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CECL Sleepless Nights 
 

Allowance Methodologies, Credit Quality Disclosures 
 
 
New Presentation Concepts 
 
Presentation is how an accounting element is presented in the financial statements.  CECL 
has two significant changes in the presentation of individual accounting elements.  The new 
requirements are as follows: 
 

 Allowance balances on Loan Commitments will be shown as a liability since there 
are no related assets on the balance sheet. 

 
 Income Statement presentation effects of Discounted Cash Flow (DCF) Models 

o The change in present value from one reporting period to the next can be 
shown as either: 
 as a credit loss expense (or reversal of credit loss expense) or  
 as an entity may report the change in present value attributable to the 

passage of time as interest income.  
 
What to consider: The new standard requires that loan commitments have expected credit 
losses. We will discuss the process for loan commitments in a future whitepaper. In 
addition, DCF models are required for AFS securities and will be a key model for loans. 
 
Regulatory Thoughts:   
The Call Report Glossary addresses “Accounting Changes-Changes in Accounting 
Principles”.  The language is focused on new accounting standards adopted by the Financial 
Accounting Standards Board (or such other body officially designated to establish 
accounting principles) may apply retroactively and may require or allow a bank to restate 
prior years' financial statements prepared in accordance with generally accepted 
accounting principles. However, with respect to the CECL standard, this will be an 
immediate adoption with a one-time adjustment to equity. There will be no retroactive 
application or restatement of prior year financial statements. Bear in mind that upon 
implementation, the prior comparable years in the Call Report will reflect the current 
accounting standard and the implementation year will reflect the CECL standard.   
 
New Disclosures and Changes 
 
The following is summary of new disclosures or changes in disclosures: 

 Enhanced Overall Disclosure Concept 
 Enhanced Credit Quality Concepts and Disclosures 
 Allowance Policies Procedures and Processes 
 Roll Forward Disclosures 
 Purchase Credit Deteriorated 
 Loan Commitments 
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Enhanced Overall Disclosure Concepts 
 
The purpose of the new disclosures is for an entity to discuss and explain how they modeled 
or forecasted their allowance calculation and what is causing changes in their risk and 
provisioning whether increasing or decreasing. In other words, explain how you calculated 
the allowance, and why it is going up or down.  As such, the standard requires that an entity 
enable a user of the financial statements to be able to understand the following: 

 The credit risk inherent in a portfolio and how management monitors the credit 
quality of the portfolio  

 Management’s estimate of expected credit losses  
 Changes in the estimate of expected credit losses that have taken place during the 

period  
 Disclosure guidance requires information to be disclosed by either: 

o Loans & Financing Receivables- portfolio segment or class  
o For held-to-maturity debt securities, by major security type 

 
Enhanced Credit Quality Concepts and Disclosures 
 
In order to explain how management monitors its credit risk, the standard requires 
management to provide increased detail on its internal credit quality indicators such as 
FICO, Loan to Value (LTV) and other factors. As such, the standard requires the following 
disclosures that enables a financial statement user to do the following: 

 Understand how management monitors the credit quality of its financial assets  
 Assess the quantitative and qualitative risks arising from the credit quality of its 

financial assets 
 An entity shall provide quantitative and qualitative information about the credit 

quality by class of financing receivable and major security type   The disclosure 
should include all the following: 

o A description of the credit quality indicator(s) (every indicator you used 
by class) 

o The amortized cost basis, by credit quality indicator  
o For each credit quality indicator, the date or range of dates in which the 

information was last updated for that credit quality indicator 
 If an entity discloses internal risk ratings, then the entity shall provide qualitative 

information on how those internal risk ratings relate to the likelihood of loss 
 
This is a significantly enhanced disclosure over what is required today and will allow users 
to see changes in credit risk for these categories.   
 
What to consider: The purpose of these enhanced concepts is to have management 
describe the credit risks that exist in the portfolio and how management monitors those 
risks. Remember, CECL is forecasting using these factors and or external factors to 
determine the allowance.   

 Which factors effect credit risk within a class of loans? 
 What data sets will be necessary? 
 How do you monitor risk if you do not update these factors?   
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 How do you determine which factors to use and how to determine the effects of 
changes in risk? 

 How would you demonstrate monitoring your credit risk for forecasting purposes? 
 
Regulatory Thoughts: 
The changes in financial disclosure requirements expressed above will require a formal and 
public presentation of your polices, practices, and standards applied when evaluating credit 
risk across your retail and wholesale portfolios. It will be important to review policies 
regarding risk identification and rating and the ALLL methodology and assessment of the 
qualitative factors in deriving the ALLL provision. Ask yourselves whether the current 
policies are clear and understandable to an informed reader. If you are an institution with 
less complex lending activities and lending products, the level of the detail of your 
disclosure will be commensurate.   
 
Allowance Policies Procedures and Processes 
 
Allowance for Credit Loss Overall Concept Objectives 
 

The purpose of the new standard is to recognize future risks and apply the forecasted risk 
metrics to the allowance calculation. The modeling will have significant impact on your 
allowance and provide increased volatility to your income statement. Therefore, the 
standard requires a discussion of how you came up with your forecasts. Remember - 
"Forecasting is the art of saying what will happen, and then explaining why it didn't! " 
 
As such, the standard requires that an entity shall provide information that enables a 
financial statement user to do the following: 

 Understand management’s method for developing its allowance for credit losses  
 Understand the information that management used in developing its current 

estimate of expected credit losses  
 Understand the circumstances that caused changes to the allowance for credit 

losses, thereby affecting the related credit loss expense (or reversal) reported for 
the period 

 
Allowance Policy Disclosures 
 
In order to accomplish the objectives above, an entity shall disclose all the following: 

 A description of how expected loss estimates are developed  
 A description of the entity’s accounting policies and methodology to estimate the 

allowance for credit losses, as well as a discussion of the factors that influenced 
management’s current estimate of expected credit losses, including:  

o Past events  
o Current conditions  
o Reasonable and supportable forecasts about the future  
o A discussion of risk characteristics relevant to each portfolio segment  
o A discussion of the changes in the factors that influenced management’s 

current estimate of expected credit losses and the reasons for those changes 
(for example, changes in portfolio composition, underwriting practices, and 
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significant events or conditions that affect the current estimate but were not 
contemplated or relevant during a previous period)  

o Identification of changes to the entity’s accounting policies, changes to 
the methodology from the prior period, its rationale for those changes, 
and the quantitative effect of those changes  

o Reasons for significant changes in the amount of write-offs, if applicable  
o A discussion of the reversion method applied for periods beyond the 

reasonable and supportable forecast period  
o The amount of any significant purchases of financial assets during each 

reporting period  
o The amount of any significant sales of financial assets or reclassifications 

of loans held for sale during each reporting period   

 

What to consider:  This discussion will be significantly more robust than what is disclosed 
today and must demonstrate directional consistency or the changes and the discussion will 
not make sense. The underlying accounting concepts described in the standard correlate life 
cycles with economic cycles to appropriately forecast over the contractual terms of each 
asset pool. Therefore, you will need to address how past events, current conditions and 
reasonable and supportable forecasts have correlation to your loss calculation as well as 
describe what is causing the changes to your allowance.   

 How do you consider past events and current conditions? 
 How will you discuss the factors you used? 
 How will you describe your forecast method? 
 How will you document and discuss changes? 

 

Remember - "An unsophisticated forecaster uses statistics as a drunken man uses lamp-
posts - for support rather than for illumination. "   
-Andrew Lang 

Note, over time, poor forecasting will be evident and cause more volatility. 
 
Regulatory Thoughts: 
The new accounting standard does not specify a single method for measuring expected 
credit losses; rather, institutions should use judgment to develop estimation methods that 
are well documented, applied consistently over time, and faithfully estimate the 
collectability of financial assets by applying the principles in the new accounting standard.  
To estimate expected credit losses under CECL, institutions will use a broader range of data 
than under existing U.S. Generally Accepted Accounting Principles (GAAP). These data 
include information about past events, current conditions, and reasonable and supportable 
forecasts relevant to assessing the collectability of the cash flows of financial assets. 
 

The new accounting standard allows expected credit loss estimation approaches that build 
on existing credit risk management systems and processes, as well as existing methods for 
estimating credit losses (e.g., historical loss rate, roll-rate, discounted cash flow, and 
probability of default/loss given default methods).  However, certain inputs into these 
methods will need to change to achieve an estimate of lifetime credit losses. For example, 
the input to a loss rate method would need to represent remaining lifetime losses, rather 
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than the annual loss rates commonly used under today’s incurred loss methodology. In 
addition, institutions would need to consider how to adjust historical loss experience not 
only for current conditions as is required under the existing incurred loss methodology, but 
also for reasonable and supportable forecasts that affect the expected collectability of 
financial assets. The new standard allows institutions to apply judgment in developing 
estimation methods that are appropriate and practical for their circumstances. The agencies 
do not expect smaller and less complex institutions will need to implement complex 
modeling techniques. However, all models must be forecasted and you will need reasonable 
and supportable documentation for audit purposes. 
 
As previously pointed out, clear documentation in policies, standards, and practices is 
necessary to effectively apply and describe CECL in your financial statements and 
disclosures. Your primary examiner will be discussing the status of an institution’s 
implementation efforts. Throughout the implementation phase, your primary examiners 
will tailor their expectations based on the size and complexity of the institution and the 
effective date of the new accounting standard applicable to the institution. In doing so, your 
examiners will be mindful of the scope and scale of changes necessary for each institution to 
make a good faith effort to achieve a sound and reasonable implementation of the new 
accounting standard. 
 
Roll Forward Disclosures & Purchased Credit Deteriorated 
 
As required today, the standard requires a roll forward for each asset class.  As such, an 
entity is required to separately provide by portfolio segment and major security type the 
quantitative disclosures of the activity in the allowance for credit losses for financial 
assets including all the following: 

 The beginning balance  
 Current-period provision  
 The initial allowance for credit losses recognized on financial assets 

accounted for as PCD   
 Write-offs  
 Recoveries  
 The ending balance 

 
Purchase Credit Deteriorated (PCD) Disclosures 
 
To the extent an entity acquired purchased financial assets with credit deterioration during 
the current reporting period, an entity shall provide a reconciliation of the difference 
between the purchase price of the financial assets and the par value of the assets, including: 

 The purchase price  
 The allowance for credit losses at the acquisition date based on the acquirer’s 

assessment  
 The discount (or premium) attributable to other factors  
 The par value 
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What to consider:  Now that CECL effects Loans and Investments, it is possible you may 
have up to four allowance roll forward disclosures; one for loans, one for HTM securities, 
one for AFS securities and one for commitments.   
PCD is one of the 11 CECL Sleepless Nights. PCD will be discussed in detail in a future 
whitepaper. Remember, the determination of PCD is done with each loan or investment 
purchased (AFS & HTM).  This change is one of the most significant in the standard because 
it replaces SOP 03-3, and applies to all purchases of financial assets. 
 
Off-Balance Sheet Disclosures 
 
The standard requires the calculation of additional allowances for loan commitments, 
letters of credit and other such items. As such, the standard as new disclosures for these 
calculations as follows: 
 

 An entity shall disclose a description of the accounting policies and methodology the 
entity used to estimate its liability for off-balance-sheet credit exposures and related 
charges for those credit exposures.  

 Identify the factors that influenced management's judgment (for example, historical 
losses, existing economic conditions, and reasonable and supportable forecasts) and 
a discussion of risk elements relevant to categories of financial instruments. 

 
What to consider:  Loan commitments are now part of the allowance calculation.  The 
standard requires you to understand and document the likelihood of the committed 
balances being used. 

 How will you calculate the allowance for commitments? 
 What data sets will be necessary? 

 
Regulatory Thoughts: 
Under the current Call Report, each bank should also maintain, as a separate liability 
account, an allowance sufficient to absorb estimated credit losses associated with off-
balance sheet credit instruments such as off-balance sheet loan commitments, standby 
letters of credit, and guarantees. This separate allowance should be reported in Schedule 
RC-G, item 3, "Allowance for credit losses on off-balance sheet credit exposures", not as part 
of the "Allowance for loan and lease losses" in Schedule RC, item 4.c. 
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The Solution – ACL Calculator 
 
At ARCSys our vision is to provide the best, 
most flexible CECL software and consulting. 
Our innovative software, the ACL Calculator, 
was developed as Software as a Service 
(SaaS) with CECL in mind to effortlessly automate the entire allowance calculation process 
from applying historical losses, qualitative and quantitative factors and preparing 
disclosures – rendering spreadsheets obsolete.  In addition, our partnership with The Casey 
Group helps us provide the specialized consulting necessary to support all our clients in 
many aspects. The Casey Group “closes-the-loop” regarding Board, management, and 
institution regulator expectations of the incorporation and better alignment of qualitative 
and quantitative factors, including information related to underwriting and credit risk 
systems policies, practices, and standards, when estimating allowances for credit losses 
under CECL. 
 
 

For more information on our software or our CECL consulting services, please contact us at 
sales@arcsysonline.com or call 757-962-6130 or The Casey Group at 
http://caseygroupltd.com/ or call (410) 825-2226. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

mailto:sales@arcsysonline.com
http://caseygroupltd.com/
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