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The Company enters into CRT Agreements whereby it retains a portion of the credit risk relating to mortgage loans it sells into 
Fannie Mae guaranteed securitizations and retains an IO ownership interest in such mortgage loans. These investments are classified 
as “Level 3” fair value assets.  

All other derivative financial instruments are used for risk management activities.  

The Company accounts for its derivative financial instruments as free-standing derivatives. The Company does not designate its 
derivative financial instruments for hedge accounting. All derivative financial instruments are recognized on the balance sheet at fair 
value with changes in fair value being reported in current period income. The fair value of the Company’s derivative financial 
instruments is included in Derivative assets and Derivative liabilities and changes in fair value are included in Net gain on mortgage 
loans acquired for sale, in Net gain on investments or in Net mortgage loan servicing fees, as applicable, in the Company’s 
consolidated statements of income.  

When the Company has master netting agreements with its derivatives counterparties, the Company nets its counterparty 
positions along with any cash collateral received from or delivered to the counterparty.  

Real Estate Acquired in Settlement of Loans  

REO is measured at the lower of the acquisition cost of the property (as measured by purchase price in the case of purchased 
REO; or the fair value of the mortgage loan immediately before REO acquisition in the case of acquisition in settlement of a mortgage 
loan) or its fair value reduced by estimated costs to sell. The Company categorizes REO as a “Level 3” fair value asset. Changes in 
fair value to levels that are less than or equal to acquisition cost and gains or losses on sale of REO are recognized in the consolidated 
statements of income under the caption Results of real estate acquired in settlement of loans.  

Mortgage Servicing Rights  

MSRs arise from contractual agreements between the Company and investors (or their agents) in mortgage securities and 
mortgage loans. Under these contracts, the Company is obligated to provide mortgage loan servicing functions in exchange for fees 
and other remuneration. The servicing functions typically performed include, among other responsibilities, collecting and remitting 
mortgage loan payments; responding to borrower inquiries; accounting for principal and interest, holding custodial (impound) funds 
for payment of property taxes and insurance premiums; counseling delinquent mortgagors; and supervising the acquisition and 
disposition of REO. The Company has engaged PFSI to provide these services on its behalf.  

The Company recognizes MSRs initially at their fair values, either as proceeds from sales of mortgage loans where the 
Company assumes the obligation to service the mortgage loan in the sale transaction, or from the purchase of MSRs. The precise fair 
value of MSRs is difficult to determine because MSRs are not actively traded in observable stand-alone markets. Considerable 
judgment is required to estimate the fair values of these assets and the exercise of such judgment can significantly affect the 
Company’s earnings. Therefore, the Company categorizes its MSRs as “Level 3” fair value assets.  

The fair value of MSRs is derived from the net positive cash flows associated with the servicing contracts. The Company 
receives a servicing fee of generally 0.25% annually on the remaining outstanding principal balances of conventional mortgage loans. 
The servicing fees are collected from the monthly payments made by the mortgagors. The Company generally receives other 
remuneration including rights to various mortgagor-contracted fees such as late charges and collateral reconveyance charges and the 
Company is generally entitled to retain any interest earned on funds held pending remittance of mortgagor principal, interest, tax and 
insurance payments.  

 The Company accounts for MSRs at either the asset’s fair value with changes in fair value recorded in current period earnings or 
using the amortization method with the MSRs carried at the lower of amortized cost or fair value based on the class of MSR. The 
Company has identified two classes of MSRs: originated MSRs backed by mortgage loans with initial interest rates of less than or 
equal to 4.5%; and originated MSRs backed by mortgage loans with initial interest rates of more than 4.5%. Originated MSRs backed 
by mortgage loans with initial interest rates of less than or equal to 4.5% are accounted for using the amortization method. Originated 
MSRs backed by loans with initial interest rates of more than 4.5% are accounted for at fair value with changes in fair value recorded 
in current period income.  

MSRs Accounted for Using the MSR Amortization Method  

The Company amortizes MSRs that are accounted for using the MSR amortization method. MSR amortization is determined by 
applying the ratio of the net MSR cash flows projected for the current period to the projected total remaining net MSR cash flows. The 
estimated total net MSR cash flows are estimated at the beginning of each month using prepayment inputs applicable at that time.  


