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Handout on Derivatives (MBS, CDO)

Sample Subprime MBS Structure

Individual Mortgages Mortgage REMIC RMBS
e Pools Trust Bonds
w1 m2 w3 ) ma|ms| me | mr| ms MBIMiOi
iiM11|m12 msluu M15|u16 M17] ma1 mu*mo
M21|mM22 mz3lmz4 Mzsluzs m27] ma‘l uz*nao
M31|maz2 Maalm:u MJ!-IMBB MaT| Maaﬂ u:siauo " ybz:ljdzgﬂ " - Rm
Ma1|ma2 malm mslms MaT] maﬂ m+u50 - M";‘:ﬁg"' -
M51| M52 Msslms-t Msslusa M57] Mss‘l Mﬁt*mo Special
Purpose
Iwe1|me2|wes| mes Ms&lma Mé7] Meslluaimo Vehicle
(RMBS —
m71|m72(M73|M74 m?:lme MrT M7 -- | 00 Trust) ‘ RI\AIABS
e == =
ma | mz | m3| ma|ms| me|mr| ms mmui ‘ Rl
m11|m12 |m13|mae Mi!-llliﬁ mazim m*mo{ ‘BBB'
| ! | - ! Fixed Rate - RMBS
quilmzzlnza M24 Mzsluzs[uzv MZBI ua{mo‘ ‘ Mortgage - 1,
usxlmszlnaalun Msslnaslms? man‘--- . RMBS
™
. 000| ‘ Residual

Source: Kevin Kendra, Fitch, “Tranche ABX and Basis Risk in Subprime RMBS Structured Portfolios,”
Feb. 20, 2007.



Senior/Sub 6-Pack Structure vs. the XS/OC Structure
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Note: The scale in Figure 1 does not accurately reflact relative size of bonds, 10 or interest flow. Source: UBS

Source: UBS.

Sample Subprime RMBS Payments
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Source: Kevin Kendra, Fitch, “Tranche ABX and Basis Risk in Subprime RMBS Structured Portfolios,”
Feb. 20, 2007.




Sample RMBS Interest Waterfall

Scenario 10 Sequential Principal Repayment
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Source: Kevin Kendra, Fitch, “Tranche ABX and Basis Risk in Subprime RMBS Structured Portfolios.”

Feb. 20, 2007.
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Risk Profile of Subprime Mortgage Loans High Grade ABS CDO
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Source: Gorton (2008)

Table 2
Summary Statistics for CDO and CDO? Tranches in our Simulation under
Baseline Parameters

Altachment poinlts Default probability Expected payoff Rating

CbhO

Junior 0%—-6% 97.52% 0.59 NR

Mezzanine 6%—-12% 2.07% > 0.99 BBB—

Senior 12%-100% < 0.00% > 0.99 AAA
CDO? ([6, 12])

Junior 0%—-6% 56.94% 0.93 C

Mezzanine 6%—-12% < 0.00% > (.99 AAA

Senior 12%-100% < 0.00% > (.99 AAA

Note: While the parameter values used in our simulation do not map into any particular market, they
were chosen to mimic broadly the types of collateral and securitizations commonly observed in
structured finance markets.



Figure 1
Sensitivity of CDO and CDO? to Changes in Default Correlation
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Note: Figure 1 explores the sensitivity of the original collateralized debt obligation and the CDO?
tranches to changes in default correlation for bonds within each collateralized debt obligation. The
correlation in defaults for bonds belonging to different collateral pools remains fixed at zero. The figure
displays the expected payoff as a function of the default correlation, normalized by the expected payoff
under the baseline calibration.

Assumes rho = 0.20



Figure 2
Sensitivity of CDO and CDO? to Changes in Default Probability
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Note: Figure 2 explores the sensitivity of the original collateralized debt obligation and the CDO®
tranches to changes in the default probability for bonds in each collateralized debt obligation. The
figure displays the expected payoff as a function of the default probability, normalized by the expected
pavoff under the baseline calibration.

Assumes pDefault = 0.05
Source: Coval et al. (2009).



