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(LIBOR)
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Life settlements, 391-394
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Limited purpose finance corporations
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Limited recourse, 22
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Lipper awards, 407
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Liquidity, 29, 38, 45-46, 70, 119, 208, 391
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Alt-A, 81, 92, 420, 425
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credit default protection, 66-67
credit risk, 40, 49
floating-rate, 315
fraudulent, 84
hedging, 66
high-yield, 122, 125
interest-only, 192
leveraged, 28
mortgage, see Mortgage loans
multilateral, 296
nonperforming, 122, 145-146
repackaging, 28-29
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secured, 63-64
secured trusts, 318-321
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25-26,70, 72,74, 76-77, 80, 137, 192,
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101, 108-109, 111-112, 184-185
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first, see First-loss transactions
types of, 415
unexpected, 95-96

Make-whole provisions, 59
Malpractice, 188
Managed cash arbitrage CDOs, 194,
211-212, 214, 256, 310
Managed CDOs, 126
Managed deals, 171
Managed synthetic arbitrage CDO,
194-195, 211-212, 215, 217, 219, 237,
243, 261-262, 305
Management agreements; 21
Mandate agreement, 19¢
Margin requirements, 186
Mark-to-markze \MTM), 5, 29, 31-34, 75,
98-99 72,196, 228, 230-231, 321,
324,342, 344-345, 347- 348, 351,
353-2/1, 383,418
Mar.ret manipulation, 179-180
Marlet risk, 46, 72, 322-323, 326
Market value, 55, 75-76, 98, 123-124, 324
Marquee deals, 104
Master agreement, 21
Matching credit default protection, 324-325
Maturity:
in bond market, 61, 245
credit default swaps, 62
date, 35, 59
expected final, 210
MBIA Inc., 416, 418-419, 424-425
Medium-term notes (MTNs), 29, 301-302
Merchant banks, 24
Mergers and acquisitions (M&As), 49, 385
Merton, Robert, 109
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characteristics of, 86-87, 355-356,
360-364, 366,371
delta, 368
short, 364
TTORS pricing, 75
MILA, 168
Minimax theorem, 16
Mismatched maturity transactions, 29-30
Modern portfolio theory, 92-96
Moment of the joint distribution, 132
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Money market, basis point, 249
Monte Carlo:
distribution models, 97
methods, 290
simulation, 367
Moody’s ratings, 53, 59, 64-65, 67-68,
87-88,198-202, 204-207, 237,257,
259-260, 302, 307, 333-341, 354, 366,
382,403, 406, 408, 416—419, 422423,
426
Moral hazard, 6, 78, 99-100, 185, 268-270,
371, 415, 426-427
Moratorium, credit default swap, 68
Mortgage-backed CDOs, 83, 345, 370
Mortgage-backed securities (MBS), 72, 74,
104, 121-123, 126, 138, 174, 245
Mortgage loans:
Ale-A, 155, 181, 191
ARMs, see Adjustable-rate mortgages
(ARMs)
default on, 190-191
fixed-rate, 192
piggyback, 186
prime, 158, 169, 171
restructuring, 416
subprime, 45-46, 155, 158-160, 164-165,
179-181, 191-192, 405
types of, 123
Multicurrency portfolios, 46, 232
Multiholder obligations, 67
Multilateral loans, 296
Multiline insurance products, 58--386,
388
Multiple issuance entitizs (M!Es), 19-22, 26
Multisector CDOs, ¢3, 2/3-374
Mutual funds, 24

National Association of Insurance
Commissioners (NAIC), 280, 318

National Recognized Statistical Rating
Organization (NRSRO), 405, 407,
426

National Westminster Bank, Repeat Offering
Securitization Entity Funding No. 1
(R.O.S.E.) CDO, 299-301

Nationally Recognized Statistical Rating
Agencies (NRSROs), 172, 416-417

Negative basis trades, 62, 348-349

Negative carry, 252

Net asset value (NAV), 109

Net equity cash flows, 266
Net WAC, 79
Neumann, John von, 16
Neuroeconomics, 112-113
No cap, 80
No cross-default, 21
No-loss scenario, 242
Noncall period, 209-210
Non-credit-default derivatives, 30-31
Non-investment-grade first-loss risk, 40
Nonperforming loans, 122, 145-146
Nonrecourse financing, 8
Normal distribution, 95-96
Noteholders, 145, 318
Notes:
collateral loan, 301-304
combination (CNs), 275279
credit-linked (CLNs), 25-28, 55, 310
DAX-linked with triggers, 32-34
Euro mediuri-terma (EMTNS), 17, 19-20,
22-25 27220, 34,277
first-loss..250
first-cc -detault, 290
floating-rate (FRN), 27, 50, 225
medium-term, 25, 29, 301-302
participation (PN), 276-278
principal-protected (PPN), 28-29, 282
Notional portfolio, 87, 212, 324, 366, 370
Novations, 49

Obligor, functions of, 296, 304

Off-balance-sheet transactions, 7-9, 48, 83,
295-296, 330,417,431

Offer side of market, 224

On-balance-sheet asset, 325

144A. See Rule 144A

Option pricing model, 109

Options, 30, 57-60, 127-129, 366

Ordinary course of business, 42

Organization for Economic Cooperation and
Development (OECD), 17, 3035, 321,
325, 343, 358-359, 388

Original issue discount (OID), 399

Out-of-the-money options, 57

Over-the-counter (OTC) market, 83

Overcollateralization, 37, 75, 119, 124, 146,
161, 170, 215, 257259, 321, 345

Overhedge, 52

Ownership issues, 14-15, 49

Ownlt, 177-178
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Parapet, 182-183
Pari passu position, 22
Parity, conversion, 57
Partially synthetic CDOs, 307-308
Participation notes (PN), 276-278
Partnerships, 36
Par value, 33, 52, 57
Pass-through structures, 7-8, 23, 35-36,
135, 386
Pay-as-you-go (PAUG), 79-81
Pay-down period, 210
Payer, total rate of return, 72
Pay-in-kind (PIKing) shortfalls, 79
Paying agents, 22
Payoff profile, 60, 254
Payout period, 35. See also Termination
payout
Pay-through structures, 7
Pension funds, 24, 173
Performing assets, 146
Petroleum-related forward contracts, 253
Physical settlement, 50-52, 80
Piggyback mortgages, 186
Planned amortization classes (PACs), 138
Poison pill takeover defenses, 1
Ponzi scheme, 162-163, 168, 391, 393
Portfolio:
diversification, 39, 85, 100, 120
diversity score, 208
management, components of, 39, 125
risk, 164
selection, 198-199
Predator lending, 160-167. S2¢ also Loans,
subprime
Preferential paymencs, 4
Preferred stock, 4, 56
Premium:
conversion, 57-58
credit default swap, 52, 65
credit spread options, 60
percent of conversion, 57
Prepayment:
principal, 212
rate, 138-141, 316
Present value, 37, 61
Pricing, influential factors, 38, 74-75, 109,
208, 342-343
Prime broker, 74, 107, 110, 111, 155,
185-186
Prime rate, 316

Principal-protected Schuldschein (PPS), 259,
266,282

Principal-protected structures 280-282

Private equity, 28, 49, 122

Private placement, 76, 98, 164, 182, 188

Probability factor, 226

Probability theory, 114

Profitability, 104

Profit and loss (P&L) statements, 5-6

PROMISE SME CDO, 311-314

Prospectuses, 121, 183, 187-188, 415

Protected call option, 59

Protection money, 290

Prudential, 1-2

Public Company Accounting Oversight
Board (PCAOB), 432

Public policy, 44

Put options, 60

Qualified institutianal buyers (QIBs), 20

Qualifying special purpose entities (QSPEs),
10, 20-21

Quarter y-money market (QMM), 249

P. diun Asset Assurance, Inc., 418
Ramp-up period, 208, 294
Rating agencies, functions of, 38, 45, 61, 63,
67,87,152-153, 168, 171-172, 191,
195, 197, 200-201, 218— 219, 257,
260, 288, 293-294, 306, 332, 334-337,
351, 368, 405-407, 415-417, 422, 429
RBG metals, 97, 106
Real estate investment trusts (REITs), 136,
161
Real estate mortgage investment conduits
(REMICs), 7
Receivables, 8-9, 23, 121-122. See also
Credit card receivables; Trade receivables
Recovery
defined, 145
rate, 53, 63, 179, 240, 266
types of, 420-422
values, 50, 52,207, 236-237, 243, 284,
302
Redemptions, 212
Redlining, 191-192
Reference:
collateral, 88
entity obligations, 49, 56
obligors, 63-64
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Refinancing, 192
Reg S, 297
Regional banks, 24
Regulatory bodies, 321
Reinsurance, 34, 272
Reinvestment:
CDOs, 70-71
impact of, 35, 126, 207, 232-233, 245,
248
period, 209, 215-216
risk, 137
Renewal cost, 38
Repackaging, 19-20, 24-31, 59, 259, 280,
310, 347
Repo rate, 75-76
Representations, 41
Repricing risk, 38
Repudiation, credit default swap, 68
Repurchase agreement, 75
Reserve accounts, 119, 121, 212, 216
Reserves, significance of, 6, 107
Residential mortgage-backed securities
(RMBS), 2, 35-36, 79-80, 169-171,
176, 182-183, 360, 419
Residual equity cash flows, 242, 255-256,
258
Residual interest, 36
Residual returns, 10
Residual risk, 5-6
Residual tranche, 4
Resolution Trust Corporation (RTC), 34
Restructuring, 49, 66, 68-69, 197, 240
Return distribution, credit vs. market, 95
Return on capital, 327
Revenue growth, 10+
Revolving period, 35
Revolving term securitization, 35
Right-way-around swaps, 33-34
Ring fencing, 21
Risk:
disclosures, 76
diversification, 102
first-loss, 4
first-to-default, 290
management strategies, see Risk
management
premium, 45
profile, 142
reduction, 3
transfer, 9, 171, 328

Risk-free assets, 54

Risk-free rate, 60-61

Risk management:
cash flow hazard, 99-100
CDOs, 6
correlation trading, 367-368
credit derivatives, 45-46
fraud and, 104-107
global derivatives risk, 100-101
hedge funds, 107-110
leverage, 103-104
loans, 101-104
mark-to-market hazard, 98-99
normal distribution and, 96-98
modern portfolio theory, 92-96
portfolio diversification,-91-92, 100
subprime mortgages, 154165
Tavakoli’s Law, 170-212

Rule 144A, 20, 24, 164, 297

Sarbanes-Qxicyv-Act of 2002, 430-431, 433
Savings bark:, 24
SBA Inuc:rational program, 316-317
Scencric analysis, 135
Scvoles, Myron, 109
Zecondary market, 6, 29
Secondary paper, 32
Securities Act:
of 1933, Regulation D, 394
of 1934, 430
Securities and Exchange Commission (SEC),
98,173, 381-383, 391-392, 405,
429-432
Securitization:
defined, 1-2
disasters, 165-166
terminology, 1-6
U.S., origins of, 126-135
Security Capital Assurance (XL Capital
Assurance Inc.), 418, 423, 426
Seller:
conduit requirements, 37-38
credit default protection, 52-54, 56
credit default swap (CDS), 47-48
credit protection, 66
default protection, 65
Senior tranches:
junior, 346-347
super, see Super senior tranches
Sensitivity analysis, 237-238, 244, 246



P1: ABC/XYZ P2: ABC

ind

JWBK237-Tavakoli  July 29, 2008 9:41

450

Printer: Yet to come

INDEX

Sequential-pay CMO, 136-137
Settlement:
characteristics of, 49-50
credit event, 233-236
date, 252
default and, 233-236
negotiations, 50-52
PAUG, 80
physical, 234
types of, 50-52
Shell corporations, 10, 14
Sigma, 412
Simplified cash CDO, 4-5
Single-name CDS, 366
Single-tranche, characteristics of, 169
Single-tranche CDOs (STCDOs), 86-87,
100, 354-355, 357-359, 361-363, 365,
367
Sinking funds, 245
Size of transaction, 32
Small to medium-size enterprises (SMEs):
CDOs, 310-315
Europe, 310-315
United States vs. Europe, 315-318
Societe Generale (SocGen), 417
Society for Worldwide Interbank
Financial Telecommunications
(SWIFT), 375
Soft bullet, 35
Soft currency, 33-34
Soft default, 66
Sold assets, defined, 145-144
Sovereign assets, 33-34
Sovereign risk, 51, 63
Special purpose corpbrations (SPCs), 7
Special purchase entities (SPEs):
bankruptcy-remote, 40-43, 88
cash flows, 240-241
Cayman-domiciled, 22-24
classification of, 7
conduits, 36-39
credit-linked notes (CLNs), 25-28, 55
deal assembly, 197
defaults, 21
defined, 2-3, 7
derivative transactions, 30-32
documentation, 18-19, 21-22
domestically domiciled corporations,
39-40
double structure, 9

equity investments, 237

examples of, 7

funding costs, 25-27

historical abuse, 10-16

liquidity, 29

maturity requirements, 29-30

multiple issuance entities (MIEs), 19-22,
26

off-balance-sheet, 9, 41

offshore, 40

principal-protected notes, 27-28

qualifying (QSPE), 10

ratings, 34

repackaging, 19-20, 24-31, 310

setting up, 16-17, 19

simplified cash CDOs, 4.'5

structured floaters, 27

synthetic structures with, 304-307

taxation, 17-12

transactions-using, 15-16

trusts, 34:-2¢

unwind fz:3gers, 30-34

Speciai turpose acquisition companies

‘SFACs), 394-395

Sr.acial purpose corporations (SPCs), 3, 20,

136, 316-317

Special purpose vehicles (SPVs):

bankruptcy-remote, 124

characteristics of, 3, 16-18, 117, 240

documentation, 18-19

equity cash flows, 260

interest subparticipation (ISP), 306

loans, see Collateral loan obligations
(CLOSs)

multi-issuance, 279

notes, 302

Specific risk, 322-323
Speculators, 253
Sponsor:

bank, 29, 299-301, 313, 320
CDO equity structures, 274
conduit, 38

Spot price, 252-253

Spread convexity, 367, 370
Spreadsheet applications, 243
Standard & Poor’s (S&P) 500, 180,

390-391, 408, 419

Standard & Poor’s (S&P) ratings, 333-335,

337-339, 349, 356, 364, 406, 416,
422-423, 426
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Standard deviation, 92, 96, 131
Static CDOs:
characteristics of, 126
synthetic arbitrage, 260-264, 305
Static deals, 171, 260
Static pool securitizations, 146
Static triggers, 32-33
Step-up coupons, 59
Stress tests, 243, 423
Stripped convertibles, 59-61
Structured finance, benefits of, 3
Structured instrument vehicles (SIVs),
293-294, 400, 416417
Subordination, 161, 406
Subprime loans, 45-46, 155, 158-160,
164-165, 171, 179-181, 191-192,
405
Subsidiaries, 8, 41, 136, 272
Substitution clauses, 34
Successor, in mergers, 49
Super senior CDOs, 417
Super senior tranches:
AAA tranche, 332-334, 336-340,
343-345
attachment point, 332-333, 341-342
cash flow magic trick, 333-334
characteristics of, 89, 117-118, 211,
219-220, 332-333, 353
first-loss, AAA basket with 2 percert,
340-341
historical perspectives, 331532
investors in, 347-348
junior, 346-347
leveraged, constant propoition portfolio
insurance, 349-250
negative basis trades, 348-349
pricing, 342-343
rating agencies, 332, 334-337, 351
regulation of, 345-346, 350-351
risks, 331-332
Supply and demand, 62, 70, 74, 257
Sureties, 44, 120
Surveillance, 292, 294
Swaps:
asset, 56-61, 220-227
basket, 283, 284-288
counterparty, 22
credit default (CDS), see Credit default
swaps (CDSs)
cross-currency, 51, 53, 55, 231

currency, 30, 228, 232
dual-currency, 230
global credit default, 83
interest rate, 220-226, 320
first-to-default, 284-288
interest rate, 222, 297
portfolio, 264, 356-357
right-way-around, 33-34
second-to-default, 288
strike price, 316
total rate of return, see Total rate of return
swaps (TRORYS)
total return (TRS), 2, 29, 85
wrong-way-around, 34
Swiss Bank Corporation (SBC), 53, 301-304
Syndication, risk diversifica‘ioa, 102
Synthetic CDOs
arbitrage, 226, 236=227, 239, 246, 273
characteristics £, 20, 25, 55-56, 70-72,
86-87, 123, 125-126, 193-195, 197,
211-212; 229, 311
managed.< bitrage, 206
static.chitrage, 71, 309, 336
Syntietic CLOs, 304-307
Syathetic credit structures, 2
Zvuthetic financing, 115
Synthetic securitization, 1-2, 9
Synthetic state portfolios, 272
Synthetics, 85

TABX, 81
Tail risk, 96
Taxation issues, 3, 8, 17, 36, 41, 320
Tax evasion, 16-17, 44
Tax laws, 8
Team players, defined, 345
10-K reports, 430-431
10-Q reports, 430-431
Termination, early, 210-211
Termination payouts:
cash settlements, 52-53
hedge costs, 55
initial value x (par - market value), 53-54
normalized price method, 54-55
Time horizon, 128
Total rate of return swaps (TRORS):
CDS compared with, 78-79
characteristics of, 2-3, 50, 72-74, 318,
320-321
equity, 76-77
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Total rate of return swaps (Continued )
information asymmetry, 78
investors in, 73
maturity of, 76
pricing, on levered CDO tranches, 74-75
repo rate, 75-76

Total return swap (TRS), 2, 29, 85

Toxic convertibles, 77

Trade receivables, 53

Trading, defined, 5

Trading book, 5-6, 48, 77, 86-87, 140, 324,

359-361, 366, 371

Trading book arbitrage CDO, 356

Trading desk, 5-6

Trading positions, risks, 323

Tranches:
call for, 209-210
CBOs, 138
CDOs, 4-6, 51
CMOs, 136-137
commercial paper, 330
credit-linked notes, 25-26
distressed, 183
equity, 27-28, 85, 183, 211-212,

245,248
first-loss, 182, 257, 260, 276, 318
fixed-coupon, 137
floating-rate, 136-137, 139, 232
interest-only, 138-139
interest subparticipation, 274-27&
investment-grade, 173
mezzanine, 88-89, 186
1444, 28
payment-in-kind (PI'7), 218, 245
principal-only, 152
single-A, 99
SPEs/SPVs, 19, 21-22
super senior, see Super senior tranches
subparticipation, 297, 306
survival rate, 266
synthetic, 287
triple-A, 219, 354, 409
volatile, 140
Z,137-138

Tranching, 35, 120-121

Transformers, 388-390

Transition matrix, 45

Transparency, 14, 115, 355

Travelers, 128-130

Treasury securities, 54, 251

Trigger events, 124, 210-211, 215, 236,
321, 350, 416

Triple-A tranches (AAA):
basket with 2 percent first-loss, 340-342
characteristics of, 332-335, 354, 409
default, 344
first-loss, 337-338
mezzanine, 417
rating agencies, 332, 334-337, 341, 351
perceptions of, 338-340, 343-345
subordination of, 340

True sale at law, 8-9, 20, 41

True sale structures, 117-118, 328,

295-299, 307

Trust:
account, 121
certificates, 316
grantor, 36
master, 34-35
owner, 35-3§
real estate investment (REITs), 136, 161
securec lz.n (SLTs), 318-321

Trustec. fenctions of, 22, 28-29, 294

hderlying assets, 24, 28, 31, 33-34, 48
Ur.derwriting standards, 422-423
Union Bank of Switzerland (UBS), 53, 302,
433
United Capital Asset Management LLC, 185
United Kingdom:
British Banker’s Association (BBA), 83
British sterling, 32, 127, 230-231
credit default swap (CDS), 48
LIBOR, 25-26, 70, 72, 74, 76-77, 80,
137, 192, 223-224, 227-229, 240, 249,
279,297, 316, 340, 347, 382
U.S. Dollar (USD), 228, 230
U.S. Treasuries. See Treasuries
U.S. Treasury price patterns, 127-128, 133
Unprotected call, 59
Unwind/unwinding:
characteristics of, 110, 112, 240, 416-417
hedge cost, 228
triggers, 31, 423
US Technologies, Inc. (UST), 432

Valuation date, 234

Value-added tax (VAT), 17-18
Value-at-risk (VaR), 97, 322, 324-325, 327
Variable cap, 80
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Variable interest entity (VIE), 10

Variance, 93-94, 131

Vatican Bank, 11-14

Vernick, Mitchell, 149-151

Volatility, impact of, 47, 53, 56, 59, 63, 70,
92-95,111, 129, 201, 225-226

Voting rights, 76

Warehouse management, 294

Warrants, 41, 56, 59

Wash trades, 7

Waterfalls, 212-217, 256, 260, 262, 264,
274

Weighted average coupon (WAC), 169-170

Weighted average life, 210

Weighted average maturity (WAM),
137-138

Weighted average rating factor (WARF),
201, 207, 226

Whistleblowers, 431

Windfall, synthetic cash, 353-354
Withholding tax, 18
Workouts:

components of, 66, 233

periods, 64
WorldCom, 86, 97, 104-105, 353
Worst-case tranching, 339
Write-downs, 87,212, 216, 278, 418, 433

XL Financial Assistance Ltd., 418-419

Yen/dollar arbitrage, 141
Yield:

bond, 129

curve, inverted, 251

Zero-coupon bonds, 28,5¢. 59, 64,222,280
Zero-one payout, 52:-35

Zero positive carry, 251

Zero tax, 17-15
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