Examination Bulletin: FCA 2004-1                              

Subject: Allowance for Loan Losses    
PURPOSE

This bulletin provides guidance to examiners regarding application of generally accepted accounting principles (GAAP) to the Allowance for Loan Losses (ALL).  The federal banking regulatory agencies issued similar policy statements intended to clarify their expectations regarding methodologies and documentation support for the ALL.  The Securities and Exchange Commission (SEC) issued parallel guidance in a Staff Accounting Bulletin.  Similarly, this guidance clarifies the Farm Credit Administration’s (FCA) examination focus for Farm Credit System (System) institutions regarding methodologies and documentation needed to support the ALL.  FCA expects that System institutions will adopt methodologies and documentation practices that are appropriate for their portfolio size and complexity.
SUMMARY
· The board is responsible for ensuring accurate financial reporting, including an ALL consistent with GAAP.

· Management is responsible for establishing an appropriate ALL and documenting their supporting methodology.

· Institutions must review all loans (by pools, as appropriate) for consistent application of all relevant internal and external factors (i.e., loss history, collateral values, and economic conditions) to support an appropriate ALL.

· The Statement of Financial Accounting Standards No. 5, Accounting for Contingencies (FAS 5) and Statement of Financial Accounting Standards No. 114, Accounting by Creditors for Impairment of a Loan (FAS 114) discussions throughout this document will be relevant to the majority of institutions.

· Appropriate oversight, either directly or through a board-established audit committee, of the ALL process, including coordination and communication with the institution’s independent qualified public accountant who has audit responsibilities with respect to the institution’s ALL process is critical.

· Illustrations are provided that may be useful in enhancing the ALL estimation methodology and documentation practices.  While helpful, these are not intended as inflexible criteria or to diminish the importance of management judgment.

BACKGROUND
In 2001, the Federal Deposit Insurance Corporation, the Federal Reserve Board, the Office of the Comptroller of the Currency, and the Office of Thrift Supervision issued a Policy Statement providing guidance to banks and savings institutions relating to methodologies and supporting documentation for the ALL.  The Securities and Exchange Commission staff issued parallel guidance on this topic for public companies in Staff Accounting Bulletin No. 102.  In addition, the National Credit Union Administration issued comparable guidance on the allowance in June 2002.  This Examination Bulletin provides similar guidance, which also clarifies our expectations regarding methodologies and documentation support for the ALL. 

EXAMINATION GUIDANCE

For financial and regulatory reporting purposes, provisions and ALL must be determined in accordance with GAAP.  GAAP requires maintenance of written documentation to support the reported ALL amount and any provisions for loan losses.  This Examination Bulletin recognizes that institutions should adopt methodologies and documentation practices appropriate for their portfolio size and complexity.  For System institutions with fewer and less complex loan products, the amount of supporting documentation for the ALL may be less exhaustive than for institutions with more complex loan products or portfolios.  Recognizing that FCA’s mission is to ensure a safe, sound, and dependable source of credit and related services for agriculture and rural America, examiners will continue to evaluate the overall adequacy of the ALL, including the documentation that supports the ALL.  Examiners will take exception to institution practices that fail to document and maintain an adequate ALL.

Roles and Responsibilities
Each System board of directors is responsible for ensuring that its institution has controls in place to consistently determine the ALL in accordance with applicable regulatory requirements, the institution’s stated policies and GAAP.  To fulfill this responsibility, the board of directors should have policies directing management to develop, document and maintain an appropriate, systematic, and consistently applied process to ensure that the provision for losses and the ALL at each reporting date are adequate and fully supported.
Management should create and implement suitable policies and procedures to communicate the ALL process internally to all applicable personnel.  Additionally, by creating an environment that encourages personnel to follow these policies and procedures, management improves procedural discipline and compliance.  The determination of the amount of the ALL and provision for loan losses should be based on management’s current judgment about the credit quality of the loan portfolio, and should consider all known relevant internal and external factors that affect loan collectibility as of the reporting date.  The amounts to be reported each period for the provision for loan losses and the ALL should be reviewed and approved by the board of directors.

To ensure the methodology remains appropriate, the board of directors should have the methodology periodically validated and, if appropriate, revised.  Regardless of who develops and implements the relevant policies, procedures, and the underlying controls, the board of directors should ensure that policies specifically address the institution’s unique goals, systems, risk profile, personnel, and other resources before approving them.  Further, the board or audit committee should oversee and monitor the internal controls over the ALL determination process.

Documentation Standards
FCA regulatory guidance requires compliance with GAAP, which requires allowances to be well documented, with clear explanations of the supporting analyses and rationale.  Failure to document, maintain, analyze, or support an adequate ALL in accordance with GAAP and regulatory guidance is generally an unsafe and unsound practice.  This guidance applies equally to all System institutions, regardless of asset size.  However, System institutions with less complex lending activities and products may find it more efficient to combine a number of procedures (e.g., information gathering, documentation, and internal approval processes) while continuing to ensure the institution has a consistent and appropriate methodology.  For example, simplified documentation can include spreadsheets, check lists, and other summary documents that many System institutions currently use.  Illustrations B and D provide specific examples of how less complex System institutions may determine and document portions of their ALL.

Appropriate written supporting documentation facilitates the review of the ALL process and reported amounts, contributes to the control environment, builds discipline and consistency into the ALL determination process, and improves the process for estimating loan losses by helping to ensure that all relevant factors are appropriately considered in the ALL analysis.  An institution should document the relationship between the findings of its detailed review of the loan portfolio and the amount of the ALL and the provision for loan losses reported in each period.  At a minimum, System institutions should maintain written supporting documentation for the following areas:
1. Policies and procedures over the:

a. Systems and controls that maintain an appropriate ALL, 
b. Criteria for recording charge-offs, and

c. ALL methodology,

2. Loan grading system or process,

3. The ALL analysis and support for recommended provisions,

4. Validation or testing of the ALL methodology, and

5. Periodic adjustments to the ALL process.

Methodology
An ALL methodology is a system that an institution designs and implements to reasonably estimate loan losses as of the financial statement date.  It is critical that ALL methodologies incorporate management’s current judgment about the loan portfolio quality through a disciplined and consistently applied process.  The ALL methodology is influenced by institution-specific factors, such as institution size, organizational structure, business environment and strategy, management style, loan portfolio characteristics, loan administration procedures, and management information systems.  In order for an institution’s ALL methodology to be effective, the written policies and procedures should describe the methodology:

1. For segmenting the portfolio:

a. How the segmentation process is performed (i.e., by loan type, industry, risk rates, etc.),

b. How loan classification systems will be used to segment the portfolio;
2. For determining and measuring impairment under FAS 114:

a. The methods used to identify loans to be analyzed individually;

b. For impaired loans, how the amount is determined and measured, including:

i. Procedures describing the impairment measurement techniques available and

ii. Steps performed to determine which technique is appropriate in a given situation; and
c. The methods used to determine whether and how loans individually evaluated under FAS 114, but not considered to be individually impaired, should be grouped with other loans that share common characteristics for impairment evaluation under FAS 5.

3. For determining and measuring impairment under FAS 5:

a. How loans with similar characteristics are grouped to be evaluated for loan collectibility (such as loan type, past-due status, and risk);

b. How loss rates are determined (e.g., historical loss rates adjusted for environmental factors or migration analysis) and what factors are considered when establishing appropriate time frames over which to evaluate loss experience; and

c. Descriptions of qualitative factors (e.g., industry, geographical, economic and political factors) that may affect loss rates or other loss measurements.

4. The institution’s methodology should include procedures that adjust loss estimation methods to reduce differences between estimated losses and actual subsequent charge-offs, as necessary.

While different institutions may use different methods, there are certain common elements that should be included in any loan loss allowance methodology.  Generally, an institution’s methodology should:

1. Include a detailed analysis of the loan portfolio (all loans on an individual or group basis) performed on a regular basis;

2. Identify loans to be evaluated for impairment on an individual basis under FAS 114 and segment the remainder of the portfolio into groups of loans with similar risk characteristics for evaluation and analysis under FAS 5;

3. Consider all known relevant internal and external factors that may affect collectibility; 

4. Be applied consistently with modifications for new factors affecting collectibility;

5. Consider the particular risks inherent in different kinds of lending;

6. Consider current collateral values (less costs to sell), where applicable;

7. Require that analyses, estimates, reviews and other ALL methodology functions be performed by competent and well-trained personnel;

8. Be based on current and reliable data;

9. Be well documented with clear explanations of the supporting analyses and rationale; and

10. Include a systematic and logical method to consolidate the loss estimates and ensure the ALL balance is recorded in accordance with GAAP.

A systematic methodology that is properly designed and implemented should result in a best estimate of the ALL. Accordingly, institutions should adjust their ALL balance, either upward or downward, in each period for differences between the results of the systematic determination process and the unadjusted ALL balance in the general ledger.

Internal Controls
An internal control system for the ALL should include reliability and integrity of information and compliance with laws, regulations, and internal policies and procedures thus ensuring that financial statements (including regulatory reports) are prepared in accordance with GAAP and ALL regulatory guidance.  A well-defined loan review process containing an effective loan grading system that is consistently applied, identifies differing risk characteristics and loan quality problems accurately and in a timely manner, and prompts appropriate administrative actions is key toward ensuring the adequacy of the ALL.  Internal controls should ensure that all relevant loan review information is appropriately considered in estimating losses.  This includes maintenance of appropriate reports, details of reviews performed, and identification of personnel involved; and clear, formal communication and coordination between the credit administration function, financial reporting group, management, board of directors, or others who are involved in the ALL determination process or review process.

Application of GAAP
An ALL recorded pursuant to GAAP is an institution’s best estimate of the probable amount of loans that it will be unable to collect based on current information and events as of the date of the financial statements.  An institution should record an ALL when the criteria for accrual of a loss contingency as set forth in GAAP have been met.  Estimating the amount of an ALL involves a high degree of management judgment and is inevitably imprecise.  Accordingly, an institution may determine that the amount of loss falls within a range.  An institution should record its best estimate within the range of loan losses.  Under GAAP, FAS 5 provides the basic guidance for recognition of a loss contingency, such as the collectibility of loans, when it is probable that a loss has been incurred and the amount can be reasonably estimated.  FAS 114 provides more specific guidance about the measurement and disclosure of impairment for certain types of loans.  Specifically, FAS 114 applies to loans that are identified for evaluation on an individual basis. Loans are considered impaired when, based on current information and events, it is probable that the creditor will be unable to collect all interest and principal payments due according to the contractual terms of the loan agreement.

For individually impaired loans, FAS 114 provides guidance on the acceptable methods to measure impairment.  Specifically, FAS 114 states that when a loan is impaired, a creditor should measure impairment based on the present value of expected future principal and interest cash flows discounted at the loan’s effective interest rate, except that as a practical expedient, a creditor may measure impairment based on a loan’s observable market price or the fair value of collateral, less costs to sell, if the loan is collateral dependent.  When developing the estimate of expected future cash flows for a loan, an institution should consider all available information reflecting past events and current conditions, including the effect of existing environmental factors.  Illustration A provides an example of an institution estimating a loan’s impairment when the loan has been partially charged-off. 

Large groups of smaller-balance homogeneous loans that are collectively evaluated for impairment are not included in the scope of FAS 114.  FAS 5 addresses the accounting for impairment of these loans.  In addition, FAS 5 provides the accounting guidance for impairment of loans that are not identified for evaluation on an individual basis and loans that are individually evaluated but are not individually considered impaired.

Institutions should ensure that they do not layer their loan loss allowances.  Layering is the inappropriate practice of recording in the ALL more than one amount for the same probable loan loss.  Layering can happen when an institution includes a loan in one segment, determines its best estimate of loss for that loan either individually or on a group basis (after taking into account all appropriate environmental factors, conditions, and events), and then includes the loan in another group, which receives an additional ALL amount.  

ALL Under FAS 114
An institution’s ALL methodology related to FAS 114 loans begins with the use of its normal loan review procedures to identify whether a loan is impaired as defined by the accounting standard. Institutions should document:
(1) The method and process for identifying loans to be evaluated under FAS 114 and

(2)
The analysis that resulted in an impairment decision for each loan and the determination of the impairment measurement method to be used (i.e., present value of expected future cash flows, fair value of collateral less costs to sell, or the loan’s observable market price).  Once an institution has determined which of the three available measurement methods to use for an impaired loan under FAS 114, it should maintain supporting documentation as follows:

(1) When using the present value of expected future cash flows method:

(a) The amount and timing of cash flows,

(b) The effective interest rate used to discount the cash flows, and

(c)
The basis for the determination of cash flows, including consideration of current environmental factors and other information reflecting past events and current conditions.

(2) When using the fair value of collateral method:

(a)
How fair value was determined, including the use of appraisals, valuation assumptions, and calculations,

(b) The supporting rationale for adjustments to appraised values, if any,

(c) The determination of costs to sell, if applicable, and

(d) Appraisal quality, and the expertise and independence of the appraiser.

(3) When using the observable market price of a loan method, the amount, source, and date of the observable market price.

Illustration B describes a practice documenting FAS 114 measurement using a comprehensive worksheet. Some loans that are evaluated individually for impairment under FAS 114 may be fully collateralized and therefore require no ALL. 


ALL Under FAS 5
Segmenting the Portfolio

For loans evaluated on a group basis under FAS 5, management should segment the loan portfolio by identifying risk characteristics that are common to groups of loans.  Typically, loan portfolios are segmented based on many factors, such as business strategies and information system capabilities.  Smaller institutions that are involved in less complex activities often segment the portfolio into broad loan categories suitable for a narrow range of loan products offered. Larger institutions typically offer a more diverse and complex mix of loan products.  Such institutions may start by segmenting the portfolio into major loan types but typically have more detailed information available that allows them to further segregate the portfolio into product line segments based on the risk characteristics of each portfolio segment.  Regardless of the segmentation method used, an institution should maintain documentation to support its conclusion that the loans in each segment have similar attributes or characteristics.

As economic and other business conditions change, institutions often modify their business strategies, which may result in adjustments to the way in which they segment their loan portfolio for purposes of estimating loan losses.  Illustration C presents an example in which an institution refined its segmentation method to more effectively consider risk factors and maintains documentation to support this change. 

Institutions use a variety of documents to support the segmentation of their portfolios.  Some of these documents include:
· Loan trial balances by categories and types of loans,
· Management reports about the mix of loans in the portfolio,
· Delinquency and nonaccrual reports, and
· A summary presentation of the results of an internal or external loan grading review.

Reports generated to assess the profitability of a loan product line may be useful in identifying areas in which to further segment the portfolio.

Estimating Loss on Groups of Loans

Based on the segmentation of the portfolio, an institution should estimate the FAS 5 portion of the ALL.  For those segments that require an ALL, loan losses should be estimated, on at least a quarterly basis, based upon its ongoing systematic approach, which includes the loan review process and analysis of loan performance to select the most appropriate loss measurement methods.  An institution should demonstrate and document that the loss measurement methods used to estimate the ALL for each segment are determined in accordance with GAAP as of the financial statement date. 

One method of estimating loan losses for groups of loans is through the application of loss rates to the groups’ aggregate loan balances.  Such loss rates typically reflect historical loan loss experience for each group of loans, adjusted for relevant environmental factors (e.g., industry, geographical, economic, and political factors) over a defined period of time.  If an institution does not have loss experience of its own, it may be appropriate to reference the loss experience of another institution, provided that the attributes of the loans in its portfolio segment are similar to those of the loans included in the portfolio of the institution providing the loss experience. Institutions should maintain supporting documentation for the technique used to develop their loss rates, including the period of time over which the losses were incurred.  If a range of loss is determined, institutions should maintain documentation to support the identified range and the rationale used for determining which estimate is the best estimate within the range of loan losses per FAS 5 guidance. An example of how a small institution performs a comprehensive historical loss analysis is provided as the first item in Illustration D.  The second item in Illustration D provides an example of how an institution adjusts its real estate historical loss rates for changes in local economic conditions.  While loans may not be individually impaired sometimes there are characteristics indicating there are loan losses on a group basis.


Before employing a loss estimation model, an institution should evaluate and modify, as needed, the model’s assumptions to ensure that the resulting loss estimate is consistent with GAAP.  In order to demonstrate consistency with GAAP, System institutions that use loss estimation models need to document the evaluation, the conclusions regarding the appropriateness of estimating loan losses with a model or other loss estimation tool, and the support for adjustments to the model or its results. In developing loss measurements, System institutions should consider the impact of current environmental factors and then document which factors were used in the analysis and how those factors affect the loss measurements.  Factors that should be considered in developing loss measurements include the following:
· Levels of and trends in delinquencies and impaired loans;

· Levels of and trends in charge-offs and recoveries;

· Trends in volume and terms of loans;

· Effects of any changes in risk selection and underwriting standards, and other changes in lending policies, procedures, and practices;

· Experience, ability, and depth of lending management and other relevant staff;

· National and local economic trends and conditions;

· Industry conditions; and

· Effects of changes in credit concentrations.

For any adjustment of loss measurements for environmental factors, an institution should maintain sufficient, objective evidence to support the amount of the adjustment and to explain why the adjustment is necessary to reflect current information, events, circumstances, and conditions in the loss measurements.
Consolidating the Loss Estimates
To verify that ALL balances are presented fairly in accordance with GAAP and are auditable, management should prepare a document that summarizes the amount to be reported in the financial statements for the ALL. The board of directors should review and approve this summary.

Common elements in such summaries include:
· An estimate of the probable loss or range of loss incurred for each category evaluated (e.g., individually evaluated impaired loans, homogeneous pools, and other groups of loans that are collectively evaluated for impairment) and the basis for the amount selected within each range;

· The aggregate probable loss estimated using the institution’s methodology;

· A summary of the current ALL balance;

· The amount, if any, by which the ALL is to be adjusted; and

· Depending on the level of detail that supports the ALL analysis, detailed sub-schedules of loss estimates that reconcile to the summary schedule. Subsequent to adjustments, there should be no material differences between the consolidated loss estimate, as determined by the methodology, and the final ALL balance reported in the financial statements.

Illustration E describes how an institution documents its estimated ALL by adding comprehensive explanations to its summary schedule.  Generally, the review and approval process for the ALL relies upon the data provided in these consolidated summaries.  There may be instances in which individuals or committees that review the ALL methodology and resulting ALL balance identify adjustments that need to be made to the loss estimates to provide a better estimate of loan losses.  These adjustments may be due to information not known at the time of the initial loss estimate (e.g., information that surfaces after determining and adjusting, as necessary, historical loss rates, or a recent decline in the marketability of property after conducting a FAS 114 valuation based upon the fair value of collateral).  It is important that these adjustments are consistent with GAAP and are reviewed and approved by appropriate personnel.  Additionally, the summary should provide each subsequent reviewer with an understanding of the support behind these adjustments.  Therefore, management should document the nature of any adjustments and their underlying rationale.  This documentation should be provided to those making the final determination of the ALL amount. 

Validating the ALL Methodology
An institution’s ALL methodology is considered valid when it accurately estimates the amount of loss contained in the portfolio.  To verify that the ALL methodology is valid and conforms to GAAP and regulatory guidance, the board of directors should establish internal control policies, appropriate for the size of the institution and the type and complexity of its loan products.  In practice, numerous procedures are employed when validating the reasonableness of the ALL methodology and determining whether there may be deficiencies in the overall methodology or loan grading process.  Examples are:
· A review of trends in loan volume, delinquencies, restructurings, and concentrations.

· A review of previous charge-off and recovery history, including evaluation of the timeliness of entries. 

· A review by a party that is independent of the ALL estimation process, methodology or application. For example, this review could be performed by the institution’s independent qualified public accountant.  The independent party should review, on a test basis, source documents and underlying assumptions to determine that the established methodology develops reasonable loss estimates.

· An evaluation of the appraisal process of the underlying collateral. This may be accomplished by periodically comparing the appraised value to the actual sales price on selected properties sold.

Just as for the process for documenting the ALL methodology, management should support the validation process with the workpapers from the ALL review function.  Additional documentation often includes the summary findings of the independent reviewer.  The institution’s board of directors should provide oversight to this process, either directly or through a board-established audit committee, and review the findings of the validation process and appropriately document this review in the board’s meeting minutes. If the methodology is changed based upon the findings of the validation process, documentation that describes and supports the changes should be maintained.
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ILLUSTRATION A – APPLICATION OF FAS 114 TO AN ADVERSELY CLASSIFIED LOAN WITH A PARTIAL CHARGE-OFF


An institution determined that a collateral dependent loan, which it identified for evaluation, was impaired. In accordance with FAS 114, the institution established an ALL for the amount that the loan (including principal, accrued interest, net deferred loan fees or costs, and unamortized premium or discount) exceeded the fair value of the collateral, less costs to sell.  Consistent with relevant regulatory guidance, the institution classified and charged off as “Loss,” the portion of the loan deemed to be the known loss, and classified the remaining portion as “Substandard.” After the charge-off, the portion of the ALL related to this “Substandard” loan (1) reflects an appropriate measure of impairment under FAS 114, and (2) is included in the aggregate FAS 114 ALL for loans identified as impaired.  The aggregate FAS 114 ALL is included in the institution’s overall ALL.  








ILLUSTRATION B - DOCUMENTING AN ALL UNDER FAS 114


Comprehensive worksheet for each loan individually considered for impairment.


Each worksheet includes a description of why the loan was selected for individual review, the impairment measurement technique used, the measurement calculation, a comparison to the current loan balance, and the amount of the ALL for that loan. The rationale for the impairment measurement technique used (e.g., present value of expected future cash flows, observable market price of the loan, fair value of the collateral) is also described on the worksheet.








ILLUSTRATION C-DOCUMENTING SEGMENTING PRACTICES


Documenting a refinement in a segmentation method


An institution performed a review of its ALL methodology. The institution had determined its ALL based upon historical loss rates in the overall portfolio. The ALL methodology was validated by comparing actual loss rates (charge-offs) for the past two years to the estimated loss rates. During this process, the institution decided to evaluate loss rates on an individual product basis (e.g., rural homes, unsecured loans, and consumer loans). This analysis disclosed significant differences in the loss rates on different products. With this additional information, the methodology was amended in the current period to segment the portfolio by product, resulting in a better estimation of the loan losses associated with the portfolio. To support this change in segmentation practice, the credit review committee records contain the analysis that was used as a basis for the change and the written report describing the need for the change.








ILLUSTRATION D - DOCUMENTING THE SETTING OF LOSS RATES


Comprehensive loss analysis in a small institution


The institution determines its loss rates based on charge-offs and recoveries over a three-year historical period. The analysis is conducted by type of loan and is further segmented by originating branch office. Loss rates for each loan type are compared to historical losses on similar loans in arriving at the historical loss factor. The institution maintains supporting documentation for its loss factor analysis, including historical losses by type of loan and originating branch office for the three-year period.





Adjustment of loss rates for changes in local economic conditions 


An institution develops a factor to adjust loss rates for its assessment of the impact of changes in the local economy. For example, when analyzing the loss rate on real estate loans, the assessment identifies changes in land values for recent sales. The institution generally finds these statistics to be a good indicator of probable losses on these types of loans. The institution maintains documentation that summarizes the relationship between declines in real estate values and its loss experience.











ILLUSTRATION E - SUMMARIZING LOSS ESTIMATES


Descriptive comments added to the consolidated ALL summary schedule


To simplify the supporting documentation process and to eliminate redundancy, an institution adds detailed supporting information to its summary schedule. For example, this institution’s board of directors receives, within the body of the ALL summary schedule, a brief description of the policy for selecting loans for evaluation under FAS 114, the impairment measurement method that was used for each individually reviewed impaired loan, brief descriptions of loss factors for each segment of the loan portfolio, the basis for adjustments to loss rates, and explanations of changes in ALL amounts from period to period, including cross-references to more detailed supporting documents.
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