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The Valuation of Purchased Mortgage Servicing Rights 

~~~~ 
This Thrift Bulletin provides guidance on the fair market valuation of purchased mortga 

MSR) for regulatory capital purposes. The quarterly fair market valuation of PMSR is man &e 
servicing 

ted by the 
Financial Institutions Ret&m, Recovery, and Enforcement Act of 1989 (FIRREA), the Federal Deposit Insurance 
Corporation Improvement Act of 1991 (FDICIA), and by the re 
Supervision (OTS). This Bulletin also provides guidance on !ttda 

tory capital reqtdrements of the Oftice of Thrift 
t e OTS requirements for annual independent fair 

market vahrations of PMSR 

For Further hfonmtimt Contact: 
Clarke Sanders, Project Mana er, 

Q Policy Division 202-906-5654, Of ce 
of Thrift Supervision, 17BO G Street, 
NW, Washington, DC 20552 or your 
Regional Office. 
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Intruduction 

Mortgage servicing rights are the 
contractual rights to collect mort- 

r” 
ents, maintain escrow ac- 

ggt!aor the payment of taxes and 
fnsurance, and provide other servic- 
es on behalf of the owner of the 
mortgages (investor) in exchange 
for a servicing fee and related ftoat 
end ancillary income. PMSR are 
mortgage servicing rights that have 
been purchased or squired b ‘ta 
ble-funding” mortgages at c&sing 
or in a purchase business transac- 
tion. (Guidance for excess or re- 
tamed mortgage servicing assets is 
contained in Thrift Bulletin 43.) 

FIRRBA, FDICIA, and the OTS’ im- 
plementtng regulations Emit the 
amount of PMSR that savings asso- 
dations may in&de in regulatory 
capital to the lower of: (1) 90% of 
current fair market value deter- 
mined at least quarterly; (2) 99% of 
original cost; or (3) 100% of the re- 
maining unamortized book value. 
The first of these three tests is man- 

Ofti dlhlft SupervIsion 
- 

dated by FIRRBA and FDICIA. The 
other two were imposed by the 
OTS.’ 

In addition to the foregoing restric- 
tions, PMSR equal to no more than 
50% of an association’s core capital 

:l zr;:~der$x?t~~~g ;z 
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 pamgraPh 
and, thus, are subject to the vahta- 
tion guidelines of this Bulletin. 

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

1. Indewndent Fair Market VaIk 
&9& An independent (i.e. 
third party) fair market valua- 
iion 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 vahta- 
tions for troubled associations, 

2. 

3. 

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

Valuation and Auoraisal Guide- 
li~tz& This Bulletin provides 
guidelines that i&ihltions 
should follow for both quartedy 
and annual PMSR market vahra- 
tions. Deparhtres from these 
guidelines may result in the ex- 
dusion of PMSR from an asso- 
ciation’s regulatory capital. 

. . 
f an Independent 

PMSR Aooraiser, Appraisers 
that have a past, current, or a 
planned future interest in the 
PMSR being a or its 
financing or sas 

praised, 
e, as principal, 

agent, or broker will generally 
not be considered independent. 

VaIuation GuideIines 

A ‘fair market” valuation of PMSR 
is requited 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 induded in regulatory capital. 

The estimated fair market value of 
a portfolio of PMSR is defined as 
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3. 

4. 

or PSA is not acceptable. Exe - 
tions to this rule may be ma 3 e 
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 “se static 
or fixed estimates of future pre- 

P 
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. 

Piscount 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 e, agency program, ex- 
pecte zp. hfe, market demand, 
geographic 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- 
spond to the PMSR market- 
place. 

Proiected Interest Rates. The in- 
terest rates used to project inter- 

5. 

6. 

7. 

8. 

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. 

gscrow and Other Float, The as- 
sumptions made as to the aver- 
rttgt;ly balance of escrow 

number ofpZ+ZY& flt$ 
and the number of days of pre- 
payment goat 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. 

pelinauencv and Foreclosure 
Rates, Projected delinquency 
and foreclosure rates should be 
based on the actual experience 
of the portfolio of PMSR When 
mortgages rue 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 Cost& Foreclosure 
costs should be shown separate- 
ly in the valuation report. They 
should be the anticipated costs 
and should retlect 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. 

. . G owth of Escrows/Se a g 
&. The rates used tTes?i- 
mate the growth of escrow ac- 
counts and servicing costs 
should be based on realistic 
long-term projections and not 
short-term experience. The rates 
of growth should be shown in 

Cftiaz d Thrift Supervision 
- 

9. 
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poltlwo tjet?md~baBflc 
PortfoRm of PMSR should usual- 
ly be segregated by mortgage 
type (fixed-rate or ARM, and 
conventional, FHA/VA, etc.), 
mortgage term (15 and 30 
ye=), investor (PNMA, 
GNMA, FHLMC, private, etc.), 
recourse and non-recourse, and 
coupon interest-rate ranges. The 
stratjfication of 
est-rate ranges slY 

ls by inter- 
ould generally 

encompass no more than a SO- 
basis-point range except for 
small ercentages of the portfo- 
lio or or very small portfolios. P 

10. Ancillaw Income Anctllary in- 
come is generated by such items 
as late charges, insurance premi- 
ums, and assumption and pay- 
off fees. The yearly anctllary 
income per mortgage should be 
shown separately in the valua- 
tion report and should be based 
on the actual performance of the 

rtfolio without an allowance 
$. or mtlatton and less any antici- 
pated run-off as a result of sale. 
For PMSR portfolios less than 12 
months old, industry averages 
of ancillary income as reported 
by the MBA may be used. 

11. Transfer Costs, Transfer costs 
are the buyers’ expenses of con- 
ducting due diligence on servic- 
ing portfolios prior to purchase 
and of transferring that set-&- 
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’ commisstons, 
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. pebt Le eraping, Borrowing to 
8nance Le purchase of PMSR 
or debt leveragtng. increases the 
internal rate of return for PMSR 
buyers by lowering the invest- 
ment needed to produce the 
same PMSR earnings. Debt lev- 
eraging. however, is not rele- 
vant to the calculation of the 
market value of PMSR. 

13. ARMS. GPARMs. Recourse 
&Relative to fixed-rate l- to 4 
family residential mortgages, 
the servicing and foreclosure 
costs as well as discount rates 
and prepayment estimates are 
generally higher for tz 
Graduated-Payment 
(GPARMs), negative amortim- 
tion mortgages, second mart- 
gages, multifamily mortgages, 
mortgages not conforming to 
agency guidelines, wrap-around 
mart 
ing. L 

ages, and recourse servic- 
me types of PMSR, such 

as nonconforming GPARMs, 
are not readily marketable and, 
therefore, may have little fair 
market value. Each type of 
PMSR should be valued based 
0” its untque costs, discount 
rates, prepayment estimates, 
and other factors. 

14. 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 included in valua- 
tions in excess of their 
individual book value, howev- 
er, the total amount of PMSR in- 
cluded in regulatory capital 
may not exceed 100% of the to- 
tal remaining unamortized book 
value. (He value of retained or 

excess servicing assets and 
mortgage servicing rights on the 
association’s orieinated uortfo- 
ho are not ir&dablb with 
PMSR for regulatory capital 
purposes.) 

15. 

16. 

17. 

Market Value of Hedaing, The 
value of any financial instru- 
ments that are “sad 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- 
duded in the determination of 
market value. The OTS permtts 
the value of such policies (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 servicing cost of the PMSR 
portfolio. The OTS reserves the 
right to disregard this type of 
insurance if concerns exist about 
the insurance tirm’s ability to 
meet its financial obligations. 

Solit PMSR, PMSR whose own- 
ership is shared by two or more 
parties in violation of servicmg 
contracts should not be inchtd- 
ed in the appraised value or reg- 
ulatory capital of either the 
buyer or the seller. (FNMA and 
FHLMC servicing contracts con- 
tain rohibitions against split- 
ting t! e ownership of servicing.) 
If allowed under the servicing 
contract, split ownership servic- 
ing must always leave the ser- 
vicer a minimum s 

a! 
read of no 

less than the gener ly accepted 
accounting principles (GAAP) 
“normal servicing fee” for the 
OTS to allow its inclusion in 

18. 

19. 

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

QT8 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 
of all mart 
cluding f$ 

ge servicing, in- 
o -balance-sheet re- 

tamed servicing which is not 
allowed to be treated as regula- 
tory or GAAP capital. Also, the 
value of the escrow and princi- 
pal and interest Boat are tnclud- 
ed with deposits in the NPV 
model and not with servicing 
VdUeS. 

Apprafsal Guidelines 

20. Contents of PMSR Valuation 
&umts. Valuation reports 
should be self-contained pmd- 
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). 

raise ue Dilinence. Ap- 
;r%ers <e?ot fequired to per- 
arm on sate venfications 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- 
SO&tiO~. 

22. 

23. 

ADoraiser Oualifications. 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. 

Indeoendence of ADoraisers. 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 prln- 
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 a 
sals or substantially B 

prai- 
re uced- 

price appraisals offered by iirms 

TB 60 

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

zxiz;~:~;~~~~ 

used or who were used in the 
past to buy, sell, or finance parts 
of the PMSR portfolio being ap 
praised 

.l? 
enerally will be consid- 

ered m ependent 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 

::::&Tzz;3nY$ 
praisers as long as they did not 
advise or assist the association 
on the urchase of more than 
25% o P the current dollar 
amount of PMSR being ag 
praised. 

’ -John F. Robinson 
Acting Deputy Director 

for Washington Operations 
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