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AAA paydowns, acceleration, 119
ABCDS. See Asset-backed credit default swap
ABSCP. See Asset-backed securities commercial 

paper
ABX.HE indices. See Asset-backed credit 

default benchmark indices
ABX indices. See Asset-backed credit default 

benchmark indices
Acceleration. See Senior tranches

impact, 289
Additional fi xed amounts, 135–136
Adjustable rate mortgages (ARMs), 16. See also 

Hybrid ARM; Option ARM
CLTV/IO levels, 64
comparison, 69e–72e
interest-only period, 17
percentage, 149
resets, 243

rate, relationship. See Subprime loans
usage, 204

AFC. See Available funds cap
Affordability benchmark, change, 301
Affordability products, 17

creation, 272–273
development, 299–301
increase, 18
nonagency execution. See Mortgages
share, increase, 62
usage, delay, 8

Age-dependent effects, 193, 215
Agency execution

loans, qualifi cation, 22
nonagency execution, contrast, 22–23
possibility, 8

Agency loans, level, 14
Agency MBSs, 89

backing, 3
Agency mortgages

GNMA guarantee, 3
usage, 3

Agency risk-based pricing, occurrence, 8
Agency share, decrease, 8
Alt-A 60/90+DQ, transition probability, 208e
Alt-A bond losses, 276

Alt-A collateral, 97
structures, comparison, 101e

Alt-A cumulative default/loss/severity, 208e
Alt-A deals, 76–77

examples, cash fl ows, 99e
OC, usage, 97–103
principal cash fl ows, 100e
residual/principal cash fl ows, 99e
six-pack structure, usage, 92

Alt-A default timing curve, 207e
Alt-A hybrid ARMs, comparison (problem), 18
Alt-A loans

characteristics, 9
loan rates, 90
migration, 207

Alt-A mortgage
bonds, 277e–279e
loss projection, 193
obtaining, diffi culty, 9
pools, investor properties (percentage), 17

Alt-A pools, loan percentages, 11
Alt-A problems, 28
Alt-A product, limited documentation (relation-

ship), 13
Alt-A seconds, 206–209
Alt-A securities, OC (change), 103
Alt-A senior/subordinated structures, usage, 105
Alt-A shares, decrease, 9
Alt-A six-pack structure, contrast, 97
Alternative interest cap options, 182–185
Ameriquest, 301
AMRESCO, 299
Annual HPA, 66
Annualized quarterly HPA, 66
Arbitrage, control, 171–173
Asset-backed credit default benchmark (ABX // 

ABX.HE) indices, 145
ABX3 prices, 155e
ABX 06-1, 152–153

A/BBB/BBB–, 256e
losses, 254
A pricing, 262e
pricing matrix, 252e
projected cumulative loss, 240e
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320 INDEX

Asset-backed credit default benchmark (Cont.)
projected loss/breakeven/write-down, 

306e–307e
ABX 06-1 BBB pricing, 261e

matrix, 251e
ABX 06-1 BBB- pricing, 260e

matrix, 250e
ABX 06-2 A/BBB/BBB-, 257e
ABX 06-2 A pricing, 265e

matrix, 249e
ABX 06-2 BBB-, 172e

fair values, scenarios, 215
pricing, 263e
pricing matrix, 247e

ABX 06-2 BBB pricing, 264e
matrix, 248e

ABX 06-2 projected cumulative loss, 241e
ABX 07-1

projected cumulative loss, 242e
projected loss/breakeven/write-down, 

306e–307e
ABX 07-1 A

breakeven data, 243
pricing, 268e
pricing matrix, 246e

ABX 07-1 A/BBB/BBB-, 258e
ABX 07-1 BBB-

price/write-down table, 255e
pricing, 266e
pricing matrix, 244e–245e

ABX 07-1 BBB pricing, 267e
ABX.HE 06-2 BBB-

fi xed rate, 235–236
valuation, 237e–238e

ABX.HE.06-2 BBB, examination, 168–170
ABX price/write-down tables, 253–254
background, 145–146
CDS

original price, 212
price, 211–212

collateral characteristics, 150e
deals, inclusion, 147e–149e
delinquency behavior, 151e
differences. See Cash
fi xed cap arrangement, 166
funding, 163–165
inclusion eligibility. See Semiannual ABX.

HE indices
macrohedge fund participation, 169–170
macrohedge fund protection buyers, 170
market, basis relationship, 169e
mechanics, 149–152
price levels, 153e–154e
price/write-down table, 243
pricing, 152

history, 152–156

referenced bonds, 213
relationship, 161
subindex

establishment, 211–212
notional trade, 152
position, 151

subprime shutdown, 254–259
valuation, 211, 234–239

approaches, 212–214
review, 211–212
simple/do-it-yourself approach, 239

Asset-backed credit default benchmark indices 
tranches (TABX), 145
average coupon, 159
BBB subindex, weighted average price, 157
CDOs, contrast, 159–160
coupon/prices, 158e
margin, 151e
pricing, 157–159
trading, 156–157

attachment/exhaustion points, 157e
Asset-backed credit default swap (ABCDS)

cash fl ows, 235e
timing, 234

CDS premium. See Single-name ABCDS
contracts. See Single-name ABCDS
funding, 163–165
importance. See Collateralized debt 

obligations
protection buyer, 165
relationship, 161
termination option, 162

Asset-backed securities (ABS)
credit problem, ambiguity, 130
credit risk, specifi city, 128
credits, 131

access, 141
failure to pay interest, 133
failure to pay principal, 133
fl ow chart, 271e
PayGo CDS template, 139–140
securitization

credit problem, 129
tranches, credit quality, 129
write-down process, nonusage, 130

tranches, 131
cash fl ow, fl exibility, 129–130
downgrading, 133
structure, 130

Asset-backed securities (ABS) CDOs, 125
cash fl ow decision tree, 290e
chain. See Mortgage loan-mortgage bond-

ABS CDO chain
credit event, 134
losses, 269

predictors, 269
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Index  321

management, ABS CDS impact, 141–142
managers

impact, 141–142
investment choices, 276
protection sale, 176

mortgage bond holdings, 270, 272
problems, 269
residential mortgage deals, 272e
types, 142–143
valuation, 269, 288–291

Asset-backed securities (ABS) CDS, 125
contrast. See Corporate CDS
creation, securitization (impact), 315
diffi culties, 131–141
emergence, 314

Asset-backed securities commercial paper 
(ABSCP) conduits, 317

Attachment points, 159–160. See also Asset-
backed credit default benchmark indices 
tranches

ATV. See Average, timing, and variation
Autopilot model, 203
Available excess spread, 94e
Available funds cap (AFC), 137–138

triggering, credit event (consideration), 
134

Average, term (understanding), 216, 218–219
Average, timing, and variation (ATV) criteria, 

216, 218–220

Back-end DTI, 15
Balance sheets, usage, 96–97
Banking regulators, impact/ineffectiveness, 

308–311
Bankruptcy, 131

credit event, 126–127
loans, conversion. See Pipeline default

Base-case average projection, 227
Base-case scenario, 215
Base-case tranche losses, 282e, 284e
Baselines losses, 100e
Base pricing, results, 260e–268e
BBB/BBB, 117–118
BBB stack, 116–117
BBB- write-downs, econometric model curves 

(usage), 225e
B&C. See Residential B/C

lending, 299
BK loans, delinquency status, 198e
Bonds

cash fl ow, differences, 98
losses, sensitivity, 276
write-down results, 260–268e

Borrowers
ARMs, usage, 16
characteristics, product type, 10e

fully indexed, fully amortized qualifi ca-
tion, 310

income, documentation, 9
interest-only mortgages, usage, 17
monthly payment, decrease, 17

Break-even loss, ratio (calculation), 239, 243
Breakeven losses, calculation, 239
British Banker’s Association, 146
Broker price opinion (BPO), 47
Buyer-accrued premium, seller payment, 152

California, severity (evaluation), 61
Call treatment, 165–166
Capacity, 44–45. See also Credit, collateral, 

capacity, and character
Capital market institutions, impact, 314
Capital structure, 116

exposure, points, 157
Cap treatment, 166
Case Shiller Home Price Indices, 5
Cash

ABX, differences, 162e
CDS, differences, 162e
relationship, 161
spread, 162
synthetic, spread differential, 165

Cash ABS bond, purchase, 140–141
Cash bonds, funding requirements, 162
Cash CDO

CDO CDS, contrast, 186–187
credit deterioration, quantifi cation, 

186–187
documentation trends, 187
economic equivalence, synthetic form, 186

Cash fl ows
balancing, diffi culty, 95
certainty, 236
features, contrast, 166–167
generation, 115

absence, 202
priorities, 214
uncertainty, 225

Cash fl ows, reservation, 94e
mechanism, 93–94

Cash instrument, cash fl ow, 141
Cash markets

clients, 170
participants, 177
sales, 170

Cash mezzanine ABS CDO arbitrage, 176e
Cash-out refi , 14
Cash settlement, 125, 126
CDR. See Conditional default rate
CDS. See Credit default swap
CDSIndexCo, consortium, 145
CES. See Closed-end seconds
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322 INDEX

Character, 44–45. See also Credit, collateral, 
capacity, and character

Cheapest-to-deliver (CTD) option, creation, 
129n

Clarity, ambiguity (contrast), 129–130
Closed-end seconds (CES), 73

deals, 78e
cumulative loss, 78e
expansion, 75
loss information, nonreportage, 77

usage, 206–209
Closing midmarket prices, publication, 146
CLTVs. See Combined loan-to-value ratios
CMBSs. See Collateralized mortgage-backed 

securities
CMT. See Constant Maturity Treasury
Cohorts

dollar amount, 64e, 65e
risk layering, 62

Collateral. See Credit, collateral, capacity, and 
character
cash fl ow, 116

shortening, 102–103
CDO collateral losses, relationship, 286
characteristics, 19e–21e, 35–45. See also 

Asset-backed credit default bench-
mark indices; Subprime collateral
degradation, 65
inputs, 193, 215

closing date, 287e
credit quality, opportunities (absence), 269
differences, 65–66. See also Loans

consideration, 27
face value, comparison, 103–104
impact, 39–44
percentage, 287e. See also Vintage col-

lateral
performance, emphasis, 194
ratings distribution, usage. See Mezzanine 

ABS CDOs
sale, 289–290
tests, trigger (impact), 111–112
usage, 97
WALA, 285e

Collateralized debt obligations (CDOs)
buyer/seller designations, 178e
cash fl ow effect, absence, 182
CDO2 (CDO squared), 188
closing date, 285e

impact, 286
consequences, 181–182
contrast. See Asset-backed credit default 

benchmark indices tranches
credit problems, 179, 180
credit problems/consequences, 179–182

ranking, 179e

fl ow chart, 271e
issuance, vintage collateral (presence), 

286–287
losses

drivers, 284–288
prediction, equation, 287

managers
ABCDS, importance, 173–176
role, 284–288

notional amount, 178
protection, sale, 188–189
sellers. See Single-name protection
selling protection, PAUG settlement 

(usage), 188–189
structure, 288–291
tranches

events. See Defaults
par amount, 288
valuation, 290

Collateralized debt obligations (CDOs) CDS, 
177
assignment, 187–188
contrast. See Cash CDO
exiting, 187–188
interest rate caps, 184e
liquidity, improvement, 177
nomenclature, 178–179
offsetting, 188
termination, 187

Collateralized mortgage-backed securities 
(CMBSs), 301

Collateral losses, 225
impact, 269
prediction, 194, 282

steps, 195–200
prepay assumptions, impact, 102e
projections, 239
variables, 284, 286

Combined loan-to-value ratios (CLTVs), 8, 
10–11, 305
average, 9
comparison, 22
delinquencies, relationship, 11
distribution (2006-2007), 11e
impact. See Delinquencies
increase, 81
level, impact, 75
relationship. See Home price appreciation
usage, 39–44

Conditional default rate (CDR), 201
liquidation, 226

Conditional prepayment rate (CPR), 201, 204, 
219
set, production, 212

Condo percentage, increase, 81
Conforming loan, refi nance, 309
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Index  323

Conforming sized subprime borrower, mort-
gages (offering), 23

Constant Maturity Treasury (CMT), usage, 16
ContiMortgage, 296
Contractual differences, 162–168
Controlling class, 289
Conventional Home Price Indices, 5
Conventional mortgage, defi nition, 5n
Corporate CDS

ABS CDS, contrast, 128–130
defi nitions, publication. See International 

Swaps and Derivatives Association
fundamentals/terminology, 125–128
market, contrast, 131
reference entity, presence, 179

Corporate credit, ABS credit (contrast), 130e
Corporate credit events, ISDA defi nition, 

126–127
Corporate credit risk, generality, 128, 130
Coupon step-up, receiving, 141
Coupon step-up applicable clause, 165
CPR. See Conditional prepayment rate
CRD, production, 212
Credit

curing, 12
dilution, 45
FICO erosion (dilution), 35, 38–39
risk, assumption, 127
score, derivation, 12
structure, Titanic model, 113–116
subordination, decrease, 118
support, 113–116. See also Step-downs; 

Target credit support
amount, setting, 114–115
step-down, absence, 114e

Credit, collateral, capacity, and character (4 
Cs), 35–45
addition, 45

Credit default swap (CDS). See Asset-backed 
securities CDS; Collateralized debt obliga-
tions CDS; PayGo
creation, 125
differences. See Cash
documentation, 127
fundamentals. See Corporate CDS
initial cash fl ows, 178e
notional, 131n
notional amount, 178–179
payment fl ows, 126e
position, leverage, 162
premium, 138

adjustment, 186
level, impact, 183

protection buyer, 127
Protection Buyer cancellation, 140
protection seller, 127

seller, 127
terminology, 128e. See also Corporate CDS

Credit enhancement. See Excess spread-based 
credit enhancement
excess interest, 91–92

usage, 95, 105
improvement, 103

OC, impact amount, 108–109
levels, problems, 109

Credit events, 125, 179
failure to pay, 134
impact, 181–182
problem, 126

Credit performance
characteristics, 84e
degradation, HPA (impact), 69–70
understanding, 17

Credit protection buyer, 125
Credit protection seller, 125

high cost funder, impact, 127
Cumulative default

graphing, 204
pool factor, relationship, 204, 206

illustration, 205e
projection, 199–200

Cumulative loss
contrast. See Write-downs
econometric model curves, usage, 224e
estimation. See Referenced subprime MBS
forecast, comparison, 213
HPA, 218e
level, estimation, 213
prepayment/default scenarios, inclusion, 

226e
projection, 196, 200
summary. See Model cumulative loss/

write-down
understanding, 32

Cumulative off-market spread, compensation, 92
Cumulative serious impairment (CSI), 31
Cumulative severity, 32
Cured loans, delinquency (avoidance), 31
Curing. See Loans
Current balance (percentage), default pipeline 

(calculation), 198–199
Current losses, 93e

coverage, 104–105
Current support, 115

DDLPI. See Due Date of Last Paid Installment
Dealer template, 125, 135–137
Deal-specifi c loan losses, impact, 273
Deal structure, 214
Debt-to-income (DTI) ratio, 9, 15. See also 

Back-end DTI; Front-end DTI
calculations, 18
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324 INDEX

Debt-to-income (Cont.)
correlation. See Fair Isaac Corporation score
increase, 81
perception, 45

Default age factor, 197
Defaulted loans, losses (inclusion), 60e–62e
Default factor curves, 204

illustration, 206e
pool factor basis, 206

Default loans, increase, 59, 61
Default pipeline, 193

calculation, 196. See also Current balance
Defaults, 32–33

analysis, 214
CDO tranche events, 185
defi nition, selection, 33
determination, 26
failure, 305
FICO effect, 193
models/reality, 215–216
scenarios, inclusion. See Cumulative loss
timing, impact, 33
timing curve, 193

Default timing, 194–195
curve, usage, 199–200
illustration, 204e, 205e
loss timing, nonequivalence, 203

Default timing curve, 203–206
low HPA, 195e
pros/cons, 200

Deferrable interest, nonpayment, 135
Deferred interest, 135
Defi ciency judgment, California Code of Civil 

Procedure, 47
Delinquencies

analysis, process, 28–31
behavior, 149

illustration, 151e
buckets, 28
data, 221
distribution, 31
increase, 8

pool factor, reduction (impact), 29
measurement, 29–31
models/reality, 215–216
multiplication, 29–30
percentage, 77
performance, CLTV (impact), 41
relationship. See Combined loan-to-value 

ratios
reporting. See Prime mortgages
seasoning curve, 33
statistics, coarseness, 31
status, 193
triggers

combination, 95

ephemeral effect, 232
vectors, production, 212

Delinquent loans
behavior, 31
conversion. See Pipeline default

Discount rates, usage, 236
Distressed downgrade, 133
Distressed ratings downgrade, 162, 179

usage, 167–168
Documentation. See Full documentation; Lim-

ited documentation
defi nition, 12–13
level, 68
type (doc type). See Mortgages

Downpayment, 5
DTI. See Debt-to-income
Due Date of Last Paid Installment (DDLPI), 46

Early pay defaults (EPDs), 301–303
increase, 80–81

Econometric approach, 214–234
Econometric models

application, 220–221
basis, 212
characteristics, 216
construction, 215–216

advantage, 193–194
curves, usage. See BBB- write downs; 

Cumulative loss
disadvantages, 194
model-generated curves, 221–222
model-projected cumulative losses/write-

downs, 222, 225
model-projected defaults, 223e
model-projected delinquencies, 224e
model-projected prepayments, 222e
model-projected severities, 223e
output trigger, 232e
projections, historical performance (con-

trast), 216–220
results, 222–225, 227–232
scenarios

generation, 225–227
results, 227e

Empirical transition matrices, calculation, 32
End user template

impact. See Credit default swap
End user template, usage, 139–140
EoD. See Event of default
EPDs. See Early pay defaults
Event. See Credit events

suboptimal term, 188
Event of default (EoD)

occurrence, 289
tests, 288

Excess interest, 93e
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Index  325

impact, 94–95
Excess spread. See Available excess spread

coverage. See Shortfalls
examination, 92
features, 89
reservation. See Losses

Excess spread-based credit enhancement, 
90–97

Excess spread-based structure, 97
contrast. See Nonagency senior-subordi-

nated structure
Excess spread/overcollateralization (XS/OC), 

89–90
contrast. See Senior-subordinated six-pack
features, 111
structure, 316

construction, 97
Exhaustion points. See Asset-backed credit 

default benchmark indices tranches
Expanded Approved Levels, 22
Explicit HPA, absence, 201

Failure to pay. See Credit events
credit event, 126–127
interest, 179. See also Asset-backed securities
principal, 181

Fair Isaac Corporation (FICO) score, 12, 149. 
See also Jumbo prime mortgages; Sub-
prime borrowers
average, 12
buckets, 39
credit scores, 304
distribution, 13e
DTI, correlation, 15
erosion. See Credit
importance, overemphasis, 42–43
NextGen, usage, 39
overreliance, 71
predictive power, reduction, 38–39
requirements, 305
usage, 9

Fair value discounted cash fl ow model, 215
Fast prepayments

deal delegation, 106
impact, 102

Federal Home Loan Mortgage Corporation 
(FHLMC)
foreclosure, 48e–49e

Federal Home Loan Mortgage Corporation 
(FHLMC), seller/server guideline, 46

Federal Housing Association (FHA), presiden-
tial program, 312

Federal Reserve, powers (usage), 311
FHASecure program, introduction, 22
FHLMC. See Federal Home Loan Mortgage 

Corporation

First lien ARM, 70
First lien counterparts, comparison, 73
First lien default timing curve, 209e
First lien mortgage credit, 27
First lien subprime ARM, performance, 65
First lien subprime loans, defaults (increase), 

80–81
First-time homeowners (FTH), data (usage), 81
FIVA. See Full Income Verifi ed Asset
Fixed cap, 139

arrangement, 166
limitation. See Protection seller
usage, 183–185

Fixed rate 2006 production, 64
Fixed rate mortgages

expectation, 204
performance, 65

Fixed rate payer, protection buyer, 178
Floater tranches, residual/principal cash fl ows, 

107e
Floating amount events, 135–136, 179

impact, 181
ranking, 137e
reversibility, 187

Floating payments
advantage, 182
events, sensitivity (reduction), 140

Floating rate, readjustment, 16
Floating rate payer, protection seller, 178
Foreclosure, 46–62. See also Judicial foreclo-

sure; Nonjudicial foreclosure
categorization, 47
initiation, 46
process, 46–47, 194, 203
status, 194
timelines, 27

Foreclosure/REO timeline, 59
Foreclosure-to-liquidation timeline

foreclosure-to-REO timeline, comparison, 
52

REO, nonusage, 51–52
Foreclosure-to-payoff timeline, 50e–51e
Foreclosure-to-REO timeline, 52e–53e
Front-end DTI, 15
Front-loaded default, 203
Front-loaded second lien losses, 80
FTH. See First-time homeowners
Full documentation, 12–13

percentage, decrease, 81
Full Income Verifi ed Asset (FIVA), 306n
Funded positions, synthetic positions (con-

trast), 164e

Generality, specifi city (contrast), 128–129
Government-sponsored enterprises (GSEs), 3

loans, guarantee (reluctance), 8
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326 INDEX

Government-sponsored enterprises (Cont.)
pricing, 22
subprime programs, usage, 312

Haircut
equation, 288
usage, 162

HELOCs. See Home equity lines of credit
High-grade CDOs, creation, 315
High-loss scenario, 118
High LTV loans, effect, 193
High-yielding securities, noninvestment, 105
Historical data, regressions, 193
Historical loss assumption curve, usage, 112
Historical loss timing, 220e
Historical performance, contrast. See Econo-

metric models
Historical REO-to-liquidation timeline, 54

illustration, 54e–55e
Historical roll rates, origination, 32e
HOEPA. See Home Ownership and Equity 

Protection Act
Home equity

industry, reorganization, 297e–298e
issuance (2006), 174e
market, seconds, 73
subprime, term replacement, 299

Home equity asset-backed credit default bench-
mark indices, trading, 145

Home equity lines of credit (HELOCs), 276. 
See also Revolving HELOC

Home equity loan (HEL), profi tability, 91e
Home Equity Loan Trust 2005-AB4, Class 

M7, 128
Home Equity Series 2006-Nc1, 196

data/values calculation, 196e
Home ownership, increase, 310
Home Ownership and Equity Protection Act 

(HOEPA), 311
Home price appreciation (HPA), 5

advance, 299
assumption, 220
CLTV, relationship, 11
environments, 216–220
housing credit, relationship, 302
impact, 193

Home price indices, 7e. See also Case Shiller 
Home Price Indices; Conventional Home 
Price Indices

Home prices, increase, 8. See also Real home 
prices

House price appreciation (HPA)
consideration, 27
impact, 66–70

absence, 70–71
state classifi cation, 67e–68e

Housing affordability, mortgage rates (con-
trast), 7e

Housing market, weakness, 39–44, 64
HPA. See Home price appreciation; House 

price appreciation
Hu, Jian, 130n
Hybrid ABS CDOs, 143

arbitrage, 176e
Hybrid ARM, 16. See also Traditional hybrid 

ARMs

IBM, senior unsecured debt, 179
Implied write-downs, 132, 179

double counting, 181
reversibility, 181

Incremental settlements, triggering, 141
Index mechanics. See Asset-backed credit 

default benchmark indices
Initial cash exchange, 166–167
Interest. See Excess interest

coverage tests, 288
absence, 289

deferral, 131
losses, comparison, 92

Interest cap options. See Alternative interest 
cap options
usage, 183–184

Interest-only bond class, 92
Interest only (IO) products, 299
Interest-only loans (IOs), 149

introduction. See Subprime space
percent, 9
usage, delay, 8

Interest-only mortgages, 17
pools, 23

Interest rates
assumption, absence, 201
cap. See Collateralized debt obligations CDS

selection, 177
inputs, 193
swap

documentation, 127
holdover. See International Swaps and 

Derivatives Association
Interest shortfalls, 135, 179

amount, impact, 139
caps, 162

inapplicability, 138, 182
equation, 182
PayGo treatments, 136
PIKable interest, inclusion, 181
protection payments, elimination, 141
relationship. See PayGo
responsibility, 187
reversibility, 181
treatments, contrast, 136e
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Index  327

International Swaps and Derivatives Associa-
tion (ISDA), 126
CDO CDS documentation, 180
corporate CDS defi nitions, publication, 

132
interest rate swap, holdover, 178
PAUG template, release, 161

Intex
cumulative loss, 80
MEZ bond type, 118
model, outputs, 215

Investors, risk (off-loading), 314–315
ISDA. See International Swaps and Derivatives 

Association
Issuance volumes. See Mortgage-backed securi-

ties

Judicial foreclosure, 46
Jumbo deals, six-pack structure (usage), 92
Jumbo prime mortgages, FICO scores, 9
Jumbo structures, usage, 105
Junior mezzanine bonds, payment, 106

Layered risk
elements, impact, 295
loans, description, 310

Liar’s loan. See Stated income loan
Lifetime defaults, derivation, 199–200
Lifetime severity, 32
Limited documentation, 12–13

forms, 13
loans, default rates, 13

Liquidation processes, 203
Liquidity crisis (1998), 296
Loan characteristics

impact, 9–18
product type, 10e

LoanPerformance, 47
cumulative loss, 80
database, 73
loss information, nonreportage, 77

Loans
agency credit, 14
behavior. See Delinquent loans
collateral differences, 41
curing, 30–31
documentation, 62
leveraging, 70–71
liquidation, 47
losses (inclusion), severity classifi cation, 

58e–59e
negative amortization limit, 16
presence, increase, 23
purpose, 14
REO usage, number (increase), 57
transition/curing, 194

Loan size
distribution, 15e
importance, 14, 90
reduction, 59

Loan-to-value ratio (LTV), 27
average, 9
level, 273
LTV/FICO, issuance percentage, 24e–25e
PMI requirement, 11
usage, 39–44

Lockout period, 111
subordination increase, 113

London Interbank Offered Rate (LIBOR)
assumptions, 183–184
calculation, 146
equation, 138, 182
fl oater, impact, 296
impact, 127
investment, 163
level, comparison, 166
LIBOR plus net coupon, 132n
receiving, 289
six-month index, 308–309
usage, 16, 236, 253

Long-short strategies, 177
Losses, 32–33. See also Baseline losses; Cumu-

lative loss; Current losses
amounts, seniority order, 235
coverage, 106
curve

assumption, 102
shape, impact, 109

excess spread, reservation, 92–95
increase, 99e, 107e

process, 109
levels, expectation, 117
OMS, impact, 91e
projection. See Alt-A mortgage; Second 

lien mortgage; Subprime mortgage
methods, 193–194

schedule, 112
timing. See Historical loss timing

illustration, 204e
tranche payment window, impact. See 

Maximum loss
triggers

combination, 95
impact, 232

waterline, 117–118
increase, 117

Loss-mitigation strategies, 46–47
Loss severities

comparison, 75
models/reality, 215–216
production, 212
rate, percentage, 200
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328 INDEX

Low-cost funder, credit risk insulation, 127
Low-loss scenario, 118
Low-risk prime deals, six-pack structure, 

89–90

Macroeconomic factors, 193
Macroeconomic hedge funds, usage, 156
Manager bankruptcy/fraud, 185
Market shutdown effect, 254, 259
Mark-to-market process, uncertainties. See 

Total return swap
Mathematical impossibility, 133
Maximum loss

loss curve, impact, 109e
tranche payment window, impact, 108e

MBA. See Mortgage Bankers Association
Median family income, 5

percentage, 8
Median priced home, 5

percentage, 8
Mezzanine, term (standard), 111
Mezzanine ABS CDOs

collateral ratings distribution, usage, 175
deal volume, 174
defaults/losses, estimation. See Subprime 

mezzanine ABS CDOs
issuance, 173
losses, 285e

percentage, 286e
mortgage bond losses

aggregation (2005), 283–284
aggregation (2006-2007), 276–283

residential B/C collateral, increase, 175
Mezzanine bonds

average life, 103
illustration, 117e
pattern, 102
payment, 106

nonobservation, 106
six-pack structure, 97
usage, 89–90

Mezzanine CDOs
complaints, 316
creation, 315

Model cumulative loss/write-down, summary, 
227e–231e

Model-generated curves. See Econometric 
models

Money Store, 296
Monoline insurance

companies, statutes (impact), 135
payment. See Pay as You Go

Monoline template, 125
usage, 139–140

Monoline wrap deals, 119
Mortgage-backed securities (MBSs), 3

gross issuance, 6e
issuance volumes, 5

Mortgage Bankers Association (MBA), OTS 
(contrast), 28

Mortgage credit exposures, dealer community, 
171

Mortgage credit performance, drivers (control), 
68

Mortgage loan-mortgage bond-ABS CDO 
chain, 270

Mortgage loans
losses, 269
pools, loss pattern, 272–273
WALA, 284, 286

Mortgages
affordability products, nonagency execu-

tion, 8
bond losses

aggregation. See Mezzanine ABS 
CDOs

range, 282
caps, 16
credit, 35–45. See also First lien mortgage 

credit; Second lien mortgage credit
concepts/measurements, 28–34
variables, 35

deals
losses, 270–273
setting, enhancement levels (usage), 

304–305
document type (doc type), 304–305
GNMA guarantees, 15
market, subprime sector (problems), 302
payment, 8
rates, contrast. See Housing affordability
securities. See Outstanding mortgage 

securities

National Association of Realtors Housing 
Affordability Index, usage, 5

Negative amortization, experience, 18
Negative bias, impact, 132n
Net interest margin securities (NIMs), 96–97

creation, allowance, 106
Net present value (NPV), 235

usage, 236
NextGen. See Fair Isaac Corporation score
NIMs. See Net interest margin securities
NISA. See No income stated assets
NOD. See Notice of default
NOI. See Notice of intent
No income stated assets (NISA), 13
Nonagency MBS, 89

second liens, occurrence, 73
Nonagency mortgages

characteristics, 9
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Index  329

market, overview, 3
usage, 3

Nonagency senior-subordinated structure, 
excess spread-based structure (contrast), 97

Non-Bayesian models, 194
Nonjudicial foreclosure, 47
Nonlinear effects, 215
No Ratio, 13
Notice of default (NOD), 46
Notice of intent (NOI), 46
Notional amount, 125
NPV. See Net present value

OC. See Overcollateralization
Occupancy, importance, 17
Offi ce of Thrifts Supervision (OTS)

contrast. See Mortgage Bankers Associa-
tion

standard. See Subprime mortgage
Off-market spread (OMS), 90

bucket
pickups, nongeneration, 91
prepayment experience, 90

compensation. See Cumulative off-market 
spread

impact. See Losses
Offsetting trade, 188
Optional Early Step-Up, 139
Option ARM, 16
Original balance (percentage), total default 

(calculation), 199
Original support, 115
Origination

changes (2005-2006), 64–66
Origination standards, relaxation, 8
Out-of-sample cross-validation, 193

presence, 215
Output trigger. See Econometric models
Outstanding balance, percentage, 28
Outstanding mortgage securities, 4e
Overcollateralization (OC), 89. See also Excess 

spread/overcollateralization; Releasing OC
buildup, 96
cash account, nonequivalence, 104
change. See Alt-A securities
holiday, 106
impact amount. See Credit enhancement
internal workings, 103–109
OC-based credit enhancements, contrast, 

98
principal waterfall, comparison, 105–107
release principal, 117e
reserve fund, contrast, 104e
residuals, combination, 97
results, 185
straight cash account, difference, 105

structure
bonds, collateral losses (impact), 103
percentage, 102

target, 96e
tests, 288

absence, 289
failure, 288–289
presence, 290–291

tranche, 112
write-down experience, 116

triggers
impact, 287–288
usage, 291

understanding, 103
usage. See Alt-A deals

Partial settlement, 134n, 136
Pay as You Go (PAUG)

impact, 139–140
innovation, 135–137
monoline insurance payments, 135
settlement, 179, 188
template, release. See International Swaps 

and Derivatives Association
PayGo

CDS, 135–137
template. See Asset-backed securities

interest shortfalls, relationship, 137–139
step-up, relationship, 139
template, 137
treatments. See Interest shortfalls

PayGo ABS CDS
impact, 135
write-downs, impact, 136

Pay-option ARMs, 310
Performance

history, 193, 215
understanding. See Credit
vintage, 33

Physical delivery, 126
Physical settlement, 125, 179

credit events, impact, 181–182
disadvantage, 182
irreversibility, 182
option, removal, 140

Piggybacked seconds, 299
PIKable interest, inclusion. See Interest short-

falls
Pipeline default

delinquent/bankruptcy loans, conversion, 
197–200

model basis, 203
PO. See Principal-only
Post step-down target

decrease, 106
support levels, 105
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330 INDEX

PPC. See Prospectus prepayment curve
Premium squeeze, 139
Prepay assumptions, impact. See Collateral
Prepayments. See Slow prepayments

analysis, 28–29, 214
curve, 219
impact. See Fast prepayments
models/reality, 215–216
risk, determination, 26
scenarios, inclusion. See Cumulative loss
sensitivity, 102–103
slowness, 106
speeds, 203, 296

Pricing curves, interpretation, 221
Pricing speeds, usage, 112
Prime loans, loan rates, 90
Prime mortgages

bonds, 280e–281e
losses, 276

delinquencies, reporting, 28
rate, 90

Principal
payment, 112
receiving, 118
release, 111
write-downs. See Tranches

PayGo concept, application, 136
Principal cash fl ows. See Alt-A deals; Floater 

tranches
Principal-only (PO) tranche, 100
Principal payments, diversion, 104
Principal waterfall, 104–105

contrast. See Overcollateralization
evolution, 106

Private mortgage insurance (PMI), 11
requirement, 22. See also Loan-to-value 

ratio
Pro rata payment, presence, 113
Prospectus prepayment curve (PPC) prepay-

ment speed, 213
Protection buyer

documents/calculations, 186
monthly basis, 152
payment impact, 152

Protection seller
obligation, fi xed cap limitation, 182
receipt, 185e

Purchase loan, 15
percentage, increase, 81

Purchase percentage, 149

Rating agencies
concerns, 134–135
default studies, reliance, 188

Real estate investment trusts (REITs), 169
conversion, 314–315

Real Estate Owned (REO), 28
bypassing, 49–57
equation, 199
liquidation, increase, 56–57
loans, backlog (increase), 54
process, 203, 209
redemption, presence (importance), 47
REO-to-liquidation timeline, 47. See also 

Historical REO-to-liquidation timeline
illustration, 56e

state variations, 50
status, 194
timelines, 27, 48e–49e

liquidation/payoff year categoriza-
tion, 47–57

state categorization, 47–57
understanding, 46–62

year-to-year variations, HPA (role), 50–51
Real home prices, increase, 300e
Recession (2001), impact, 218
Referenced CDO tranche, protection, 187
Referenced subprime MBS, cumulative loss 

(estimation), 213
Reference entity, presence, 179
Reference obligation, 142n

class, presence, 179
Reference obligor, 125

credit event, 126
Refi nance alternatives, absence, 239
Refi nance loan (refi ), 14. See also 2/28 refi s
Regime switching, 42–43
Reinvestment period, termination, 289
REITs. See Real estate investment trusts
Releasing OC, 116

illustration, 117e
Repo rate, usage, 162
Reserve fund

contrast. See Overcollateralization
simplicity, 105

Residential B/C (resi B&C), 175e, 299
collateral, increase. See Mezzanine ABS CDOs

Residential mortgages
deals. See Asset-backed securities CDOs
debt, securitization, 3
GSE creation, 314

Residual cash fl ows. See Floater tranches
Restructuring, credit event, 126–127
Reversible settlements, triggering, 141
Revolving HELOC, 298–299
Risk-adjusted position, usage, 163, 165
Risk-based pricing

levels, 22
usage, 15

Risk layering, 18–22
increase, 18
weight, 303e
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Index  331

Roll dates, 145. See also Semiannual roll date
Roll rates, 31–32

origination. See Historical roll rates
usefulness, 32

Rust Belt states, economic environment, 59

Scenario cube, 226e
Scenarios, generation. See Econometric models
Seasoning, 106

curves, 222
examination process, 33

Secondary criteria, loosening, 71
Second lien default timing curve, 209e
Second lien mortgage

credit, 73
loss projection, 193

Second liens (seconds)
bond losses, 276
collateral characteristics, examination, 81
default timing curve, usage, 209
front-loaded losses, 80
loans, 207
losses. See Front-loaded second lien losses
occurrence. See Nonagency MBS
percentage, breakdown, 74
performance, comparison, 77
risks, increase, 75–80
standalone deals, 75e
types, 73–75

Second lien subprime loans, defaults (increase), 
80–81

Securities. See Asset-backed securities
default, prediction, 283
marginal buyers, 165

Securitization. See Residential mortgages
impact, 312–315. See also Asset-backed 

securities CDS
problem, 312–315

Semiannual ABX.HE indices
deals, 146–147
inclusion eligibility, 146–149

Semiannual roll date, 146
Senior bonds, principal (usage), 100
Senior-most mezzanine tranches, 118
Senior-subordinated six-pack, XS/OC (con-

trast), 98e
Senior-subordinated structure, 97
Senior tranches

acceleration, 289
examination, 109

Senior unsecured debts, treatment, 128–129
Sequential-pay structure, 113
Severity, 32–33. See also Cumulative severity; 

Lifetime severity
change, 39, 41
classifi cation. See Loans

defi ning, possibilities, 57
evaluation. See California
increase, 57, 59
model, 219e
state classifi cation, 57–62
understanding, 46–62

Shifting interest, 105–106
Shortfalls. See Interest

excess spread coverage, 103
Short-rest hybrid ARM, 304
Shutdown. See Asset-backed credit default 

benchmark indices; Subprime market
effect. See Market shutdown effect
estimates, 260e–268e

Silent second mortgages, 304
Silent seconds, 149
Single-name ABCDS

CDS premium, 151
clients, 170
contracts, 165
fi xed cap arrangement, 166
market, ABX comparison, 171

Single-name ABS CDS, usage, 132
Single-name CDS

market, liquidity, 172
trading, 168

Single-name protection, CDO sellers, 167
SISA. See Stated income stated assets
SIVA. See Stated Income Verifi ed Asset
SIVs. See Structured investment vehicles
Slow prepayments, 107e
Spread account, simplicity, 105
Standalone seconds, 73

cumulative losses, 77
deals, contrast, 82e–83e

Stated income loan (liar’s loan), impact, 304
Stated income stated assets (SISA), 13
Stated Income Verifi ed Asset (SIVA), 306n
Step-down date, 96, 106

impact, 109
principal payments, diversion, 98

Step-downs, 111
credit effects, relationship, 119–122
credit support, 113e

increase, 116
deal (2000-2003), 119e
delay, 232
effects, 122e
examples, 120e–121e
impact, 112
statistics, 122
summary (2000-2003), 118–119
tranche balances, 113e
triggers, 119n

relationship, 111–116
usefulness, 118
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332 INDEX

Stepped-up CDS premium, payment, 165
Step-up, relationship. See PayGo
Step-up coupon, payment, 165–166
Stress testing

conducting, 215–216
usage, 193

Structured fi nance transactions, performing 
tranches, 134

Structured investment vehicles (SIVs), 317
Subordinate bonds

focus, 108
lockout, 105–106
principal priority, reversal, 106
usage, 89–90

Subordinate CDO investors, considerations, 291
Subordinated, term (standard), 111
Subordinated bonds, six-pack structure, 97
Subordination

increase, 113
reduction, 111

Subordination ratios, examination, 102
Subprime 60/90+DQ, transition probability, 

197e
Subprime 60+day delinquencies, 304e
Subprime ARM fi rst lien, 66e

outstanding balance, vintage, 29e
2006, 41e

Subprime ARMs, FICO buckets, 39
Subprime borrowers

FICO score, 9
rescue, 312

Subprime collateral
characteristics, 63e
performance, deterioration, 259
profi tability, 91e

Subprime crisis, history, 296–299
Subprime crisis (2007-2008), 295

deepening, 213–214
emergence/intensifi cation, 9
roots, 5–9
spillover, 317

Subprime cumulative default/loss/severity, 200e
Subprime cumulative losses, 221e
Subprime cycle. See Virtuous subprime cycle
Subprime deals

cumulative losses, 93e
estimation, 308

excess interest, 93e
historical model, 201–203
performance, 80
sample, 112
step-down date, 105

Subprime deals, second liens
cumulative fi rst time, 79e
cumulative loss, 77e
fi xed rate mortgages, 74

loan characteristics, 82e–83e
percentage, 73

illustration, 74e
usage, 76e

Subprime default rate, 217e
Subprime default timing

curve, 207e
front loading, 207

Subprime fi rst lien, 30e
ARMs

CLTV level, 40e
2006 vintage, 40e

cumulative fi rst time, vintage, 31e
cumulative loss, vintage, 30e
derived income, 45e
outstanding balance, observation quarter, 

34e
outstanding balance, vintage, 34e
sale price, appraisal (contrast), 44e
severity, 62e
2003 vintage, 42e
2004 vintage, 42e
2005 vintage, 43e
2006 vintage, 43e

Subprime fi rst lien, cumulative fi rst time 
(FICO), 35e–38e
2000 vintage, 35e
2001 vintage, 36e
2002 vintage, 36e
2003 vintage, 37e
2004 vintage, 37e
2005 vintage, 38e
2006 vintage, 38e

Subprime fi xed fi rst lien, 66e
Subprime lending practices, crisis, 305
Subprime loans

cash-out refi , 296
characteristics, 14
fi xed rate, ARM reset rate (relationship), 

309–310
fl ow chart, 271e
hybrid 2/28, 308–309

Subprime market
future, 317–318
higher-risk loans/interest rates, 90
investor questions, 302e
meltdown (2007), 295
self-destruction (1998/1999), 296
shutdown, 212

Subprime MBS securities, impact, 305
Subprime mezzanine ABS CDOs, defaults/

losses (estimation), 282e, 284e
Subprime mortgage bonds

losses, 273–276
ratings, 270
study, 274e–275e
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Index  333

Subprime mortgages
credit performance (2006), unobservable 

variables (role), 62–72
loss projection, 193
obtaining, diffi culty, 9
originators, equities, 169
OTS standard, 28
securitization, 131
vintages, 29

Subprime percentage, 218e
Subprime pools, loan percentages, 11
Subprime resetting, amount, 313e
Subprime risk, forms (trading), 161
Subprime seconds

credit performance, characteristics, 84e
performance data, 76

Subprime securities, 212
complaints, 316

Subprime severity, 217e
Subprime shutdown. See Asset-backed credit 

default benchmark indices
Subprime space

IO loan, introduction, 301
problems, 214–215

Subprime structure, 89
Subprime triggers, 111
Subprime universe, sampling, 118
Subprime vintage (2006), problems, 302–303
Subprime voluntary prepayment, 217e
Subprime XS/OC structures, 97
Super-senior tranche, 289
Supply and demand technicals, 161

usage, 168–171
Synthetic market, increase, 176
Synthetic positions, contrast. See Funded posi-

tions

TABX. See Asset-backed credit default bench-
mark indices tranches

Target credit support, 115e
Target subordination levels, presence, 113
Termination payment, involvement, 187
Third-party short sales, 46–47
Timing. See Average, timing, and variation; 

Historical loss timing
correctness, 219–220

Total default
calculation. See Original balance
equation, 199
usage, 199–200

Total return swap, mark-to-market process 
(uncertainties), 186

Trading opportunities, 177
Traditional hybrid ARMs, 311
Tranche balances. See Step-downs

measurement, 114

step-down, absence, 114e
Tranches

coupons, carry, 153
losses. See Base-case tranche losses

range, 282e, 284e
payment window, impact. See Maximum 

loss
principal, write-down, 130
rating, 270

Transparency, absence, 316–317
Triggers, 95–97. See also Subprime triggers

activation, 96
distribution, 105–106
impact, 109, 117–118. See also Collateral
mechanisms, design, 95
performance, 232
presence, 96
priorities, 214
purpose, 112
relationship. See Step-downs
tripping, impact, 99–101

2/28 refi s, 309e

UCFC, 299
Under collateralization, 132
Undercollateralization

threshold level, 133
Underwriting

problems, 310
variables, 70

Unfunded super-senior tranches, usage, 175
Unobservable variables, role. See Subprime 

mortgage
Unwind, term (usage), 187
Upfront exchange, 186
Up-front exchange, 142n
Upfront payment, 152
Up-front payment arrangements, differences, 162
User template, 125

Valuation model, 215
Variable cap, 138, 182, 183
Variation. See Average, timing, and variation
Vintage age, 33

illustration, 76e, 77e
Vintage collateral, percentage, 286e
Vintage loans, losses (increase), 80
Vintage performance, 76
Vintage seconds, defaults/losses (reasons), 

80–81
Vintage subprime loans (2006), problems, 

303–308
Virtuous mortgage/housing cycle, 300e
Virtuous subprime cycle, 299–301
Voluntary prepayment, 220e
Voting rights/control, 186
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334 INDEX

WALA. See Weighted average loan age
Waterfall, priorities, 214
Weighted average coupon (WAC), 89–90
Weighted average FICO score, 146
Weighted average loan age (WALA). See Col-

lateral; Mortgage loans
calculation, 200
level, 243
measurement, 202

Well-seasoned second, default (impact), 75
Well-seasoned vintage year seconds, cumulative 

losses, 76
Write-downs. See Implied write-downs; 

Tranches
coverage, 104–105
cumulative losses, contrast, 232–234
event, impact, 140
expectation, estimation, 211

impact, 239
leverage, 225
likelihood, 167
manipulation, 236
PayGo treatments, 136
performance, contrast, 233e
reversal, 234–235
suffering, 114–115
summary. See Model cumulative loss/

write-down
timing/prices, connection, 243–253
treatments, contrast, 136e
variation, 227

XS/OC. See Excess spread/overcollateralization

Yoshizawa, Yuri, 134n
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