
Fannie Mae Midtown Center, 1100 15th Street, NW, Washington, DC 20005 

June 22, 2021 
Federal Housing Finance Agency 
Division of Banking Regulation 

Re:  Draft Advisory Bulletin on Agency Commercial Mortgage-Backed Securities Risk 
Management 

Thank you for the opportunity to provide input on the draft Advisory Bulletin on the Federal Home Loan 
Banks’ investment in multifamily securities issued by Fannie Mae, Freddie Mac and Ginnie Mae. We have 
summarized our comments below as well as attached a copy of the draft advisory bulletin with suggested 
edits embedded in the text. 

1. Fannie Mae published an informative report providing information about its Multifamily Delegated 
Underwriting and Servicing program which would be useful to the FHLBs as they consider 
investments in Fannie multifamily securities. We suggest including a link to this report in the 
advisory bulletin.

2. The draft advisory bulletin describes the risks associated with prepayments of agency CMBS, but 
doesn’t address the different risks of floating rate vs. fixed rate securities. This could lead the FHLBs 
to overestimate the prepayment risks of floating rate securities. The purpose of yield
maintenance/prepayment premiums is to allow investors to reinvest the prepaid principal plus the 
premium amount in instruments of equal or lower risk and achieve the yield that would have been 
achieved had the security not been prepaid. For this reason, Fannie Mae’s fixed rate multifamily 
securities generally provide for yield maintenance or a prepayment premium payment to investors 
while floating rate securities generally do not.  Floating rate securities already adjust according to 
prevailing interest rates, so investors are more easily able to reinvest any prepayments at the same 
rates the as the prepaid security. We have suggested edits to draw the distinction between the 
prepayment risks of fixed vs. floating rate CMBS.

3. The draft advisory bulletin highlights the risks of prepayment, but doesn’t address the degree to 
which yield maintenance/prepayment formulae adequately compensate investors when prepayments 
do occur.  We have attached an article by Amherst Pierpont which provides helpful data about the 
degree to which investors in Fannie Mae DUS CMBS are compensated for prepayments and thus, do 
not experience a reduction in yield. We suggest including a reference to the Amherst Pierpont piece 
so that FHLBs have access to this data when evaluating the risks of prepayment of Fannie Mae 
CMBS.
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4. The advisory bulletin correctly notes that when a multifamily mortgage loan is involuntarily prepaid 
(as a result of a default or condemnation), no prepayment premium or yield maintenance is payable.  
In order to assist investors in evaluating the risk of involuntary prepayment in its multifamily 
securities, Fannie Mae publishes prepayment history reports that provide aggregate data on the 
prepayment history of its multifamily loans. We suggest including a link to these reports to provide 
additional resources to FHLBs.  
 
 

 
Thank you again for inviting input on the draft advisory bulletin.  We would be pleased to discuss any of 
the comments or suggested edits in further detail if that would be helpful.   

 
 
 
 
              
     Sincerely, 

 

     Robert T. Bradford 
     Associate General Counsel 
     Fannie Mae      
     1100 15th Street, NW 
     Washington, DC 20005 

(202) 752-4792 
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ADVISORY BULLETIN—DRAFT FOR COMMENT 

AB 2021-XX: AGENCY COMMERCIAL MORTGAGE-BACKED SECURITIES RISK 
MANAGEMENT 

 
FEDERAL HOUSING FINANCE AGENCY 

 
 
 
 

The Federal Housing Finance Agency’s (FHFA) Division of Bank Regulation is seeking 
input on this draft Advisory Bulletin. Input on the draft Advisory Bulletin is due in 30 
days by June 23, 2021 and should be submitted via www.FHFA.gov. 

 
 

 
Purpose 

 

This Advisory Bulletin (AB) provides Federal Housing Finance Agency (FHFA) guidance 
regarding Federal Home Loan Banks’ (Bank) investments in Agency Commercial Mortgage- 
Backed Securities (CMBS) issued and guaranteed by either the U.S. Government (Ginnie Mae) or 
by one of the Government-Sponsored Enterprises (Fannie Mae, Freddie Mac, or collectively the 
Enterprises). The guidance recommends risk management practices, including the establishment 
of certain limits, to address the risks associated with unexpected prepayments of Agency CMBS 
investments. The guidance also serves to address an inherent risk associated with holding 
securities issued by the Enterprises, whose capital levels are currently low. FHFA encourages 
early adherence to this AB. However, by September 30, 2021, all Banks should have appropriate 
Agency CMBS concentration risk limits in place. 

 
Background 

 

The Banks have exposures to Agency CMBS within their investment portfolios.1 Agency CMBS 
include prepayment protection clauses that are not offered on Agency Residential Mortgage- 
Backed Securities (RMBS). Prepayment (i.e., call) protection features included on the underlying 
loans within Agency CMBS are designed to discourage borrower prepayments and protect 
investors through the payment of fees if voluntary prepayments occur. The additional prepayment 
protection offered by Agency CMBS makes these investments attractive alternatives to Agency 
RMBS. The Banks should familiarize themselves with the characteristics of each Agency’s 
CMBS program. Fannie Mae provides an overview of its Multifamily DUS program here: 
https://capitalmarkets.fanniemae.com/media/4046/display. 

 
The loans included in Agency CMBS may include varying call protection features such as lockout 
periods, yield maintenance, point penalties, and defeasance. In addition, these loans may have 
complex structures, including amortization schedules beyond thirty years and floating interest 

 
1 The Federal Home Loan Bank Investments regulation permits investments in Agency CMBS. See 12 CFR part 1267. 

https://www.fhfa.gov/AboutUs/Contact/Pages/Request-for-Information-Form.aspx
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rates. The variability of call protection features combined with the complexity of loan structures 
make estimating Agency CMBS prepayments difficult, leaving investors at risk when prepayments 
occur unexpectedly. 

 
Voluntary prepayments may occur when borrowers determine that the benefits associated with 
prepayment exceed the cost of any resulting penalties. For example: 

 
• When short term interest rates rise and the interest rate curve flattens, borrowers with floating- 

rate loans may refinance into fixed-rate products. 
• When interest rates decrease, borrowers with fixed-rate loans may refinance into lower fixed- 

or floating-rate loans. 
• Borrowers with loans secured by properties with significant appreciation may leverage the 

equity through cash-out refinances or more favorable loan terms and/or rates. 
• Certain loans are structured so that the penalties decline over their lives. Borrowers may be 

more likely to prepay these loans when they become more seasoned. 
 
Additionally, Agency CMBS may include floating rate loans where borrowers are assessed only 
partial or no penalties for early voluntary prepayments [, provided the loans are refinanced with 
specified loan products].2 When this occurs, Agency CMBS investors receive minimal or no 
compensation for voluntary prepayments. In rare circumstances, unexpected voluntary 
prepayments may force Banks to reinvest in lower yielding assets, write off any premiums when 
valued above par, and incur the costs of associated debt overhang and transactions to unwind 
hedges. Any Agency CMBS penalty fees received by Banks may be insufficient to cover these 
costs.   

 
Furthermore, involuntary prepayments, or defaults, may occur. Involuntary prepayments are more 
likely to occur in periods of economic downturn generally driven by weakened real estate market 
fundamentals, such as declining property values, rising vacancies, breaches of lender 
representations and warranties, and possibly rising interest rates for adjustable rate borrowers. 
Although Ginnie Mae and the Enterprises guarantee timely principal payments to bondholders 
upon default, investors do not receive any prepayment fees under these involuntary prepayment 
scenarios. As a result, the investor must write off any premiums associated with these investments 
without any associated prepayment protections to offset premium losses. 

 
Guidance 

 

Prepayments on Agency CMBS investments expose Banks to potential losses resulting from the 
write-off of any associated premiums and reinvestment of the funds received into lower yielding 
assets. Agency CMBS investments with a relatively high premium to par value increase Banks’ 
exposure to prepayment risk and the resulting losses. To minimize the risk of losses from Agency 
CMBS investments, Banks should consider incorporating the following risk management practices 
into their existing market and model risk management programs. 

 
2 Fannie Mae’s Structured Adjustable-Rate Mortgages (SARM) are locked out from prepayment for the first year of 
the loan term. Thereafter, borrowers may convert their loan to one of Fannie Mae’s fixed-rate loan programs  by paying 
a 1% prepayment premium which  is not passed through to investors. without paying penalties. 

2 


We suggest deleting the last portion of this sentence and the footnote. Most floating rate loans don’t require payment of prepayment premiums, not just Fannie Mae’s SARM product.  


Floating rate multifamily mortgage loans backing MBS, whether agency or private label, generally don’t require the borrower to pay a prepayment premium because the MBS investor is not at risk for loss of its yield if the loan is prepaid. The investor is receiving the prevailing floating interest rate on the MBS and can reinvest in another instrument paying interest at the same rate following a prepayment. It is only if a fixed rate loan is prepaid in a lower interest rate environment that the investor would suffer a loss of yield if it didn’t receive a prepayment premium. 


Fannie Mae publishes information about the number of multifamily loans that have been prepaid, including involuntarily prepayments (which don’t result in payment of prepayment premiums to investors).  We would suggest providing a link to this information  that FHLB’s may use it as a resource when making investment decisions. The prepayment history reports can be accessed at this link: https://capitalmarkets.fanniemae.com/mortgage-backed-securities/multifamily-mbs/multifamily-dus-prepayment-history-report


Fannie Mae discloses to investors in its SARM securities that the securities will be prepaid without payment of any prepayment premium if the underlying SARM loans convert to fixed rate, so investors are not losing anything they are due if such a conversion and prepayment occurs. 
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Pre-purchase Analytics 
 

Banks should analyze each Agency CMBS prior to purchase. The analysis should include a careful 
assessment of the security’s structure, including prepayment protection features, price variability, 
and prepayment history for a comparable benchmark Agency CMBS. Most importantly, the pre- 
purchase analysis should include stress scenarios to compare the amount of call protection 
premiums or fees the Bank will receive versus any loss of income resulting from the reinvestment 
of the prepayment proceeds under various stressed interest rate scenarios. Furthermore, the pre- 
purchase analytics should take into account that there is no Federal backing of Fannie Mae or 
Freddie Mac Agency CMBS. In addition, a Bank’s pre-purchase analysis should ensure that the 
security the Bank is considering for purchase conforms to the Bank’s investment strategy and is 
consistent with the Bank’s board-approved strategic plans and risk appetite. 

 
Minimum Risk-Adjusted Spread Requirement 

 

Each Bank should establish a minimum acceptable risk-adjusted spread requirement for Agency 
CMBS investments. Banks should consider factors such as their risk appetite when establishing 
the required minimum.3 Regardless of the approach, Banks should make certain each Agency 
CMBS purchase meets the established minimum risk-adjusted spread requirement. 

 
Concentration Limits 

 

To limit exposure to both voluntary prepayments without receiving a prepayment premium 
and involuntary prepayments, Banks should diversify their Agency CMBS investments to 
prevent concentrations of loans with shared characteristics. To accomplish this, Banks should 
establish appropriate limits based on the characteristics of the underlying loans within Agency 
CMBS investments. For example, Banks should consider individual loan size limits within a 
securitization, especially for single loan pool CMBS, taking into account appropriate 
mitigants to involuntary prepayment risks such as strong loan underwriting characteristics 
(in particular, debt service coverage ratios and loan to value ratios) that may significantly 
minimize the risk of involuntary prepayment. In addition, Banks should consider 
implementing limits for loans, as a percentage of all Agency CMBS loans, for the following: 

 
• Floating-rate securities vs. fixed-rate securities 
• Geographic location of collateral such as region, state, city, zip code, or Metropolitan 

Statistical Area (MSA) 
• Collateral types – multifamily, student housing, senior living 
• Loan products with minimal or no prepayment penalties under certain conditions of 

refinance, as available and determined by the Bank at acquisition 
Loan originators 

Reporting 

 

3 If a Bank cannot use an option-adjusted spread approach to determine the risk-adjusted spread for each Agency CMBS, 
then the Bank may choose to apply a purchase price premium, duration, or net interest income spread approach. 

3 
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Banks should monitor and report on Agency CMBS investments as a separate investment segment. 
A Bank’s Asset-Liability Committee (ALCO) and a responsible board committee should receive 
quarterly reporting on Agency CMBS investments. At a minimum, quarterly reporting should 
include the following: 

 
1. Minimum Risk-adjusted Spread – Current minimum acceptable risk-adjusted spread 

requirement and monthly conformance with this minimum. 
 
2. Concentration Limits – Current limits for Agency CMBS loans with specific characteristics 

and monthly conformance with these limits. 
 
3. Earnings - Income or loss associated with Agency CMBS investments. 

 
4. Strategy – Any planned changes to the existing funding and hedging strategies for purchases 

and portfolio rebalancing. 
 
Prepayment Projections 

 
Currently, Banks use static prepayment assumptions and/or vendor supplied multifamily 
prepayment models for Agency CMBS valuations as well as prepayment data published by 
the agencies. To support and improve the accuracy of Agency prepayment projections, Banks 
may use Bank-derived curves or vendor models which meet the principles outlined in FHFA AB 
2013-07, and should further consider the following: 

 
1. Developing research-based prepayment curves for fixed- and floating-rate Agency CMBS. 

Once developed, Banks should perform periodic reevaluations of the constructed curves by 
comparing them to appropriate third-party curves (if using static prepayment assumptions). 

 
2. Performing prepayment back-testing at appropriate levels to provide meaningful assessments 

of the Agency CMBS portfolio’s performance. 

3. When relying on a prepayment model, benchmarking the model’s performance against third- 
party prepayment projections as appropriate. 

 
4. Based on portfolio composition, periodically assessing and stress-testing the key drivers of 

prepayment performance, for example, stressful interest rate levels, yield curve shape changes, 
and spread widening scenarios. 

 
5. Establishing appropriate analytical threshold(s) for prepayment differences ascertained during 

prepayment back-testing and benchmarking analyses that would trigger investigations into the 
causes of differences in prepayment behavior and changes to prepayment modeling 
assumptions. 

 
While the above actions will improve upon current prepayment estimations, a Bank may need a 
vendor-provided prepayment model in concert with a stochastic interest rate model to more 
accurately estimate the prepayment behavior of Agency CMBS. Each Bank should carefully 

4 



DRAFT  

evaluate the available modeling alternatives and determine if any single model, or a combination 
of multiple models, is suitable to meet its Agency CMBS portfolio’s analytical needs. In acquiring 
the model(s), Banks should make certain that the model’s estimation process fully and accurately 
incorporates the prepayment penalties charged to borrowers and passed on to the investors. Any 
mitigating risk factors such as tranche priority in sequential pay structures should be documented. 

 
Related Guidance and Regulations 

 

The following provides a summary of some of FHFA’s regulation and guidance for governance 
and investments: 

 
• Responsibilities of Boards of Directors, Corporate Practices, and Corporate Governance 

Regulation. This regulation provides that the management of each regulated entity shall be by 
or under the direction of its board of directors. 4 It states, “[w]hile a board of directors may 
delegate the execution of operational functions to officers and employees of the regulated 
entity, the ultimate responsibility of each entity’s board of directors for that entity’s oversight is 
non-delegable.” 5 Included in the responsibilities of each Bank’s board of directors is the 
establishment of a risk management program that aligns with the Bank’s risk appetite and that        
each of the Bank’s business lines has appropriate risk limitations. 6 

 
• Prudential Management and Operating Standards (PMOS) Regulation.7 FHFA addresses 

limits on investments and management of assets in its PMOS regulation, the appendix to 
which establishes eleven standards as guidelines, including the following:8 

 
• Standard 3 (Management of Market Risk Exposure) which highlights the expectation that 

each regulated entity has a clearly defined and well documented strategy for managing 
market risk and establishes responsibilities for the board and senior management; 

• Standard 4 (Management of Market Risk – Measurement Systems, Risk Limits, Stress 
Testing, and Monitoring and Reporting) includes guidelines for market risk management 
in these areas; 

• Standard 6 (Management of Asset and Investment Portfolio Growth); 
• Standard 7 (Investments and Acquisitions of Assets); 
• Standard 8 (Overall Risk Management Processes) include responsibilities for internal 

audit, the board, and senior management along with an independent risk management 
function; and 

• Standard 9 (Management of Credit and Counterparty Risk). 
 
 
 
 

4 12 CFR § 1239.4. 
5 12 CFR § 1239.4(a). 
6 12 CFR § 1239.11(a). 
7 12 CFR part 1236. 
8 12 CFR part 1236, Appendix. 

5 
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FHFA has statutory responsibility to ensure the safe and sound operations of the regulated 
entities and the Office of Finance. Advisory bulletins describe FHFA supervisory 
expectations for safe and sound operations in particular areas and are used in FHFA 
examinations of the regulated entities and the Office of Finance. Questions about this 
advisory bulletin should be directed to SupervisionPolicy@fhfa.gov. 

The failure to meet any of the PMOS may constitute an unsafe or unsound practice for 
purposes of FHFA’s administrative enforcement authority. 9 If FHFA determines that a Bank 
has failed to meet a standard, it also may require the Bank to submit a corrective plan.10 

 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

9 12 CFR § 1236.3(d). FHFA has authority to address unsafe or unsound practices through issuance of an order to cease-
and-desist, assessment of civil money penalties, or removal from office. See 12 U.S.C. §§ 4631(a)(1), 4636(b)(2)(A), 
4636a(a)(1), 4636a(a)(2)(A). 
10 12 CFR § 1236.4. 

6 
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BY THE NUMBERS

Yield maintenance can make DUS investors more than whole
Mary Beth Fisher, PhD | June 11, 2021

Prepayments in agency CMBS have jumped over the past year, with the fastest speeds

coming in loans with low or no prepayment penalties. But prepayments have accelerated

even in loans subject to defeasance and yield maintenance, which in theory removes the

interest rate incentive to refinance. Most Fannie Mae DUS investors appear to have

substantially come out ahead, at least on market value. A random sample of DUS loans that

prepaid during the yield maintenance period shows the penalties typically added several

points to the value of the bond.

Yield maintenance is designed to make investors a little bit better than whole by charging the

borrower a premium equal to the present value of the remaining payments on the loan

discounted at Treasury rates. By discounting the cash flows at lower Treasury rates instead of

agency mortgage rates, the present value of the penalty rises, and the cash returned to the

investor should exceed the fair market value of the bond. When the premium is passed

through to the investor along with prepaid principal, investors working for total return should

be at least indifferent to voluntary prepayments; they have been paid the full market value of

the loan and should be able to reinvest and replicate the repaid cash flows. In practice this is

typically true. A random sample of Fannie Mae DUS loans that prepaid with yield

PORTFOLIO STRATEGY

https://apsec.com/


Amherst Pierpont | Yield maintenance can make DUS investors more than whole

https://apsec.com/2021/06/11/yield-maintenance-can-make-dus-investors-more-than-whole/[6/21/2021 1:16:38 PM]

maintenance penalties over the past two years can help make the point (Exhibit 1). The

estimated market value around the time the loan terminated is, in all but one case, below the

value of par plus the penalty premium. The excess return to the investor—the premium over

the estimated market value—ranges from 0.45% to 14.9% of the principal balance.

Exhibit 1: Analysis of yield maintenance payments of Fannie Mae DUS loans

Note: The last pricing date is the last date a price was calculated for the bond on Bloomberg. The last price is

from Bloomberg’s BVAL model. The security termination date listed in Fannie Mae’s DUS disclose data is the

first day of the month when the final cashflow is paid.

Source: Fannie Mae, Bloomberg, Amherst Pierpont Securities

The lone exception in this sample is the AN5515 pool, which had an estimated market value

of $103.97 on April 6, 2020. The bond’s penalty was 2.9% of the remaining principal balance,

making the combined principal + interest + penalty payments about 0.80 below that market

value. But here’s the thing – the bond usually terminates on the first of the month when the

payment is due, but the borrower can choose to prepay the loan anytime during the month. In

March of 2020 it was really early days of the pandemic and the markets were wildly volatile. 

The constant maturity Treasury (CMT) rate used in the yield maintenance calculation is set as

the 25th business day prior to the intended prepayment date. This loan has a prepayment

date of 3/16/2020, so the rate used to calculate the yield maintenance premium is the 2-year

CMT rate from 2/10/2020 (because the loan had 2 years remaining to the end of the yield

maintenance period). The 2-year Treasury rate was about 1.40% on 2/10/2020 and had

dropped to 0.36% by 3/16/2020 when the loan prepaid and the financial markets close to
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peak panic stations. On 2/10/2020 the market value of that loan was 102.48, and the 2.9%

yield maintenance premium would have covered the full market value plus about 0.40%.

This can potentially be a risk for investors. There is 25-day lookback period used to set the

CMT rate for calculating the payoff, plus an approximately 1-month lag between when the

loan is paid off and the cash is received by the investor. When markets are volatile, it is

possible that the extra cushion of return provided by Treasury discounting may not fully

compensate for a change in market value. This is also more likely to occur when the

remaining term of yield maintenance is rather short and the value of the penalty has declined.

The formulas that Fannie Mae uses for the calculation of yield maintenance premiums can be

found in Celebrating 30 Years of the Fannie Mae DUS Program (page 8).

This material is intended only for institutional investors and does not carry all of the independence and disclosure standards of
retail debt research reports. In the preparation of this material, the author may have consulted or otherwise discussed the matters
referenced herein with one or more of Amherst Pierpont’s trading desks, any of which may have accumulated or otherwise taken a
position, long or short, in any of the financial instruments discussed in or related to this material. Further, Amherst Pierpont may
act as a market maker or principal dealer, and may have proprietary interests that differ or conflict with the recipient hereof, in
connection with any financial instrument discussed in or related to this material.

This message, including any attachments or links contained herein, is subject to important disclaimers, conditions, and disclosures
regarding Electronic Communications, which you can find at https://apsec.com/disclaimers.

Important Disclaimers

Copyright ©2021 Amherst Pierpont Securities LLC and its affiliates (“Amherst Pierpont”). All rights reserved. Amherst Pierpont
Securities LLC is a member of FINRA and SIPC. This material is intended for limited distribution to institutions only and is not
publicly available. Any unauthorized use or disclosure is prohibited.

In making this material available, Amherst Pierpont (i) is not providing any advice to the recipient, including, without limitation, any
advice as to investment, legal, accounting, tax and financial matters, (ii) is not acting as an advisor or fiduciary in respect of the
recipient, (iii) is not making any predictions or projections and (iv) intends that any recipient to which Amherst Pierpont has
provided this material is an “institutional investor” (as defined under applicable law and regulation, including FINRA Rule 4512 and
that this material will not be disseminated, in whole or part, to any third party by the recipient.

The author of this material is an economist, desk strategist or trader. In the preparation of this material, the author may have
consulted or otherwise discussed the matters referenced herein with one or more of Amherst Pierpont’s trading desks, any of
which may have accumulated or otherwise taken a position, long or short, in any of the financial instruments discussed in or
related to this material. Further, Amherst Pierpont or any of its affiliates may act as a market maker or principal dealer, and may
have proprietary interests that differ or conflict with the recipient hereof, in connection with any financial instrument discussed in or
related to this material.

mailto:mfisher@apsec.com
https://capitalmarkets.fanniemae.com/media/4046/display
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This material (i) has been prepared for information purposes only and does not constitute a solicitation or an offer to buy or sell
any securities, related investments or other financial instruments, (ii) is neither research, a “research report” as commonly
understood under the securities laws and regulations promulgated thereunder nor the product of a research department, (iii) or
parts thereof may have been obtained from various sources, the reliability of which has not been verified and cannot be
guaranteed by Amherst Pierpont, (iv) should not be reproduced or disclosed to any other person, without Amherst Pierpont’s prior
consent and (v) is not intended for distribution in any jurisdiction in which its distribution would be prohibited.

In connection with this material, Amherst Pierpont (i) makes no representation or warranties as to the appropriateness or reliance
for use in any transaction or as to the permissibility or legality of any financial instrument in any jurisdiction, (ii) believes the
information in this material to be reliable, has not independently verified such information and makes no representation, express or
implied, with regard to the accuracy or completeness of such information, (iii) accepts no responsibility or liability as to any
reliance placed, or investment decision made, on the basis of such information by the recipient and (iv) does not undertake, and
disclaims any duty to undertake, to update or to revise the information contained in this material.

Unless otherwise stated, the views, opinions, forecasts, valuations, or estimates contained in this material are those solely of the
author, as of the date of publication of this material, and are subject to change without notice. The recipient of this material should
make an independent evaluation of this information and make such other investigations as the recipient considers necessary
(including obtaining independent financial advice), before transacting in any financial market or instrument discussed in or related
to this material.
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