Accounting, generally:
conventions, 7, 100
income, 12
sale of lease, 116-117

After-tax cash flow, 7, 12, 89

After-tax yield, 108

Appraised value, 172

Appraisers, as data sources, 27,

33,131
Asset correlations, 129-130
Auctioneers, as data sources,
33,131
Avitas, 24

Bankruptcy, 4, 21, 65-64. 71,
73-78, 166

Bankruptcy code, 65

Basis, 116

Behavioral vaiuation model,
35-40

Bivariate normal distribution,
129, 137

Booked residual, 25-26, 32,
170

Bootstrap method, 42

Breach of contract, 69-70

Bureau of Economic Analysis,
141

Bureau of Labor Statistics, 141

Business cycles, 20, 55

Buying guidelines, 182
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Capital, 17-18, 73-74, 77,
87-89, 109-110,
112-113, 122, 133,
149-151, 167. 180, 186

Cash flow sheet.7&-79

Cash flows:

importance of, 1, 3, 13
risk calculation, 117-119
typesor, 5,7, 11

Coimnmodities, 142

Cammuted rent, 67-68

Consumer confidence index,
141

Contractual claims, 64-66

Correlation:

asset, 129-130
coefficient, see Correlation
coefficient; Correlation
coefficient estimation
diversification and, 123-125
equations for, 126-127
risk/return analysis, 150-153
Correlation coefficient:
efficient portfolio and, 160
estimation, see Correlation
coefficient estimation
variability of, 154-155

Correlation coefficient

estimation:
for credit, 127-130
for equipment, 130-132
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Correlation regime, 156
Cost of capital, 113, 149-150
Cost of funds rate, 156
Covariance, 126, 135-136
Covariance matrix, 152
Credit, generally:
cash flows, 108
default swap market,
166-168
quality, 167
returns, 110
risk pricing inputs, 82-83.
See also Credit risk
CreditMetrics, 52, 53, 59,
129-130
Credit Monitor, 52-53, 56
Credit risk:
credit default swaps,
165-168
default probability, 48-56,
59-61
defined, 47
factor hedges, 168-169
influential factors, 47,107,
110
migration, 48; 53, 56-61
recovery, 4%,.53, 53,
64-71
regimes, 62—64
returns and, 110
volatility and, 48, 53
Credit Risk+, 52, 54, 59
Creditworthiness, 56, 103,
116, 166
Cumulative default rate,
49-50
Cumulative frequency
distribution, 43-44
Cure for default, 73-75, 77

Debt, generally:
holding a lease, 113
nonrecourse, 69-70
recovery, 67-71
sale of lease, 116

Decay curve, 26-32, 78, 101

Default, generally:
credit events and, 166
implications of, 17-18, 20
probability, see Default

probability

rate, 61

Default probability:
business cygcles, 55
cumulative, 49-50
distrihaticn of, 61-64
estiimation methods, 48,

1.6
LU

‘orward default rates, 51-52
historical data, 49, 52
implications of, 127, 129,
133-135
joint, 127-130
models, 52-54
observations, 55-56
risk pricing leases and,
73-76
Demand factors, equipment
value, 20-21
Depreciation, 2, 4, 7, 11, 70,
91
Derivatives, 165, 178
Discount rate, 108, 110, 115
Distribution, equipment value:
extreme events, 25
frequency, 42-45
as influential factor, 22-23
information sources, 24-25
lognormal, 45-46



Index

201

normal, 45
regime, 45
Distribution, probability of
default, 52, 54, 60-64
Diversification:
correlation, 123-133
default, probability of,
133-135
degree of, 186-187
risk and, 121-123
Dove Bid, 24
Dow Jones News Retrieval,
183-184
Dun & Bradstreet Alert
Services, 184

Early buyout option (EBO):
characteristics of, 99-100
valuation model, 104-106
value of, 102-106

Early warning systems,

182-183
Economagic.com, 141
Econometrics, 141
Economic conditions, impact
of, 55

Efficient frontier; 153-156,
162

Efficient portfolio, 150,
160-162

End-of-lease behaviors, 25

Equipment, generally:
contributions of, 9
correlation coefficient

estimate, 130-132
guidelines for, 182
resale, 4
risk, generally, see

Equipment risk

risk pricing inputs, 80-81
sale, 66

Equipment risk:

calculation of, 110-111
characterized, 17-20, 107
data, 42
distribution, 31-32
forecasting value, 26-42
implications of, 110, 169
measurement of, 25-26
remarketing agreements,
169-171
residual value ‘ncurance,
purchase vf; 171-173
right to buy, sale of, 170
sale of equipment, 170
taxefect of ownership,
21-92
uinderwriting, 179
valuation, see Equipment
value

Equipment value:

data, 42

default probability,
133-135

distributions, 24-25, 32

estimation principles, 22-25

future, estimation of, 26-42

influential factors, 20-22,
133-135

purchase frequency, 25

termination value and, 19

Equity returns, historical,

129

Essential equipment, 21-22
Estimated loss, 76-77
Expected return, 151
Extreme events, impact of,

25
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Factor analysis:
basic, extensions of, 144
benefits of, 144-145
example of, 142-143
factors, prices, and sources
table, 145-147
organization of, 140-142
overview of, 139-140, 181,
183
purpose of, 183
tracking, 143-145
Factor correlation, 127-130
Factor valuation model, 40-41
Fair market value, 25-27
Fitch, 79
Foreclosure, 69-70
Forward default rate, 52
Frequency distribution,
42-45
Funding costs, 109-110

Hedges, portfolio risk and
return, 149-150
Hedging:
credit risk, 165=1¢9
equipment risk, 169-173
Historical aszeu volatility,
59
Historical data:
characteristics of, 21, 24-26,
32-35, 49, 52, 60
tax rate changes, 95
Holding a lease, value of,
112-115

Idiosyncratic risk, 130

Industry analysis, 139, 183

Industry groups/sectors,
140-141

Inflation, impact of, 21, 28,
32
Information sources,
equipment distributions,
24-25
factors, 146-147
INO.com, 141
Input-output, 141, 145
Insured value, 172
Interest rate model, 104-105
Interest rates, impact on:
diversification, 126
exercising options, 103
sale of leasz; 115-116
Inverse norinzai distribution,
129.157
Investment balance, 113
Inve<tment grade rating, 49,
51-52, 59, 62
iron Solutions, 24

Kamakura Risk Manager, 52,
54, 56

Lease, generally:

benefits of, 3

cash flow, 5, 7

characteristics of, 1-4

defined, 1

how it works, 2

portfolio, 15

rent, determination factors,
3-4

returns, see Lease returns;
Return(s)

term of, 2

types of, 4-5

value, contributing factors,
13-15
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Lease returns:
accounting, 116-117
holding lease, 112-115
implications of, 107-108
risk calculation, 110-112
selling lease, 107, 112,
115-116
separation of, 108-110
Lender:
leveraged lease, 4, 14
nonrecourse, 69-70
Lessee:
behavioral valuation model
and, 37
characteristics of, 1, 3
equipment value and, 21-22
exercising options, 102-103
Lessons learned, 181-182
Lessor:
attraction of lease, 3
risks, 6
Leveraged lease:
cash flows, 10, 13-14
characteristics of, 4,6
debt, 4, 13-14
equipment value, 19
returns, 105
risk calculation, 110
risk management, 18, 47
single investor lease
compared with, 10, 12
tax benefits, 14
tax indemnity, 69-70
tax risk, 112
Lognormal distribution, 45-46
Loss:
calculation, 73
distribution, 77, 86
estimated, 76-77

Loss-given-default, 73, 76-78,
83-85, 87, 168
Lumpiness, portfolio, 159-160

Macroeconomics, 20, 41-42
Market prices, 127, 139-140,
169
Markets, portfolio
management, 179-180
Market value, 53
KMV and, 53
Migration:
credit risk and;] 48, 53,
56-61
default probability, 56-59
Modified Sharpe ratio, 156
Monte Carlo simulation, 30,
37, 41-42, 61, 63, 134,
151,153, 160, 162-163
J/Month-to-month renewals,
36-37, 40
Moody’s Investment Service:
KMV Credit Monitor, 169
KMV Expected Default
Frequencies (EDF), 183
overview, 49, 53, 56, 66, 79,
129
Myerson distribution, 29, 60,
66, 189

New lease, 69
portfolio and, 157-159
New market opportunities,
185-186
Nonsystematic risk, 130
Normal distribution, 435, 63
North American Industry

Classification System
(NAICS), 140
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Online news, as information
resource, 183-184

Operating lease:

characteristics of, 4, 6
Options:

exercising, 102-103

types of, 99-100

value, 101, 103
Origination, 176-179, 182

Physical factors, equipment
value, 20
Political factors, equipment
value, 21
Portfolio analysis, 142-143
Portfolio management:
analytical tools, 180-181
business model, 175-177
buying guidelines, 182
committee, 179
functions of, 73, 175,
177-178
influential factors, 177-178
integrated, 181-1&¢
key concepts, 177
organization. 179-180
origination:. 177, 182, 185
performance measurement,
186-187
risk-adjusted returns, 178
Portfolio model, characteristics
of, 149-150
Portfolio risk, 124-127,
154-158
Portfolio theory, 150-154
Premium, 101, 104, 166-171,
172-173
Present value, 9, 13, 103,
108-110, 112, 115

Pre-tax cash flow, 7-8, 10-11,
108

Price/earnings (P/E) ratio,
64

Price movements, equipment
value, 21

Principal component analysis,
144

Probability, bankruptcy, 75

Probability, valuation
applications, 36-40, 43.
See also Defanlt
probability

Probability, workout, 76

Producer piice indexes, 24, 28,
33.130,132, 141

Profitatility, 17, 112, 177

Purciase frequency of, 25. See
also Buying guidelines

Purchase option:

characteristics of, 100
value of, 101-102

Rail Solutions, 24
Reaffirmation, 66, 71,
76=77
Recovery, 48, 53, 64-72,
83-84
Regime, generally:
changes, 25, 186
characteristics of, 62-64
distribution, 25, 45-46
switching, 62-64
Regression analysis, 41
Regulatory factors, equipment
value, 20
Re-leasing, 36
Remarketing agreements,
169-171



Index

205

Renewal option, 36-40, 100
Rent:
contributions of, 9-10
default on, 17-18
determination of, 3—-6
stream, structure of, 47
Replacement financing, 103
Reserves, 87-89, 186
Residual(s), 25-26, 32, 35, 39,
78,108,110, 115
Residual value insurance,
171-173
Return(s):
calculation of, 151
defined, 1, 5, 11, 17, 151
risk capital, 88-90
separating, 107-112
Reversion to the mean, 30
Right to buy, sale of, 170
Risk, generally:
analysis, 154-157
calculation of, see Risk
calculation
defined, 151
management, 5=6,.10
pricing tool, sze Risk pricing
tool
reduction strategies, see
Diversification
sources, 3, 6
Risk/return analysis, 150-152,
175
Risk-adjusted return on capital
(RAROC), 88-90, 113,
180
Risk-adjusted returns, 111,
178
Risk-based pricing, 181
Risk calculation, 110-112

Risk pricing tool:
bankruptcy, 73-75
capital, 86-88
cure, 73, 75,77
default, 74-75
estimated loss, 76-77
inputs, 77-83
outputs, 83-86
overview of, 73-74, 110
reaffirmation, 76-77
reserves, 86—88
return, 88-90
workout, 73-74,76

Robust data, 22

Sale of equ'pment, 170
Sale of !=ase:
ac-ounting, 116-117
value of, 112, 115-116
Secondary market leases, 21,
178
Separate claims, 67-69
Sharpe ratio, 156, 160
Single investor lease:
cash flows, 8, 13-14
characteristics of, 4, 6,
18-19
contractual claims, 66
leveraged lease distinguished
from, 10, 12
rent, 78
returns, 108-109, 111
tax risk, 112
Standard & Poor’s, as
information resource,
49, 64, 66-67, 79, 129,
169
Standard deviation, 42, 126,
136-137, 151
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Statistical valuation model,
32-35

Stick rate, 22

Stipulated loss value, 66-67,
72,77

Sub-investment grade rating,
49, 51, 59

Syndications, 178

Tax/taxation, generally:
basis, 70
benefit, 2, 6, 100
burden, 108
cash flow, 108
deferral of, 8-9, 108
depreciation, 2—4
diversification and, 91, 123
indemnity, 67, 69-70
leveraged leases, 14
return and, 108, 111-112
risk, see Tax risk
on sale, 67-68
single investor leases, 4
Tax rates:
change model, 93-97
historical persoective, 93
sale of leas#, 116
uncertainty of, 93
Tax risk:
characteristics of, 91
effect of, 97
Technical factors, equipment
value, 20
Terminal rental adjustment
clause, see TRAC leases
Termination value, 7, 8, 12,
18-19
Time diversification, 131
Time series analysis, 129

TRAC leases, characteristics
of, 4, 6

Tracking stock prices, 183

Trinomial tree, 94

Underwriters, functions of,
73
Underwriting:
credit, 176, 179
equipment, 179

Valuation:
importance of: 181
models of, seeValuation
models
purchase eption, 101-102
Valuacon models:
belavioral, 35-40
decay curve and volatility,
27-32
factor, 40-41
lease, 109, 181
statistical, 32-35
Vehicle leases, 4, 6
Volatility:
behavioral model, 39-40
correlation and, 133
credit risk and, 48, 53
decay curve and, 27-31
impact of, 24-32
interest rate model, 104
valuation model, 101

Web sites, as information
resource, 145, 183-184
Workout, 73-74, 76-77

Yahoo, as information
resource, 141



