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Thrift Bulletin 60
Introduction

Mortgage servicing rights are the
contractual rights to collect mort-
gage payments, maintain escrow ac-
counts for the payment of taxes and
insurance, and provide other servic-
es on behalf of the owner of the
mortgages (investor) in exchange
for a servicing fee and related float
and ancillary income. FMSR are
mortgage servicing rights that have
been purchased or acquired by “ta-
ble-funding” mortgages at closing
or in a purchase business transac-
tion. {(Guidance for excess or re-
tained mortgage servicing assets is
contained in Thrift Bulletin 43.)

FIRREA, FDICIA, and the OTS" im-
plementing regulations limit the
amount of PMSR that savings asso-
ciations may include in regulato

<apital to the lower of: (I) 90% of
current fair market wvalue deter-
mined at least quarterly; (2) 90% of
original cost; or (3) 100% of the re-
maining unamortized book value,
The first of these three tests is man-

dated by FIRREA and FDICIA. The
other two were imposed by the
oT1s.1

In addition to the foregoing restric-
tions, PMSR equal to no more than
50% of an association’s core capital
mac{ be included in calculating core
and tangible capital. PMSR pur-
chased, or under contract to be pur-
chased, on or before February 9,
1990, however, are not subject to
these concentration limitations and
are thus “grandfathered.” All
PMSR, regardless of purchase date,
are subject to the three part test de-
scribed in the preceding paragraph
and, thus, are subject to the valua-
tion guidelines of this Bulletin.

This Bulletin provides the following
guidance regarding fair market val-
ue determinations for PMSR:

1. de| t Fair Ma Valu-
ation. An independent (i.e.
third party) fair market valua-
tion should be obtained at least
annually if the unamortized
book value of PMSR exceeds
25% of an association’s core
capital. The OTS may also re-
quire independent PMSR valua-
tions for troubled associations,

lk'ghg:l?rs %:nsahl:: ublishla final rule on
- tory ital: Intangible Assets™ later
in 1993. We nnt?c:ipate that the final rule will
delete one of the three PMSR limits (i.e. the
90% of original cost limitation), and will also
ro\‘r‘idelguidanoe on calculating unamortized
value,

even if the level of PMSR is less
than 25% of core capital.

2. ati d i ide-
lings. This Bulletin provides
guidelines that institutions
should follow for both quarterly
and annual PMSR market valua-
tions. Departures from these
guidelines may result in the ex-
clusion of PMSR from an asso-
clation’s regulatory capital.

3. Definition of an Independent
rai Appraisers

that have a past, current, or a
planned future interest in the
PMSR being appraised, or its
financing or sale, as principal,
agent, or broker will generally
not be considered independent.

Valuation Guidelines

A “fair market” valuation of PMSR
is required at least quarterly by FIR-
REA and FDICIA. The estimated
fair market value of PMSR should
be based on the prices currently
paid for servicing rights that are
similar to those being valued. Other
values of PMSR, such as the eco-
nomic value to the savings associa-
tion owning the rights (where it
differs from fair market value), are
impermissible values for PMSR that
are included in regulatory capital.

The estimated fair market value of
a portfolio of PMSR is defined as
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the single net price that the portfo-
lioc would reasonably be expected

to sell for in the current market be-
tween an informed buyer and a
willing seller. The estimated fair
market value of PMSR should be
based on the assumption that the

PMSR would be marketed in portfo- |

lios of a2 size and compositional
structure that will bring the highest
price, with the seller providing the
customary representations and war-
ranties.

Since no two PMSR portfolios are
exactly the same, perfectly compara-
ble PMSR trade dgta are not availa-
ble. Moreover, PMSR sales data are
not generally available to the public.
Therefore, estimates of the fair mar-
ket value of PMSR should be deter-
mined through a present value, or
discounted cash flow analysis that is
similar to current industry practice.
Under this methodology, fair mar-
ket value is determined by estimat-
ing the amount and timing of future
cash flows associated with the ser-
vicing rights and discounting those
cash flows using market discount
rates.

The fair market value of PMSR is
the present value of the expected in-
come from the portfolio less the
present value of the projected ex-
penses. The income stream includes
servicing fees, float income from
payments and escrow accounts, and
andillary income. The expenses in-
clude general servicing costs, fore-
closure costs, and interest expenses
for funds advanced.

The following guidelines should be
followed in estimating the fair mar-
ket value of PMSR. Where there is a
range between the high and low
points for each guideline below,
the average or mid-range should be
used rather than the high or low
end of the range unless significant
support exists in the individual case
to use another value,

L

Servicing Costs. General servic-

ing costs include expenses for
data processing, personnel, oc-
cupancy, foreclosure and REO
servicing, escrow expenses for
the payment of taxes and insur-
ance, and any interest expenses.
The costs of amortizing the pur-
chase price of the PMSR are ex-
cluded from servicing costs to
calculate market value.

Long-term servicing cost projec-
tions used in valuations should
be comparable to those current-
ly used by most market partici-
pants to value similar types of
PMSR. Neither the servicing
costs of the savings association
owning the PMSR nor marginal
cost estimates are appropriate
for determining the market val-
ues required under FIRREA and
FDICIA unless those costs are
consistent with the marketplace,
The costs of servicing for FHA
and VA mortgages in GNMA
pools should be shown separ-
ately in the valuation report
since these costs are generally
higher than for conventional
mortgages.

Prepayment Estimates. The pre-

payment assumptions used to
estimate market value should be
based on long-term consensus
or average prepayment esti-
mates for mortgages with char-
acteristics similar to those being
serviced. In general, the prepay-
ment estimates should represent
the average prepayment esti-
mates for pools of geographical-
ly dispersed mortgages made
by the major mortgage market
dealers (i.e. “national prepay-
ment estimates”). National pre-
payment estimates for 15- and
30-year, FNMA/FHILMC and
GNMA, fixed-rate mortgages
can be obtained from various re-
porting services.

Historical rates of prepayment
may be used as a basis to modi-
fy national prepayment esti-
mates or as the basis to estimate
future prepayments instead of
the national prepayment esti-
mates: (1) if national prepay-
ment estimates are not available
for a particular type of mort-
gage, (2) if the portfolio being
valued is highly concentrated in
certain geographical areas, or
(3) if the appraiser can demon-
strate that historical rates better
indicate future prepayments for
that portfolio than national pre-
payment estimates. Such histori-
cal data should come from
recognized mortgage dealers,
the federal secondary market
agencies, the FHA Mortality Ta-
bles, generally accepted private
reporting services, or the associ-
ation’s own documented long-
term experience.

Historical prepayment experi-
ence used 5: msﬁmag of
future prepayments should be
for similar types of mortgages,
should at a minimum cover
twelve months (preferably thir-
gr-six months), and should be
ocumented or clearly refer-
enced. Merely projecting that fu-
ture prepayments will be the
same as in the past is generally
not acceptable without consider-
ation of whether those prepay-
ment rates are likely to
continue, In all cases, the associ-
ation will be responsible for jus-
tifying any  prepayment
estimates that deviate from the
national prepayment estimates,

Prepayment rates should be ex-
pressed in terms of a “CPR”
(constant percentage rate) or
“PSA,” a standard prepayment
measure developed by the Pub-
lic Securities Association. The
use of the average life method
or any measure other than CPR
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or PSA is not acceptable. Exceg-
tions to this rule may be made
for non-standard mortgages
such as multifamily and bal-
loon- payment mortgages. All
prepayment estimates used in
valuations should be supported
with documentation.

Computer models that use static
or fixed estimates of future pre-
?ayments are normally pre-
erred because they are the
predominant method currently
used in the PMSR secondary
market. Models that use option
adjusted spread (OAS} or vector
prepayment projection metho-
dology are generally acceptable
to the OTS provided that those
models produce values that are
consistent with the PMSR secon-

dary market.
Discount Rates, The discount

rates used to value each seg-
ment of a portfolio should corre-
spond to the rates currently
demanded by investors for simi-
lar types of PMSR. In selecting
discount rates for PMSR valua-
tions, consideration should be
given to such factors as mort-
gage type, agency program, ex-
pected life, market demand,
gecgraphic location, interest on
escrow requirements, delin-
quency and foreclosure rates,
tax services, and other market
factors. The discount rates used
by the association when the
PMSR were purchased, the in-
terest rate of the underlying
mortgages, and the yield on in-
terest-only strips should not be
used to estimate current fair
market value unless they corre-
spend to the PMSR market-
place.

Projected Interest Rates. The in-
terest rates used to project inter-
est income from escrow,
principal and interest (P&I), and
prepayment float and to project

5.

expenses for escrow and inves-
tor advances should be realistic,
shown in the valuation, based
on the average duration of each
type of float or advance, and
consistent with the Treasury
yield curve.

Escrow and Other Float, The as-
sumptions made as to the aver-
age yearly balance of escrow

accounts Eper moﬂ? , the
number of days of P&l float,
and the number of days of pre-

payment float should all be
shown separately in the valua-
tion report. They should be
based on the past experience of
the portfolio of PMSR being val-
ued and the remittance require-
ments of the investors,

Delinquency and Foreclosure
Rates. Projected delinguency
and foreclosure rates should be
based on the actual experience
of the portfolio of PMSR. When
mortgages are less than 12
months old, the valuation
should be based on the national
or state averages of delinquency
and foreclosure rates published
by the Mortgage Bankers Asso-
ciation (MBA) for similar mort-
gages.

Foreclosure_Costs. Foreclosure
costs should be shown separate-
ly in the valuatien report. They
should be the anticipated costs
and should reflect the differenc-
es in costs among types of mort-
gages (FHA, VA, or
conventional) and, if material,
their location, since states have
different foreclosure laws.

Growth of Escrows/Servicing
Costs. The rates used to esti-
mate the growth of escrow ac-
counts and servicing costs
should be based on realistic
long-term projections and not
short-term expertence. The rates
of growth should be shown in

10.

11.
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the valuation and supported by
market practice and historical
trends.

Portfolio Segregationy/Stratification.
{’ortfob;hos of PMS(li{ should usual-
se, te: mortgage
tg'pe (ﬁx%fle-gr:te ory ARM, gar%d
conventional, FHA/VA, etc),
mortgage term (15 and 30
years), investor (FNMA,
GNMA, FHLMC, private, etc),
recourse and non-recourse, and
coupon interest-rate ranges. The
stratification of Is by inter-
est-rate ranges should generally
encompass no more than a 50-
basis-point range except for
small percentages of the portfo-
lio or for very small portfolios.

Ancillary Income. Ancillary in-
come is generated by such items
as late charges, insurance premi-
ums, and assumption and pay-
off fees. The yearly ancillary
income per mortgage should be
shown separately in the valua-
tion report and should be based
on the actual performance of the
}:ortfolio without an allowance

or inflation and less any antici-
pated run-off as a resuit of sale.
For PMSR portfolios less than 12
months old, industry averages
of ancillary income as reported
by the MBA may be used.

Transfer Costs. Transfer costs
are the buyers’ expenses of con-
ducting due diligence on servic-
ing portfolios prior to purchase
and of transferring that servic-
ing to the new servicer. These
costs are included in the market
bids of buyers and, therefore,
must be included in the deter-
mination of fair market value
even if no sale of the PMSR is
ever intended. The costs used
should reflect the current mar-
ket estimates as reported by
PMSR brokers. Sales expenses,
including brokers’ commissions,
should not be included in trans-
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fer costs or in the PMSR valua-
tion because they are not includ-
ed in marketplace prices.

Other Valuation Guidelines

12.

13.

14,

Debt Leveraging. Borrowing to
finance the purchase of PMSR,
or debt leveraging, increases the
internal rate of return for PMSR
buyers by lowering the invest-
ment npeeded to produce the
same PMSR earnings. Debt lev-
eraging, however, is not rele-
vant fo the calculation of the
market value of PMSR.

ARMs, GPARMSs, Recourse,
etc, Relative to fixed-rate 1- to 4-
family residential mortgages,
the servicing and foreclosure
costs as well as discount rates
and prepayment estimates are
generally higher for ARMs,
Graduated-Payment ARMs
(GPARMS), negative amortiza-
tion mortgages, second mort-
gages, multifamily mortgages,
mortgages not conforming to
agency guidelines, wrap-around
mortgages, and recourse servic-
ing. Some types of PMSR, such
as non-conforming GPARMSs,
are not readily marketable and,
therefore, may have little fair
market value. Each e of
PMSR should be valued based
on its unique costs, discount
rates, prepayment estimates,
and other factors,

Book Value Limits. Pools or
packages of PMSR are some-
times obtained at below-market
prices or for other reasons have

minimal or no accounting cost ’

basis. These pools may, never-
theless, be incdluded in wvalua-
tions in excess of their
individual book value, howev-
er, the total amount of PMSR in-
cuded in regulatory -capital
may not exceed 100% of the to-
tal remaining unamortized book
value. (The value of retained or

15.

16.

17.

excess servicing assets and
mortgage servicing rights on the
association’s originated portfo-
lio are not includable with
PMSR for regulatory capital
purposes.)

rket Val
value of any financial instru-
ments that are used to hedge
PMSR should not be included in
the market value of PMSR. They
have their own separate market
values and are traded separate-

ly.

Market _Value of Insurance.
FNMA and FHLMC recourse
servicing that includes recourse
loss insurance or prepayment
insurance for PMSR may be in-
cluded in the determination of
market value. The OTS permits
the value of such polices (i.e.
conversion of recourse PMSR to
non-recourse) to be included in
the value of PMSR, provided
the cost of the insurance policy
is deducted from servicing in-
come or added to the per mort-
gage serviding cost of the PMSR
portfolio. The OTS reserves the
right to disregard this type of
insurance if concerns exist about
the insurance firm’'s ability to
meet its financial obligations.

Split PMSR. PMSR whose own-
ership is shared by two or more
parties in violation of servicing
contracts should not be includ-
ed in the appraised value or reg-
ulatory capital of either the
buyer or the seller. (FNMA and
FHLMC servicing contracts con-
tain prohibitions against split-
ting the ownership of servicing.)
If allowed under the servicing
contract, split ownership servic-
ing must always leave the ser-
vicer a minimum spread of no
less than the generally accepted
accounting principles (GAAP)
“normal servicing fee” for the
OTS to allow its inclusion in

18,

19,

.of all mort

regulatory capital. Servicing
owned by two or more
affiliated companies should
have formal servicing agree-
ments in place that specifically
allow the split ownership of
servicing and that provide for
at least a normal servicing fee
in order to be counted in regu-
latory capital.

MSR Not_Included_in i
fal. PMSR that is not included
in regulatory capital does not
have to be valued either annu-
ally or quarterly. However, all
PMSR that is included in regu-
latory capital should be valued
each quarter to comply with
FIRREA and FDICIA.

QTS NPV Model. The servic-
ing values from the OTS Net
Portfolio Value (NPV) model
should not be used as the fair
market value of PMSR. The
NPV model estimates the value
ge servicing, in-
cluding off-balance-sheet re-
tained servicing, which is not
allowed to be treated as regula-
tory or GAAP capital. Also, the
value of the escrow and prind-
pal and interest float are includ-
ed with deposits in the NPV
model and not with servicing
values,

Appraisal Guidelines

20,

Contents of PMSR Valuation
Reports. Valuation reports
should be self-contained prod-
ucts that identify the portfolio
being valued and provide all
the data used in the calculation
of each segment’s fair market
value. Valuations should ex-
plain the methodology used
and state that its purpose is to
estimate the current fair market
value in compliance with these
guidelines, Valuations should
be supported with adequate
documentation and should be
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21.

signed and dated by the ap-
praiser. Independent valua-
tions should also contain a
statement of conformance with
the Principles of Appraisal
Practice and Code of Ethics by
the American Society of Ap-
praisers (ASA).

Appraiser Due Diligence. Ap-
})raisers are not required to per-
orm on-site verifications of the
association’s PMSR computer
tapes that are sent for valuation.
Appraisers should, however, in-
vestigate any significant dis-
crepancies or inconsistencies
where there is a reasonable ba-
sis to doubt the accuracy of the
information supplied by the as-
sociation.

22. Appraiser Qualifications. PMSR

appraisers should be experi-
enced experts in valuing mort-
gage servicing rights. The
qualifications and experience of
the appraiser should be de-
scribed in each valuation report.

23. Independence of Appraigers. In

addition to the independence
definition already given in item
number three of the INTRO-
DUCTION, independent PMSR
appraisers should comply with
the ASA Principles of Apprai-
sal Practice and Code of Ethics.
Among other things, these prin-
ciples preclude appraisers from
basing their appraisal fees on
the amount of the appraisal val-
ue or related business, such as
brokerage services performed
for the association. Free apprai-
sals or substantially reduced-
price appraisals offered by firms

TB 60

because they provide other ser-
vices for the assodation are also
not acceptable.

Segarate valuation divisions or
iated corporations of PMSR
brokers or nciers currently
used or who were used in the
past to buy, sell, or finance parts
of the PMSR portfolio being ap-
praised fenerally will be consid-
ered independent appraisers if
there is a clear separation and
independence from the PMSR
brokerage area. Consultants
who are not brokers and bro-
kers acting only as consultants
or appraisers generally will be
congidered independent ap-
praisers as long as they did not
advise or assist the association
on the purchase of more than
25% of the current dollar
amount of PMSR being ap-
praised.

LT Pl

—-John F. Robinson
Acting Deputy Director
for Washington Operations
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