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T
he 2006 Interagency Policy Statement articulates:

The ALLL represents one of the most significant 
estimates in an institution’s financial statements 
and regulatory reports… each institution has a 
responsibility for developing, maintaining, and 
documenting a comprehensive, systematic, and 
consistently applied process for determining the 
amounts of the ALLL and the provision for loan and 
lease losses.1

As this calculation is so imperative to a bank or credit 
union’s success, the data collected that drives this 
calculation is paramount, and data collection for the 
ALLL is one of the biggest challenges banks and credit 
unions face when working on the reserve.

INTRODUCTION

https://www.sageworksanalyst.com
http://www.federalreserve.gov/boarddocs/srletters/2006/SR0617a1.pdf
https://www.sageworksanalyst.com/alll-methodology.aspx
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INTRODUCTION (CONT.)

Some of the most important data collection elements within the ALLL are:

• Loan portfolio information
• Collateral valuations and loan data for FAS 114 (ASC 310-10-35)
   calculations
• Historical loss data for FAS 5 (ASC 450-20) calculations
• Supporting data for qualitative adjustments to FAS 5 calculations

It’s clear the volume and range of data needed for the monthly or quarterly 
calculation can make the allowance estimation process extremely cumbersome 
and sometimes error-prone. If a bank or credit union can develop a process 
to efficiently manage or automate data collection, the monthly or quarterly 
reserve allowance becomes much easier to calculate and document. In this 
paper, we will look at those data elements in detail and how they impact the 
allowance for loan and lease losses estimate.

E-BOOK:

For a 
comprehensive 
reference of the 
ALLL reserve 

estimation process, 
download the 

e-Book:

The Complete Guide 

to the ALLL

https://www.sageworksanalyst.com
http://www.sageworks.com/blog/post/2013/06/11/what-is-FAS-114.aspx
http://www.sageworks.com/blog/post/2013/06/11/what-is-FAS-114.aspx
http://www.sageworks.com/blog/post/2013/04/29/what-is-FAS-5.aspx
http://web.sageworks.com/complete-guide-ALLL-reserves/
http://web.sageworks.com/complete-guide-ALLL-reserves/
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LOAN PORTFOLIO INFORMATION

Obtaining loan portfolio information and keeping this data updated can be 
both time consuming and difficult, but the information is very important to 
a bank’s ALLL calculation. The amount of data available in an institutions’ 
loan processing or core system that can be utilized for the allowance can be 
quite comprehensive; however, it can be difficult to extract the data for the 
allowance unless the process is automated. 

Loan portfolio data for the ALLL can be separated as portfolio-level or loan-
level information.

Portfolio-level data:
• Segmenting data into homogeneous pools – for reporting and FAS 5 
   calculations
• Identifying appropriate loan balances for each pool (monthly and 
   quarterly)
• Identifying FAS 114 and FAS 5 loans from each pool
• Sub-segmenting data for risk level, risk rating, or delinquency, if 
   appropriate for the portfolio

Having access to this data from the institution’s loan processing system helps 
streamline and reduce error in many processes of the ALLL calculation. For 
example, guidance requires a bank to reconcile to the general ledger before 
performing and documenting the reserve calculation.2

In the following example, each portfolio concentration (defined by product 
code) shows the respective loan balance and reserve amounts.

WHITEPAPER:

Regulator Concerns 
with Spreadsheets 

in Risk Management

Access the 

Whitepaper

https://www.sageworksanalyst.com
http://web.sageworks.com/examiner-concerns-spreadsheets/
http://web.sageworks.com/examiner-concerns-spreadsheets/
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LOAN PORTFOLIO INFORMATION 
(CONT.)

Loan-level data:
For each borrower of the bank, the ALLL may require the following data 
points:

• Loan number, current loan balance, loan officer, risk rating, LTV 
percentage, amortization days, origination date, maturity date, payment 
type, monthly payment, interest rate, remaining term, TDR Status, 
Nonaccrual Status, payment delinquencies, accrued interest, unamortized 
premiums or discounts, net deferred fees or costs, government guarantees, 
guaranteed percentage, guaranteed amount. 

Not all of these data points will be essential for all loans, but the more data 
available, the easier it will be to calculate the reserve and to report on it. Other 
data items besides those listed above can also be utilized in effective reporting 
on the allowance to various constituencies.

DID YOU KNOW?

Sageworks ALLL 
collects and 
archives loan 

level data for each 
financial institution 

client. 

https://www.sageworksanalyst.com
http://web.sageworks.com/alll/
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LOAN PORTFOLIO INFORMATION 
(CONT.)

https://www.sageworksanalyst.com
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In terms of data collection and analysis, a significant amount of time and 
attention are required to classify the bank’s loans into ether the FAS 114 or 
FAS 5 buckets. Having access to pertinent loan-level data and documenting 
why certain loans were identified in either bucket will increase the 
defensibility of the institution’s overall ALLL approach. A loan’s risk rating, 
TDR status, Nonaccrual Status, payment delinquency, etc. are all measurable 
and valid objectives to incorporate into the loan classification process. 
Similarly, FAS 5 calculations will become less burdensome if loan-level data 
can be aggregated by pool and easily updated.

LOAN PORTFOLIO INFORMATION 
(CONT.)

https://www.sageworksanalyst.com
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Measuring impairment based on the Fair Market Value of Collateral is the 
most commonly used valuation method for calculating impairment for FAS 
114 loans. These loans are and should be considered collateral-dependent, 
meaning that it is expected that repayment of the loans will be derived from 
the sale or operation of the collateral.3 

The Fair Market Value of Collateral, however, is reliant upon up to date and 
accurate appraisal information. Therefore, these appraisal values should be 
updated as often as possible. In fact, guidance states that collateral should be 
updated at least on a yearly basis to get the most current appraisal information 
for the FAS 114 assessment.4 Documentation for these appraisals should also 
detail appraisal source, appraisal date, original value, appraisal value, appraisal 
discount rates, and any selling costs associated with the collateral for the FAS 
114 impairment analysis. 

Leslie Schlanger, assistant vice president of the Community Bank of Bergen 
County where she specializes in the bank’s ALLL calculation, commented, 
“An institution should always ensure this information is as current as possible 
when measuring the collateral deficiency as part of the reserve calculation. 
Not having the most updated collateral valuation would be detrimental to the 
institution’s accuracy of the reserve and would certainly raise red flags with 
examiners.”

COLLATERAL VALUATIONS

https://www.sageworksanalyst.com
http://web.sageworks.com/fas-114-reserves/
http://web.sageworks.com/fas-114-reserves/
http://www.sageworks.com/blog/post/2013/04/16/FAS-114-worksheet-for-collateral-dependent-loans.aspx
https://www.cbbcnj.com/home/home
https://www.cbbcnj.com/home/home
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Historical loss rates significantly impact the reserve amount, when considering 
FAS 5 loan pools for impairment. Often these pools of loans make up a 
substantial portion of the bank or credit union’s portfolio and reserve 
calculation, so gathering and accessing data for historical loss rates is vital to 
the success of the ALLL calculation.5 

Most institutions will utilize one of two methods to calculate historical loss 
rates for their FAS 5 pools: the traditional historical loss rate calculation or 
migration analysis.

Traditional Historical Loss Rates 

Loss Rate = (Charge-offs – Recoveries) / Average Loan Balance

A traditional historical loss rate calculation is the more commonly used 
methodology for identifying FAS 5 pools’ loss rates at community banks. 
These loss rates are typically assessed on a quarterly basis, often using an 8- or 
12-quarter look-back period, although this will vary bank to bank, depending 
on what time horizon they deem to be appropriate. 

Data needed for this assessment includes the total charge-offs and recoveries 
for each quarter that is incorporated into the bank’s reserve. Banks and credit 
unions must ensure the person responsible for the ALLL can access accurate 
information that ties to the general ledger when calculating loss rates and 
verifying accuracy. The charge-offs and recoveries for each pool should be 
outlined for each time period and tied to loan level detail as illustrated in the 
following example.

HISTORICAL LOSS RATES

https://www.sageworksanalyst.com
http://www.sageworks.com/blog/post/2013/04/02/fas-5-loan-pools-goal-of-historical-loss-rates.aspx
http://web.sageworks.com/migration-analysis/
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Migration Analysis

Migration analysis is a more granular and analytical process for calculating FAS 5 
loss rates than the traditional historical loss rate analysis. 

This loss rate calculation uses loan-level metrics to track the migration of loans to
charge-off from different classifications in order to generate the estimated

HISTORICAL LOSS RATES (CONT.)

https://www.sageworksanalyst.com
http://www.sageworks.com/blog/post/2013/05/06/when-should-a-bank-start-using-migration-analysis.aspx
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loss.6 Consequently, migration analysis can provide a more accurate and 
appropriate FAS 5 loss rate, but the data collection required for migration 
analysis is more data intensive and requires the bank to keep accurate risk 
ratings for each loan. 

Below is an example of data needed for migration analysis. In this example, 
when examining the C&I Pass-rated loans in Q3 2010, we start with a loan 
balance of $150 with no net charge-offs.6 The next quarter shows $2 charged 
off. The calculation extends through 8 quarters, and we can assess that $12 
of net charge-offs are experienced against the original $150 loan portfolio 
balances beginning in Q3 2010, giving us our 8 percent loss rate through the 
migration analysis. The idea here is to measure the migration to loss for a 
static group of loans in each risk classification and to use that measurement to 
apply a loss rate to the current balance of loans in that risk classification.

HISTORICAL LOSS RATES (CONT.)

Migration Analysis

C&I - Pass Q3 2010 Q4 2010 Q1 2011 Q2 2011 Q3 2011 Q4 2011 Q1 2012 Q2 2012 TOTALS

Net Charge-Offs 2 3 1 2 3 1 12

Starting Loan Balance 150 150 150 150 150 150 150 150 150

Additional Loan Balance 5 8 8 11 11 13 16

Additional Net Charge-Offs 1 2 2 1 2 16

Ending Loan Balance 150 153 154 155 157 160 160 163 156.5

C&I - Special Mention Q3 2010 Q4 2010 Q1 2011 Q2 2011 Q3 2011 Q4 2011 Q1 2012 Q2 2012 TOTALS

Net Charge-Offs 0.5 1 1 2 1.5 1 7

Starting Loan Balance 50 50 50 50 50 50 50 50 50

Additional Loan Balance 1 2 5 5 6 8 9

Additional Net Charge-Offs 0.5 1.5 1 1 4

Ending Loan Balance 49.5 50 50.5 53.5 55 53 56.5 57 53.125

C&I - Substandard Q3 2010 Q4 2010 Q1 2011 Q2 2011 Q3 2011 Q4 2011 Q1 2012 Q2 2012 TOTALS

Net Charge-Offs 2 2 1 1 2 1 9

Starting Loan Balance 25 25 25 25 25 25 25 25 25

Additional Loan Balance 1 1 2 4 4 6 7

Additional Net Charge-Offs 1 2 1 4

Ending Loan Balance 25 24 24 25 29 26 29 30 26.5

Migration
= 0.08

Migration
= 0.14

Migration
= 0.36

POLL:

The most 
commonly cited 

reasons for 
not performing 

migration analysis 
are

1) Insufficient Data

2) Its Complexity

See the Poll

https://www.sageworksanalyst.com
http://www.sageworks.com/blog/post/2013/08/08/why-are-institutions-not-using-migration-analysis.aspx
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Qualitative adjustments to the FAS 5 reserve are often the most scrutinized 
area of a bank’s ALLL calculation. These adjustments, in some cases, rely on 
subjective measures to adjust the historical loss rates, a practice frowned upon by 
examiners. Banks and credit unions should strive to make these adjustments as 
objective and directionally consistent as possible. 

This is most easily achieved through data-driven and well-documented 
qualitative factors. This data should come from the institution’s knowledge of a 
particular product type, loan type, etc. along with other driving factors identified 
in the 2006 Interagency Policy Statement.7

SUPPORTING DOCUMENTATION FOR 
QUALITATIVE FACTORS

WHITEPAPER:

 Qualitative Risk 
Factors: How to 
Add Objectivity 
to an Otherwise 
Subjective Task

Download the Paper

https://www.sageworksanalyst.com
http://www.sageworks.com/blog/post/2012/09/12/guidelines-for-alll-qualitative-risk-factor-analysis.aspx
http://web.sageworks.com/qualitative-risk-factors/
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Supporting documentation like the graph above from the Federal Reserve 
of Economic Data will increase the defensibility and consistency of the 
qualitative adjustments made to the ALLL. It will evidence how assumptions 
were derived and show consistency in these assumptions over time, if the 
bank uses the same data set period after period to show economic conditions, 
for example. When evaluating economic data such as this, it is important to 
note trends and any effects they may have on losses in the portfolio. It is also 
important to have detailed comments on the qualitative factors, documenting 
the rationale and direction of the environmental factor adjustments. In 
addition to economic conditions, other factors that can be documented based 
on numerical data sets, including trends in delinquency and collateral values.

SUPPORTING DOCUMENTATION FOR 
QUALITATIVE FACTORS (CONT.)

FACT:

 Users of 
Sageworks ALLL 

have direct access 
to FRED charts and 
graphs to support 

their qualitative 
factors.

https://www.sageworksanalyst.com
http://web.sageworks.com/alll/
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An accurate and well documented ALLL calculation starts 
and ends with excellent data. Consequently, having a 
structure to easily access this information can make all the 
difference in a bank’s allowance calculation. 

The December 2012 issuance of the Financial Accounting 
Standards Board’s (FASB) proposal introduced the 
current expected credit losses (CECL) model, and with 
its introduction, banks and credit unions should begin 
prepping for the upcoming changes. With the new model, 
data collection will only become more important. So it is 
wise for institutions to lay the groundwork now for more 
detailed information on the loan portfolio and external 
economic factors to estimate credit losses going forward.  

CONCLUSION

WHITEPAPER:

 With the FASB 
changes on the 
way, what does 

that mean for your 
ALLL?

FASB’s CECL Model: 

How it will impact 

ALLL

https://www.sageworksanalyst.com
http://web.sageworks.com/alll/
http://www.sageworks.com/blog/post/2013/01/07/FASB-Proposes-Major-Revisions-to-Accounting-for-Credit-Losses.aspx
http://www.sageworks.com/blog/post/2013/01/07/FASB-Proposes-Major-Revisions-to-Accounting-for-Credit-Losses.aspx
http://www.sageworks.com/blog/post/2013/03/04/FASB-CECL-model-changes.aspx
http://web.sageworks.com/fasb-cecl-model-expected-losses/
http://web.sageworks.com/fasb-cecl-model-expected-losses/
http://web.sageworks.com/fasb-cecl-model-expected-losses/
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Sageworks (www.sageworks.com) is a financial information company working 
with financial institutions, accountants and private-company executives across 
North America to collect and interpret financial information. Thousands of 
bankers rely on Sageworks’ credit risk management solutions to streamline 
credit analysis, risk rating, portfolio stress testing, loan administration and ALLL 
calculation. Sageworks is also an industry thought leader, regularly publishing 
whitepapers and hosting webinars on topics important to bankers.

Sageworks ALLL is the premiere 
automated solution for estimating 
a financial institution’s reserve. 
It helps bankers automate 

their ALLL process and increase consistency in their methodology, making it 
defensible to auditors and examiners. Sageworks’ risk management consultants 
also assist clients with the implementation of their ALLL models and guidance 
interpretation. To find out more, visit www.sageworksanalyst.com.

Garrett Morris is a senior risk management consultant at Sageworks, where 
he serves as an expert in loan portfolio management. Garrett primarily assists 
financial institutions in understanding and complying with federal accounting 
guidance when determining the allowance for loan and lease losses and 
conducting loan portfolio stress testing. His expertise also includes credit 
analysis, loan review, and portfolio and loan administration.

Since joining Sageworks in 2006, Garrett has been instrumental in the 
development and growth of the company’s credit risk management solutions and 
has helped more than 700 financial institutions. Garrett is a graduate of North 
Carolina State University.
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