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Introduction

The intention of this document is to provide clarity on how ARCSys determines monthly loss

rates for investment portfolios when estimating a reasonable expectation of credit losses.

ARCSys’ models utilize monthly loss rates in the Discounted Cash Flow (DCF) calculations. These

rates are derived from long-term loss rates from the ARCSys data set or external default and

recovery rates by asset type.

For Corporate Bonds and Municipals, ARCSys determines monthly loss rates for each investment

segment by obtaining historical annual default rates and recovery rates from third-party reports,

such as S&P and Moody’s. Loss rates are derived by deriving estimated loss rates by multiplying

the long-term default rates times (1 minus the recovery rate) or the non-recovery rate.

ARCSys applies the monthly loss rates by the following rate tiers:

● A Tier: includes AAA, AA and A rated securities.

● B Tier: includes BBB, BB, and B rated securities

● C Tier: includes all C rated securities

● Non-Rated: includes all securities that do not have a risk rating.

Clients have the option of using a range of rates for certain pools based on the loss data

derived. The schedule below displays the risk rating scale by each of the main credit rating

agencies. Clients can break the pools down by individual risk rating as well. ARCSys utilizes the

following ratings scale for investment pooling assessment.



Corporate Bonds

ARCSys utilized the historical 2022 U.S. Corporate default rates supplied by S&P. The following

chart displays the default rate for corporate bonds from 1981 to 2022, by risk rating. ARCSys

utilized the long-term global default rates to derive loss rates for a Discounted Cash Flow model.

The chart below delineates the historical data:



ARCSys compared the Global Corporate default rates to the U.S. Corporate default rates to

determine if any adjustments should be made for Global Corporate bonds.

Comparison US Versus Global Corporate Default Rates:



ARCSys has concluded that based on the information in the S&P Global Ratings article "Default,

Transition, and Recovery: 2022 Annual U.S. Corporate Default And Rating Transition Study,”

global corporate bond default rates are similar to the U.S. corporate bond default rates except

for BB and lower risk ratings. Clients with global bonds can determine if they would like to

adjust rates accordingly.

ARCSys calculated the loss rates by each main rating class to determine the average long-term

loss rate. ARCSys utilized the U.S. corporate bond recovery rate from S&P in making this

determination.

ARCSys also calculated the loss rates by each sub-rating class to determine the average

long-term loss rate. ARCSys utilized the corporate bond recovery rate from S&P in making this

determination.

ARCSys generally pools segments by risk rating A, B, C and non-rated. Clients have the option to

utilize either these segments or subclass into lower rating pools.



Corporate Bonds Recovery Rates:

Agency Bonds

Agency bonds are issued by either agencies of the U.S. government or government-sponsored

enterprises (GSEs), which are federally chartered corporations, but publicly owned by

stockholders. Bonds that are publicly owned by shareholders are deemed to be similar to

corporate bonds and are treated as such by FINRA.

FINRA Defined Agency Securities:

“Agency securities are bonds issued by U.S. federal government agencies (other than the U.S.

Treasury) or by GSEs. Most agency bonds pay a semiannual fixed coupon and are sold in a

variety of increments, generally requiring a minimum initial investment of $10,000. With the

exception of bonds issued by Ginnie Mae, agency securities are not fully guaranteed by the U.S.

government. The issuing agency will affect the strength of any guarantee provided on the

agency bond. Evaluating an agency's credit rating before you invest should be standard

procedure.”



ARCSys’ Conclusion on Agency Bonds is as Follows:

All agency bonds carry the credit risk that the issuer will default or will be unable to make timely

payments of interest and principal. GSE debt is solely the obligation of the issuer and

carries greater credit risk than U.S. Treasury securities. Therefore, ARCSys treats agency

securities the same as corporate bond debt. Please see the corporate bond discussion for loss

rates.

Municipal Bonds

ARCSys calculated the loss rates in a manner similar to the corporate bond debt. The chart

below from Moody’s displays the cumulative 10-year horizon long-term default rate from 1970

to 2021, and current 2012 to 2021. This cumulative default rate was averaged and was utilized

to calculate the loss rate including recovery rates in the charts below. ARCSys also compared the

long-term default rate to the current default rate from 2012 to 2021.

Long-Term Horizon:



Current Horizon:

ARCSys also compared the long-term default rate to the current default and calculated the loss

rates for each scenario.

Private Mortgage-Backed Securities

First Mortgage Monthly Loss Rates - ARCSys Data Warehouse:



The charts below display the 10-year moving average loss rates for mortgage-backed assets

from 2000 to 2009, and 2010 to 2023.



Private Asset-Backed Securities

These securities are generally consumer in nature and include secured auto and other collateral.

ARCSys utilizes the ARCSys Data Warehouse to create a loss rate for these loan pools based on

historical consumer loss rates.

Secured Monthly Loss Rates:



ARCSys utilizes a 5 year moving average based on a 60 month loan term for these types of

assets.

Private Commercial Mortgage-Backed Securities

These securities are commercial real estate in nature and include secured owner occupied and

non-owner occupied assets and other collateral. ARCSys utilizes the ARCSys Data Warehouse to

create a loss rate for these loan pools based on historical commercial real estate loss rates.



CRE Monthly Loss Rates:

Comparison of ARCSys Applied Loss Rates to Historical data

The analysis below displays ARCSys’ custom loss rates that are generally recommended in the

CECL model. Clients, however, can utilize higher or lower rates for the pools. Clients should

review the loss rates to determine if they are in agreement with the loss rates applied.


