concepts and 
policies statements.

In addition, starting in 2011 you must disclose the changes in your methodology and the effects of those changes 
from the prior reporting period.  Showing a lack of detail in your disclosures may only cause confusion in later 
periods.

As it states above, one important concept of this disclosure is to directly identify the segments and classes within 
the portfolio.  Again, during our review we found that many institutions did not describe their segments and 
classes.  Since most institutions only disclose the class information for those classes with balances that fall within 
the reporting requirements, such as past due status and nonaccrual loans, the lack of consistent class names 
between disclosures can cause confusion to the reader when segments and classes are not clearly reported 
somewhere in the notes.  In a few cases, the class names seemed to change within different disclosures.  The 
standards require that you disclose all segments and classes directly along with the policies discussed above.

We found that many institutions put the policy and methodology disclosures in “note 1” and the required schedules 
in one or two other notes further back in the disclosures.  We found this to be cumbersome when trying to 
understand the entire disclosure.  For example, the discussion on impaired loans would be in “note 1” and the 
schedule of impaired loans would be in “note 6”.  A few institutions put the discussion and note together which 
made the entire discussion more understandable.  We recommend you consider this approach.  We are updating 
parts of our example disclosure to follow this pattern. 

The first example below partially summarizes the policies by defining the underwriting risks, but then discloses 
the allowance methodology for all loans instead of by segment, as required.    Remember, the standard requires 
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the disclosure of factors used in determining historical loss and existing economic or financial conditions, not just 
a general statement.

Example 1 – Disclosure of Segments, General Discussion of Methodology
Only the discussion of Commercial and Industrial is shown, other segments and classes were described 
as well.

Commercial and Industrial Lending—The Corporation originates commercial and industrial loans 
primarily to businesses located in its primary market area and surrounding areas. These loans are used 
for various business purposes which include short-term loans and lines of credit to finance machinery 
and equipment purchases, inventory and accounts receivable. Generally, the maximum term for loans 
extended on machinery and equipment is based on the projected useful life of such machinery and 
equipment. Most business lines of credit are written on demand and may be renewed annually. 

Commercial and industrial loans are generally secured with short-term assets however, in many cases; 
additional collateral such as real estate is provided as additional security for the loan. Loan-to-value 
maximum values have been established by the Corporation and are specific to the type of collateral. 
Collateral values may be determined using invoices, inventory reports, accounts receivable aging reports, 
collateral appraisals, etc. 

In underwriting commercial and industrial loans, an analysis of the borrower’s character, capacity to repay 
the loan, the adequacy of the borrower’s capital and collateral as well as an evaluation of conditions 
affecting the borrower is performed. Analysis of the borrower’s past, present and future cash flows is also 
an important aspect of the Corporation’s analysis. 

Commercial loans generally present a higher level of risk than other types of loans due primarily to the 
effect of general economic conditions. 

In a separate section they have:

For such loans that are also classified as impaired, an allowance is established when the discounted 
cash flows (or collateral value or observable market price) of the impaired loan is lower than the carrying 
value of that loan. The general component covers pools of loans by loan class including commercial 
loans not considered impaired, as well as smaller balance homogeneous loans, such as residential real 
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estate, home equity, and other consumer loans. These pools of loans are evaluated for loss exposure 
based upon historical loss rates for each of these categories of loans, adjusted for qualitative factors. 
These qualitative risk factors include: 

 • lending policies and procedures, including underwriting standards and collection, charge-off, and  
  recovery practices;

 • national, regional and local economic and business conditions, as well as the condition of various market  
  segments, including the value of underlying collateral for collateral dependent loans.

 • nature and volume of the portfolio and terms of loans;

 • experience, ability and depth of lending management and staff;

 • volume and severity of past due, classified and nonaccrual loans, as well as other loan modifications;  
  and,

 • existence and effect of any concentrations of credit and changes in the level of such concentrations.

Each factor is assigned a value to reflect improving, stable or declining conditions based on management’s 
best judgment using relevant information available at the time of the evaluation. 

The weakness in this disclosure is that they combined a general comment about the risks and 
did not disclose the factors used by segment or class, including factors for historical loss.  The 
same institution also had a general disclosure for impaired loans, nonaccrual loans and charge-
off policies.  The standard requires factors and risk methodology at the segment and class level.
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Example 2 – Disclosure of Segments 
The following is another example of general disclosure where most of the information is present at the 
correct level, however, some detail factors are hard to discern.

The determination of the general reserve for loans and leases that are not impaired is based on estimates 
made by management, to include, but not limited to, consideration of historical losses by portfolio segment, 
internal asset classifications, and qualitative factors to include economic trends in the Company’s service 
areas, industry experience and trends, geographic concentrations, estimated collateral values, the 
Company’s underwriting policies, the character of the credit portfolio, and probable losses inherent in the 
portfolio taken as a whole.

The Company determines a separate allowance for each portfolio segment. These portfolio segments 
include commercial and industrial, real estate construction (including land and development loans), 
residential real estate, multi-family real estate, commercial real estate, leases, agriculture and consumer 
loans. The allowance for loan and lease losses attributable to each portfolio segment, which includes 
both impaired credits and credits that are not impaired, is combined to determine the Company’s overall 
allowance, which is included on the consolidated balance sheet and available for all loss exposures.
The general reserve component of the allowance for loan and lease losses also consists of reserve factors 
that are based on management’s assessment of the following for each portfolio segment: (1) inherent 
credit risk, (2) historical losses and (3) other qualitative factors. These reserve factors are inherently 
subjective and are driven by the repayment risk associated with each portfolio segment described below.

Land and construction – Land and construction loans generally possess a higher inherent risk of loss 
than other real estate portfolio segments. A major risk arises from the necessity to complete projects 
within specified cost and time lines. Trends in the construction industry significantly impact the credit 
quality of these loans, as demand drives construction activity. In addition, trends in real estate values 
significantly impact the credit quality of these loans, as property values determine the economic viability 
of construction projects.
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Commercial real estate – Commercial real estate mortgage loans generally possess a higher inherent 
risk of loss than other real estate portfolio segments, except land and construction loans. Adverse 
economic developments or an overbuilt market impact commercial real estate projects and may result in 
troubled loans. Trends in vacancy rates of commercial properties impact the credit quality of these loans. 
High vacancy rates reduce operating revenues and the ability for properties to produce sufficient cash 
flow to service debt obligations.

Commercial and industrial – Commercial and industrial loans generally possess a lower inherent risk of 
loss than real estate portfolio segments because these loans are generally underwritten to existing cash 
flows of operating businesses. Debt coverage is provided by business cash flows and economic trends 
influenced by unemployment rates and other key economic indicators are closely correlated to the credit 
quality of these loans.

Multi-family – Multi-family loans are non-construction term mortgages for the acquisition, refinance, or 
improvement of residential rental properties with generally more than 4 dwelling units. Underwriting is 
generally based on borrower creditworthiness, sufficiency of net operating income to service the bank 
loan payment, and a prudent loan-to-value ratio, among other factors.

Residential – Residential loans are generally loans to purchase or refinance 1-4 unit single-family 
residences, either owner-occupied or investor-owned. Some residential loans are short term to match 
their intended source of repayment through sale or refinance. The remainder are fixed or floating-rate 
term first mortgages with an original maturity between 2 and 10 years, generally with payments based on 
a 25-30 year amortization.

Leases – Leases originated by the bank are non-consumer finance leases (as contrasted with operating 
leases) for the acquisition of titled and non-titled business equipment. Leases are generally amortized 
over a period from 36 to 84 months, depending on the useful life of the equipment acquired. Residual 
(balloon) payments at lease end range from 0-20% of original cost, and are a non-optional obligation of 
the lessee. Lessees are contractually responsible for all costs, expenses, taxes, and liability associated 
with the leased equipment.



©2011 ARCSys™ - All Rights Reserved  |  8  facebook.com/ARCSystwitter.com/ARCSysonlineARCSysSpeaks.com

 Agricultural land and production – Loans secured by crop production and livestock are especially  
 vulnerable to two risk factors that are largely outside the control of Company and borrowers: commodity  
 prices and weather conditions.

 Home equity lines of credit – The degree of risk in residential real estate lending depends primarily  
 on the loan amount in relation to collateral value, the interest rate and the borrower’s ability to repay  
 in an orderly fashion. These loans generally possess a lower inherent risk of loss than other real  
 estate portfolio segments. Economic trends determined by unemployment rates and other key  
 economic indicators are closely correlated to the credit quality of these loans. Weak economic trends  
 indicate that the borrowers’ capacity to repay their obligations may be deteriorating.

 Installment – An installment loan portfolio is usually comprised of a large number of small loans  
 scheduled to be amortized over a specific period. Most installment loans are made directly for  
 consumer purchases, but business loans granted for the purchase of heavy equipment or industrial  
 vehicles may also be included. Economic trends determined by unemployment rates and other key  
 economic indicators are closely correlated to the credit quality of these loans. Weak economic trends  
 indicate that the borrowers’ capacity to repay their obligations may be deteriorating.

Although management believes the allowance to be adequate, ultimate losses may vary from its 
estimates. At least quarterly, the Board of Directors reviews the adequacy of the allowance, including 
consideration of the relative risks in the portfolio, current economic conditions and other factors. If the 
Board of Directors and management determine that changes are warranted based on those reviews, 
the allowance is adjusted. In addition, the Company’s primary regulators, the FDIC and the DFI, as 
an integral part of their examination process, review the adequacy of the allowance. These regulatory 
agencies may require additions to the allowance based on their judgment about information available at 
the time of their examinations.

This institution can strengthen its disclosure by adding historical factors, making sure all 
segments list the actual economic characteristics for each segment and add the nonaccrual and 
impaired policies to the discussion.
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Example 3 – Segment and Class Information is Not Disclosed 
The following is an example where segment and class information was not disclosed.

The provision for credit losses is the periodic cost of providing an allowance or reserve for estimated 
probable losses on loans and leases. The Bank’s Board of Directors has appointed a loan loss reserve 
valuation committee (the “Loan Loss Committee”), which bases its estimates of credit losses on three 
primary components: (1) estimates of inherent losses that may exist in various segments of performing 
loans and leases; (2) specifically identified losses in individually analyzed credits; and (3) qualitative factors 
that may impact the performance of the loan and lease portfolio. Factors such as financial condition of 
the borrower and guarantor, recent credit performance, delinquency, liquidity, cash flows, collateral type 
and value are used to assess credit risk. Expected loss estimates are influenced by the historical losses 
experienced by the Bank for loans and leases of comparable creditworthiness and structure. Specific 
loss assessments are performed for loans and leases of significant size and delinquency based upon 
the collateral protection and expected future cash flows to determine the amount of impairment under 
FASB ASC 310. In addition, qualitative factors such as changes in economic and business conditions, 
concentrations of risk, loan and lease growth, acquisitions and changes in portfolio risk resulting from 
regulatory changes are considered in determining the adequacy of the level of the allowance for credit 
losses.

Attention is paid to the quality of the loan and lease portfolio through a formal loan review process. 
An independent loan review department of the Bank is responsible for reviewing the credit rating and 
classification of individual credits and assessing trends in the portfolio, adherence to internal credit 
policies and procedures and other factors that may affect the overall adequacy of the allowance for 
credit losses. The Loan Loss Committee is responsible for ensuring that the allowance for credit losses 
provides coverage of both known and inherent losses. The Loan Loss Committee meets at least quarterly 
to determine the amount of adjustments to the allowance for credit losses. The Loan Loss Committee 
is composed of senior management from the Bank’s loan administration and finance departments. In 
2010, the Bank established a real estate risk management group and an Impairment Committee. The 
real estate risk management group oversees compliance with regulations and U.S. GAAP related to 
lending activities where real estate is the primary collateral. The Impairment Committee is responsible for 
evaluating loans that have been specifically identified through various channels, including examination 
of the Bank’s watch list, past due listings, findings of the internal loan review department, loan officer 
assessments and loans to borrowers or industries known to be experiencing problems. 
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Credit Quality Disclosures

Second, we reviewed the credit quality disclosures for risk methods adopted by the institutions.  Some institutions 
did not disclose this and gave no indication that they did not have a separate risk evaluation process because 
the discussion of segment and class information was too general.  While this is not necessary, the fact that a risk 
methodology is not used should be evident in the disclosure of the discussion of the segment methodology listed 
above.  Since some institutions shortcut this disclosure, it was hard to determine if they used separate credit risk 
indicators.

Example 4 – Credit Risk Disclosures, Includes MOST Information 
An example of credit risk disclosure that includes most of the required items is as follows:

The Company assigns a risk rating to all loans except pools of homogeneous loans and periodically 
performs detailed reviews of all such loans over a certain threshold to identify credit risks and to assess 
the overall collectability of the portfolio. These risk ratings are also subject to examination by independent 
specialists engaged by the Company and the Company’s regulators. During these internal reviews, 
management monitors and analyzes the financial condition of borrowers and guarantors, trends in the 
industries in which borrowers operate and the fair values of collateral securing these loans. These credit 
quality indicators are used to assign a risk rating to each individual credit. The risk ratings can be grouped 
into six major categories, defined as follows:

 Pass – A pass loan is a strong credit with no existing or known potential weaknesses deserving of  
 management’s close attention.

 Watch – A watch credit is a loan or lease that otherwise meets the definition of a standard or minimum  
 acceptable quality loan, but which requires more than normal attention due to any of the following  
 items: deterioration of borrower financial condition less severe than those warranting more adverse  
 grading, deterioration of repayment ability and/or collateral value, increased leverage, adverse effects  
 from a downturn in the economy, local market or industry, adverse changes in local or regional  
 employer, management changes (including illness, disability, and death), and adverse legal action.  
 Payments are current per the terms of the agreement. If conditions persist or worsen, a more severe  
 risk grade may be warranted.
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Special Mention – A special mention credit is a loan or lease that has potential weaknesses that deserve 
management’s close attention. If left uncorrected, these potential weaknesses may result in deterioration 
of the repayment prospects for the credit or in the Company’s position at some future date. Special 
Mention credits are not adversely classified and do not expose the Company to sufficient risk to warrant 
adverse classification.

Substandard – A substandard credit is a loan or lease that is not adequately protected by the current 
sound worth and paying capacity of the borrower or the value of the collateral pledged, if any. Credits 
classified as substandard have a well-defined weakness or weaknesses that jeopardize the liquidation 
of the debt. Well defined weaknesses include a project’s lack of marketability, inadequate cash flow 
or collateral support, failure to complete construction on time or a project’s failure to fulfill economic 
expectations. They are characterized by the distinct possibility that the Company will sustain some loss 
if the deficiencies are not corrected.

Doubtful – Credits classified as doubtful are loans or leases that have all the weaknesses inherent in 
those classified as substandard with the added characteristic that the weaknesses make collection or 
liquidation in full, on the basis of currently known facts, conditions and values, highly questionable and 
improbable.

Loss – Credits classified as loss are loans or leases considered uncollectible and charged off immediately.

This disclosure could be improved by adding in a few more specific factors for the areas listed.

Example 5 – Credit Risk Disclosure that Lacks Detail
An example of a credit risk disclosure that lacks detail.

Credit quality risk ratings include regulatory classifications of special mention, substandard, doubtful 
and loss. Loans classified special mention have potential weaknesses that deserve management’s 
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close attention. If uncorrected, the potential weaknesses may result in deterioration of the repayment 
prospects. Loans classified substandard have a well-defined weakness or weaknesses that jeopardize 
the liquidation of the debt. They include loans that are inadequately protected by the current sound net 
worth and paying capacity of the obligor or of the collateral pledged, if any. Loans classified doubtful have 
all the weaknesses inherent in loans classified substandard with the added characteristic that collection 
or liquidation in full, on the basis of current conditions and facts, is highly improbable. Loans classified as 
a loss are considered uncollectible and are charged to the allowance for loan losses. Loans not classified 
are rated pass. 

This disclosure lacks any real detail and needs to be expanded.  The disclosure does not include 
any timing issues or discussion of how this analysis is performed.

Disclosure of Risk Ratings Schedule

A few institutions disclosed the average risk rating by class instead of the balances by risk rating.  The purpose 
of the risk ratings disclosure and balances is so the reader of the financial statements can understand the risk in 
the portfolio.  By using an average risk rating, the disclosure could be construed as trying to hide the actual risk.  
Most institutions appeared to disclose the risk ratings and the methodology supporting the ratings.

Example 6 – Typical Risk Rating Disclosure
An example of a typical risk rating disclosure is as follows:

Credit Risk Profile 
For purposes of monitoring the credit quality and risk characteristics of its commercial portfolio segment, 
the Bancorp disaggregates the segment into the following classes: commercial and industrial, commercial 
mortgage owner-occupied, commercial mortgage nonowner-occupied, commercial construction and 
commercial leasing. 
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To facilitate the monitoring of credit quality within the commercial portfolio segment, and for purposes of 
analyzing historical loss rates used in the determination of the ALLL for the commercial portfolio segment, 
the Bancorp utilizes the following categories of credit grades: pass special mention, substandard, doubtful 
or loss. The five categories, which are derived from standard regulatory rating definitions, are assigned 
upon initial approval of credit to borrowers and updated periodically thereafter. Pass ratings, which are 
assigned to those borrowers that do not have identified potential or well defined weaknesses and for 
which there is a high likelihood of orderly repayment, are updated periodically based on the size and 
credit characteristics of the borrower. All other categories are updated on a quarterly basis during the 
month preceding the end of the calendar quarter. 

The Bancorp assigns a special mention rating to loans and leases that have potential weaknesses that 
deserve management’s close attention. If left uncorrected, these potential weaknesses may, at some 
future date, result in the deterioration of the repayment prospects for the loan or lease or the Bancorp’s 
credit position.

The Bancorp assigns a substandard rating to loans and leases that are inadequately protected by the 
current sound worth and paying capacity of the borrower or of the collateral pledged. Substandard loans 
and leases have well defined weaknesses or weaknesses that could jeopardize the orderly repayment of 
the debt. Loans and leases in this grade also are characterized by the distinct possibility that the Bancorp 
will sustain some loss if the deficiencies noted are not addressed and corrected. 
The Bancorp assigns a doubtful rating to loans and leases that have all the attributes of a substandard 
rating with the added characteristic that the weaknesses make collection or liquidation in full, on the basis 
of currently existing facts, conditions, and values, highly questionable and improbable. The possibility 
of loss is extremely high, but because of certain important and reasonable specific pending factors that 
may work to the advantage of and strengthen the credit quality of the loan or lease, its classification as 
an estimated loss is deferred until its more exact status may be determined. Pending factors may include 
a proposed merger or acquisition, liquidation proceeding, capital injection, perfecting liens on additional 
collateral or refinancing plans. 

Loans and leases classified as loss are considered uncollectible and are charged off in the period in 
which they are determined uncollectible. Because loans and leases in this category are fully charged 
down, they are not included in the following tables. 
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The following table summarizes the credit risk profile of the Bancorp’s commercial portfolio segment, by 
class, as of December 31, 2010:

For purposes of monitoring the credit quality and risk characteristics of its consumer portfolio segment, 
the Bancorp disaggregates the segment into the following classes: home equity, automobile loans, credit 
card, and other consumer loans and leases. The Bancorp’s residential mortgage portfolio segment is also 
a separate class. 

The Bancorp considers repayment performance as the best indicator of credit quality for residential 
mortgage and consumer loans. Residential mortgage loans that have principal and interest payments 
that have become past due one hundred fifty days are classified as nonperforming unless such loans 
are both well secured and in the process of collection. Home equity, automobile, and other consumer 
loans and leases that have principal and interest payments that have become past due ninety days are 
classified as nonperforming unless the loan is both well secured and in the process of collection. Credit 
card loans that have been modified in a TDR are classified as nonperforming unless such loans have a 
sustained repayment performance of six months or greater and are reasonably assured of repayment 
in accordance with the restructured terms. All other loans and leases are classified as performing. Well 
secured loans are collateralized by perfected security interests in real and/or personal property for which 
the Bancorp estimates proceeds from sale would be sufficient to recover the outstanding principal and 
accrued interest balance of the loan and pay all costs to sell the collateral. The Bancorp considers a loan 
in the process of collection if collection efforts or legal action is proceeding and the Bancorp expects to 
collect funds sufficient to bring the loan current or recover the entire outstanding principal and accrued 
interest balance. 

Credit Grade  
($ in millions)

Pass $23,147

1,406

2,541

97

$27,191

4,034

430

854

22

5,340

3,620

647

1,174

64

5,505

1,034

416

540

58

2,048

3,269

60

48

1

3,378

Special Mention

Substandard

Doubtful

Total

Commercial &  
Industrial Loans

Commercial  
Mortgage Loans  
Owner-Occupied

Commercial  
Mortgage Loans

Noowner-Occupied

Commercial 
Construction

Commercial 
Leases
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($ in millions)

Performing

Nonperforming

$8,642

268

$8,910 11,513 10,983 1,896 681

11,457

56

10,980

3

1,841

55

597

84

Total

Residential
Mortgage Loan(a)

Home Equity Automobile
Loans

Credit Card Other Consumer 
Loans and Leases

The following table summarizes the credit risk profile of the Bancorp’s residential mortgage and consumer 
portfolio segments, by class, as of December 31, 2010: 

Disclosing Recorded Investment

In our review, we found that a few institutions did not disclose their balances using recorded investment balances 
or you could not determine if the recorded investment balance was used.  In these cases, the recorded investment 
equaled the unpaid principle amount and the institutions still had deferred costs reducing the balances in the 
footnote as in prior years.  Remember, almost all of the disclosures are presented using recorded investment.  

Other example disclosures are as follows:

Example 7 - Disclosure with Detail

Non-Performing Loans and Leases 

Generally, all classes of commercial loans and leases are placed on non-accrual status upon becoming 
contractually past due 90 days or more as to principal or interest (unless loans and leases are adequately 
secured by collateral, are in the process of collection, and are reasonably expected to result in repayment), 
when terms are renegotiated below market levels, or where substantial doubt about full repayment of 
principal or interest is evident. For residential mortgage and home equity loan classes, loans are placed 
on non-accrual status at the earlier of the loan becoming contractually past due 120 days or more as to 
principal or interest or upon taking of a partial charge-off on the loan. For automobile and other consumer 
loan classes, the entire outstanding balance on the loan is charged-off when the loan becomes 120 days 
past due as to principal or interest. 
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When a loan or lease is placed on non-accrual status, the accrued and unpaid interest receivable is 
reversed and the loan or lease is accounted for on the cash or cost recovery method until qualifying 
for return to accrual status. All payments received on non-accrual loans and leases are applied against 
the principal balance of the loan or lease. A loan or lease may be returned to accrual status when 
all delinquent interest and principal become current in accordance with the terms of the loan or lease 
agreement and when doubt about repayment is resolved. 

Generally, for all classes of loans and leases, a charge-off is recorded when it is probable that a loss has 
been incurred and when it is possible to determine a reasonable estimate of the loss. For all classes of 
commercial loans and leases, a charge-off is determined on a judgmental basis after due consideration 
of the debtor’s prospects for repayment and the fair value of collateral. For the pooled segment of the 
Company’s commercial and industrial loan class, which consists of small business loans, the entire 
outstanding balance on the loan is charged-off during the month that the loan becomes 120 days past due 
as to principal or interest. For residential mortgage and home equity loan classes, a partial charge-off is 
recorded at 120 days past due as to principal or interest for the amount that the loan balance exceeds the 
fair value of the collateral. In the event that loans or lines in the home equity loan class is behind another 
financial institution’s first mortgage, the entire outstanding balance on the loan is charged-off when the 
loan becomes 120 days past due as to principal or interest. As noted above, loans in the automobile and 
other consumer loan classes are charged-off in its entirety upon the loan becoming 120 days past due 
as to principal or interest. 

Example 8 – Disclosure Not Scheduled by Class

Non-accrual loans and leases totaled approximately $22,571,000 and $20,964,000 at December 31, 
2010 and 2009, respectively. There were no loans and leases past due 90 days or more and still accruing 
interest at December 31, 2010 and 2009. Interest income on non-accrual loans is generally recognized on 
a cash basis and was approximately $338,000 and $79,000 for the years ended December 31, 2010 and 
2009, and not significant for 2008. Interest foregone on non-accrual loans was approximately $1,736,000, 
$1,281,000 and $647,000 for the years ended December 31, 2010, 2009 and 2008, respectively
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Example 9 – Disclosing Segments and Classes in a Straight Forward Way, (Good Example!)  

Portfolio segments are defined as the level at which an entity develops and documents a systematic 
methodology to determine its Allowance. Management has determined that the Company has two 
portfolio segments of loans and leases (commercial and consumer) in determining the Allowance. Both 
quantitative and qualitative factors are used by management at the portfolio segment level in determining 
the adequacy of the Allowance for the Company. Classes of loans and leases are a disaggregation of a 
Company’s portfolio segments. Classes are defined as a group of loans and leases which share similar 
initial measurement attributes, risk characteristics, and methods for monitoring and assessing credit risk. 
Management has determined that the Company has eight classes of loans and leases (commercial 
and industrial, commercial mortgage, construction, lease financing, residential mortgage, home equity, 
automobile, and other). The “other” class of loans and leases is comprised of revolving credit, installment, 
and lease financing arrangements. 

Impaired loans with no allocated allowance for loan loss   $25,525  $18,648

Impaired loans with allocated for loan allowance     10,514   10,003
Impaired loans with no allocated allowance for loan loss      2,838     1,155

December 31,
2010 2009

Average impaired loans during the period    $20,942  $42,955  $30,492

Interest income recognized impairment           217         245       213
Cash-basis interest income recognized              210         240       106

For the year ended 
December 31,

2010 2009 2008

Example 10 - Impaired Loans Without Detail (example should be disclosed by class)

Information regarding impaired loans is as follows:
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Conclusion

The purpose of this analysis was to demonstrate the complexity of the disclosures and the problems institutions 
are having in understanding all of the nuances of the requirements.  Because these disclosure requirements 
were adopted by FASB in July 2010 and were effective for interim and annual reporting periods ending on or after 
December 31, 2010, public banks had only a short time to develop the processes and procedures necessary for 
compliance.  We are sure the disclosure will become more detailed over time. 

About ARCSys™

The ARCSys™ vision is to provide innovative applications for specialized accounting. Making complicated 
and highly detailed processes straight forward and simple.  So where does the name ARCSys™ come from?  
Accounting, Reporting and Calculation Systems - pulled right from what the system does.
 
ARCSys™ was born from a vision of Michael Umscheid while speaking at a seminar for financial institution 
executives. Discussing the exposure document released by FASB concerning Disclosures about Credit Quality 
and the Allowance for Credit Losses, Mike listened to attendee questions and realized that many financial 
institutions would struggle with the new requirements. Mike believes luck is where preparation meets opportunity 
and after several discussions, founded ARCSys™ along with IT expert, Dean Rodil. 

With over 45 years of combined experience and a core team of accounts, auditors and IT developers, ARCSys™ 
created the industry’s first proprietary software, ACL Calculator®.   The ACL Calculator® is designed to offer 
financial institutions 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.


