Cash Flow Yield

Cash flow yield for is defined as the yield calculated based on the internal rate of return on all
cash flows net of redemption payments in the corporate bonds with sinking funds, or in, the case
of mortgage backed securities, with prepayments.

Solve for bond equivalent yield (BEY)
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rBEY = 2[(1 + Im) _1]

Where I is the monthly periodic yield on the asset-backed security.
The prior formula is an approximation.

Example: An agency mortgage pool (MBS) security whose mortgage collateral pool has a
weighted average maturity of 29 years and 6 months. The market price of the security is 103-3,
or 103.09375. Taking prepayments into account, using a system consensus forecast default
(subjective) prepayment speed of 751 PSA, the security is expected to generate a constant
monthly cash flow over its expected life of 29.5 years.

Based on the information above, the security is an annuity calculation that can be solved to find
the periodic cash flow per month is .3713% per month.

Solving for BEY at 751 PSA = 2[(1+ .003713)°- 1] = 2[1.022485 - 1] = 4.498%

The cash flow yield measured using the annualized bond equivalent yield convention relies on an
estimate of principal prepayments which is used to predict a monthly cash flow of principle and
interest. This cash flow is then used to generate a bond equivalent yield, and then compounded
to reflect monthly payments.

If the prepayment speed assumptions behind the cash flows are too slow or too fast, depending
on whether the security is at a premium or a discount, the cash flow yield measure will be
overstated or understated. The model that generates these assumed cash flows is subjective,
should account in some way for the value of the embedded prepayment option, and should be
back tested and assumptions validated frequently. This is the key point -- an investment
manager should be able to provide a litany of expected cash flows under a variety of interest rate
scenarios.

Note that if we change the prepayment assumption on the pool above to 0 PSA whereby the
mortgage balances amortize with only scheduled principle and NO early prepayments (a highly
unlikely pattern) the monthly periodic cash flow changes to .4736% per month, the cash flow yield
estimate changes dramatically.

Solving for BEY at 0 PSA = 2[(1+.004736)° - 1] = 2[1.028757 - 1] = 5.751%
Caution is advised when interpreting what cash flow yield measures. Like yield to maturity, cash

flow yield measures the return to the investor only under very limited circumstances. The cash
flow yield measures the actual return that the investor will realize only if:



The investor is able to reinvest each and every monthly cash flow received from the
investment at the cash flow yield. This is not likely to occur given dynamic interest rates.
Over the life of the security, rates will fluctuate and the investor's return will differ from that
measured at inception. This is reinvestment risk. It exists in all debt securities with interim
cash flows. Only a "strip" or "zero-coupon" which is purchased at a discount and matures at
par will not have reinvestment risk. ABS and MBS have significantly more reinvestment risk
than conventional coupon bonds because of the frequency of payments -- ABS and MBS
typically receive monthly (rather than semi-annual) payments which include both scheduled
and unscheduled principal in addition to interest. Unscheduled principal payments affect the
magnitude of the cashflows and contribute to the uncertainty which makes probability-based
valuation necessary.

The actual prepayments over time must exactly equal the assumed prepayment
schedule. This is not likely, which is the basis of prepayment risk.

The investor must hold the security until it is retired. Even "held to maturity”" securities
may be reclassified as "available for sale" and liquidated. Changes in the level and shape of
the yield curve, changes in spreads, and changes in prepayment assumptions may create
significant differences in the realized market value at early sale.



