
Attitude
The longer I live, the more I realize the impact of attitude on life.  Attitude to me, is more 

important than facts.  It is more important than the past, than education, than money, than 

circumstances, than failures, than successes, than what other people think or say or do. It is more 

important than appearance, giftedness or skill.  It will make or break a company.… a church.… a 

home.  The remarkable thing is we have a choice everyday regarding the attitude we will 

embrace for that day. We cannot change our past…. we cannot change the fact that people will 

act in a certain way.  We cannot change the inevitable.  The only thing we can do is plan on the 

one string we have, and this is our attitude…. I am convinced that life is 10% what happens to me 

and 90% how I react to it.  And so it is with you…. We are in charge of our attitudes.
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Current ALLL Methodology

ASC 310-10 Receivables (formerly FAS 114)
• Individually Identified Loans

ASC 450-20 Loss and Gain Contingencies (formerly FAS 5)
• Homogeneous Pools

Let’s start by examining common methodology used today:
• Accounting Standards Codification (ASC)
• Loss Allowance Based on Incurred Losses(GAAP)
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Base Line
of Current
Practices 

Incurred Loss assumes that the past period is a 
predictor of the future year.

This assumes that economic factors remain 
stable.

It also assumes that members’ credit status
remain stable.

Basic Assumptions



How Does Incurred Loss Work

Consider a single
pool of Auto Loans

Assume a 1-Year
incurred loss period

Calculate an
incurred loss rate
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Calculate the rolling average balance for the past year

Calculate net charge offs for the past year

Divide net charge-offs by rolling average balance to calculate Loss Rate

Multiply Loss Rate times the current balance to calculate ALLL requirement



How Does Incurred Loss Work

1. Calculate the rolling average balance for the past year 

Jan Feb Mar Apr May Jun

Balance $  10,000,000 $  10,200,000 $  10,320,000 $  10,256,000 $  10,750,000 $  10,780,000 

Jul Aug Sep Oct Nov Dec Rolling Avg.

$  10,850,000 $  10,925,000 $  11,050,000 $  11,075,000 $  11,125,000 $  11,120,000 $  10,704,250 

2.   Calculate net charge offs for the past year

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Avg. C/O

C/O
$            

3,500 $                   -
$            

1,750 
$            

1,200 
$                

560 $                   - $                   -
$            

1,200 
$                

750 $                   - $                   -
$            

2,500 
$                

955 

Recoveries
$              

250 $              250 $              500 $                   - $                   - $                   - $                   -
$                

600 
$                

150 $                   - $                   -
$            

1,200 
$                

246 

Net C/O
$          

3,250 
$              

(250)
$            

1,250 
$            

1,200 
$                

560 $                   - $                   -
$                

600 
$                

600 $                   - $                   -
$            

1,300 
$                

709 



How Does Incurred Loss Work

3.  Divide net charge-offs by rolling average balance to calculate Loss Rate

4.  Multiply Loss Rate times the current balance to calculate ALLL requirement

Net C/O $ 8,510 

Rolling Avg. $  10,704,250 

Loss Factor 0.080%

Balance $  11,120,000 

Loss Rate 0.080%

ALLL Req. $    8,840.526 



How Does
Incurred
Loss Work

Losses will remain consistent with the past 12 
months.

Recoveries will remain consistent with the past 
12 months.

Net losses will remain steady for the next
12 months.

Basic Assumptions

Net, we assume that loss will not exceed $8,840.53 over the next 12 months



Expected
Credit
Losses
Predictions of future
events can be
troublesome

“He who climbs the flagpole of 
prognostication exposes only one 
part of the anatomy to the general 
public.”
Sam Rayburn, former speaker of the 
US House of Representatives



Expected
Credit
Losses

Statistical modeling 
provides a course of 
action that can be 

validated and 
followed

Probability – The 
likelihood that 

certain events will 
occur

Causality - The 
link between 

cause and effect

Correlation – An 
observation that 

two things share a 
relationship or 

connection

Correlation is not 
causality



Expected
Credit
Losses

Our goal is to identify causal links that can 
be used as predictors of expected 
outcomes

The outcome we are examining is loan loss

If we can identify statistically valid 
predictors then we can use them to predict 
future loses

Some potential factors may be:
• Employment status
• Delinquency status
• Charge offs

• LTV
• Income or DTI
• Collections 



Regression Analysis Outcomes

The most significant predictors are:

•Change in Credit Score
•Advanced Delinquency

•Change in Economic Condition
•Change in Cash Flow
•Unsecured Balances



Potential Methods for Calculation

Static 
Pool or 
Vintage 

Pool 
Analysis

Credit 
Migration 
Analysis



Static Pool Analysis

Establish base period (homogeneous period)

What is Homogeneity?



Static Pool Analysis

Collect information on all similar loans in base period

•Loan pools are created for homogeneous loans
•Any change to any variable closes a pool
•This results in creation of a new pool

•This process repeats for every loan type



Static Pool Analysis

Maintain data tracking on all loans for each static pool

•We must identify data that predicts performance
•We must collect that data for each and every pool
•We must maintain each data pool independently
•We must analyze data and interrelate pools



Static Pool Analysis

Update the data as economy changes

•Data collection continues as long as loan are active
•Data collection must coincide with environment
• Independent verification of data may be required



Static Pool Analysis

Repeat for all loan types

•Changing factors such as policies, staffing, economy, 
pricing, training or underwriting can trigger new 

pools 
•That means extensive data collection, maintenance 

and analytics



Who Is Putting the Credit Union at 
Risk?



Are you as overwhelmed by all 
these requirements as we are?



Static Pool Analysis

As conditions (economy, policies, staffing, skills) change create new pools

This means you could have 
hundreds of pools in your 

combined data base



Static Pool Analysis

Requires significant data collection and storage

Requires sophisticated statistical analysis

Only focuses on deteriorating loans



Statistical Application
o Create Regression Lines predicting loss expectations

o Need data collected over life of loans

o Must correlate or connect multiple pools

o Must be updated on a regular basis
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Direct Implications of Static Pool 
o Static Pool or Vintage Pool Analysis

o Unidirectional - Fails to account for multiple 
movements

o Time Specific – Requires multiple pools to account for 
variable changes (economy, policy, staffing, etc.)

o Single Application – Focused on ALLL only
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Potential Methods for Calculation

Static 
Pool or 
Vintage 

Pool 
Analysis

Credit 
Migration 
Analysis



Credit Migration

Valid and Robust Response to CECL

Added Value from Portfolio Management?



Credit 
Migration

Credit risk can Increase or Decrease

Which risk pools are improving impairing?

Understanding 
your Loan 
Portfolio

Isolate impaired loans and react to them early

Understand the risk in your pools then adjust 
underwriting and management practices

Identifying 
Potential 
Problems

Recognize Members that are making smart decisions

Proactively offer ways to help your members

Understand which pools of loans allow for more risk

Identifying 
Emerging 

Opportunities

Statistically based calculation

Compliant with regulations

Applying 
Precision in 
Allowance 
Calculation
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Understand Your Credit Portfolio
• Create migration matrix for 

total portfolio

• Original FICO and Current 
FICO

28

• Create migration matrix for 
total portfolio

• Original FICO and Current 
FICO



WHAT IS CREDIT MIGRATION 
&  WHY SHOULD YOU CARE?



Who Is Putting the Credit Union at 
Risk?



In this presentation we will tell 
the story of four individuals 
that represent credit union 

members.

Understanding their stories will 
help us improve our lending 

and serve our members better.

Sit back and enjoy the story of
CREDIT MIGRATION
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Ruth
Good ole’ Ruthie has a high B credit 
score. She never gets too wild. She 
buys the same things month after 
month, she never overspends. Good 
Ole’ Ruthie is still a high B today!
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Henry
When Henry first came to your
Credit Union, he had A+ credit.
Several months ago, Henry lost 
his job, but he didn’t change his 
lifestyle. He started living off of 
credit cards and today his credit 
score is a D.
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Liz
Liz is a credit newbie. Your credit union  
decides to take a chance and approve 
her for a  car loan. Over the past few 
months she has built her credit up to an 
impressive A+.
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John
Was down on his luck when your 
credit union financed a car loan for 
him. His credit was a D. However, 
his luck turned around and he was 
able to find a job, make payments 
on time and even save a buck or 
two. Today his credit score is an A.
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This was 
their credit 

scores a 
year ago.

HENRY
A+

RUTH
B

LIZ
NO CREDIT

JOHN
D
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This is 
where they 
are today.

LIZ
NO CREDIT TO A+

IMPROVED

JOHN
D TO AN A

IMPROVED

RUTH
B CREDIT SCORE

STABLE

HENRY
A+ TO D

IMPAIRED
37



Are you still 
offering services 
based on their 
credit scores a 

year ago?

A+

D

B

BN/A

A+

D

A

38



Individuals come to your 
credit union for loans from 

all different walks of life.  

You serve people of varying 
ages, ethnicities, occupations 

and financial situations.

Our job as lenders is to 
examine those differences 

and make good decisions to 
balance risk and member 

services.
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Understand Your Credit Portfolio

Migration matrix for total portfolio

Original FICO vs. Current FICO
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Understand Your Credit Portfolio

Migration matrix for EACH
unique risk pool 
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Credit unions create lending policies 
and underwriting procedures to direct 
the evaluation of risk for each member 
and guide the loan approval process.

One thing we need to understand is 
that the member’s financial condition 
may change after the loan has  been 

either approved or denied.
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IDENTIFYING UNCHANGED LOANS
Central 
mission of 
helping 
members

Targeted 
marketing

Increased 
Loyalty

Upsell 
opportunitie
s

What should we do? Nothing ☺

Ruth
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Identifying Potential Problem Loans: I’m in quicksand, but I’m on a good horse
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Henry
IDENTIFYING IMPAIRED LOANS Central 

mission of 
helping 
members

Targeted 
marketing

Increased 
Loyalty

Upsell 
opportunitie
s
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IMPARIED LOANS

Central 
mission of 
helping 
members

Targeted 
marketing

Increased 
Loyalty

Upsell 
opportunitie
s

Loan 
Type Balance

Original 
FICO

Original 
Grade

Current 
FICO

Current 
Grade

Open
Date Rate Limit

Unsecured $        500 759 A+ 617 D 2/8/2013 14.99% $    5K 

Henry

Act early and minimize risks

• Quality cashflow and lifestyle
• Trauma to cashflow
• Switch from cashflow to unsecure  debt
• Declare bankruptcy
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Identifying Emerging Opportunities: There’s gold in them thar’ hills!
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IDENTIFYING IMPROVED LOANS Central 
mission of 
helping 
members

Targeted 
marketing

Increased 
Loyalty

Upsell 
opportunitie
s

John Liz&
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Here’s where you mine for 

gold. Central 
mission of 
helping 
members

Targeted 
marketing

Increased 
Loyalty

Upsell 
opportunitie
s

Loan
Type Balance

Original 
FICO

Original 
Grade

Current 
FICO

Current
Grade

Open 
Date Rate

New Auto $18,432 645 C 787 A+ 4/18/12 6.50%

So, how do we do it?
Liz and John are the best target group for 

marketing your services and for referrals to 
their friends.

John Liz&
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Additional Services 

Extended to 

Member

VISA

HELOC

DEBIT CARD

$37,500 in new 

loan balances

$1,000 interchange 

income for

debit transactions

Reduced interest 

rate and interest 

cost on loans

Enhanced ability 

to financial 

services

Check out these improved FICO opportunities…

Impact For 

Credit Union
Impact For 

Member
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Credit migration is a win-win.  

Members with financial problems 
are identified earlier so they can be 

helped.

Members with improved financials 
receive improve access of credit.

Credit Union reduces losses, 
increases income and helps more 

members.



Credit migration is a win-win.  

Members with financial problems 
are identified earlier so they can be 

helped.

Members with improved financials 
receive improve access of credit.

Credit Union reduces losses, 
increases income and helps more 

members.
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54What are the bottom line impacts?

• Loan yields increase by 34 basis points 

by enhancing C,D and E lending

• Delinquencies declined to 0.35%
• Charge-off ratio declined to 0.16%
• Loan to share increased to 83%

These factors combine to enhance 
income and strengthen equity
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Moving from Incurred to Expected Loss

Start with risk 
based 

methodology

Existing pools 
and incurred 

losses by pool



ALLL
–

Homogeneous
Pools
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Allowance Calculation

By 2022 we must 
change to Current 

Expected Credit Loss 
Model (CECL)

Must employ a 
statistically valid 
methodology to 

estimate probable 
future losses

Methodology must 
consider likelihood of 

loss or no loss
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Risk Based 
ALLL
w/Credit 
Migration

Maintain existing pools

Divide pools balances into credit 
grade ranges

Create unique loss ratios for 
each grade within each pool

Monitor changing credit scores 
for movement in pools

Calculated ALLL requirement for 
each grade within each pool
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ALLL – Homogeneous Pools
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