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Weekly Post: Loan Pricing and THC Loan Valuation
Model

Market Wisdom - Art Hilliard*

Dear ClientsEnhancing your loan pricing strategy is central to our community
banking business. But, some common approaches may not maximize your earnings. For example:
 Requiring that the margin exceed a hurdle rate, the loan
rate net of the funding cost, can be misleading as the
method fails to adjust for the interest rate and credit risk of
the loan accurately and ignore the difference in funding
cost for different maturities.
 Seeking the highest rate that the market is willing to bear
may lower the origination volume. This approach also constraints you to originate alternative ARM products to diversify your loan portfolio.
 Benchmark against the GSE prices cannot adjust for your
credit risk exposure accurately.
I have explained the THC value and yield attribution methodologies
to determine the fair value of loans. This post explains how these
methods were applied in some actual cases and showed that THC
fair prices were determined to provide quotes.
Challenges
 How can I adjust the economic cost of credit in my loan rates?
 How can I adjust the loan rate for the credit risk?
Solution
Art Hilliard has been providing Loan Pools for sale in this Weekly
Post. Let me consider individual loans in the Pool #1706 that had
bids. The loan tape provides LTV, CLTV, FICO, GEO, property types,
liens and further comments on each loan. Some of the info is
provided below for illustration.

Pool color and strategy
Regarding the pool that Dr. Ho mentions in
his comments, the entire pool, including
low credit quality loans that had no bids
available, sold to multiple bidders at a
weighted average price of 82.38. Recall that
the poll had a few warts:
 WAC – 3.97%
 WAFICO – 706
 WALTV – 89.73%
 WADebt To Income – 40.379
This seller always uses the same strategy to
increase demand for the pool and to
maximize the bid price:
 Bid the pool out through a
competitive bidding process
 Have a bid due cutoff date and
time
 Give bidders a date and time that
the pool will trade.
 Communicate results to all bidders
Using THC to price the loans gives you an
edge:
 You are determining a bid based
on a value that makes sense to for
th ebalance sheet and not to the
market.
 Of course it is always important to
know where the market is so as
not to over bid and leave money
on the table
Art Hilliard has been in the mortgage industry for 29
years. He has originated, managed secondary
marketing, securitizations and settlements, provided
mortgage financial advisory and performed multiple
mortgage portfolio sales and acquisitions.He was past
president of the Illinois Mortgage Bankers Association.
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The THC loan pricing model then determined the value of the components of each loan and then
summarized the component values for the loan portfolio. For the Pool #1706, the results were summarized
below:

THC model suggested that the servicing value was 0.98 and that the bank should allow for 2.43 for the credit
risk. The loan pool should provide a profit of 4.27. Based on this model analysis, THC model suggested that
the seller’s service retained fair price can be determined based on this calculated excess profit for these
types of loans
Numerical Example
I can now compare the THC fair price with the bid prices from the loan prospective buyers. The submitted
bids are shown below:
The table here shows that the bid prices range from 98.00 to 100.00. THC
fair price is between the highest 2 bids. Based on the excess loan profit,
THC price would be 99.52 between 99.50 and 100.00. Using this approach,
the model can value a broad range of loan types.
The importance of value attribution as a loan pricing tool goes beyond
providing a reasonable valuation of loans. By identifying each component
value for a loan or loan portfolio enables you understand and may adjust
your loan pricing.
For example, the valuation table show the loan’s profits so that you can
decide the appropriate loan rate to maximize the origination volume. Also
you can decide on the appropriate level of the allowance for credit taking
into consideration your ability to recover losses and manage credit risk.
Also you can use this loan pricing tools to generate loan pricing sheets for loan officers to work with
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customer, selling loans to agencies or corresponding banks, selling or buying whole loan portfolio or in loan
participation.
The above example uses a seller’s servicing retained loan pool. The table below provides a comparison of
THC pricing to the bids of a seller’s servicing released loan pool.
Again the bid prices show that the range is significant, ranging from a
high of 104.00 to 100.00. Also in this case, the THC calculated excess
profit is 1.22. For a quote to be 100.00 as in this case study, the buyer
would be looking for an excess loan profit of 4.79 on a 100. That would
seem high for a high quality pool. By comparing the excess profit of
loans in relation to the loan risks, the model can provide quotes close
to the market.
These results show that the THC loan pricing model is practical and can
be applied to many applications in Asset Liability Management.
Conclusions
Loan pricing is central to banking. To generate profitable loan volume is
particularly important in today’s market environment. You can diversify
your loan portfolio, compete for loan origination profitably and more.
These tools are available in Risk Officer. My team and myself will be delighted to work with you on your specific application.
If you have any questions regarding using Value Attribution in your ALM, please do not hesitate to contact
THC.
Regards,
Tom Ho
Tom.ho@thomasho.com
1-212-732-2878
THC is NOT a broker-dealer. THC only offers an analytical platform for clients to work together to meet your
customers’ needs or your balance sheet requirements. THC does not collect any commission.
*Art Hilliard is the Principal at AJHilliard Company assisting banks, credit unions, and mortgage companies
with mortgage advisory and asset sales and acquisitions.
THE THC CONTENT IS PROVIDED AS IS, WITHOUT REPRESENTATIONS OR WARRANTIES OF ANY KIND. TO THE
MAXIMUM EXTENT PERMISSIBLE UNDER APPLICABLE LAW THC HEREBY DISCLAIMS ANY AND ALL
WARRANTIES, EXPRESS AND IMPLIED, RELATING TO THE THC CONTENT, AND NEITHER THC NOR ANY OF ITS
AFFILIATES SHALL IN ANY EVENT BE LIABLE FOR ANY DAMAGES OF ANY NATURE WHATSOEVER, INCLUDING,
BUT NOT LIMITED TO, DIRECT, INDIRECT, CONSEQUENTIAL, SPECIAL AND PUNITIVE DAMAGES, LOSS OF
PROFITS AND TRADING LOSSES, RESULTING FROM ANY PERSON’S USE OR RELIANCE UPON, OR INABILITY TO
USE, ANY THC CONTENT, EVEN IF THC IS ADVISED OF THE POSSIBILITY OF SUCH DAMAGES OR IF SUCH
DAMAGES WERE FORESEEABLE
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