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Debunking The 10 Biggest Myths
About Outsourcing Mortgage Servicing

Subservicers enable lenders/servicers to stay agile in a rapidly
changing mortgage lending world.

ith all of the benefits as-
sociated with loan sub-
servicing, you would

think the majori-
ty of financial in-
stitutions would
be outsourcing
the servicing of
their loan portfo-
lios. Lower cost,
reduced risk and
access to ad-
vanced servicing
technology are compelling reasons
to engage a subservicer.

The reality is that many
lenders/servicers do not outsource
servicing. This article will explore
the top 10 myths of using a subser-
vicer and will offer argument to
debunk these reasons not to out-
source. Of course, certain objec-
tions are legitimate, but many are
myths or misconceptions.

Myth No. 1 - “We’ll lose manage-
ment control of our loan portfolio.”

When loans are transferred, insti-
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tutions fear the subservicer will not
manage the portfolio the way it’s
been done for years, and that the in-
stitution will no longer have a say in
managing the portfolio.

Debunking: Subservicers are
adept at helping new clients under-
stand how an outsourcing relation-
ship works. Little is left to the imagi-
nation, as servicing procedures and
special needs are established by the
parties in a subservicing agreement,
a document negotiated well before
the first loan is
transferred. These
guidelines are set
up systemically
and must be fol-
lowed diligently,
otherwise the
subservicer can
face termination
with cause.

Communication is critical in
forming a successful outsourcing
partnership. In the beginning of the
relationship, a face-to-face meeting
may be appropriate to specifically
tailor the subservicing program, and
it is common to hold daily confer-
ence calls during the implementa-
tion phase. Later, weekly or monthly
calls are held as needed. The subser-
vicer will perform the day-to-day
servicing functionality, but the goal
is for both parties to shape how the
portfolio is administrated.

Myth No. 2 - “Why outsource

when costs to service in-house are
just about the same?”

Debunking: Institutions perceive
that the costs of outsourcing servic-
ing are similar to keeping servicing
in-house. But they typically do not
know their costs to service and have
a tendency to omit certain costs. All
costs should be considered, includ-
ing allocations of furniture, fixtures
and equipment, as well as occupan-
cy, mailroom, auditing, legal, cus-

tomer service,
electronic data
processing and
staff training.
Don’t forget the
costs of servicing
mistakes, includ-
ing repurchases and
time top executives spend
on servicing issues.

From time to time, industry trade
groups produce statistics on annual
costs to service mortgage loans
based on peer group surveys. Insti-
tutions can expect to pay $428 per
loan per year for up to 1,000 loans,
$214 for 1,001 to 4,000 loans, and
$177 for 4,001 to 10,000 loans. That
compares to a typical subservicing
fee of under $100 per loan per year.

Myth No. 3 - “The subservicer
will solicit my borrower base.”

Debunking: Lender/servicers
are concerned that the subservicer
will sell products and services, in-
cluding refinancing, to their bor-
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rowers without permission.

However, the ability to solicit or
not is written into the subservicing
agreement and must be strictly fol-
lowed by the subservicer. Subser-
vicers must also comply with the
provisions of the Gramm-Leach-
Bliley Act, including honoring the
requests for certain borrowers to
opt out.

If permitted, subservicers will
partner with clients to sell additional
products and services to customers,
sharing the resulting revenues. Using
long-established and successful so-
licitation strategies, subservicing
clients can take advantage of non-in-
terest income opportunities.

Myth No. 4 - “Our borrowers will
think their loans are being sold.”

Debunking: To be in compliance
with the Real Estate Settlement Pro-
cedures Act (RESPA), servicing
transfers to a subservicer must begin
with a “goodbye” letter to borrowers,
notifying them of a change in the ser-
vicer. Most borrowers are familiar
with this practice, as loans are
bought and sold on the secondary
market every day.

The key to softening any confu-
sion is the “welcome” letter the sub-
servicer sends. The best subservicers
craft this letter with clear language,
stating the loan is not being sold and
the client is still the servicer of
record.

Shortly thereafter, the subser-
vicer will launch a private-label pro-
gram designed to preserve and pro-
mote the client’s name, image and
branding. It will send monthly
billing statements with the client’s
name and logo, and borrowers will
be permitted to write checks in the
client’s name and make payments at
any of the client’s branch offices,
when applicable.

Subservicers with advanced tech-
nology will create a private-labeled
Web site for borrowers to access
loan information online. A subser-
vicer can also deliver a “payoff inter-
cept” alert to notify the client of any
intent of the borrower to pay off
within 24 hours of its receipt. The ul-
timate goal for the subservicer is to
strictly adhere to the client’s cus-

tomer retention strategies to promote
repeat business.

Myth No. 5 - “Collecting and pro-
cessing mortgage payments is simple,
it doesn’t take much to service
loans.”

Debunking: Servicing does not al-
ways appear difficult. Consequently,
institutions often assign servicing du-
ties to various departments across
the entire organization, seriously
compromising servicing continuity.

However, loan servicing is com-
plex and requires expertise in each
functional discipline. It is also essen-
tial to have a seasoned servicing
manager to stitch the whole program
together and make all the parts work
in harmony. A number of lender/ser-
vicer shops have “slapped together”
servicing functionality. Shortcomings
include:

To avoid mistakes,
subservicers invest
heavily in
employee training
and establish
quality control
programs to
identify functional
weaknesses.

B Loans are loaded manually by
temps who are not sufficiently
trained and supervised.

M Inadequate systems and un-
trained mortgage customer service
representatives cause long hold times
and an excessive number of aban-
doned calls.

B Many institutions do not es-
crow funds to pay taxes and insur-
ance simply because they do not
know how.

B Loan officers make collection
calls - a conflict of interest and not a
good use of time.

However, subservicers are experts
in the business and are armed with
advanced systems and experienced
professionals that handle every detail.

Myth No. 6 - “I think we are in
compliance with all federal, state and
agency regulations.”

Debunking: You think? Left un-
managed, compliance risk can lead to
penalties, fines and interest, damage
to reputation, and loss of agency ap-
proval. There are many laws and
guidelines to follow, such as RESPA,
which closely regulates handling of
escrows and servicing transfers; the
Gramme-Leach-Bliley Act, which re-
quires sending annual privacy notices
with proper language; agency guide-
lines, which come with ever-increas-
ing frequency; and state and local
laws, whose sheer number presents a
compliance challenge.

And the list goes on - the Home-
owners Protection Act, IRS rules, the
Patriot Act, FACT Act, etc.

What kind of support staff is need-
ed to monitor these regulations? For
a subservicer, managing compliance
and operational risks is not a side-
line, but a core competency.

Myth No. 7 - “Our servicing sys-
tem is adequate.”

Debunking: Without continuous
investment, it is difficult to keep up
with the ever-changing mortgage
servicing world. Many financial insti-
tutions are using outdated technolo-
gy that cannot efficiently support:

B boarding loans timely and accu-
rately;

B challenging new loan products;

B general ledger interface;

B investor reporting;

B escrow administration;

B enhanced customer services,
such as autodrafts, monthly billing
statements and Web sites providing
borrower information; and

M loan-level information for
clients over the Internet.

Engaging a subservicer is like leas-
ing a state-of-the-art servicing system
without lead time or developmental
expense. Also, a servicing transfer al-
lows lenders/servicers to enjoy
greater economies of scale by tap-
ping into technology and experience
that can put them on a level playing
field with larger lenders/servicers.

Myth No. 8 - “We sell all our loans
service released and therefore don’t
need a subservicer.”
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Debunking: Servicing issues arise
even if loans are sold servicing re-
leased in a short period of time.
Many of the operational risks and
headaches associated with loan serv-
icing exist not only in a servicing re-
tained program, but also for a short
time in a servicing released program.

Subservicers specializing in inter-
im subservicing inform borrowers at
the closing table where to send
monthly payments and where to call
with inquiries. This strategy can
greatly reduce first payment defaults,
the number-one postclosing issue for
lenders selling loans in bulk on the
secondary market. With a subser-
vicer in place, aggregating and selling
in bulk is made easy and with better
execution.

Even though the loans are not
serviced very long, information re-
garding all interest collected during
the service release process (1098s
and 1099s) must be sent to borrow-
ers annually. This can be a real pain,
but if the loan is loaded by a subser-
vicer, the subservicer will be respon-
sible for this reporting.

Myth No. 9 - “Servicing mistakes
can’t cost that much.”

Debunking: All servicing functions
must be performed timely and accu-
rately, and margin for error is thin.
Servicing mistakes can have a materi-
al effect on the bottom line. The fol-
lowing high-risk areas are a breeding
ground for costly mistakes, including
fines, penalties and interest:

B Incorrect rate or principal and
interest changes to adjustable-rate
mortgages may lead to overcharging
of interest. Overcharged interest
must be returned to borrowers; if the
borrower is undercharged, the ser-
vicer must eat the difference.

B Several states have strict dead-
lines for timely filing of releases,
some within 30 days. Penalties and
interest result if deadlines are not
met.

B Servicers who have not accu-
rately input prepayment penalties are
liable to the investor if one is not col-
lected. One percent of the unpaid bal-
ance is not an uncommon prepay-
ment penalty.

B The IRS is strict about sending
1098 and 1099 reports to borrowers at
year-end and assesses penalties for
noncompliance.

B Without a tax service contract
or even a department monitoring the
timely payment of real estate taxes,
lenders/servicers risk paying late fees
and interest. Worse, there may be a
tax sale held due to unpaid taxes, and
the loan owner risks losing its securi-
ty interest in the property.

B Hazard insurance coverage and
force-placing policies have always
been tricky areas for lenders/ser-
vicers. One of their worse nightmares
is damage loss on a property that is
not sufficiently covered by a hazard
policy.

What about the cost of doing the
work over and over again? To avoid

mistakes, subservicers invest heavily
in employee training and establish
quality control programs to identify
functional weaknesses. Look for a
subservicer with an acceptable State-
ment of Auditing Standards (SAS) 70
report demonstrating strong internal
control systems.

Myth No. 10 - “Outsourcing
means laying off my servicing staff.”

Debunking: Outsourcing is an
opportunity to redeploy servicing
staff into areas within the company
that need the resources. Depending
on the size of the loan portfolio to be
transferred, a servicing liaison may
be required to monitor the subservic-
ing relationship. Also, management
will be less distracted and can con-
centrate its energies on income-
producing initiatives and strategic
matters.

The consequences of not perform-
ing servicing correctly and the re-
wards of greater profitability may
lessen the difficulty of reducing staff.

To stay competitive in the 21st cen-
tury, more and more financial institu-
tions recognize subservicing as a
growth strategy and have embraced
its benefits. They have discovered
that subservicers build solutions that
get results by combining strategic,
technical, operational and organiza-
tional expertise with proven, disci-
plined approaches. The facts are
clear, subservicers enable lenders/ser-
vicers to stay agile in a rapidly chang-
ing mortgage lending world. [SME|
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