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Supervision, Treasury. 

ACTION: Final rule. 

SUMMARY: The Office of the Comptroller of the Currency (OCC); the Board of Governors of 

the Federal Reserve System (Board); the Federal Deposit Insurance Corporation (FDIC); and the 

Office of Thrift Supervision (OTS) (collectively, the Agencies) are amending their capital 

adequacy standards for banks. bank holding companies, and savings associations (collectively, 
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institutions or banking organizations) to address the regulatory capital treatment of servicing 

.- 
assets on both mortgage assets and financial assets other than mortgages (nonmortgages). This 

rule increases the maximum amount of servicing assets (when combined with purchased credit 

card relationships (PCCRs)) that are includable in regulatory capital from 50 percent to 100 

percent of Tier 1 capital. It also imposes a sublimit on the amount of nomnortgage servicing 

assets (NMSAs) and PCCRs. Thus, this rule subjects the aggregate amount of mortgage and 

NMSAs and PCCRs to this 100 percent of Tier 1 capital limitation. It also applies a further 

sublimit of 25 percent of Tier 1 capital to the aggregate amount of NMSAs and PCCRs. 

Furthermore, the valuation of mortgage and NMSAs and PCCRs will be subject to a 10 percent 

discount. The final rule also modifies certain terms used in the Agencies’ capital rules to be 

more consistent with the terminology found in accounting standards recently prescribed by the 

Financial Accounting Standards Board (FASB) for the reporting of these assets. 

EFFECTIVE DATE: This final rule is effective October 1, 1998. The Agencies will not object 

if an institution wishes to apply the provisions of this final rule beginning with the date it is 

published in the Federal Register. 

FOR FURTHER INFORMATION CONTACT: 

OCC. Gene Green, Deputy Chief Accountant (202/874-5 180); Roger Tufts, Senior Economic -. 

Adviser, or Tom Rollo, National Bank Examiner. Capital Policy Division (202/874-5070); 

Mitchell Stengel, Senior Financial Economist, Risk Analysis Division (202/874-543 1); Saumya 

Bhavsar, Attorney or Ronald Shimabukuro, Senior Attorney (202/874-5090), Legislative and 

Regulatory Activities Division, Office of the Comptroller of the Currency, 250 E Street. S.W.. 
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Washington, D.C. 20219. 

- 
Board: Arleen Lustig, Supervisory Financial Analyst (2021452-2987) Arthur W. Lindo, 

Supervisory Financial Analyst, (202/452-2695) or Thomas R. Boemio, Senior Supervisory 

Financial Analyst, (202/452-2982), Division of Banking Supervision and Regulation. For the 

hearing impaired only, Telecommunication Device for the Deaf (TDD), Diane Jenkins (202) 

452-3544, Board of Governors of the Federal Reserve System, 20th and C Streets, N.W., 

Washington, D.C. 2055 1. 

FDIC: For supervisory issues, Stephen G. Pfeifer, Examination Specialist, (202/898-8904) 

Accounting Section, Division of Supervision; for legal issues, Marc J. Goldstom, Counsel. 

(202/898-8807), Legal Division. 

m: Christine Smith, Capital and Accounting Policy Analyst, (202/906-5740), or Timothy J. 

Stier, Chief Accountant, (202/906-5699) Vem McKinley, Senior Attorney, Regulations and 

Legislation Division (202/906-6241), Office of Thrift Supervision, 1700 G Street, N. W., 

Washington, D.C. 20552. 

SUPPLEMENTARY INFORMATION: 

I. Background 

This section describes the changes in accounting guidance that have prompted the 

Agencies to amend their risk-based and leverage capital rules with respect to servicing assets. 

FAS 122 

In May 1995, FASB issued Statement of Financial Accounting Standards No. 122, 

“Accounting for Mortgage Servicing Rights” (FAS 122) which eliminated the distinction in 
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generally accepted accounting principles (GAAP) between originated mortgage servicing rights 

(OMSRs) and purchased mortgage servicing rights (PMSRs). FAS 122 required that these 

assets, together known as mortgage servicing rights (MSRs), be treated as a single class of assets 

for financial statement purposes. regardless of how the servicing rights were acquired.’ This 

change allowed OMSRs to be reported as balance sheet assets for the first time. Under FAS 122, 

OMSRs and PMSRs were treated the same for reporting, valuation, and disclosure purposes. 

Among other things, FAS 122 imposed valuation and impairment criteria based on the 

stratification of MSRs by their predominant risk characteristics. In addition, prior to FAS 122, 

GAAP treated MSRs as intangible assets. FAS 122 eliminated this characterization as 

unnecessary because similar characterizations as tangible or intangible are not applied to most 

other assets. 

The Agencies adopted FAS 122 for regulatory reporting purposes and then issued a joint 

interim rule on the regulatory capital treatment of MSRs with a request for public comment on 
-- 

August 1, 1995 (60 FR 39226). The interim rule, which became effective upon publication, 

amended the Agencies’ capital adequacy standards for mortgage servicing rights and intangible 

assets. It treated OMSRs in the same manner as PMSRs for regulatory capital purposes. The 

interim rule permitted banking organizations to include MSRs plus PCCRs in regulatory capital 

’ Mortgage servicing rights represent the contractual obligations undertaken by an institution to 
provide the servicing for mortgage loans owned by others, typically for a fee. Mortgage 
servicing rights generally have value to the servicing institution due to the present value of the 

expected net future cash flows for servicing mortgage assets. PMSRs are mortgage servicing 
rights that are purchased from other parties. The purchaser is not the originator of the mortgages. 

OMSRs, on the other hand, generally represent the servicing rights created when an institution 

originates mortgage loans and subsequently sells the loans but retains the servicing rights. 
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up to a limit of 50 percent of Tier 1 capital.2 In addition, the interim rule applied a 10 percent 

valuation discount (or “haircut”) to all MSRs and PCCRs. This haircut is statutorily required for 

PMSRS.~ The interim rule did not amend any other elements of the Agencies’ capital rules. 

FAS 12.5 

In June 1996, FASB issued Statement of Financial Accounting Standards No. 125, 

“Accounting for Transfers and Servicing of Financial Assets and Extinguishments of 

Liabilities” (FAS 125), the servicing related provisions of which became effective on January 1, 

1997. FAS 125, which superseded FAS 122, requires organizations to recognize separate 

servicing assets (or liabilities) for the contractual obligation to service financial assets (e.g., 

mortgage loans, credit card receivables) that the entities have either sold or securitized with 

servicing retained. Furthermore, servicing assets (or liabilities) that are purchased (or assumed) 

as part of a separate transaction must also be recognized under FAS 125. 

FAS 125 also eliminates the previous distinction in GAAP between normal servicing fees 

and excess servicing fees receivable (ESFRS).~ FAS 125 reclassifies these cash flows into two 

assets: (a) servicing assets. which are measured based on contractually specified servicing fees: 

and (b) interest-only (I/O) strips receivable, which reflect rights to future interest income from 

the serviced assets in excess of the contractually specified servicing fees. In addition. FAS 125 

2 For OTS purposes, Tier 1 capital is the same as core capital 

’ This 10 percent haircut is required by section 475 of the Federal Deposit Insurance Corporation 
Improvement Act of 1991 (FDICIA) (12 U.S.C. 1828 note). Also see the Financial Institutions 
Recovery, Reform, and Enforcement Act (FIRREA) (12 U.S.C. 1464(t)). It applied to the fair 

value of the MSRs so that the amount of MSRs recognized for regulatory capital purposes does 
not exceed 90 percent of the fair value. 

’ Prior to FAS 125, ESFRs arose only when an organization sold loans but retained the servicing 
and received a servicing fee that was in excess of a normal servicing fee. ESFRs represented the 

present value of the excess servicing fees and were reported as a separate asset on an institution’s 
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generally requires I/O strips and other financial assets (including loans, other receivables, and 

retained interests in securitizations) to be measured at fair value if they can be contractually 

prepaid or otherwise settled in such a way that the holder would not recover substantially all of 

its recorded investment.5 However, under FAS 125, no servicing asset (or liability) need be 

recognized when a banking organization securitizes assets, retains all of the resulting securities, 

and classifies the securities as held-to-maturity in accordance with FAS 115. 

FAS 125 also adopts the valuation approach established in FAS 122 for determining the 

impairment of mortgage servicing assets (MSAs) and extends this approach to all other servicing 

assets (i.e., servicing assets on financial assets other than mortgages). Thus. impairment should 

be assessed based on the stratification of servicing assets by their predominant risk 

characteristics. 

- 
The Agencies issued interim guidance to banking organizations on December 18, 1996, to 

ensure banking organizations’ compliance with FAS 125 for reporting purposes when the 

servicing-related provisions became effective on January 1, 1997. Under the interim guidance, 

the Agencies also clarified that their existing rules on mortgage servicing applied to all MSAs. 

Furthermore, consistent with their existing rules, the OCC, FDIC, and the Board did not allow 

the inclusion of NMSAs for regulatory capital purposes. The OTS continued to include NMSAs 

in regulatory capital, subject to the same 50 percent of Tier 1 capital aggregate limit, 25 percent 

sublimit, and 10 percent haircut applicable to PCCRs. 

balance sheet. 
5 These assets are to be measured at fair value like debt securities that are classified as available- 
for-sale or trading securities under FASB Statement No. 115, “Accounting for Certain 
Investments in Debt and Equity Securities” (FAS 115). 
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II. Description of the Proposal 

- 
The Agencies issued a joint proposed rule on August 4, 1997 (62 FR 42006). The 

proposal raised three main questions: (1) should the Agencies continue to retain a limitation on 

the amount of mortgage servicing assets that may be included in regulatory capital; (2) should 

the Agencies continue to deduct NMSAs for regulatory capital purposes; and, (3) should the 

Agencies impose regulatory capital limits on I/O strips receivable not in the form of a security or 

on certain other nonsecurity financial instruments subject to prepayment risk (collectively, I/O 

strips receivable)? 

Specifically, with respect to the first issue, the Agencies proposed to increase the 

aggregate amount of MSAs and PCCRs that banking organizations could include in regulatory 

capital from 50 to 100 percent of Tier 1 capital. In addition, they proposed to apply the 10 

percent haircut to all MSAs. The proposal also continued to subject PCCRs to a 10 percent 
- 

haircut and a 25 percent of Tier 1 capital sublimit. 

With respect to the second issue, the Agencies proposed to exclude from regulatory 

capital the amount of banking organizations’ NMSAs. Prior to the adoption of FAS 12.5. 

NMSAs generally were not recognized as balance sheet assets for GAAP or regulatory reporting 

purposes. 

With respect to the third issue, the Agencies requested comment on two options for the 

capital treatment of I/O strips receivable. Under Alternative A, I/O strips receivable, whether or 

not in the form of a security, would be included in Tier 1 capital on an unlimited basis; that is, 

they would not be subject to any Tier 1 capital deduction. Under Alternative B, I/O strips 

receivable not in the form of a security would be combined with the corresponding type of 
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servicing assets and subject to the same capital limitation and 10 percent haircut (or capital 

.- 
deduction) that are applied to the related servicing assets. 

In addition, the Agencies specifically requested public comment on a number of topics 

related to the proposal. The topics included the reliability of the fair values of servicing assets, 

the appropriate Tier 1 capital limitation for mortgage and NMSAs, and whether servicing assets 

that are disallowed for regulatory capital purposes should be deducted on a basis that is net of 

any associated deferred tax liability. 

III. Summary of Comments and Description of the Final Rule 

Final Rule 

After considering the public comments received and discussed below, the Agencies have decided 
to amend their respective risk-based and leverage capital rules as follows: 

(a) All servicing assets and PCCRs that are includable in capital are each subject to a 90 
percent of fair value limitation (also known as a ” 10 percent haircut”).6 

- (b) The aggregate amount of all servicing assets and PCCRs included in capital cannot 
exceed 100% of Tier 1 capital. 

(c) The aggregate amount of NMSAs and PCCRs included in capital cannot exceed 25% of 

(d) 

Tier 1 capital. 
All other intangible assets (other than qualifying PCCRs) must be deducted from Tier 
capital. 

Amounts of servicing assets and PCCRs in excess of the amounts allowable must be 

deducted in determining Tier 1 capital. Furthermore, I/O strips receivable. whether or not in 

“The Agencies have chosen to use FAS 125 terminology when referring to servicing assets and 

financial assets. The Agencies’ regulatory reports (Reports of Condition and Income for 
commercial banks and FDIC-supervised savings banks, Thrift Financial Report (TFR) for 
savings associations, and Consolidated Financial Statements (FR Y-9C) for bank holding 

companies) also reflect FAS 125 definitions for the reporting of servicing assets. Consistent with 
the foregoing, the FDIC has made an additional technical clarification to its definition of 
“mortgage servicing assets” in 12 CFR 325.2(n) that conforms this definition more closely to the 
definitions used in the Agencies’ regulatory reports. 

1 
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security form, are not subject to any regulatory capital limitations under this rule. 

Summarv of Comments 

The Agencies collectively received 35 comment letters on the proposal during the 

comment period, which ended on October 3, 1997. The commenters represented a diverse group 

of organizations that included: six banks, six bank holding companies, seven Federal Reserve 

Banks, seven thrifts, eight trade associations, and one government sponsored enterprise. This 

final rule is similar in most respects to the Agencies’ proposal, but incorporates several changes 

in response to comments received. The following analysis identifies and discusses the major 

issues raised in the comments and the Agencies’ responses to these issues. 

Capital Limitation for Mortgage Servicing Assets 

The Agencies solicited comment on a proposal to increase the 50 percent of Tier 1 capital 

limit for MSAs and PCCRs to 100 percent of Tier 1 capital and to retain a 25 percent sublimit for 

PCCRs. The Agencies also requested comment on what the aggregate limit, if any, should be for 

the inclusion of MSAs and PCCRs in regulatory capital. The Agencies received 29 comments on 

this issue. Twenty-five of the 29 commenters supported increasing the 50 percent limit. Some 

of these commenters supported the proposal’s increase to 100 percent of Tier 1 capital. Others 

recommended a higher Tier 1 capital limitation (e.g., 200 percent of capital), while still others 

recommended the complete elimination of any limitation on the amount of MSAs included in 

Tier 1 capital. 

Those commenters supporting an increase in, or elimination of, the Tier 1 capital limit 

argued that the GAAP valuation and impairment requirements for MSAs under FAS 125, which 

are based on the lower of cost or market (LOCOM), are conservative. Therefore. they argued 
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