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Management Reporting – 
How to Get it Right

Without a doubt management reporting has been one of the hot top-
ics of the business world in recent years. A great deal of information 
has been published on the theoretical aspects of management report-
ing and reporting systems. This article will not attempt to regurgitate 
all of that theory, but rather share the tangible reporting issues and 
challenges facing organizations in today’s business environment. It 
will also provide insight into some of the lessons learned through 
PricewaterhouseCoopers’ experience and most importantly, some of 
the key fundamentals of a solid reporting framework. 

(continued on page 3)



A Note from Tim Ryan and Mike Seelig, Co-Chairs of the 
PricewaterhouseCoopers Mortgage Banking Services Group
Cleaning House

The past year’s huge volume of mortgage refinance activity coupled with a possible slowing of production as rates 
start to rise this year probably means you’ve been spending your time focusing on origination opportunities rather 
than those pesky issues that often seem to remain on the back burner. But with the end of 2002 not so long past, our 
thoughts turn to getting a jump on some matters before they become part of next year’s New Year’s resolution list. 

Under the self-improvement category, we file three articles:  “Management Reporting – How to Get It Right” on page 
1, “Simple Steps to Improving Post Closing Processes” on page 6 and “Foreclosure Process Improvement Cycle” on 
page 14. These articles address ways to evaluate and improve areas that could result in increased efficiencies and 
potential economic gains.

Under the house account organization category, we offer overviews of the proposed SEC MD&A Disclosure Rules on 
page 5, the Sarbanes-Oxley Act on page 10 , and potential RESPA revisions on page 19. These new regulations pro-
vide clarity and context to investors, audit committees and potential borrowers, respectively, making it important not 
to neglect these new requirements.

And under the financial and risk management category, articles such as “Industry Practices in Foreclosures and Early 
Pool Buyouts” on page 16 and “Managing Model Risk” on page 25 remind us that the origination business alone 
does not sustain this industry. Paying attention to the details and being proactive in these and other ideas now will 
result in fewer headaches and bigger pay-offs down the road.

But first, we should probably tackle those piles on our desks…

Tim Ryan, Boston
(617) 439-7376
tim.ryan@us.pwcglobal.com

Mike Seelig, Minneapolis
(612) 596-6401
mike.seelig@us.pwcglobal.com
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Most everyone has sat through executive meetings and lis-
tened to individuals complain about how they could not have 
foreseen an event or try to explain a poor decision by claim-
ing that they did not have the right information. When asked 
how they may have allowed that to happen, often individuals 
are quick to blame invalid reporting in the information tech-
nology (IT) area. While IT has a material role to play in the 
management reporting environment, it is not responsible for 
defining the reporting requirements or establishing the per-
formance measures. The bottom line is that in most cases, IT 
produces what they are told to produce; they will not define 
reporting requirements nor should they. This leads to the 
major downfall of most reporting frameworks—a lack of clear 
reporting requirements. 

There are too many organizations that are so entrenched in 
the day-to-day details that they have overlooked a real value 
added process to the organization—data analysis. Some com-
panies strive to measure and report on everything, and, as a 
result, at the end of the day they end up reporting on nothing. 
The reason is simple: data overload. Others spend so much 
time producing operational reports that they never have time 
for analysis and simply spend all of their time racing from one 
reporting cycle to another. As a result, business users are often 
left to develop their own reporting solutions in order to try to 
manage the business. Business users also develop their own 
reports because the current reports do not provide the infor-
mation they need. This ‘unofficial’ production often results 
in massive duplication, data integrity issues, and impacts the 
quality and consistency of management decisions. 

So how does one improve the management reporting environ-
ment? Should managers be analyzing reports or should they 
be analyzing exceptions?  The first step in improving a report-
ing environment is to step back and perform a diagnostic on 
the current environment. This involves:

Look at what is being measured. Is the information there 
that is needed to run the business?  The only way to deter-
mine this is to define key metrics and benchmarks to estab-
lish how much variance there is from what is considered an 
acceptable threshold. Clear metrics and thresholds are two of 
the most important items in the entire process, as ultimately 
these decisions will impact what is reported on, how often it 
is reported, and to whom it is reported. 

Conduct an inventory of current reports. This is critical 
because reports are always added, and the information users 
are seeking may be available in other parts of the organiza-
tion. Another reason is that once requested and placed in 
production, reports are seldom terminated. As a result, many 
companies spend significant technology resources produc-
ing reports that are no longer useful or used. Furthermore, 
because of poor documentation it is often impossible to 
find out who had originally requested the reports and why. 

(Continued from page 1)

THE FOLLOWING BEST PRACTICES ARE 
BASED ON OUR EXPERIENCES WORKING 
WITH SUCCESSFUL COMPANIES THAT 
HAVE DEVELOPED AN EFFECTIVE MAN-
AGEMENT REPORTING ENVIRONMENT:

n Centralized and automated hierarchy 
maintenance 

n A reporting/decision support environ-
ment that is easy for the end user to 
access and use

n Reporting dimensions defined from an 
end user perspective

n A formal report request process

n Source systems for each key metric 
and consistent data definitions

n 80% + of an analyst’s time spent on 
analysis vs. report production

n Clear accountability for production 
and analysis

n Web-based delivery of reports 

n Streamlined architecture that is 
robust – substantial reduction in the 
Excel and Access environment and 
increased use of reporting tools

n Regular reports are able to answer 
80% + of questions therefore less time 
is spent on ad-hoc reporting
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Preparing an inventory of reports will also enable one 
to determine how many reports are duplicates of one 
another. Usually because of a lack of controls, organiza-
tions end up producing multiple reports for the same 
information.

Map out the current reporting environment. This is 
helpful because often until a company steps back and 
maps together all of their data sources the full picture 
is not known. Furthermore, the issue that often arises 
during this effort is the discovery of just how dependent 
the organization is on the Excel and Access “Band-Aid.”  
This “Band-Aid” refers to the use of manual spread-
sheets and databases to provide management data. The 
risks associated with this are significant, and include: 
turnover risk when employees leave, integrity risk due to 
the manual nature of the information, efficiency issues, 
and difficulties in sourcing the data. Once the environ-
ment is mapped out, a risk analysis should be performed 
on each of the data sources. The risk analysis should 
focus on complexity, security and efficiency issues. 

Map out the current reporting process. This involves 
looking at the entire reporting process, mapping out the 
dependencies and reporting on the current timelines. 
This will provide an overview of when reports are avail-
able to managers after cutoffs or report requests. Also as 
part of this step, one should look at how many requests 
are received for ad-hoc reports and to what they are 
related. Another key item in this process is to look at 
the quality of the data being sourced. To determine 
how accurate data is, questions such as, “does it come 
from a source system or from a secondary database that 
is manually manipulated,” “can it be obtained from a 
source system,” “are the reports pulling from the correct 
data fields, and are the data definitions correct,” etc., 
should be asked. Data definitions are often overlooked 
and are key to an effective reporting system. There 
should be one standard definition and data source for 
each key metric. Failure to do so can result in inac-
curate information. For example, one organization had 
several different definitions for “new accounts,” there-
fore, depending on who was asked, users received a dif-
ferent number, and none of them could be reconciled.

Once the current state assessment has been completed, 
a good picture of the current state environment includ-
ing its strengths and shortcomings has been developed. 
The next step is to define the target state environment. 
In order to successfully define the target state environ-
ment end users need to be involved to determine the 
following:

n Who are the end users – by business area, job 
responsibilities and the kind of analysis they need 
to do?

n What are the decisions on which end users would 
like to report? What are the key metrics? 

n How does the information need to be viewed 
– what dimensions need to be seen, e.g., customer, 
product, channel, industry, etc.?

n How often does the report have to be produced? 
– daily, monthly, quarterly, etc.?

n How soon is the report needed? – e.g., two business 
days after month end?

n How is the report going to be delivered? – web-
based, email, etc.? 

n Who will have access to the report? 

n Who is accountable for the analysis?

n Who is accountable for taking action on the report?

n From where is the data going to be sourced? What 
will be the system of record? What are the depen-
dencies for the information?

n Does the report need to be secure? 

n What should the report look like? 

n Does the existing architecture support the 
requirements?  

n Who needs to be trained on using the report?

Remember before you build it – define it!  Once 
the target state environment has been defined a gap 
analysis should be conducted. The purpose of the gap 
analysis is to compare the current state to the target 
state and see what is required to get there. As part of 
this analysis improvement opportunities should, at a 
minimum, be segregated into short, medium and long-
term priorities in order to facilitate the implementation 
process. However, improvement opportunities can be 
further categorized based on implementation speed, cost 
and potential impact. One way is to plot the improve-
ment opportunities on a quadrant diagram and color the 
points based on implementation speed. The goal here is 
to identify the opportunities that warrant pursuing and 
determine what is needed in order to achieve them. 
Once the target state has been defined and the gap anal-
ysis has been completed, the next phase is implementa-
tion. The goal of the implementation phase is to outline 
in detail the steps needed to move from the current to 
the target state reporting environment. The implementa-
tion plan will involve several key components includ-
ing data quality assessment, architecture assessment, 
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process assessment, requirements definitions sessions, 
the implementation of new tools, and finally, migration 
into production. In this phase resource requirements, 
accountabilities, deliverables and key milestones will 
also be defined. Implementation planning and execution 
is key to the success. 

While this article could have devoted much more space 
to specific components such as defining dimensions, 
architecture design, etc., the goal was to provide the 

reader with a succinct overview of the concrete steps 
that can be taken to improve the management reporting 
process.

v

For more information or assistance in analyzing and 
improving your management reporting environment 
please contact Martin Touhey at 617-439-7302 or at 
martin.e.touhey@us.pwcglobal.com.
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Proposed SEC MD&A Disclosure Rules – 
Overview and Implications

The SEC has proposed a new rule, Disclosure in Management’s Discussion and Analysis about the 
Application of Critical Accounting Policies, with the primary purpose of improving the transparency of 
financial disclosure through enhanced discussion of critical accounting policies and estimates. This rule 
represents a further codification by the Commission of the disclosures prescribed during January 2002 
under Financial Reporting Release (FRR) No. 60, Cautionary Advice Regarding Disclosure About Critical 
Accounting Policies. 

The primary objectives of the proposed rule relate to 
improving Management’s Discussion and Analysis 
(MD&A) disclosures to provide clarity and context to 
investors with respect to the existence, complexity and 
significance of management’s critical accounting esti-
mates embodied in the company’s results of operations 
and financial condition. Such disclosure should provide 
sufficient information for investors to understand how 
material and sensitive critical accounting estimates are, 
and what potential volatility exists resulting from chang-
es in those estimates.

Under the proposed rule, management will be required 
to identify which matters are considered critical 
accounting estimates. Critical accounting estimates are 
those items where management is required to make sub-
jective and/or complex assumptions about matters that 
are highly uncertain at the time the estimate is made, 
and if different estimates and assumptions could have 
been reasonably used in the current period. The SEC 
expects that most companies will have three to five criti-
cal accounting estimates.

Disclosures related to critical accounting estimates are 
expected to include both qualitative and quantitative 

disclosures, including sensitivity analysis demonstrat-
ing the effect on the financial statements if changes in 
the critical accounting estimate were to occur. In pre-
scribing the quantitative disclosures under the rule, the 
Commission has allowed for flexibility; the key focus 
of these disclosures is to demonstrate for investors the 
extent to which there is correlation between manage-
ment’s key assumptions and the overall financial perfor-
mance of the company.

The comment period for the proposed rule ended during 
July 2002. The SEC is currently reviewing responses in 
contemplation of a final issuance during 2003. Although 
disclosures required under the proposal will likely 
not be effective for years ended December 31, 2002, 
we believe that registrants will be embracing many of 
the concepts of the proposed rules in their December 
31, 2002 Form 10-K filings in anticipation of the final 
release.

v

For more information, please contact Ric Weible at 
410-783-7635 or at william.r.weible@us.pwcglobal.com
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Simple Steps to Improving Post 
Closing Processes

Over the past several months, the mortgage industry has continued to experience unprecedented 
demand fueled by the current low interest rate environment. This has led to record volume and profits as 
well as creative ways to cope with capacity issues. As the refinance market subsides, companies may real-
ize that changes to the flow of the post closing process were made to manage the volume. Unfortunately, 
many of these changes were Band-Aids to what may have once been a very efficient process. 

As inevitable market forces begin to impact revenues, 
best in class companies will continually look for cost 
efficiencies to help maximize profits. A common prac-
tice is to increasingly rely on technology to gain the 
efficiencies. For example, over the past several years, 
a common trend in the mortgage banking industry 
has been to implement imaging technology. Although 
imaging technology can be a powerful tool, it may not 
succeed in lowering costs if implemented within an 
inefficient process flow.

Process flow inefficiencies are not always easy to iso-
late. They come in a variety of shapes and sizes. An 
example of an inefficient process flow would require 
loan files to move between departments on different 
floors rather than relocating the departments within 
immediate proximity to one another on the same floor 
creating a clearer, linear flow. Another example of an 
inefficient process flow would require a number of 
employees to examine the same document for inclu-
sion in a file but not require any of the employees to 
verify the accuracy of the data on the document being 
reviewed. This not only fails in ensuring data integrity of 
the document, but it also limits accountability, as sev-
eral employees are responsible for reviewing the same 
document.

An efficient process flow does more than improve 
complex processes. First, it is important to note that an 
efficient process flow may not directly lead to higher 
quality originations. It may, however, with the appropri-
ate level of management reporting to monitor back-
logs, deficiencies and costs, isolate problem areas in 
the origination process to be addressed with the field. 
Ultimately, it is the level of management’s commitment 
to increasing loan origination quality that will drive the 
improvement. 

If a company is able to deliver fully processed, prod-
uct compliant loans consistently and quickly, investors 
will compete and ultimately compensate lenders for 
that business in the form of volume bonuses, enhanced 
competitive pricing and lower guarantee fees. In today’s 
market, consistently cleaner loans will increase a firm’s 
negotiating leverage with investors and agencies.

Second, a more efficient workflow generally results in 
reduced costs. As can be seen in the table below, post 
closing costs vary between lenders. Establishing your 
own cost baseline is the first step in achieving improved 
process efficiency. 
 

POST CLOSING COST PER LOAN

High                                                                  $140
Low                                                                     $13
Average                                                                $87

*Source: 2002 PwC Survey of Post Closing Practices Findings

There are some easy steps to help determine if a compa-
ny’s processes are as efficient as they could be:
 
1. The first step in reviewing the efficiency of opera-

tions is to establish a cost baseline. The results that 
an initial cost per loan analysis will produce can be 
surprising.

2. Map out the physical movement of a typical file. 
Unexpectedly, an initial hand written process flow 
will expose inefficiencies in your processes. 

3. Talk with employees and staff. As owners of the pro-
cess, they generally will have useful insight about 
what works well and what doesn’t.
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4. Talk to peers. Most firms are experiencing the same 
growing pains. The possibility exists to help one 
another.

5. Monitor results. As previously mentioned, sound 
metrics can assist in isolating problem areas both in 
post closing and in the origination process.

6. Experiment!  Pilot programs are a great way to test 
whether or not proposed changes will succeed with 
minimal risk to the company.

Below are some simple questions to ask when evaluat-
ing if an efficient and profitable process flow exists:

1. Does the current process have a logical workflow 
when diagramed?

2. Are quality incentives from investors currently being 
received (if applicable)?  

3. Do repurchase rates, cost per loan and production 
figures compare favorably with peers?

4. Are there significant post closing backlogs?

5. Is the management team responsive to issues?

6. Is there a comprehensive management reporting 
package that highlights critical post closing metrics 
(e.g., cost per loan, cycle times, backlogs, deficiency 
rates, etc.).

If the answer to any of these questions is “no,” there 
may be non-technological opportunities within the 
organization that can improve quality and that can be 
implemented fairly quickly. After those opportunities 
have been identified, designating a change management 
team and drafting a detailed implementation plan to 
help execute the new process can help achieve more 
efficient and profitable operations. 

Once operational efficiency improves, technological 
advances may help increase already improved pro-
ductivity levels. In addition, reduced overhead and the 
resulting increase in profitability can be booked to earn-
ings, used to subsidize rates or make investments in the 
company’s future.

v

If you have questions regarding post closing 
efficiencies or would like to participate in future 
PricewaterhouseCoopers Post Closing Surveys, please 
contact Peter Pollini at 207-450-9036 or at 
peter.pollini@us.pwcglobal.com or Tony Muoio at 
617-428-8178 or at anthony.muoio@us.pwcglobal.com.

Loan Officer Recruitment Tactics

The late 1990’s showed promise that future mortgage originations will be done in an online consumer 
direct environment. However, in 2002, industry dependence on high levels of Internet originations 
are still several years away. Until the online origination process is streamlined and consumers become 
more comfortable with it, retail originators will continue to rely on business generated by loan officers. 
As a result, many companies are shifting some of their attention away from the traditional retail pricing 
and efficiency incentives and have begun to focus on more innovative loan officer recruitment and reten-
tion tactics. 

The loss of a top sales person always hurts. Often this 
loss is the result of management’s inability to focus on 
loan officer retention tactics while managing all of the 
production and servicing elements of the business. 
It is important to note that in this respect, retention 
and recruitment of loan officers is essentially the same 
thing. It simply depends on which side of the negotia-
tion you are.

Traditionally, back office support, product flexibility, 
aggressive pricing and state-of-the-art technology have 
been components of any recruiting or retention effort. 
Not surprisingly, however, the commission structure 
remains the most determinative factor. Companies are 
now looking to consolidate the large number of loan 
officer commission plans resulting from the unprec-
edented production environment over the past several 
months. Whereas several years ago the promise of slight 
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increases in standard commission rates was enough to 
lure loan officers into making a change in employers, 
retail originators have become more complex in their 
recruiting efforts. Listed below are some traditional and 
non-traditional incentives being offered to loan officers 
in recruiting and retention negotiations:

Traditional:

n Large sign on bonuses

n Market share and loan origination quality bonuses

n Technology (e.g., laptop provision, contact manage-
ment systems, enhanced help desks, training pro-
grams)

n Annual sales achievement awards (e.g., sales trips)

n Increased base commission and overage splits

n Continued education on products, processes, com-
pliance, etc.

n Back office support

n Loan process efficiency (e.g., decentralization, dedi-
cated processors, etc.)

Non Traditional:

n Support staff provisions for top loan officers

n Tiered pay structures based on production levels

n Paid vacation for seasoned loan officers

n True POS approval technology (e.g., field decisions 
made by the loan officer without being reviewed by 
a traditional underwriter)

n Management promotions (e.g., advisory councils, 
branch/regional management positions, etc.)

n Recruitment goals that are often tied into HR/sales 
manager/recruiter compensation plan

Given the historically high price paid to entice seasoned 
loan officers to make a change, some companies have 
been successful at investing capital in training programs 
to develop new loan officers in-house. Some examples 
of this strategy include:

n Extensive paid training program (many of these pro-
grams will be based on the qualities that make top 
loan officers successful)

n Expanded initial draw periods (with and without for-
giveness based on performance)

n Use of call center as a training ground for new hires

n Initial loan officer assistant programs

n Extensive “shadow” programs with seasoned loan 
officers

As a result of the increased complexity surrounding loan 
officer commission structures, integrated performance 
reporting has been created to monitor loan officer 
performance. Often these metrics (whether quality or 
volume based) are tied directly into the general ledger 
system or a separate commission processing system to 
facilitate increased efficiency in calculating timely com-
missions. 

Given the relatively high volume levels experienced 
over the last two years, companies have also offered 
loan officers an option of being paid a lower commis-
sion or referral fee for loans referred to a call center or 
e-business unit. Some companies have been successful 
with this strategy in retaining customers while satisfying 
corporate and loan officer objectives. 

Today, loan officers continue to be an unchanged fix-
ture in a rapidly changing industry. As a result, until 
consumers become more comfortable with the online 
origination process, loan officer commission plans will 
continue to evolve and successful mortgage companies 
will be forced to evolve with them. 

v

For more information, please contact Peter Pollini at 
207-450-9036 or at peter.c.pollini@us.pwcglobal.com or 
Tony Muoio at 617-428-8178 or at anthony.muoio@
us.pwcglobal.com.
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The VA loan administration process currently includes 
conducting supplemental servicing, managing the fore-
closure process and processing claims. The VBA under-
stands that many of its current processes conflict with 
best practices within the mortgage industry. Because 
functions are performed inconsistently among regional 
loan centers, guidelines and office nuances are not 
clearly understood and implemented by servicers. 

As part of this effort to consider redesign changes, VBA 
solicited input from the mortgage industry. Several mem-
bers of the industry, including servicers, third party ven-
dors and attorneys, provided recommendations in what 
they considered to be best practices that would improve 
the VA loan administration process. Several of the more 
relevant of these recommendations are as follows:

n Authority should be delegated to servicers with VA 
concentrating on servicer oversight.

n Clear, consistent guidelines should be developed 
among its regional offices and with its servicers.

n The financial interests of the VA’s stakehold-
ers should be protected through streamlined and 
expanded loss mitigation techniques. Several ser-
vicers favored loss mitigation options over the cur-
rent, more common practice of loan refunding.

n Incentives should be developed to encourage ser-
vicers to pursue alternatives to foreclosures.

n A standard method for tracking servicer performance 
such as a report card or tier rating should be estab-
lished.

n Paper processing should be eliminated through auto-
mation and electronic communication.

n Monthly information from servicers should be 
reported to the VA.

n Servicers should be allowed to calculate the bid 
using VA guidelines.

n Alternatives to appraisals for property valuations 
should be considered.

n A web-based communication between VA and ser-
vicers should be developed

VBA is considering these recommendations in redesign-
ing its loan administration process. Though nothing is 
definitive to date, the VBA expects to announce its intent 
to change its program during the coming year. These 
changes will include in part some of the recommenda-
tions made by its industry partners. 

Any change rolled out to the industry should help align 
the VA loan administration process with industry best 
practices and, accordingly, should help the servicer be 
more productive. However, there could still be several 
issues that may require significant effort by servicers to 
implement. Servicers will have to evaluate their internal 
systems capabilities, their software vendor’s capabilities 
and their capabilities to submit information to the VA 
electronically. It is recommended that each VA servicer 
be prepared to complete a readiness assessment as to 
how they intend to implement these potentially wide-
spread changes in the VA loan program.

v

For more information as to how you may prepare 
for changes in the VA loan administration program, 
please contact John Adams at 617-428-8016 or at 
john.m.adams@us.pwcglobal.com.

VA Considers Loan Administration Changes

The Loan Guaranty program of the Veterans Benefit Administration helps veterans obtain mortgage loans 
from private lenders by guaranteeing a portion of the loan from default. VA has reorganized its admin-
istration of the program over time because of changes in structure, borrower eligibility and function. 
Starting in 1995, VBA consolidated Loan Guaranty operations from 46 Regional Offices to nine Regional 
Loan Centers. VBA has not completely redesigned its procedures to support its new structure and, accord-
ingly, is undergoing an initiative to complete this redesign process. 
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Overview of the 
Sarbanes-Oxley Act

The Sarbanes-Oxley Act was passed in July 2002. 
The Act has a number of corporate governance 
provisions covering:

n Independence

n Integrity 

n Proper Oversight

n Accountability

n Strong Internal Controls

n Transparency

n Deterrence

Specific to company/auditor relationships, the Act aims 
to enhance the quality of audit opinions issued by the 
independent accountants by:

n Reinforcing the independence of the auditors

n Providing stronger oversight of the public account-
ing firms

n Restricting employment by companies of individuals 
engaged in auditing them

The Act aims to strengthen the independence of the 
auditors by:

n Making them directly accountable to the audit com-
mittees and requiring that the audit committees be 
responsible for appointing, firing and compensating 
the auditors  

n Requiring rotation of engagement and concurring 
partners every five years

n Prohibiting a number of services that cannot be pro-
vided by the auditors

n Requiring pre-approval from the audit committee for 
all non audit services

n Requiring the SEC to adopt rules prohibiting director 
and officers from unduly and fraudulently  influenc-
ing audit results

The Act does not forbid or place any other monetary 
limitation on auditors rendering the non prohibited 
services. However, the Act provides that the audit com-
mittee must pre-approve the allowed non audit services 
prior to such services being rendered. In an effort not 
to place undue inconvenience in obtaining the pre-
approval for non audit services from the full committee, 
the Act states that the audit committee may delegate the 
authority of pre-approval to the chair of the audit com-
mittee or any other member of the committee, with a 
subsequent report to the full committee. Pre-approval is 
not required for de minimis non audit services (defined 
as less than 5% of revenues paid to the auditor for the 
fiscal year) or if the services were not recognized as non 
audit at the time of engagement and the services are 
promptly brought to the attention of the audit committee 
and approved prior to completion of the audit.

The Act makes it “unlawful” for an auditor to provide 
to an audit client specific non-audit services. The statu-
tory list (see below) generally tracks, with slight wording 
changes, the categories of prohibited services under the 
final SEC rule on independence issued in December 
2000. It combines the proscription on management 
functions and human resource functions, prohibits 
financial information systems design and implementa-
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tion services and internal audit outsourcing services (the 
SEC rule permits these services with some limitations), 
and prohibits legal services and “expert services unre-
lated to the audit.”  The legislative history of this provi-
sion suggests that Congress did not wish to depart from 
the current SEC rule definitions and exceptions, which 
should continue to apply to the statutory list of prohib-
ited services, at least until the SEC or the new Board 
determines otherwise.
The following services cannot be performed for audit 
clients by their auditors:

1. Bookkeeping or other services related to the 
accounting records or financial statements of the 
audit client

2. Financial information systems design and 
implementation

3. Appraisal or valuation services, fairness opinions, or 
contribution-in-kind reports

4. Actuarial services

5. Internal audit outsourcing services

6. Management functions or human resources

7. Broker or dealer, investment adviser, or investment 
banking services

8. Legal services and expert services unrelated to 
the audit

9. Any other service that the Board determines by 
regulation is impermissible

The Act makes permissible the provision of “non-audit 
services, including tax services,” by the auditor to audit 
clients if those services are not on the list of prohibited 
services and the audit committee provides the necessary 
pre-approval. Thus, Congress made a point of writing 
specific language into the statute making clear that tax 
services could still continue to be provided to audit cli-
ents, with pre-approval, and the beneficial value of tax 
services to audit clients was discussed repeatedly during 
Congress’s consideration of this legislation. This sug-
gests Congress certainly did not intend for tax services 
simply to be swept away under the heading of “expert 
services.”  A definitive understanding of the scope of the 
“expert services” restriction will have to await further 
rulemaking and interpretation by the SEC and/or the 
new Board.

Although these new pre-approval procedures may seem 
challenging at first, the process of pre-approval will 
become a routine part of an audit committee’s work 
once policies and procedures are put into place, no 
different from the various other responsibilities that cur-
rently exist for the committee. Since the Act provides 
that both auditing and non-audit services must be pre-
approved by the audit committee, it suggests that the 
pre-approval process for services from public account-
ing firms will be merely one component of the audit 
committee’s broadened responsibilities with respect to 
financial reporting generally.

v

If you or your audit committee have questions on how 
the Act may impact your audit relationship and other 
services, please contact your local PwC partner.

Early Buyouts of Loans in GNMA Pools

As a result of a declining interest rate environment, increasing market demand for the purchase of rein-
stated government loans and the increased use of buying out “rolling 30’s” loans delinquent for three 
consecutive months, more companies are taking advantage of improved earnings associated with the buy-
out of loans from GNMA. Implementation of an early pool buyout program provides mortgage banks the 
opportunity to improve earnings and to lower portfolio credit risk by remarketing loans that are bought 
out to third parties who are willing to accept FHA and VA foreclosure loss risk. The increased volume 
of loans available for buyouts allow servicers that traditionally did not have scale in loan buyouts to sell 
pools of loans and retain servicing rights.
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Those processes crucial to the implementation and 
administration of a loan buyout program include the fol-
lowing:

n Monthly identification and selection of loans to be 
bought out of GNMA pools prior to foreclosure sale 
date

n Decision of whether to buy out either loans delin-
quent for 90 days or loans delinquent for 3 consecu-
tive months (rolling 30’s) (see GNMA News Alert on 
page 31)

n Determination of funds available for buyout and tar-
geted interest rate spreads

n Identification of corporate accountability to adminis-
ter the buyout program

n Evaluating whether to pool reinstated loans for sale 
to third party or securitization

n Selection of a third party to sell reinstated loans

n Development of an appropriate set of management 
reports

n Development of models to predict behavior of a 
loan regarding payoff, foreclosure, bankruptcy, and 
reinstatement

Additionally, loan buyout programs need sound 
accounting procedures for the following:

n Application of monthly mortgage payments received 
subsequent to the loan buyout

n Application of claims proceeds from the VA and 
FHA and related general ledger postings 

n Loss analysis and clearing of corporate advances

A mortgage bank considering an implementation or 
expansion of an early buyout program needs to consider 
several issues.

Organizational Issues
The identification of the primary owner of the buyout 
processes can be complicated because many depart-
ments are involved. The buyout process primarily con-
tains two separate sets of functional responsibilities, (1) 
activities performed by Treasury, Risk Management and 
Finance to select loans for buyout and account for buy-
out activities, and (2) activities performed by Servicing 

associated with the servicing of loans bought out and 
the processing of foreclosures and claims. These respon-
sibilities are generally distributed among several differ-
ent departments:

n Treasury makes the determination of funds available 
for buyouts based on liquidity analyses of available 
cash.

n Risk Management makes the selection of loans 
to buyout from the population of loans available 
for repurchase based on economic parameters set 
regarding liquidity and interest rate spread. 

n Accounting accrues applicable interest on early buy-
out loans, reconciles related ledger accounts, adjusts 
mortgage servicing rights for early buyout loan sales 
and reclassifies current loans that cure subsequent 
to buyout.

n Investor Accounting processes investor loan transfers 
from GNMA pools and to third party purchasers of 
loans and processes remittances of subsequently 
collected funds.

n Default Administration monitors the status of loans 
from foreclosure sale to loss analysis, processes 
subsequent claims and government insured loan 
proceeds on defaulted loans, and completes the loss 
analysis of completed claims.

n Credit Policy evaluates asset reserves for buyouts 
and foreclosures.

It is essential that these functions be controlled in coor-
dination with one another.

Accounting Issues
For a loan that is bought out of a pool, there are many 
steps that are necessary to track and account for the 
buyout, and process monthly interest accruals, any sub-
sequent payments received and the final disposition of 
the asset. These include:

1. Loans selected for buyout are transferred from 
GNMA investors.

2. Advanced principal and interest is capitalized on the 
general ledger. 

3. Interest to be collected from either the borrower or 
the government is accrued for months subsequent to 
the buyout date.
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4. Payments received for bought out loans are credited 
to principal and accrued interest.

5. Loans that are current are transferred out of buyout 
accounts.

6. Loans subsequently sold because of reinstatement 
are recorded as loan sales.

7. First claim proceeds are received and applied to 
principal and accrued interest balances outstanding.

8. Second claim proceeds are applied to remaining bal-
ances outstanding. 

Procedures should consider the above steps so that ern-
ings volatility is minimized.

Interest Accrual Methodology 
Issues
The methodology of accruing interest on loans for peri-
ods after the buyout date is critical because it impacts 
the recognition of foreclosure losses at the time of final 
claims processing. The method of accrual should track 
the actual recovery of cash from the borrower or the 
government insurer. 

Foreclosure Loss Analysis Issues 
Forecasted foreclosure losses associated with FHA and 
VA program losses should reflect current risk elements 
within the current portfolio of loans serviced. Losses 
should be analyzed at a loan level and should identify 
components of losses when a high probability of occur-
rence exists. Loan loss estimates should consider the fol-
lowing factors:

n The debenture to note rate differential and the two-
month interest loss on FHA loans

n Identification of interest curtailments when key 
action date deadlines are missed

n Estimated non-recoverable out-of-pocket corporate 
advances

n Identification of probable third party recoveries

n Probability of reinstatement or payoff

Any reserve estimates should minimize volatility in 
earnings due to the timing of processing of foreclosure 
claims. This can be accomplished by accruing the fore-
closure provision based upon revised monthly forecasts 
(i.e., back testing is important).

Management Reporting Issues
A single management package should be developed 
that details all aspects of the loan buyout program 
(including interest income and expense on on-balance 
sheet loans, gains and losses on asset sales, and the 
impact of G&A expenses on the overall profitability) 
that is based off of amounts recorded in the general 
ledger. This management reporting package should be 
distributed to key management personnel responsible 
for the buyout program to evaluate whether economic 
results met expectations.

Opportunities exist today that will allow mortgage 
companies to improve spreads on government loans, 
to reduce risks of credit loss through the sale of loans 
with no recourse and to select a sufficient number of 
loans for buyout so that loans can be pooled and sold 
on a service retained basis. There are risks however of 
implementing a poorly planned buyout strategy that may 
result in confusion, no accountability and lower than 
expected results.

v

For more information regarding planning a loan buyout 
strategy, please contact John M. Adams at 617-428-8016 
or at john.m.adams@us.pwcglobal.com.
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Phase I – Ignorance is bliss.
The first phase noted is an environment of high delin-
quencies, untimely foreclosure referrals, untimely fore-
closure sale completion and very little loss mitigation 
effort. The mortgage bank does not know it is experi-
encing a problem because most delinquent/foreclosed 
accounts are still in the “pipeline” to be completed. 
With the exception of delinquency ratios, metrics to 
gauge activities do not exist or are not monitored by 
management. The department responsible for defaulted 
loans is generally responsible for analyzing and control-
ling the process of writing off uncollectible balances. 
As a result, these write offs lag their identification and 
losses incorrectly appear to be within acceptable corpo-
rate parameters.

Phase II – What’s going on in 
foreclosures?
The next phase noted is that management begins to 
understand they have been carrying advances within 
their system for long periods. Management starts to real-
ize that they could have substantial losses embedded 
in their accounts and that these balances need to be 
analyzed for collectibility. Generally, it is noted that this 
problem has resulted from an accumulation of several 
years of inattention to activity.

Phase III – Why are our foreclosure 
losses so high?
Management begins to analyze the nature of foreclosure 
losses in the next phase. Characteristics of this phase are 
marked by:

n A high level of write-offs where average losses are 
well above historical averages; 

n Volatile monthly foreclosure provisions to “catch 
up;”

n An increase in the filing of supplemental claims to 
recover collectible funds;

n The initial identification of why losses are so high 
(which generally focuses around untimely fore-
closure initiation, missing insurance and guaranty 
certificates, untimely completion of foreclosure sale 
and filing of claims, and untimely reinstitution of 
foreclosures after bankruptcy stay is lifted); and 

n The initiation by management of procedures to 
improve foreclosure referral timeliness. 

Loss mitigation is typically not yet an integral part of the 
foreclosure evaluation process.

Phase IV – We know what our 
problems are and we’re fixing 
them.
Management begins to see progress in controlling 
the foreclosure process in the next phase. This phase 
includes:
n A continuation of clean up and write off of old 

balances; 

n A determination of the impact of unusual events on 
average losses recorded; 

n Establishment of foreclosure metrics; and 

n An evaluation of the timeliness of foreclosure 
referrals. 

Management begins to fix breakages in the foreclosure 
process at each event of the process including timely 
referrals, timely foreclosure sale, evictions, timely con-
veyances, and timely receipt of insurance and guarantee 
certificates. Management anticipates that improvements 
will occur and that the worst of the problem is behind 
them. Management begins to consider loss mitigation as 
an effective strategy to reduce foreclosure losses.

Foreclosure Process Improvement Cycle

PricewaterhouseCoopers has worked with several top tier servicers in evaluating and improving their 
default processes. As servicers undertake actions to improve their default processes, we have noted 
that they go through several phases, which can take several years, to achieve their expected level of 
performance.
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Phase V – We’re doing a lot bet-
ter today, but there is still room for 
improvement.
Management develops modeling tools that focus on the 
following: 

n Development of the ability to measure the financial 
impact of events at their occurrence that result in 
losses. For example, when first legal action does not 
occur within HUD guidelines, the impact of cur-
tailed interest would be calculated at that point and 
not calculated when the loan is analyzed for final 
losses; 

n Full identification of all accounts where foreclosure 
action is complete and all claims proceeds have 
been received and timely completion of loss analy-
sis within 30 to 45 days; 

n Identification of all reconveyances and the establish-
ing of an action plan to resolve these accounts; 

n Achievement of the compliance goal of 95% for 
timely first legal referral and 90% for timely foreclo-
sure completion. It should be noted that we have 
seen this phase take 12 to 18 months to fully imple-
ment and that higher than expected losses continue 
to be incurred during this critical phase. 

Phase VI – We’re the best!
The final state we see for best in class performers 
includes the following: 

n Default management immediately identifies the loss 
impact of a missed action event and reflects this 
anticipated loss in the related foreclosure reserve 
and reports such events to senior management; 

n FHA and VA losses attain those levels of best prac-
tice performers. Our survey of large servicers indi-
cates that best practice performers experience FHA 
losses below $1,800 per loan and VA losses below 
$750 per loan;

n Full implementation of foreclosure “pipeline” reports 
that alert management to loan activities that are 
approaching key action dates (e.g., referrals, foreclo-
sure completion, claims);

n A stable monthly foreclosure reserve provision;

n Recognition within the organization that foreclosure 
activities are under control;

n Specific identification of losses replacing historical 
loss trends as the basis for foreclosure reserve valua-
tion;

n Accrual of interest on claims receivable to FHA/ VA 
statutory recovery dates;

n Substantial elimination of reconveyances; and

n Implementation of aggressive loss mitigation strate-
gies to reduce the expected loss on loans.

Unfortunately, many organizations reach Phase IV and 
stop. Foreclosure losses become “low enough” that 
executive level management sets their sites on other 
issues. Companies that stop at Phase IV and do not 
achieve the ideal state may continue to lose an addi-
tional $500 to $1,000 per FHA/VA foreclosure. 

v

Where is your organization on the foreclosure process 
cycle?  PricewaterhouseCoopers has worked with sev-
eral servicers that have seen the process evolve through 
Phase VI. There is a definite advantage to completing 
improvements through to the final phase. For more 
information regarding foreclosure process improvements, 
please contact John Adams at 617-428-8016 or at 
john.m.adams@us.pwcglobal.com.
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Overview
Last year, PricewaterhouseCoopers invited the largest 
servicers of government loans to participate in a survey 
of industry practices surrounding the reserve for fore-
closure losses, GNMA early buyout program practices, 
key foreclosure processing metrics, and the processing 
and analysis of estimated losses incurred by the mort-
gage industry associated with FHA and VA loans. The 
servicers responding included a representative cross-sec-
tion of large servicers and mega servicers that, in the 
aggregate, service over $240 billion, or approximately 
40% of all GNMA servicing. Though it is recognized 
that each organization’s operation is unique, there are 
many common factors among each organization. 

The following observations were made from the infor-
mation received.

Reserves

n Servicers are split as to whether to establish a 
foreclosure reserve based upon the loan’s delin-
quency status or foreclosure status, or to establish 
a reserve for all government insured loans serviced 
and increase the loss requirement on the loan as its 
credit quality deteriorates. The most common fore-
closure event creating a reserve is the attorney refer-
ral event.

n Most servicers establish reserves at a rate per loan 
based upon historical loss experience. Lengths of 
historical experience vary, but the most common 
time period is twelve months. Several servicers 
establish their reserves based upon a specific identi-
fication of losses within the existing portfolio, which 
we anticipate will gain acceptance as servicers 
develop more sophisticated models to capture fore-
closure and accounting data.

n The accounting unit for most servicers is fully or 
partially responsible for calculating the foreclosure 
reserve.

n Nearly all servicers include VA no bids as a portion 
of their foreclosure reserve split equally between 
estimating future losses based upon historical levels 
of no bids and allocating losses for specifically iden-
tified no bids. 

n Half of the servicers factor reinstatement probabili-
ties into their reserve calculation, which reduces the 
required foreclosure reserve.

n Servicers are split regarding establishing a reserve 
for conventional losses.

Early Pool Buyouts – Policies and Related Interest 
Accruals

As a result of a declining interest rate environment, 
increasing market demand for the purchase of reinstated 
government loans and the increased use of buying out 
loans delinquent for three consecutive months (“roll-
ing 30’s”), early pool buyout programs have become 
increasingly popular during the past few years. (See 
GNMA News Alert on page 31). Implementation of an 
early pool buyout program provides mortgage banks the 
opportunity to improve earnings and to lower portfolio 
credit risk by remarketing loans that are bought out to 
third parties that are willing to accept FHA and VA fore-
closure loss risk. The increased volume of loans avail-
able for buyouts allow servicers that traditionally did 
not have scale in loan buyouts to sell pools of loans and 
retain servicing rights.

n Most servicers utilize an early pool buyout strategy, 
generally buying loans out of pools at 90 or 120 
days. 

Industry Practices in Foreclosures and Early 
Pool Buyouts

Foreclosure expenses represent one of the more significant cost elements in the mortgage industry and are 
evaluated in a multitude of ways. The recognition and presentation of foreclosure expenses are impacted 
by several factors including:  (1) how the foreclosure reserve is established; (2) the impact of early pool 
buyout programs; (3) how interest is accrued for loans bought out of GNMA pools; and (4) the timing 
and methodology of analyzing and writing off foreclosure advances. PricewaterhouseCoopers compiled 
information to provide a general framework of common practices among mortgage companies so as to 
compare their losses, metrics, and buyout processes to the mortgage industry.
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n Many servicers are buying rolling 30’s out of GNMA 
pools. Rolling 30’s give the servicer the opportunity 
to eliminate interest rate exposure for higher interest 
rate loan buyouts and reduce credit risk exposure by 
reselling the loan to third parties without recourse. 
(See GNMA News Alert on page 31). 

n An early pool buyout strategy can result in organi-
zations significantly increasing their balance sheet 
investment in loan assets. Servicers are split as to 
whether they retain these loans as securitizations or 
investments or whether they liquidate this invest-
ment through a sale to third parties. 

n Those servicers that sell their loans to third parties 
are split between selling with and without recourse.

n The interest accrual policies that an organization 
deploys have a significant impact on the presenta-
tion of government losses. Half of the servicers 
begin accruing interest at the date of buyout, with 
the majority accruing at the VA and FHA program 
recovery rates for the applicable reimbursement 
period. Others use no accrual or a modified reduced 
accrual methods, which will significantly reduce the 
accounting loss associated with a government claim. 

n Proceeds received subsequent to pool buyout are 
applied based upon how interest has been capital-
ized or accrued after the buyout. 

Processing of Write Offs

Questions focused on the processing of foreclosure 
write offs including responses associated with the tim-
ing of foreclosure advance write offs, the archiving of 
loss data and the accounting treatment for supplemental 
claim billings.

n Most servicers process their write offs, in full or 
in part, after the receipt of final claim proceeds. 
Others process their write-offs after the disposition 
of supplemental claim receivables, which delays the 
accounting recognition of the foreclosure loss.

n Most servicers set up a receivable for supplemental 
claims and process a write off only after it is deter-
mined the claim is uncollectable.

n Most servicers track conventional loan losses. The 
most common summarization of losses is by inves-
tor, insurance type, and loss reason.

n Most supplemental claims submitted were predomi-
nantly filed for FHA loans. Average recovery periods 
for supplemental claims varied significantly from 

45 days to 455 days. The midpoint of the recovery 
period was 315 days. Most servicers fell within 
the 6- and 12-month timeframe. Opportunities to 
shorten this timeframe exist. Those reporting data 
on VA and conventional loans expected a shorter 
recovery period.

Key Foreclosure Processing Metrics

Foreclosure metrics also aid in reviewing the probability 
of expected losses. Servicers provided statistical infor-
mation regarding the timeframes to complete foreclosure 
and claims processes. 

The average length of time to complete a foreclosure 
sale in a “judicial” state is nearly six months longer than 
a foreclosure sale completed in a “non-judicial” state. 
The average number of days from complaint date (judi-
cial) to foreclosure sale date was 250 days, ranging from 
a high of 342 days to a low of 145 days. The average 
number of days from publication date (non-judicial) to 
foreclosure sale date was 59 days, ranging from a high 
of 150 days to a low of 30 days. Foreclosures processed 
in “judicial” states such as Florida, New York, New 
Jersey, Illinois, and Ohio could take six months longer 
than in “non-judicial” states such as California, Texas, 
Georgia, Michigan, and Colorado. Extended timeframes 
could result in non-recoverable disbursements associ-
ated with maintenance, inspections, and other preserva-
tion costs.

The average number of days between the referral date 
and the foreclosure sale date was 178 days, ranging 
from a high of 270 to a low of 96 days. This reflects the 
blended average between judicial and non-judicial fore-
closures. 

The average number of days from last paid installment 
date to the foreclosure sale date was 360 days, rang-
ing from a high of 440 days to a low of 235 days. On 
average, foreclosures are initiated after the loan is delin-
quent between five and six months.

VA loans take less time to convey (average of 13 days 
with a range of 45 days to 5 days) compared to FHA 
time to convey (average of 75 days with a high of 135 
days to a low of 20 days). This results from the FHA 
requirement that the property be vacant before convey-
ance. Delays in evictions can cause increased 
losses relating to property and preservation costs on 
FHA loans.

FHA proceeds are received more timely than VA pro-
ceeds reflecting better electronic processing from FHA. 
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(Average FHA Part A claims proceeds are received in 10 
days and Part B claims proceeds are received in 15 days, 
while average VA conveyance proceeds are received in 
25 days and claims proceeds are received in 45 days.)

Large deviations between the range of high and low 
values of these metrics demonstrate a significant oppor-
tunity for mortgage servicers to improve their processes.

Foreclosure Losses and Disallowed Expenses

n Average interest losses on FHA loans ranged from a 
loss of $400 to a loss of $2,900. The average inter-
est loss was $1,359 with slightly more than half of 
the servicers falling within $160 of this average. This 
range is impacted by (a) the servicers’ policies on 
accruing interest on pool buyouts; (b) the average 
UPB of FHA loans held by the servicer; and (c) the 
quality of operations of the servicer in mitigating 
curtailed interest losses. 

n Average VA interest losses ranged from a loss of 
$165 to a loss of $3,000. The average loss was cal-
culated at $847. This range is impacted by (a) the 
servicers’ policies on accruing interest on pool buy-
outs and (b) the quality of operations of the servicer 
in mitigating curtailed interest losses. There exits an 
opportunity to reduce this loss to a much smaller 
level as several servicers reported lost interest at an 
average of $309 or less. The average targeted loss 
was $600, but the targeted loss expected by those 
responding ranged from $250 to $1,000. 

n The level of disallowed expenses for FHA loans 
ranged from $400 per loan to $1,800 per loan, with 
a median of between $1,200 and $1,279 per loan. 
The disparity among servicers focused primarily on 
the servicer’s ability to (a) substantially eliminate 
delays in conveying properties to HUD and elimi-
nate costly unrecoverable property and preservation 
expenses and (b) reinstate foreclosure action timely 
on discharged bankruptcies. Servicers felt that they 
could improve their loss exposure. Targeted levels 
of non-recoverable expenses of those responding 
ranged from $500 to $1,510, with an average tar-
geted loss of $800. Servicers are recording expenses 
over target by between $280 and $690, with an 
average over target of $400.

n The level of disallowed expenses for VA loans 
ranged from $500 per loan to $1,408 per loan, with 
a median of $684 per loan.. Those servicers noting 
that their disallowed expense levels were higher 
indicated a higher level of unrecoverable tax and 

insurance disbursements. Seventy percent of those 
responding target expected disallowed expenses 
between $500 and $600. Servicers averaged approx-
imately $250 over their expected target level of dis-
allowed expenses.

n Conventional loan losses that ranged between $85 
and $2,627, with a median loss of $425.

n The four most common reasons for foreclosure 
losses are (1) untimely initiation of first foreclosure 
legal action; (2) untimely reinstitution of a foreclo-
sure action on a discharged bankruptcy; (3) delayed 
conveyance due to property and preservation issues; 
and (4) higher losses incurred in “judicial” foreclo-
sure states resulting from increased time to process 
foreclosures. Improving over the past year were doc-
ument related causes such as missing insurance and 
guarantee certificates and HUD title approval delays 
as industry backlogs were addressed during the year.

Analysis of Loss Information

n Most servicers present loan loss information by 
insurer or loan type to management including sepa-
rate disclosure of VA no bid losses

n A majority of servicers analyze their government 
losses by segregated loss components between 
unrecoverable interest and disallowed out-of-pocket 
expenses. Unrecoverable interest components 
include FHA 2-month disallowed interest, the dif-
ferential of interest paid at a debenture rate vs. the 
loan’s note rate, and interest curtailed by VA and 
FHA for program non-compliance. Disallowed 
expenses for purposes of the survey include unre-
coverable program disbursements for attorney fees 
as well as expenses denied by the agencies for out 
of compliance disbursements.

n Though current industry practice is trending toward 
more detailed information to analyze the compo-
nents of unrecoverable interest, less than half of 
the servicers present unrecoverable interest in more 
detailed categories associated with curtailment rea-
sons as well as the “noncontrollable” program losses 
for FHA 2-month interest and debenture to note rate 
differences. 

n Over half of the servicers present disallowed out-of-
pocket expenses in detailed sub-categories by rea-
son in presenting information to management.

v
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PricewaterhouseCoopers is working with many mortgage companies in developing reserve methodologies, early buy-
out strategies and management reporting packages, with the goal of creating a proactive environment in mitigating 
foreclosure losses. For more information regarding the information in this survey or on other default related issues 
please contact John Adams at 617-428-8016 or at john.m.adams@us.pwcglobal.com.

 

RESPA – Proposed Rule Addresses 
Disclosures

Summary

The Department of Housing and Urban Development (“HUD”) recently issued a proposed rule which, 
if adopted, will substantially affect the timing, form and content of disclosures required under the Real 
Estate Settlement Procedures Act (“RESPA”). HUD’s primary intent is to increase a potential borrower’s 
awareness of mortgage costs and fees. The proposed regulation also deals with “yield spread premiums” 
and “upcharging” topics addressed in earlier HUD Policy Statements and in recent litigation.

More specifically, the proposed regulation addresses:

n Efficient and timely RESPA disclosures; 

n Firm and reliable disclosure of settlement costs; and

n Lender option of:

 —  Guaranteed mortgage package approach to dis-
closing settlement costs; or, 

 —  Estimated costs, subject to tolerances.

Proposed Rule
Disclosing Settlement Costs in a Timely Manner

The proposed RESPA revisions would continue to require 
that the lender furnish the borrower with two disclo-
sures: 

n  A good-faith estimate of settlement costs (GFE) with-
in three days of receiving the application; and 

n A settlement statement that reflects the actual closing 
costs that the borrower must pay (HUD-1) at settle-
ment. 

However, according to the proposal, an application is 
“received” when a borrower provides the loan originator 
with “sufficient” information (orally or written) to enable 
the originator to make a preliminary credit decision. 

Three-day delivery of the GFE by the originator would, 
therefore, start from the point that an originator “receives 
the application,” as defined. The costs estimates would 
be valid for at least 30 days from the time the originator 
delivers or mails the GFE, allowing the borrower suffi-
cient time to compare mortgage costs. 

Disclosing Settlement Costs on the GFE 

The proposed rule seeks to simplify and improve the 
form of the GFE, to make it more useful to the borrower 
who is shopping around for the best mortgage. By clari-
fying the language of broker payments and establishing 
costs categorizes, the GFE would inform the borrower of 
the exact terms and costs associated with the mortgage. 
The revised GFE, if adopted, would contain the follow-
ing information:

n Revised GFE. The GFE form would include proposed 
additional disclosures: 

 —  Clarifying the mortgage brokers’ and other loan 
originators’ role in the mortgage process; 

 —  Detailing the effect of lender payments on settle-
ment costs and other financing choices; 

 —  Itemizing broker compensation in the origination 
block of the GFE; 



 —  Itemizing net loan origination charges (of both 
the lender and mortgage broker) following the 
broker compensation;

 —  Presenting subtotals of settlement costs grouped 
into major categories, with a single total estimat-
ed for each category; and 

 —  Advising the borrower to compare the prices on 
the form and shop for the loan originator, mort-
gage product, and settlement services that best 
meet the borrower’s needs.

n Loan Terms & Costs. The revised GFE would also 
disclose: 

 —  Interest and note rate;

 —  Annual Percentage Rate (APR);

 —  Loan amount on which the GFE is based;

 —  Mortgage insurance premium (listed separately 
from the APR);

 —  Notification of any prepayment penalty and/or 
balloon payment; and

 —  Information on all lender required services. 

n Broker Payments. On all loans originated by mort-
gage brokers, the broker would have to identify on 
the GFE and HUD-1 the total amount of origination 
fees as either (1) a lender payment to the borrower 
(which would include yield spread premiums), 
or (2) any payments made by the borrower to the 
broker (which would include discount points). This 
would ensure that payments made by the borrower 
to reduce the interest rate equal the discount in the 
price of the loan. 

Disclosing Firm and Reliable Settlement Costs

HUD views the interest of borrowers in receiving a 
firm disclosure of settlement cost and loan origination 
charges as important in shopping for a home mortgage. 
According to HUD’s Secretary, “disclosures should be 
as firm as possible to avoid surprise costs at settlement.” 
The proposed rule would allow the lender two options 
in disclosing settlement cost, a firm estimate of the cost 
on the GFE or a Guaranteed Mortgage Package (GMP).

Firm Estimate in the GFE
Under the first of the proposed options, the lender 
would continue to itemize costs on the GFE, however, 

the costs must be firm estimates for major categories 
and subject only to a 10% tolerance for third party ser-
vices selected by the lender. Additional costs at settle-
ment would be prohibited, absent unforeseeable and 
extraordinary circumstances. The lender would also 
have to disclose that the borrower is not bound by the 
selected third party vendor, and may seek another third 
party provider. 

Additionally, the GFE could be redisclosured only if the 
borrower does not qualify for the loan product identi-
fied in the previously provided GFE. The originator must 
notify the borrower of the denial. The borrower may 
then choose to withdraw the application and receive a 
full refund, or accept the costs as stated on the redis-
closed GFE.

Guaranteed Mortgage Package 
The second option proposed in the rule, is to allow 
lenders to offer settlement costs bundled into a guaran-
teed package. A Guaranteed Mortgage Package (“GMP”) 
would require the lender to disclose a guaranteed inter-
est rate and a lump-sum cost for all settlement services 
required to close the loan. The GMP must:

n Be contained in a “Guaranteed Mortgage Package 
Agreement”;

n Remain open for a minimum of 30 days from the 
date the document is delivered or mailed to the bor-
rower;

n Require no upfront fees; and,

n Exclude HOEPA loans. 
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The GMP would not include costs for per diem interest, 
reserves/escrow, hazard or title insurance. A Safe Harbor 
Exemption from the RESPA Section 8 prohibition against 
unearned fees would be granted to those lenders who 
choose to offer GMPs.

Summary of Proposed Revisions to Regulation X 

The proposed rule would amend Regulation X by: 

(a) Clarifying the basic information needed in an appli-
cation to obtain a GFE; 

(b) Limiting fees paid by borrowers for the GFE, to the 
amounts necessary to provide the GFE itself; 

(c) Limiting loan originators to the settlement costs 
listed on the GFE; 

(d) Requiring that loan originators comply with upper 
limits or “tolerances” for major settlement charge 
categories; and 

(e) Allowing a Safe Harbor Exemption to permit those 
loan originators offering GMPs to make arrange-
ments with third party settlement providers without 
violating the Sec. 8 prohibition of RESPA.

v

For further information on these proposed rules or 
any RESPA provisions please contact Westbrook 
Murphy at 202-414-4301, Anthony Ricko at 202-414-
1749 or Celeste E. Mitchell at 202-414-4446 of the 
PricewaterhouseCoopers Regulatory Advisory 
Services Group.

XBRL – Business and Financial Reporting 
for the 21st Century

XBRL – it might sound like just a bunch of technical jargon, but it’s not. Don’t let the initials fool you. 
XBRL is something that everyone in the mortgage banking business should be aware of, as it has the 
potential to transform the financial information supply chain. XBRL offers significant benefits to both the 
preparers and consumers of financial and non-financial information including companies, investors, credi-
tors, analysts, regulators and government reporting entities. XBRL is relevant to any organization or individ-
ual that either produces or uses financial reports. Through the use of XBRL, companies can reformat and 
re-use tagged financial data from various systems to produce reports for the consumers of the data. Report 
preparation is more efficient, data integrity is enhanced, and companies can focus their efforts more on 
the use and analysis of the reports than on their production. The result?  Better information. Better risk 
management. Better decisions. 

High profile corporate failures have outlined the need 
for transparency and have called for change in the way 
companies report to investors and financial markets. 
There are regulatory demands for more timely informa-
tion, more comprehensive information and new types 
of information. Businesses are also looking to use their 
reports as part of their competitive arsenal including, for 
instance, environmental and similar reports on corporate 
sustainability. XBRL can be part of the solution to how 
this information is collected, consolidated and pub-
lished. XBRL enables core data to be presented in more 
than one format or report and is therefore sufficiently 
flexible to accommodate new reports and additional 
content.

What Is XBRL?
XBRL, which stands for eXtensible Business Reporting 
Language, is a new programming language that provides 
a standard way for users to exchange financial informa-
tion across disparate systems and software. It is essen-
tially an Internet language that is designed for financial 
and business reporting. Through the use of XBRL, 
financial data is separated from the logic and format of 
the systems and software. As a result, XBRL facilitates 
movement of financial data between various systems 
and software that were not previously integrated, such as 
between the borrower and the lender. 
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What exactly does this mean?  Simply, the use of XBRL 
as a financial and business reporting language will 
enhance the speed of access to business and finan-
cial data, enhance the reliability of various business 
and financial reports, and provide the information in 
a format that facilitates analysis. Users of a company’s 
business and financial reports, such as management, 
the board of directors, shareholders, creditors, analysts, 
regulatory agencies, etc., have better access to finan-
cial and business information in a more timely manner. 
Companies can update this information on a real-time 
basis, rather than on a periodic basis. Additionally, the 
information is in a format that allows the user to better 
analyze and compare this data not only with the com-
pany’s own data (i.e., comparisons with prior periods, 
with budgets, etc.), but also allow for improved bench-
marking against peers. Because XBRL financial reports 
are prepared in a consistent electronic format, users of 
the financial report can focus their energies on analyz-
ing the data, as opposed to keying and re-keying the 
data into other software tools for analysis. 

How Does It Work?
The Internet hasn’t yet provided a consistent way for 
users to extract and analyze data, including the informa-
tion that companies disseminate in corporate reports, 
press releases, and other communications posted online. 
One aspect of this is about to change, because XBRL 
provides a common way for disparate information sys-
tems to exchange business reporting data. 

With this new Internet technology tool, XBRL labels 
can be added to business and financial data. Extracts 
from the XBRL based electronic information can then 
be published as conventional readable documents on 
Internet sites at the touch of a button. This will allow 
both internal users and external users, via the Internet, 
to efficiently seek out, identify, select, and import such 
information directly into software on their own comput-
ers. The broad implications are revolutionary: unprec-
edented levels of connectivity between companies, 
shareholders, analysts, regulators, lenders, and individu-
als will enhance the effectiveness of these information 
exchanges. In terms of financial reporting, this new 
Internet technology will enhance the way companies 
communicate both internally and externally, benefiting 
all members of the corporate reporting supply chain.

What Are the Benefits?
XBRL presents a number of benefits for all participants 
in the financial information supply chain. The following 
is a summary of these benefits:

n Preparers of Financial Statements – The process of 
preparing financial statements can be significantly 
streamlined. Because the financial statement data 
has been tagged for the specific disclosures in the 
financial statements, the process of aggregation 
of the data is more efficient. The integrity of the 
information is improved as well, since the financial 
statement data is derived from the source systems. 
Another benefit is that the financial statements are 
created once. They can subsequently be reformat-
ted as needed for various uses, such as printed 
financial statements, inclusions on a company’s 
web site, EDGARized filings with the SEC, etc. One 
underlying set of financial data is reused for multiple 
reports.

n Preparers of Investor and Analysts Reports 
– Formatting versatility of XBRL permits efficient 
production of the information requested by investors 
and analysts, such as securitization trust collateral 
reports, servicer performance statistics, etc. Because 
XBRL allows for reformatting of the various finan-
cial data used in these reports, efficient preparation 
of the various reports with enhanced data integrity 
will allow a company to focus more on the use and 
analysis of the reports, than on the production of the 
reports.

n Preparers of Regulatory Reports – Mortgage com-
panies are often required to file financial and busi-
ness performance data with various state and federal 
regulatory agencies to maintain their licenses to 
operate as a mortgage lending enterprise. Regulated 
financial institutions must electronically file regula-
tory reports with the regulating agencies (i.e., call 
report, thrift financial report, etc.). All mortgage 
companies have some level of tax reporting to 
the IRS. 

 HUD’s Uniform Financial Reporting Standards 
(UFRS) regulations establish uniform annual finan-
cial reporting standards for certain public housing 
agencies, owners of housing assisted under any 
section 8 project-based program, and multifamily 
housing programs receiving assistance or mortgage 
insurance from HUD. Financial statements for these 
entities are currently required to be submitted elec-
tronically to HUD on an annual basis. On August 
15, 2002, HUD-approved Title I and Title II non-
supervised lenders, nonsupervised mortgagees, and 
nonsupervised loan correspondents to the covered 
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entities were added to the list of entities required by 
HUD’s UFRS to electronically submit annual finan-
cial statements. This new requirement is effective for 
fiscal years ending on or after September 30, 2002. 
(See HUD News Alert on page 30).

 XBRL allows for rapid preparation of these regula-
tory reports with enhanced accuracy. Formatting 
versatility offered by XBRL means that the financial 
information can be tailored to suit the needs of these 
various regulatory reporting requirements without 
re-keying the same data for the multiple uses. 

n Shareholders, Investors, Analysts, Lenders, and 
Regulators – Investors, analysts, lenders and many 
other constituencies are users of financial state-
ments. These users of financial statements, financial 
and business information, and regulatory reports are 
typically attempting to analyze the results of a com-
pany to make decisions, such as whether to invest, 
to extend credit, to rate securities, to monitor per-
formance, and perhaps to even benchmark against 
peers. The information is also used in the software 
analysis and monitoring tools of some of these users. 
These users frequently obtain financial statements, 
financial and business information, and regulatory 
reports and undertake the time-intensive process of 
manually re-keying the data into other medium for 
analysis (i.e., data warehouses, analysis software 
packages, spreadsheets, etc.). Rather than focus 
energies on the important factors of analysis, a sig-
nificant amount of time is spent simply transferring 
and validating the accuracy of data into the software 
tool used for analysis. 

 Mortgage companies are frequently the users of 
financial statements and financial information as 
well. Wholesale lending operations frequently use 
the financial statements of correspondents and bro-
kers when deciding whether to purchase loans from 
these parties and in annual recertification processes. 
Commercial mortgage lenders and warehouse lend-
ers use and analyze the financial statements of their 
customers in making lending decisions at origina-
tion, renewal, and in ongoing monitoring of custom-
er financial performance and covenant compliance. 
Warehouse lenders also analyze the financial state-

ments of the investors to which mortgage loan col-
lateral is shipped in the normal investor approval 
processes. Commercial mortgage lenders frequently 
require rent roll and occupancy information from 
their borrowers on a monthly basis. Secondary 
marketing departments typically use and analyze 
the financial statements of counterparties, such as 
investors and trading counterparties, to make deci-
sions on whether they should be dealing with those 
parties or not. Mortgage loan servicers may use and 
analyze the financial statements of subservicers and 
significant vendors. Additionally, mortgage compa-
nies may compare their own financial statements, 
securitization trust activities, and loan servicing 
results with peers to assess relative performance and 
benchmark key performance indicators.

 Through the use of XBRL, these users can rapidly 
process financial and other business financial infor-
mation with enhanced data integrity. The process of 
loading financial statement and other business per-
formance data into software tools used for analysis 
can be automated, which reduces the likelihood of 
keying or input errors. Additionally, the time spent 
loading data can be significantly reduced, which 
will reduce the costs associated with consump-
tion of the data. As a result, use of XBRL allows 
the emphasis to be placed on what is important 
– the analysis of the underlying data. By expend-
ing energies on review and analysis of the data, risk 
management can be enhanced, which will facilitate 
better decisions. 

 By implementing XBRL, lenders will have more 
accurate information available sooner than ever 
before, allowing for a more accurate assessment 
of risk and more time to dedicate to management 
of the risk. Additionally, lenders would have better 
information to appropriately price the risk associated 
with their loans. 

 The XBRL format also greatly enhances the time-
liness of data included in regulatory reports for 
access and analysis by regulatory agencies. The time 
frame for basic analysis of XBRL formatted reports 
is measured in seconds rather than hours, days or 
weeks for paper-based documents. The capability of 
enhanced timeliness can also lead to event driven 



reporting where the regulatory assessment is as time-
ly as the company’s report of the event. Enhanced 
timeliness of reports, and the regulator’s ability to 
timely analyze them, provides an enhanced regula-
tory environment. 

 XBRL also enhances data quality and accuracy 
through edits and validation of regulatory reports 
by the company during regulatory report prepara-
tion, rather than by the regulatory agency days, 
weeks or months after filing. Further, the contextual 
tags included within an XBRL report for regulatory 
purposes can be used by the regulatory agency for 
analysis and/or by other relevant regulators within 
the government.

 What would be different about today’s capital 
markets if investors did not have to manually dig 
through mountains of paper and company reports?  
Companies would have a more effective way to 
communicate with their stakeholders. Investors and 
lenders would have a more efficient way to analyze 
companies. The overall transparency of the corpo-
rate reporting environment would be significantly 
enhanced. We would have a reporting platform for 
a more efficient allocation of capital in an environ-
ment of greater integrity and trust – no small feat in 
today’s environment.

 XBRL will facilitate analysis and use of the informa-
tion included in company reports. It enables the use 
of significantly enhanced assessment, extraction, 
and query tools, making analysis faster and easier. 
Users can collect data from one source or multiple 
sources, to quickly see basic financial ratios from a 
single company or from a range of companies for 
comparison purposes. Users will also be able to 
request the related disclosures on a specified item in 
the financial statements or from the footnotes, and 
have them assembled in a “compound document” 
dynamically prepared for them at their request. 
This will enable users to do tasks at the “click of 
a mouse” that are manual and time consuming in 
today’s world, which is still dominated by paper-
based financial reporting.

n Financial Publishers and Data Aggregators 
– Operating costs associated with the collection 
and aggregation of data can be reduced through 

use of XBRL, as unreliable and erroneous data feeds 
are reduced or eliminated. Not only will errors be 
reduced, but also the efficiency of the collection and 
aggregation of the data will be enhanced, thereby 
improving processing times, increasing capacity, and 
improving profitability. This results in a streamlined 
and efficient XBRL financial information supply 
chain.

n Software Vendors – By incorporating XBRL import 
and export features into software applications used 
to manage, process, and store financial information, 
interoperability with other applications, both exist-
ing and those yet to be developed, is significantly 
enhanced. 

What Are the Challenges?
The primary challenge currently facing XBRL is what 
you might call the “chicken and the egg” syndrome. 
Users will find it difficult to embrace XBRL if the soft-
ware tools are not available. Software developers are 
not incented to develop XBRL tools if there is not strong 
demand in the marketplace. Current market conditions 
surrounding financial reporting, including accuracy and 
timeliness of reports, has begun to spur demand for the 
very benefits that XBRL can deliver. 

With the SEC’s new timelines for reporting financial 
statements and significant events that will be phased 
in over the next three years, public companies will 
be required to submit their financial statements and 
significant business events much sooner than they are 
required to today. Implementation of XBRL technology 
will assist these companies in meeting these acceler-
ated timelines in the coming years, while preserving or 
improving the accuracy of the reports. Additionally, the 
SEC’s requirements include that the financial statements 
must be made available on the registrant’s web site at 
the time of submission through EDGAR. Use of XBRL 
will facilitate reformatting of the reports for inclusion on 
the web site, without recreation of the document.

When Will This Happen?
XBRL is already a reality. While there is certainly not 
widespread use at this time, several organizations that 
realize the potential of XBRL have begun to use it. 
Bank of America and Dresdner Kleinwort Wasserstein, 
the international bank of international Dresdner Bank 
Group, are already using XBRL as the reporting method 
for its commercial customers’ financial statements for 
lending and credit analysis. 
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Moody’s Risk Investment Services of New York currently 
offers tool kits that enable users of its Moody’s Financial 
Analyst software to feed electronically captured data 
from clients into the software, and an XBRL version of 
the software is expected to be released later this year.

Morgan Stanley Dean Witter, Reuters, Edgar-Online, and 
Microsoft are using XBRL for creation and release of 
their own financial statements and regulatory filings. 

The Australian Provincial Regulatory Authority imple-
mented an XBRL formatted regulatory process for the 
banking sector in Australia in 2001. The Federal Deposit 
Insurance Corporation in the United States and the 
Inland Revenue in the United Kingdom have announced 
plans to re-engineer their regulatory process in the near 
future with XBRL playing a key role. Other regulators in 
governments all over the world are currently including 
XBRL within their future regulatory re-engineering plans. 

Enterprise software vendor SAP and financial 
management/accounting software vendors Accpac 
International, Caseware, Navision, and Hyperion cur-
rently have XBRL built in to their packages. Several 
other reporting applications and report writers also have 
the ability to generate XBRL documents. 

The use of technology has continued to advance the 
information revolution with the Internet accelerating the 
pace. The use of XBRL as an interoperable information 
format supporting the exchange of information between 
disparate information systems has powerful ramifications 
for all members of the business reporting supply chain. 
In order to achieve the benefits that XBRL provides to 
both the preparers and consumers, supply chain partici-
pants must collaborate. Success requires the continued 
proactive involvement and cooperation between com-
panies, jurisdictional reporting bodies, accounting stan-
dard setters, regulators and other governmental entities. 
At the very least, supply chain participants must keep 
abreast of XBRL consortium activity and understand 
how to implement XBRL. Expect its use to continue to 
grow and expand in the near future.

v

For more information, please contact Timothy Kviz at 
(612) 596-6436 at timothy.kviz@us.pwcglobal.com, 
or Mike Willis at (813) 351-2795 or at mike.willis@
us.pwcglobal.com.

Managing Model Risk

Background

Financial institutions rely heavily on financial and economic models for a wide range of applications, 
such as:

n Financial instrument valuation and risk profiling;

n Credit risk evaluation;

n Fraud detection;

n Loan loss forecasting and reserving;

n Borrower collections management; and

n Financial planning and forecasting.

The level of sophistication of models used for such 
applications varies widely from relatively simple spread-
sheet tools to complex statistical models based on mil-

lions of historical data observations.  Regardless of the 
level of sophistication, model usage exposes a financial 
institution to some level of model risk. For example, 
model errors may cause decision makers to rely on 
incorrect valuations or exposure estimates, impacting 
the profitability and reputation of a financial institution. 
Recognizing the importance of proactively managing 
model risk, banking regulators have recommended that 
national banks implement a model validation program 
to avoid safety and soundness problems that can arise 
from model errors.  The Office of the Comptroller of the 
Currency (“OCC”) issued Bulletin 2000-16 in May 2000 
to address the issue of model validation; subsequently, 



26           Mortgage Banking Update and more . . .26           Mortgage Banking Update and more . . .

many of the other federal regulatory agencies have infor-
mally adopted this bulletin to reflect their expectations 
for the depository institutions under their supervision.

Key Focus Areas
To effectively manage potential model risk exposure 
at financial institutions, we recommend that each 
institution’s executive management team ensure that a 
sound model validation program is in place that meets 
or exceeds the standards promulgated by the OCC in 
Bulletin 2000-16 — specifically, the model validation 
program should include all of the following important 
elements:
n Independent Review — the personnel perform-

ing the model validation should be as independent 
as possible from the personnel who construct the 
model.  Many large financial institutions use internal 
audit or an external reviewer to perform the model 
validation;

n Defined Responsibility — The responsibility for 
model validation should be formalized and defined.  
Furthermore, consistent with best practices, compa-
ny policies should specify that, before a model can 
enter production, 

 —  The independent model validation unit or exter-
nal reviewer must document the model validation 
tests performed, the specific test results, and the 
reviewer’s bases for concluding that the model is 
valid, and 

 —  Internal audit must verify that the validation unit 
formally approved the model.  

n Model Documentation — Model documentation is 
extremely important as it creates a corporate mem-
ory in the event that key modeling personnel depart 
the company.  Within this area, senior management 
should ensure that:

 —  A corporate-wide catalogue of models is centrally 
maintained and timely updated; and

 —  Corporate policy requires that documentation for 
specific models is adequate to facilitate indepen-
dent review, training of new staff, and detailed 
enough to allow exact replication of the model 
should key personnel depart the company.  

 At a minimum, model documentation should pro-
vide summary overviews of the general procedures 
used and the reasons for choosing those procedures, 
describe model applications and limitations, identify 
key personnel and milestone dates in model con-

struction, and describe validation procedures and 
results. 

n On-Going Validation — Even after entering produc-
tion, most models are frequently altered in response 
to changes in the environment to incorporate 
improvements in the modelers’ understanding of the 
model’s subject, or updated to reflect more current 
data.  Best practices for model validation policies 
require that all changes in the modeling process be 
documented and submitted for independent review.  
Furthermore, model changes should be tightly con-
trolled — allowed only for compelling reasons, 
implemented only after independent review and 
approval by the appropriate level of the company’s 
decision makers, and subject to strict change-control 
procedures so that code cannot be altered except by 
approved parties.  Additionally, to preserve an audit 
trail, the company should ensure that it maintains a 
complete historical record of each model along with 
documentation of the changes made from version 
to version.  It should also store multiple copies of 
model code that are dated and catalogued to facili-
tate disaster recovery. 

n Audit Oversight — The company’s formal model 
validation policy should clearly specify that internal 
audit is responsible for ensuring that the model vali-
dation units adhere to the formal policy.

The model validation procedures should cover the fol-
lowing four dimensions of model development and use:

1. Data Inputs and Assumptions — According to OCC 
Bulletin 2000-16, “It is possible that data inputs 
contain major errors while the other components 
of the model are error free.  When this occurs, the 
model outputs become useless, but even an other-
wise sound validation process will not necessarily 
reveal the errors.  Hence, auditing of the data inputs 
is an indispensable and separate element of a sound 
model-validation process, and should be explicitly 
included in the bank’s policy.”

 “Whether drawn from public sources or from the 
bank’s own research, important behavioral assump-
tions should be routinely compared to actual portfo-
lio behaviors.”

 Therefore, senior management should ensure that 
the scope of its model validation procedures incor-
porate the following:
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 n  Internally-supplied data is checked for accu-
racy — this needs to occur regularly because, 
among other reasons, it is common for IT to 
re-define data fields and their storage locations 
without notifying all affected users;

 n  Where possible, external data is checked 
against multiple sources to ensure accuracy; 

 n  The model is reviewed to ensure that it has 
been developed with data that is representative 
of the business use to which it will be applied, 
for example, it would be improper to use data 
from a “prime” mortgage portfolio to develop 
a credit risk model that will only be applied to 
“subprime” credit applications; and

 n  Assumptions – such as assumed cash flows 
and maturities of interest rate sensitive instru-
ments, assumed changes in market conditions, 
assumed loan volumes and pricing, among 
others – are evaluated for reasonableness 
and there exists a defined process to update/
validate key assumptions on a regular basis.

2. Model Theory — According to OCC Bulletin 
2000-16, “Implementing a computer model usually 
requires the modeler to resolve several questions 
in statistical and economic theory.   Generally, the 
answer to those theoretical questions is a matter 
of judgment…One of the largest sources of model 
error arises in the use of theoretical tools, most often 
statistical methods, by untrained modelers.”

 Therefore, senior management should ensure that:

 n  The model developers and validators have suf-
ficient training and expertise;

 n  The model developers provide clear descrip-
tions, in non-technical terms, of the underlying 
theory of the models; 

 n  The model developers demonstrate that the 
theory underlying the model, if uncommon, 
unique, or non-standard, has received recogni-
tion and support from professional journals or 
other forums; 

 n  Vendor-supplied models are defensible and 
work as promised; and

 n  Vendors provide information on how they built 
and validated the model.

3. Model Code and Mathematics — To test for 
potential flaws in the model’s computer code or 
mathematical formulas, senior management should 
consider:

 n  Assigning a modeling/computer professional 
with the task of line-by-line proofreading of the 
computer code; and

 n  Requiring model developers and validators to 
compare the model’s results against those of 
comparable models, market prices, or other 
available benchmarks.

4. Use of Model Results — According to OCC 2000-
16, “It is equally important that the reports distilled 
from model output are clear and that decision 
makers understand the context in which the model 
results are generated.”

 Therefore, senior management should ensure that its 
policies and procedures include the following:   

 n  Requirements that model documentation 
include an executive summary that is available 
to help senior decision makers understand the 
model’s major assumptions and limitations;

 n  Requirements for an independent review of the 
reports that transmit information from the mod-
eler to the decision maker; and

 n  Requirements that reports contain sensitivity 
analyses that demonstrate how model esti-
mates are affected using reasonable alterna-
tives for the model’s major assumptions.  These 
sensitivity analyses should communicate to 
decision makers the robustness or fragility of 
outputs from the model.

v

Implementing a model validation program is a significant 
step a financial institution can take towards more effec-
tively managing model risk. If you have questions about 
model validation or are interested in implementing a 
model validation program, please contact Richard Pace 
at 202-414-1690 or at ric.pace@us.wpcglobal.com or 
Steve Robertson at 314-206-8125 or at steve.robertson@
us.pwcglobal.com.
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More recent NIMS issuances also often pass through the 
prepayment penalty premiums from the underlying deals 
to the NIMS investors.  The NIMS transaction may be 
structured within the underlying deal, but more typically 
are structured as a separate issuance after the inception 
of the ABS transaction.  

The History of NIMS
In 1994, GreenTree Financial Corporation issued the 
first NIMS transaction.  This transaction was backed by 
the residual cashflows from 26 previously issued manu-
factured housing deals.  In 1996-1997, many subprime 
mortgage securitizers entered the market to monetize 
their residual cashflows through the issuance of NIMS.  
The NIMS market has grown in popularity with many 
subprime mortgage securitizers; a total of 150 NIMS 
transactions have been issued to date.  

Certain earlier NIMS transactions have performed poorly 
as they were backed by multiple seasoned deals, which 
were at or near the peak of their loss and prepayment 
curves.  In addition, many of these underlying deals had 
highly sensitive credit-enhancement levels that were 
triggered due to higher credit losses that considerably 
reduced the cashflows to the residual holder. 

Recent NIMS transactions have employed a number of 
structural upgrades in an effort to regain the investors’ 
confidence.  These transactions are backed by the front-
end residual cashflows from unseasoned or relatively 
low seasoned deals.  The underlying deals have the 
required O/C levels established at the time of closing.  
In addition, certain underlying deals also have provi-
sions to step down the O/C levels, if certain delinquency 
and loss tests are satisfied. The step-down process 
increases the cashflows to the residual holder.  The 
recent NIMS are structured with a one to three year 
weighted average life and are backed by fewer underly-
ing ABS transactions.  

Components of the NIMS 
Cashflows
Excess Spread

A typical home equity or subprime mortgage securitiza-
tion is backed by loans carrying interest rates well in 
excess of the interest rates on the offered certificates and 
the trust expenses.  Recent data shows this excess inter-
est rate or spread can range from 1.5% to 5.0%.  The 
excess spread is on the higher end of the range for deals 
backed by high loan-to-value (LTV) ratio and second 
lien loans.  

A portion of this excess spread is used to cover any 
realized losses incurred on the defaulted loans, and the 
other portion is used to satisfy any O/C requirements 
on the deal.  Once the required O/C levels are reached, 
this excess spread is passed on to the residual holder.

The excess spread generally decreases as the deal sea-
sons, because over time the weighted average interest 
rate on the certificates increases as lower interest rate 
senior certificates are paid off.  The excess spread can 
also decline with time, as higher rate mortgages tend to 
repay faster than the lower rate mortgages and experi-
ence a higher level of refinancing and defaults.  Periodic 
and lifetime caps on adjustable-rate mortgages also 
impact the excess spread as the index rates for assets 
and offered certificates reset at different times and with 
different frequencies.

Prepayment Penalty

A large percentage of subprime and home equity loans 
are originated with some type of prepayment penalty 
that requires borrowers to pay an additional fee if 
they prepay their mortgages.  These penalties can be 
designed in different ways such as a straight balance 
percentage or some sort of a yield maintenance pre-
mium.  They can also accrue to the loan servicer or the 
residual holder.

Understanding Net Interest Margin 
Securities (NIMS)

NIMS are structured finance transactions backed by the residual cashflows from one or more Asset 
Backed Securities (ABS) deals (the underlying deals).  In other words, NIMS are collateralized by the 
excess spread left after absorbing the realized losses and satisfying the required overcollateralization (OC) 
levels in the underlying ABS deals.  
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The cashflows generated from these prepayment pen-
alties can be significant, especially if the prepayment 
levels are high.  Most deals are structured so the prepay-
ment penalty premiums do not support credit losses and 
are passed directly to the residual holder.  As a result, 
these prepayment premiums easily can be securitized 
through a NIMS issuance. 

Consumer groups continue to argue that prepay-
ment penalties are unfair, and regulatory agencies and 
recent rulings may restrict future use of the prepayment 
charges. Consequently, the elimination or reduction of 
prepayment penalties could impact the future viability of 
certain NIMS transactions.

Factors Affecting the Performance 
of the NIMS
Overcollateralization 

For deals requiring the O/C build-up, any excess spread 
in the first several months is utilized to increase the O/C 
levels.  However, most of the recent NIMS issuances 
have been backed by transactions where the O/C levels 
equal the required targets (fully funded at the time of the 
closing) or that have an O/C holiday (no O/C build-up 
for several months).  

In these transactions, the excess spread is passed to the 
residual holder starting in the first month.  In the initial 
months, these cashflows could be significant as the 
excess spread is higher because of the lower weighted 
average certificate rate.  Also, unseasoned deals do not 
experience credit losses for several months because of 
the delay in the foreclosure and the liquidation process.
Basis Risk

There is often certain basis risk in most NIMS transac-
tions because of the different index rates on the underly-
ing collateral and the offered certificates (i.e., 1-month 
LIBOR versus 3-month LIBOR).  Even when the index 
rates used by the collateral and the certificates are the 
same, they usually have different caps, floors, and reset 
frequencies. 

The basis risk is even greater when the floating rate cer-
tificates are issued in a transaction backed by fixed-rate 
assets. In a rising interest rate environment, the excess 
spread can be reduced significantly, which has a dispro-
portionately adverse impact on the NIMS performance.  
A large percentage of NIMS have hedged this basis risk 
by including a derivative such as an interest rate cap or 
a swap.

Credit Losses

Credit losses on the underlying deals have a major 
impact on the excess spread available to NIMS hold-
ers.  The credit losses in the underlying deals reduce the 
collateral balance, thereby reducing the future excess 
spread.  Also, losses may force the current excess spread 
to be applied to maintaining the required O/C levels.  
Certain delinquency and loss triggers can even force the 
required O/C levels to be increased, further reducing 
the excess spread that can be released to the residual 
holder.

The loss severities are reduced significantly in home 
equity deals with mortgage insurance at the loan level 
as mortgage insurance often provides the first level of 
loss coverage.  The mortgage insurance in the underlying 
deal also reduces the required O/C target levels, thereby 
providing greater stability to the NIMS against the losses.

Prepayments

The excess spread to a NIMS holder is effectively an 
interest-only (IO) strip based on the entire mortgage 
pool.  The excess spread is highly sensitive to the pre-
payment speeds on the underlying assets.  At higher pre-
payment speeds, the collateral balance declines rapidly, 
reducing the excess spread.  Whereas, at lower prepay-
ment speeds the collateral balance declines slowly, gen-
erating more excess spread.  

Inclusion of Prepayment Penalty Premiums

Generally, loans originated with prepayment penalty fees 
tend to prepay slower than loans with no prepayment 
penalty fees.  Today, a large number of the home equity 
loans are originated with some type of prepayment pen-
alty, which helps to reduce the level of prepayments.

The inclusion of the prepayment penalty premiums in 
the NIMS structure helps stabilize its performance.  In 
a declining interest rate environment, prepayments will 
rise, which reduce the collateral balance and the excess 
spread.  These reduced cashflows are partially offset as 
prepayment penalties increase. As the prepayment pen-
alties are not used to support credit losses, they act as 
an economic hedge against the risk of the reduced cash-
flows from the excess spread.  

Market Outlook
Recent NIMS transactions have outperformed market 
expectations due to the structural enhancements and 
declining short-term interest rates. The declining rates 
have led to faster prepayments, giving investors higher 
yields inherent in the NIMS sooner than anticipated. 
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According to a recent article, the average pay downs 
on these NIMS has been around 15-months instead of 
the 27-months projected at the time of deal closing.  
The performance of these transactions has been further 
enhanced by the favorable delinquency and loss perfor-
mance on the underlying transactions.

Currently, the NIMS trade at significantly higher yields 
than other similarly rated bonds because of the complex 
nature of these securities.  The NIMS sector should con-
tinue to grow as more issuers try to monetize their resid-

ual cashflows to reduce their balance-sheet risk, and as 
investors become more comfortable with the risks and 
the rewards of the NIMS.  

v

For more information on NIMS, please contact 
Yogesh Gupta of the PricewaterhouseCoopers Structured 
Finance Group at 202-414-1354 or at yogesh.gupta@us.
pwcglobal.com.
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Overview of the HUD Final Uniform Financial Reporting 
Standards Rule – Electronic Submission of the Financial 
Statement Package

The U.S. Department of Housing and Urban Development (“HUD”) published the Final Uniform Financial 
Reporting Standards Rule (24 CFR Part 5) on August 15, 2002 (amended November 30, 2002) and became 
effective for FHA approved lenders with fiscal years ending September 30, 2002 and later.  Historically, the 
financial statement package has included the audited financial statements (including footnotes), a schedule 
of adjusted net worth and insurance required, compliance reports (i.e., internal control letter, compliance 
with major HUD programs, compliance with laws and regulations). The following changes will be required 
for Nonsupervised Title I and Title II Mortgagees and Loan Correspondent lenders in filing the 2002 year-end 
reports due within 90 days of year-end:

n Electronic submission of the financial statement package information required by HUD into the Lender 
Assessment SubSystem (“LASS”) via the FHA Connection, the interactive FHA Internet system.

n Electronic data input of financial statement information into standardized Financial Data Templates 
(“FDT’s”), including an additional paragraph in the independent accountant’s report to cover the FDT 
information.

n Completion of agreed-upon procedures by the independent accountant under AICPA Statement on 
Standards for Attestation Engagements (S SAE) No. 10 verifying the accuracy of certain parts of the sub-
mitted information.  The attestation report is hard coded in the LASS system and completed on-line by 
the Independent Public Accountant, delivered electronically to the lender, and subsequently submitted 
electronically to HUD by the lender.

HUD’s new electronic reporting will significantly alter the process of submitting and fulfilling financial 
reporting requirements. In response to this ruling and the short timeframe in which lenders will be required 
to comply with the requirements, lenders have raised the following concerns:

n Complexity and added costs of mapping lender unique general ledger accounts into standardized FDTs 
for submission to HUD

n Additional costs of engaging the IPA to review data input into FDTs in order to issue an Agreed-Upon 
Procedures Report to HUD and produce a SAS No. 29 report opining on the fair presentation of infor-
mation in the FDTs as compared to the lender’s audited financial statements

n Increased expense incurred by lenders for an audit of their financial statements as data input into 
HUD’s FDTs is required to be audited data
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The guidelines on reporting and attestation requirements of Uniform Financial Reporting Standards for lenders have 
not yet been issued.  HUD has indicated that these guidelines will not likely be issued until Q2 of 2003.  For more 
information regarding the new requirements under the Final Uniform Financial Reporting Standards Rule, please 
refer to HUD’s web site at http://www.hud.gov/offices/reac/products/lass/lass.cfm.

Ginnie Mae Early Pool Buyout Program Changes

Ginnie Mae released All Participants Memorandum 02-24 on November 6, 2002 announcing a key change to its 
buyout program. For Ginnie Mae pools with an issue date January 1, 2003 or later, servicers will be allowed to 
repurchase a pooled loan only if the borrower has missed three consecutive payments. Currently, servicers can 
repurchase a pooled loan when one missed payment remains uncured for four consecutive months. Existing Ginnie 
Mae pools will not be affected by this program change.

Servicers should update any systems or tools used to identify pooled loans that are eligible for repurchase to 
account for the Ginnie Mae program change. Ginnie Mae servicing pricing may be impacted by the program 
change as well. Servicers and investors should also keep the program change in mind when comparing Ginnie Mae 
prepayment speeds for pre-2003 vintages to 2003 and later vintgages.

SEC Disclosure in MD&A About Off-Balance Sheet Arrangements 
and Aggregate Contractual Obligations

On January 29, 2003, the SEC issued a final rule, Disclosure in Management’s Discussion and Analysis about Off-
Balance Sheet Arrangements and Aggregate Contractual Obligations, with the primary purpose of enhancing dis-
closures of off-balance sheet transactions, arrangements, obligations and other relationships with unconsolidated 
entities or third parties that have, or may have, a material effect on financial condition, changes in financial condi-
tion, revenues and expenses, results of operations, liquidity, capital expenditures or capital resources.  The rule rep-
resents a further codification by the Commission of the disclosures prescribed during January 2002 under Financial 
Reporting Release (FRR) No. 61, Disclosures Concerning Liquidity and Capital Resources, Including “Off-Balance 
Sheet” Arrangements.

The primary objectives of the rule relate to increased transparency and disclosure of the nature and extent of off-bal-
ance sheet arrangements in Management’s Discussion and Analysis (MD&A) disclosures.  Under the rule, registrants 
are required to include an explanation of all off-balance sheet arrangements in a separately captioned subsection 
in the MD&A.  The SEC also requires disclosure of certain known contractual commitments in a prescribed tabular 
format under the rule.  

The SEC’s definition of “off-balance sheet arrangement” primarily targets the means through which companies 
typically structure off-balance sheet transactions or otherwise incur risks that are not fully transparent to investors.  
Under the rule, registrants are required to disclose any off-balance sheet arrangements that are reasonably likely to 
have a material impact on the financial statements, results of operation or cash flows.  Required disclosures include 
(1) the nature and business purpose of off-balance sheet arrangements, (2) the financial importance of the off-bal-
ance sheet arrangement to the company, (3) discussion of the magnitude of off-balance sheet arrangements to the 
company and (4) any known events, demands, commitments trends or uncertainties that could materially effect off-
balance sheet arrangements.  Disclosures are “principles based,” meaning that management is required to include 
any information that it believes necessary for an understanding of off-balance sheet arrangements and their effect 
on the company’s financial statements and operations.  The rule allows for aggregation of off-balance sheet arrange-
ments into similar groups or pools to provide effective and understandable disclosure.  

In addition to the off-balance sheet arrangement disclosure requirements under the rule, registrants are required to 
disclose in tabular form the amounts of payments due under specified contractual obligations, aggregated by cat-
egory of contractual obligation, for specified time periods. The categories of contractual obligations to be included 
in the table are defined by reference to the applicable accounting literature.

Disclosures under the rule are required for all years ending on or after June 15, 2003.  Earlier compliance is volun-
tary.  We believe that registrants will be embracing many of the concepts of this rule in their December 31, 2002 
Form 10-K filings.  
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Fannie Mae and Freddie Mac Enhance MBS Disclosures
In an effort to provide investors with increased information supporting MBS issuances, Fannie Mae and 
Freddie Mac have recently increased their securitization disclosure items.  As part of the enhancement, 
Fannie Mae and Freddie Mac have both announced that they will soon include summary level loan to 
value, loan purpose, current servicer, credit score, property type and occupancy status information as stan-
dard data within MBS disclosures.  In addition, Fannie Mae has announced that several data elements that 
have been historically delivered post settlement will now be delivered pre settlement as part of the MBS 
Prospectus Supplements.  These elements include:  distribution of loan coupons within a pool by quartile; 
distribution of remaining terms to maturity within a pool by quartile; weighted average loan age as well 
as distribution of loan age within a pool by quartile; weighted average loan term as well as distribution of 
original loan terms within a pool by quartile; distribution of original loan sizes within a pool by quartile; 
seller identity; and a table of loan origination years. Fannie Mae has noted that it will begin including the 
new information effective with April 2003 issuances. Freddie Mac has noted that it will disclose the new 
information on all new and existing pools within three to six months of February 2003. The disclosure of 
this new information will likely impact prepayment modeling as new models will be developed to incorpo-
rate some of the new information. 

Please refer to the following websites for more information: 
  www.fanniemae.com/newsreleases/2003/2376.jhtml?p=Media&s=News+Releases, 
 www.freddiemac.com/news/N
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For more information regarding our services or questions about the content of the newsletter, 
please contact:

We look forward to this continuing communication with you. If you or someone you 
know would like to be added to our mailing list, please contact Andrea Connor via e-mail 
at andrea.connor@us.pwcglobal.com or at (617) 439-7395.
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