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Foreword

xiii

Innovation has been the hallmark of the structured products market since 
its inception in the mid-1980s. Frank Fabozzi is an acknowledged expert 

in this space, having witnessed the growth, development, and reach of this 
market. Along the way, he has assembled some of the most talented analysts 
in the structured products market to contribute their insight and experience. 
His efforts over the years have produced the most prolifi c fi xed income ref-
erence library in existence today. 

Now, in cooperation with Frank Fabozzi, Brian Lancaster and Glenn 
Schultz and other members of the Structured Products Research team at 
Wachovia Capital Markets, LLC have produced Structured Products and 
Related Credit Derivatives. This book presents a comprehensive overview 
of both the assets and the structures used to fi nance these assets in the capi-
tal markets.

At Wachovia, our overall goal in research is to give investors the full 
360 and a balanced perspective on the opportunities and risks embedded in 
each of our investment recommendations. To that end, we strongly encour-
age our analysts across the capital structure to collaborate with one another 
and to share information. 

This book was written over a time frame that spans the pinnacle of the 
structured products market through to its most challenging period. Such 
roller coaster volatility has crystallized the interdependence of the markets 
and the benefi ts of Wachovia’s holistic approach. 

The use of structured products by consumer fi nance, banking, insur-
ance, and manufacturing companies, as a part of their overall corporate 
fi nancing strategies, makes this book an invaluable reference not only for 
fi xed income analysts and portfolio managers, but also for their equity 
counterparts seeking to understand how this market can infl uence the rev-
enue, capital structure, and fi nancing costs of the companies within their 
coverage universe. 

As the technology for securitizing and fi nancing assets is exported 
across the globe, it is important to understand the state of the art as it exists 
today as well as the challenges that this unique market faces going forward. 
These instruments are highly complex, both from a fi nancial and a legal 
perspective. Issues such as bankruptcy remoteness and perfection of interest 

flast.indd   xiiiflast.indd   xiii 3/10/08   3:23:04 AM3/10/08   3:23:04 AM



xiv FOREWORD

become even more intricate when one considers the different cultures and 
legal frameworks under which securitization will evolve in the future.

     Diane Schumaker–Krieg
     Managing Director 
     Global Head of Research
     Wachovia Capital Markets, LLC
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3

CHAPTER 1
Introduction

Brian P. Lancaster
Senior Analyst

Wachovia Capital Markets, LLC

Glenn M. Schultz, CFA
Senior Analyst

Wachovia Capital Markets, LLC

 Frank J. Fabozzi, Ph.D., CFA
Professor in the Practice of Finance

Yale School of Management

S ince the summer of 2007 and as this book goes to press in late 2007, it 
has been diffi cult to ignore the news on television, in the print media, and 

online without one or more of the following fi nancial instruments mentioned: 
“subprime ABS CDOs,” “structured fi nance products,” and “credit deriva-
tives.” Even the popular web siteYouTube.com has seen the posting of numer-
ous comedy skit videos and music videos about these fi nancial instruments. 

This greater awareness of the new media, comedians, and would-be 
musicians was obviously due to the 2007 subprime residential mortgage-
backed security crisis. These terms have been referred to in some media 
reports as fi nancial “toxic waste.” While real credit issues have surfaced in 
subprime ABS and some CDOs, it is important to keep the current turmoil 
roiling the structured product markets in perspective. Securitized subprime 
mortgage backed securities represent 6% of the approximately $10 trillion 
structured products markets which consists of a wide variety of assets rang-
ing from commercial real estate loans, to credit card debt to equipment 
leases, most of which have performed as well as if not better than equiva-
lent rated corporate bonds. Put another way 94% or about $9.4 trillion of 
structured products have generally been money good, stable credit quality 
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4 BACKGROUND

securities with upgrade downgrade ratios equal to or better than the corpo-
rate bond market. 

Beyond the generally high quality of the investments, structured fi nance 
has played a critical role in improving the effi ciency, liquidity, and availabil-
ity of capital in the United States and abroad. At the simplest level through 
the transformative powers of statistical analysis and credit tranching, struc-
tured products effi ciently connect pools of capital around the world to vari-
ous fi nancial markets and assets that heretofore only had access to localized 
specialty lenders. Borrowers are provided with the best possible borrowing 
rates and investors are provided with greater and more diverse investment 
opportunities to maximize their investment performance. Moreover, struc-
tured products allow for the distribution of risk to a wider variety of fi nan-
cial institutions both domestically and internationally than could otherwise 
be achieved through traditional balance sheet lending, a feature not lost on 
regulatory authorities. 

The four obvious risks in the structured product endeavor are that (1) 
the rating agencies, the main arbiter of asset and bond credit quality get it 
wrong; (2) the originators of the original assets turn into “toll takers” not 
caring about credit quality but only fees; (3) the investors don’t understand 
the risks and opportunities embedded in the securities they are acquiring; 
and (4) risk transfer and dispersion is not actually as clear cut as originally 
expected. 

This book, written over a period spanning the greatest bull market in 
structured products history to arguably its most challenged period by some 
of Wall Street’s top ranked and most seasoned analysts, offers the reader the 
unique insights that can only come from such a phenomenal roller coaster 
ride. With many structured fi nance spreads at or well beyond their histori-
cally widest spreads and defaults falling in some sectors and rising in others, 
there is more investment risk and opportunity in these markets than ever 
before. This comprehensive book is designed to help the reader identify the 
opportunities and mitigate the risks in what is perhaps the most fascinating 
and complex fi nancial market in the world. 

Section One of this book includes the forward, this introduction (Chap-
ter 1) and Chapter 2 which provides an analysis of what is arguably one of 
the most critical and controversial topics in the entire structured products 
market: structured fi nance operating companies (SFOCs), which includes 
structured investment vehicles ( SIVs) and structured lending vehicles (SLVs). 
SFOCs started in the late 1980s and have grown exponentially since 2002.

This chapter also analyzes vehicles of consumer asset backed securities 
(ABS), their role in the structured products markets as well as their trade-
mark feature, dynamic leverage, which allows them to reduce or increase 
leverage in response to, or in anticipation of, market movements or col-
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Revolver, 186
Revolving credit facility (RCF), 416
Risk grade, 56
Risk transfer/dispersion, misunderstanding, 4
Risk transfer/portfolio management, 395
Risk-neutral methodology. See Bonds
Risk/return profi les, variation, 173
RMBSs. See Residential mortgage-backed 

securities
ROE. See Return on equity
Roll date, 241, 244
Roll down, term (usage), 115n
Roll rate

analysis, 53–54
ranking, 54e

matrix, 53
model. See Delinquency

RTC. See Resolution Trust Corp.
Rule 2a-7, eligibility, 104
Running spread, upfront payment (combina-

tion), 246
Russian, government debt default, 275

SBA. See U.S. Small Business Administration
SBSCDO. See Commercial real estate synthetic 

balance sheet CDO
SCDOs. See Synthetic CDOs
Scenario analysis, value, 166–169
Secondary aircraft securities. See Repackaged 

secondary aircraft securities; Wrapped 
secondary aircraft securities

Secondary market, 403
Second-lien issuance, 203
Securities, risks/opportunities (investor misun-

derstanding), 4
Securities Industry and Financial Markets 

Association, corporate debt, 375
Securitizations

advantages, 82
credit enhancement, 152–153
impact, 500–501

Seller interest, 86
Selling protection, 157
Senior A-notes, placement, 334–335
Senior bonds, credit enhancement level, 62–63
Senior CP/MTNs, combination, 26
Senior notes, prepayment risk/extension risk, 

31
Senior participations, 356n
Senior tranches, interest payments, 105
Senior-most class, special rights, 192
Senior-subordinated structures, 61
Sequential-pay bonds, rating, 315
Servicers

exposure, 79
risk, 113. See also Student loan ABS

Servicing
cost, 108
fees, 91
rights, 407

SF. See Structured fi nance
SFOCs. See Structured fi nance operating 

companies
Shadow-rated investment-grade loans, conduit 

loans (combination), 324
Shared enhancement series, 87
Shareholder dividends, impact, 500
Shifting interest

mechanism, impact. See Credit enhance-
ment

Short portfolio programs, initiation, 22n
Single-family cohort, differences, 49
Single-name CDS, 157, 231–240

basis, impact, 245
contrast. See Asset-backed securities index

Single-tranche SCDO, investment, 393
Single-tranche trades, 392
Single-tranche transactions, 392–393

execution, ease, 393
SIVs. See Structured investment vehicles
SLS. See Supplemental loans to students
SLVs. See Structured lending vehicles
Small business loan ABS, 147

fi nancing, obtaining, 147
payment default, occurrence, 150

Small business loan performance. See U.S. 
Small Business Administration
analysis, 155

Small business loan securitization issuance. See 
Yearly small business loan securitization 
issuance

Small business loans, securitization, 152–153
Socialized allocation method, 97
Soft delinquency triggers, 68
Soft trigger CPR sensitivity, comparison, 69e
Soft-bullet structure. See Controlled accumula-

tion
Southwest, Matthews, 435n
Sovereign debt, 232
Special purpose reinsurance vehicle (SPRV), 

495
Special purpose vehicle (SPV), 176, 252

creation, 378
Special unit benefi cial interest (SUBI) certifi -

cates, 119
Specialization, contrast. See Diversifi cation
Specialty buckets, 199
Specialty fi nance companies, 83
Speculative-grade corporate collateral, 

200–201
Speculative-grade credits, 302n
Sponsor (arranger), protection sale, 252
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Spread account, 89
SPRV. See Special purpose reinsurance vehicle
SPV. See Special purpose vehicle
St. Louis Federal Reserve Bank, 223n
Stafford loans, 125–126

historical interest rates, 125e
interest rates, 128
limits, 126
summary, 124e

Standard & Poor’s
caps, 409
CDO Manager Focus, 287
CDO Manager Magnifi er, 286
new-issue reports, 288
presale reports, 288
Rated Overcollateralization (ROC), 

287–288
ratings, 78

actions, 288
methodology, 286

subprime underwriting guidelines, 38e
weighted-average multiyear U.S. CMBS 

rating transition, 319e–320e
Standard SLV, structure, 25e
Static CDO, 179–180
Static CRE CDOs, managed CRE CDOs 

(contrast), 341e
Static deals, contrast. See Managed deals
Static recovery rate, results, 247
Statutory reserves

calculation, 496
Regulation Triple X, impact, 494

Step-down date, 62–63, 134
Step-up provisions, 159
Structural triggers, impact, 95
Structure variables, 307–308
Structured assets

breakdown, 21e
comparison. See Structured investment 

vehicles
market familiarity, 17

Structured credit protection, 67–68
Structured fi nance market, 376
Structured fi nance operating companies 

(SFOCs), 4
CDOs, contrast, 16e
contrast. See Asset-backed conduits
defi nition, 11–12
events/outcomes, 30e
guidelines, deviation, 12
Moody’s defi nition, 12
rating/counterparty rating, 25
risk history, 28–29
technology

growth, 13
overlap, 15

types, 13–16
Structured fi nance (SF)

CDOs, 174n, 199
products, media attention, 3
role, 4

Structured investment vehicles (SIVs), 4, 11, 
16–24
collateral, underlying rating, 21e
dynamics, 24e
general structure, 22e
leverage, 22e

control, 21
market, growth, 17

illustration, 20e
programs, 18e–19e
schematic, 23e
SIV-issued CP, 17
SLVs, differences, 24–25
structure, 17, 20–24
structured assets, comparison, 20e
survival. See Market disruptions
third-party liquidity support, maintenance, 

23
timing risk, 31
usage, 13

Structured lending vehicles (SLVs), 4, 11. See 
also Hybrid SLVs
asset purchase, 26
counterparty risk, 31
differences. See Structured investment 

vehicles
dynamics, 27e
programs, 25e
structure. See Standard SLV
usage, 13
variations, 28

Structured product risks, 4
Structured vehicles, 11
Student loan ABS, 121

background, 121–123
basis risk, 139
bond structures, 134–139
characteristics, 140–144
extension risk, 139
issuance, increase, 133
issuers, ranking, 135e
prepayments, 139
risks, 139–140
servicer risk, 140
subordinated notes, 139

Student Loan Market Association
FFELP securitizations, WAL types, 140e
FFELP transactions, quarterly CPR (esti-

mation), 133e
private credit issuer, 133
private securitizations, WAL types, 142e, 143e
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Student Loan Market Association (Cont.)
Signature loans, supplemental funds (pro-

viding), 142
transactions, quarterly CPR (estimation), 

131e, 132e
Student loan-backed securities sector, stability, 5
Student loans

cash fl ows, 141
deferral, 127
forbearance, 127–128
grace period, 127
interest rates, 128
status, 127–128
types, 123–127

SUBI. See Special unit benefi cial interest
Subordinate bonds

offering, 105
principal payments, 105

Subordinate debt, proliferation, 335
Subordinate tranches, interest payments, 105
Subordinated bonds, lockout, 62
Subordinated capital notes, combination, 25
Subordinated CMBS notes, 175
Subordinated investor, 24

identifi cation, 27–28
Subordinated management fee, 190
Subordination, 89
Subprime ABS

CDOs, media attention, 3
CDS contracts, ISDA standardization, 158
credit default swaps, valuation, 6, 157
PAUG CDS structure, 158
PAUG contracts, CDS cash fl ows, 158e
single-name CDS, PAUG form, 161

Subprime auto issuers, ranking, 103e
Subprime auto loan ABS spreads, 114e
Subprime auto repayment, 111e
Subprime auto sector, consolidation, 102–103
Subprime borrowers

defi ning, 38–39
loans, 43

Subprime HEL, collateralization, 244
Subprime loans, refi nancing, 52
Subprime securitizations, monoline insurance 

reliance, 60–61
Summit Acceptance, Capital One purchase, 102
Sunny day payment waterfall, 356
Super senior added, 380e
Super seniors, 385–390

deals, challenges, 387–388
Super-senior buyers, types, 385–386
Super-senior tranche, 378, 385

spread demands, 391
Super-two-step consolidation option, 131
Supplement interest trust, payment require-

ment, 74

Supplemental loans to students (SLS) loans, 
127

Surplus notes, 224–225
Swap confi rmation, 374
Swap counterparty, CDO transaction partici-

pant, 177–178
Swaps, 248–252
Synthetic ABS indexes, initiation, 248
Synthetic balance sheet deals, 394–398
Synthetic balance sheet transactions, ramp-up 

periods (shortness), 391
Synthetic CDOs (SCDOs), 7–8, 180–181, 

231, 372. See also Commercial real estate 
SCDOs
challenges, 254
collateral aggregation, 390–391
emergence, 376–381
equity investors, benefi ts, 391
events, impact, 375e
explanation, 374–383
fl owchart, 181e, 253e
investor guide, 398–399
life cycle, 381

illustration, 381e
transactions, 232
usage, 252–255

Synthetic CMBS indexes, initiation, 248
Synthetic collateral, 408–409

issuer/investor considerations, 384–394
rating agency accommodation, 393–394

Synthetic CRE CDOs, 371
markets

events, 375e
growth/evolution, 372–374

Synthetic equity, 248–252
pure swap equity, contrast, 250e

Synthetic execution, effi ciency, 390–391
Synthetic GICs, function, 14
Synthetic protection, purchase, 22n
Synthetic structures, arrival, 174
Synthetics, cash deals (comparison/contrast), 

373e
Systemic risks, 257–258

Teaser rates, 82–83
arbitraging, 82

Terminated CDO equity return, summary, 301e
Terminated CLO-Equity IRRs, 303e
Terminated deal equity IRRs, 301e
Terminated transactions, historical perfor-

mance, 300–303
Third-party liquidity support, maintenance. See 

Structured investment vehicles
3/27 hybrid ARM cohort

CRR curve, 43
seasoning, 45

index.indd   521index.indd   521 3/10/08   3:18:14 AM3/10/08   3:18:14 AM



522 INDEX

Timing risk. See Structured investment vehicles
Titling trust

bankruptcy remote SPE, 119
usage. See Auto leases

Todd, Steven, 276n, 277n, 308n
Total credit risk, redistribution, 175
Total debt/EBITDA, leverage ratio, 203
Total defaults, probability distribution, 257e
Total leveraged loan issuance, 201e
Total return analysis, usage, 117
Total return swaps (TRS), 12, 254

addition, 25
contracts, documentation risk, 31

Total spreads, constancy, 257
Trading strategies, synthetics (usage), 249–251
Tranche loss, collateral loss (relationship), 247e
Tranche spreads, correlation assumptions, 258e
Tranches, 176

note/security status, 78
spreads, 256e
standardization, 248e

Transaction costs, recovery, 500–501
Transitional property, fi xed-rate fi nancing 

(lockin), 342n
Trigger events, 67–68
Triggerless CDOs, 181
Triggers, 185–187

amounts. See Overcollateralization
determination, 184

Triple X. See Regulation Triple X
securitizations, 493, 494, 501e

wrapped fl oating rate term notes, 
inclusion, 500

transactions, credit enhancement (usage), 
499–500

TRS. See Total return swaps
Trustee, CDO transaction participant, 177
Trust-preferred securities (TruPS), 175, 197

CDOs
collateral statistics, 224e
debut, 222–226

collateral, 223
defi ning, 222–223
structure, 223–226
usage, 409

Tuition/fees, infl ation adjustment, 122
Turbo features, 185–187, 413–414
Turbo list, 188e
Turn-in rates, level, 118
2/28 hybrid ARM cohort

CRR curve, 43
seasoning, 44–45

Type I credit enhancement structures, 61

Underwriter
aggressiveness/subsidization, 270

CDO transaction participant, 176–177
guidelines, insurer (impact), 65

Undivided trust interest (UTI) assets, 119
Unfunded SCDO, 378e
Unfunded super seniors, 385–390

preference, 386
Unfunded transactions, sponsor reliance, 

377–378
Unhedged bond bucket, 208
Uniform Commercial Code (UCC) foreclosure 

rights, usage, 351
Unwrapped deal, 390
Updated LTV risk multipliers, 41e
Up-front loss discount, 160–161, 166
Upfront payment, 244
Upfront payment, combination. See Running 

spread
Upgrade/downgrade statistics, vintage bias, 

268–269
Upstream transaction structure, 499e
U.S. leverage, contrast. See European leverage
U.S. Securities Act of 1933, tranche registra-

tion requirement, 78
U.S. Small Business Administration (SBA), 148

loan proceeds, eligible use, 150
loan programs, maturity terms, 150
Offi ce of Advocacy, 147
optional peg rate, 151
SBA 7(A) loans

characteristics, 150–151
guarantee program, 149
small business loan loss performance, 

BancLab LLC data, 153–156
unguaranteed portions, securitization, 

151–152
static pool charge-offs cumulative four-

year loss rates, 155e
U.S. transportation industries, productivity 

trends, 488e
U.S. Treasury bill rates, 129e
UTI. See Undivided trust interest
Utilization rates, 92–93

Variable cap
applicability, 158
implied write-down, absence, 387

Variable interest rates, 150–151
Vehicle tilting, 118–120
Vintages

bias, 267
outperformance. See Collateralized loan 

obligations
relative value trades, 251

Voluntary repayment, 39–41
factors, 47–53
rates, 47
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