
Three descriptive titles are
used interchangeably when
discussing credit loss

reserves: loan loss reserve,
allowance for loan and lease losses
(ALLL), and allowance for credit
losses (ACL). The task of determin-
ing the adequacy or appropriateness
of a bank’s loan loss reserve at any
given time has long been one of the
most challenging tasks confronting
management. Quarterly provisions
are a deduction from (and rarely an
addition to) the earnings perform-
ance of the bank and usually one of
the most significant determinants of
that performance. Thus, the efficacy
of the process, as well as the

methodology that supports the pro-
vision decision and demonstrates
the appropriateness of the reserve,
is, or should be, under constant
review and enhancement. 

Interested Parties
Parties who are interested and

concerned with the efficacy of the
process include the following:
• The internal review or audit

function of each bank.
• The external auditors—loan

loss reserves must be main-
tained in accordance with
GAAP.

• The regulators—who are con-
cerned with the safety and

soundness of financial institu-
tions.

• The Securities and Exchange
Commission (SEC)—if the
bank is a public company. 
Forced and unanticipated addi-

tions or deductions from the reserve
at any point in the credit cycle are,
at least, an embarrassment and can
lead to other actions against the
bank. 

SEC Campaign
All of these matters have come

under special and public review by
external agencies in the past two
years. The review was the result of
a highly publicized campaign on the
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part of the SEC in the fall of 1998
denouncing “earnings manage-
ment.” At the same time, the SEC
disclosed plans for targeted reviews
and increased enforcement actions.

While the campaign did not
seem to be aimed specifically at
financial institutions, it did seem to
address the SEC’s concern that
some institutions might be inappro-
priately reserving in good times for
use in bad times, thus leveling out
earnings. Specific concerns on their
part and, in some cases, on the part
of bank regulators, included the
possibility that financial institu-
tions: 
• Were reserving for future

events that had not yet
occurred, for example, a down-
turn in the economic cycle or a
natural disaster.

• Were managing loan loss provi-
sions to coincide with financial
plans.

• Were holding large, unallocated
reserves that could not be
explained or sufficiently justi-
fied by management.

• Were factoring key risks into
the provisioning process and
reserve analysis that were not
disclosed in management’s dis-
cussion and analysis (MD&A).
During that time, several banks’

methodologies and disclosures came
under close scrutiny by the SEC, in
conjunction with the filing of prelim-
inary registration statements concern-
ing planned capital markets activities.
One bank in particular, following
“SEC discussions,” announced an
upward restatement of earnings for
earlier years. Others spent many
hours, days, and weeks in their own
discussions. At least one other bank
revised its MD&A for earlier years.

Other “Interested Parties” Join
the Discussion

As events wore on, concerns
increased among other “interested
parties,” including a concern on the
part of the industry and the bank
regulators that safety and soundness
not be affected. In March 1999, the
SEC issued a statement to the effect
that, while they would continue to
pursue registrants with indications
of “earnings management,” banks
would not be required to restate
earnings until further study by the
regulators and the accountants had
been conducted. Hence, the recom-
mendations issued by a Task Force
of the AICPA (American Institute of
Certified Public Accountants). On
September 7, 2000, the FFIEC
(Federal Financial Institutions
Examination Council) also request-
ed comment on a proposal Policy
Statement on Allowance for Loan
and Lease Losses Methodologies
and Documentation. While forth-
coming policy changes regarding
the ALLL remain under review and
debate, it is clear that greater disclo-
sure and more strict documentation
standards will be implemented in the
near future.

Guiding Principles
Subject to any changes that

may come out of the current debate,
those responsible for determining
the adequacy or appropriateness of
the loan loss reserve are guided by
the Joint Interagency Statement of
November 1999, which stated:

(The reserve) “should reflect
estimated credit losses for
specifically identified loans, as
well as estimated probable
credit losses inherent in the
remainder of the portfolio at
the balance sheet date.” 

It must accordingly be under-
stood that determining the appropri-
ateness of the reserve is not an
exact science—a glance at the Joint
Interagency Statement will confirm
that. Particularly note the use of the
words “estimated” and “probable.”
However, the key features of an
efficacious process and methodolo-
gy include:

• A well-articulated and all-
embracing policy combined with the
delineation of clear and unambiguous
oversight responsibilities. The policy
should be reviewed and approved by
the board of directors and be subject
to constant review and enhancement.
Clearly, management must be able to
demonstrate that the bank is main-
taining a reserve that is consistent
with the stated policy. The board of
directors, usually through its audit
committee, has a responsibility to
assure itself that the policy is appro-
priate and that management is adher-
ing to the policy in determining the
necessary level of the reserve and
concomitant provision. Internal
checks and balances should also be
brought to bear, usually by the bank’s
internal audit department. Likewise,
the external auditors will be con-
cerned to see that the methodology is
sufficiently stringent and rigorously
applied to ensure that the bank’s
financial statements and disclosures
are an accurate reflection of its con-
dition as of the balance sheet dates. 

• An analytical process based
on accurate and timely data. There
can be nothing vague about the ana-
lytics; the basis must be articulated
and rigorously applied to accurate
data collated in a timely manner,
particularly at balance sheet dates.
One of the keys to this is the ability
to assure all interested parties that
the data is accurately collected and
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collated, based on fully functioning
systems and consistent input that
can be audited. The sophistication
of the analytical process will inevit-
ably depend on the complexity of
the portfolio, but it must be appro-
priate to that complexity and be
fully documented.

It must be emphasized that no
effective methodology or process is
complete without full documenta-
tion to support the results.

• Consistent credit standards and
accurate and timely risk identifica-
tion systems. Everyone must be on
the same page in the same song-
book...and use consistent methodolo-
gies, particularly when it comes to
loan grading. Slowness to recognize
risk, especially at the special-men-
tion, substandard, and doubtful lev-
els, will distort management’s under-
standing of the risk in the portfolio
and the analytical process will fail to
translate the real degree of risk into
meaningful numbers. Regular and
thorough portfolio monitoring
processes must, therefore, be in
place, supported by an effective
credit examination function. Risk
identification responsibilities must
also be effectively delineated and
understood, with appropriate
accountability for failure through
performance incentive (or disincen-
tive) programs. Finally, methodolo-
gies need to be in place to collect
data and analysis that identify inher-
ent loss in the portfolio. The method-
ologies should be based on events
that have taken place or circum-
stances that might exist at any point
in time and that might not yet be rec-
ognized in the loan-grading, individ-
ual account, or segment perform-
ance. 

• The maintenance of a sepa-

rate and independently accountable
problem loan management group. It
is vital that each bank maintains a
well-staffed workout group. This is
important for two reasons: first, so
that all problem credit exposures,
however defined for this purpose,
can be managed by experts whose
task is that of loss minimization
and recovery optimization; and sec-
ond, so that the appropriate loss
content and accounting treatment is
dispassionately applied. Policy
should state when and in what cir-
cumstances a problem credit should
be transferred to the group for spe-
cial attention, and adherence to this
policy should be strictly enforced.
Experience shows that relationship
managers, especially those who
made the original loan, tend to be
somewhat shortsighted in recogniz-
ing warning signals and tend to
give the borrower the benefit of the
doubt. As a result, the full extent of
the loss potential may not be recog-
nized if the exposure is to remain
under their management.

The Problem Loan Management
Group should also be responsible for
ensuring that nonaccrual status and
actual loss are promptly recognized.
Impaired loans held for sale must be
written down to their market or book
value by a charge to the loan loss
reserve, after which further adjust-
ments are charged to the profit & loss
statement.

Application of the Principles 
What follows is a composite

description of the loan loss reserve
process and methodology as prac-
ticed today by two large banks—
Bank One and Union Bank of
California. These banks are quite dif-
ferent in terms of their portfolio size,
complexity, and profile, and their

methodology varies accordingly, as
described in their public disclosures.
Both banks adhere to the key princi-
ples articulated above, however, and
to the concept of a reserve process
that determines the reserve that is
required as a result of the methodolo-
gy. This is then compared with the
actual reserve to determine the
required provision, as demonstrated
in the following pro forma example:

$ $
Opening loan loss reserve 1,000

Less net charge-offs 
during the period 230

Remaining reserve 770

Required reserve per 
the methodology 1,150

Required provision 380

Closing loan 
loss reserve 1,150 1,150

This pro forma example demon-
strates management’s assessment
that the estimated credit losses
inherent in the portfolio have
increased during the period under
review, requiring a provision that is
larger than the amount charged off.
That may not always be the case,
however; management might deter-
mine that the inherent loss content
has reduced, in which case the pro-
vision would be smaller than the
amount charged off. While this exer-
cise must be completed at balance
sheet dates, interim assessments are
strongly suggested in volatile times,
based on the application of the
methodology to current data. In this
context, it must be emphasized that
the portfolio monitoring processes
have to be a constant in the daily
activities of the lending and credit
officers to ensure timely and accu-
rate data—it cannot be left to quar-
ter ends!
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The Elements 
The methodology of the study

banks has two essential parts, as
described in the Interagency
Statement. The process encompasses
loan and lease outstandings and an
allowance for unfunded commit-
ments. Although the methodology
drives the required reserve from the
bottom up based on a detailed analy-
sis (that is, without reference to tar-
geted ratios or other generalized cri-
teria), the reserve is general in nature
and is available to all lines of busi-
ness. The parts are as follows:

1. Estimated credit losses for
specifically identified loans. This
element is comprised of the applica-
tion of loss factors to individual
commercial, real estate, internation-
al, or other unpooled loans, grouped
by type and appropriate grade. It
also includes the application of loss
factors to homogeneous pools of
loans and asset-specific reserves,
based on a loan-specific analysis. 

The loss factors or formula
reserves for individual loan group-
ings are derived from empirically
driven historical loss experience.

The loss factors applied to
homogeneous pools of loans, usual-
ly consumer and small business
loans, are a mixture of historical
loss experience and loss outlook.
The factors, which are based on
portfolio performance (delinquency
status and bureau scores) and
trends, provide for estimated losses
in the subject pools of loans over a
12-month period.

Asset-specific reserves are
established in cases where it is
believed that specific, identified
conditions or circumstances exist
that indicate that a loss has been
incurred. These reserves are drawn

from qualitative factors that might
include, for example:

• reserves based on a current
assessment of the underlying
collateral for collateral depend-
ent loans; and
• amounts arrived at by the
application of SFAS 114 that
covers “Accounting by Creditors
for Impairment of Loans.” 

2. Estimated probable losses
inherent in the remainder of the
portfolio. This element contains
reserves based on management
judgment that events or circum-
stances, which might include specif-
ic industry conditions, have actually
happened or actually exist as of the
balance sheet date. These events or
circumstances have an impact on
the probable loss inherent in the
portfolio, over and above that inher-
ent loss that has been recognized by
the first segment of the methodolo-
gy. It is essential that these reserves
be estimated and calculated based
on the events or circumstances
under review and the profile of the
affected credits or portfolio seg-
ments. The estimation and calcula-
tion are accomplished by stress test-
ing or other well-defined means.
Whatever management’s estimate of
the inherent loss might be, the basis
for the metrics must be articulated,
documented, and disclosed to inter-
ested parties for validation and/or
information. 

In the study banks, the sum of
the two elements is collected and
collated on either a centralized or
line-of-business segmented basis by
a corporate risk management unit,
which also has the responsibility for
maintaining the migration, stress
testing, and metrical models. The
methodology for the underlying
analysis of the data and the initial

estimating and calculation of the
required reserve will clearly be
affected by the complexity of the
portfolio, the business organization,
and profitability models in place, as
well as geographic or other disper-
sion of responsibility and accounta-
bility.

Decision Time
In the final analysis, however,

the corporate risk management unit
has the responsibility for estimating
and formulating the reserve parame-
ters and establishing the concomitant
provision recommendations for the
bank, based on the totality of the
inherent risk. It also has the respon-
sibility for demonstrating the effica-
cy of the metrics and for document-
ing the basis for the recommenda-
tions as well as conducting peer
group analysis and comparison of
credit quality and reserve coverage
measures as a market check for fur-
ther information. Other internal
interested parties will provide a
series of checks and balances
throughout all stages of the process
on an ongoing basis.

The recommendations and the
basis of their formulation are
reviewed by executive management,
whose conclusions as to the appro-
priate provision, as well as the sup-
porting data, analysis, and metrics,
are then reviewed by the board of
directors or designated board com-
mittee. Finance and/or Treasury,
with the assistance of the corporate
risk management unit, are responsi-
ble for adequate and accurate dis-
closure.

Interested Parties Remain
Interested

As we already know, the uni-
verse never sleeps and the “rules” and
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application of efficacious principles to
the task of determining the appropri-
ate loan loss reserve are under con-
stant review, particularly now. The
corporate risk management unit over-
seeing the methodology has the pri-
mary internal responsibility to ensure
that the methodology is consistent
with other accounting and perform-
ance measurement protocols in the
bank. These protocols include the
application of the loan loss reserve (or
expected loss) to a RAROC model
(capital provides coverage for unex-
pected loss); they also must ensure
that the process is under constant
review and enhancement. Enhance-
ments might include the following:
• Ongoing review of the grading

system to ensure granularity,
risk dispersion, and separation
of probability of default from
loss in the event of default.

• Development of separate loss
migration factors for less homo-
geneous portfolio segments.

• Improvement of loss content
methodologies and continued

development of stress testing.
• Portfolio modeling capabilities. 

Internally driven changes and
enhancements are a given. However,
the corporate risk management unit
must always keep its weather eye
open for changes driven by external
interested parties. This brings us back
to the SEC, AICPA, and FFIEC state-
ments referred to previously. (The
Basel Committee on Banking
Supervision has also issued proposals
relating to capital requirements and
the use of internal or external risk
modeling techniques; while these
proposals regrettably are not within
the scope of this article, they deserve
readers’ attention as events unfold.)

Other Events Unfolding 
As mentioned earlier, loan loss

reserve methodologies are currently
under scrutiny. The FFIEC has
issued a Proposed Policy Statement
and the AICPA has issued a draft
Statement of Position on ALLL
methodologies and documenta-
tion—both for comment prior to
later issuance. 

The FFIEC-proposed statement
notes, “it is critical for an institu-
tion’s ALLL methodology to incor-
porate management’s current judg-
ments about the credit quality of the
loan portfolio. The methodology
must be a thorough, disciplined, and
consistently applied process that is
reviewed and approved by the insti-
tution’s board of directors.” It also
states, “for financial reporting pur-
poses—including regulatory report-
ing, the provision for loan and lease
losses and the ALLL must be deter-
mined in accordance with GAAP.
GAAP requires that allowances be
well documented, with clear expla-
nations of the supporting analyses
and rationale. Failure to maintain,

analyze, or support an adequate
ALLL in accordance with GAAP
and supervisory guidance is general-
ly an unsafe and unsound banking
practice.” 

Summary
In summary, and whatever the

outcome of the current debate,
banks will be well served by ensur-
ing that their loan loss reserve esti-
mates are based on events that have
taken place. They need to ensure
that the basis for the inherent loss in
the portfolio is determined by well-
established and supportable metrics.
And they must ensure that the poli-
cy and procedures and underlying
estimates are stringently document-
ed and that disclosure is appropri-
ate. If you’re not there yet, get
going, because that’s where we’re
heading!  
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Quarterly Loan Loss Reserve
Documentation Index

The following list, offered by Bank One, may
be useful as a reference for identifying and
organizing documentation.

Overview—Summary of Findings
Reserve Adequacy Board Report
LOB Reconcilement Schedules
Legal Entity Reconcilement Schedules
Commercial Loan Reserve Analysis

—Loss analysis by segment
* large corporate
* middle market
* commercial real estate

—Expected loss factors
—Default probabilities
—Loss given default factors
—Formula reserve estimates
—Portfolio stress test

Consumer Loans Reserve Analysis
—Consumer product loss analysis

by segment
* credit card
* auto finance
* consumer real estate
* other consumer
* small business

—Portfolio stress test


