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Abstract 

 
Events in the financial markets over the past 

14 months have had a significant impact on uni-
versity faculty and programs: endowments have 
decreased; student loans have been impaired; 
research and program support have decreased; 
retirement funds have been affected; and a high 
degree of uncertainty has permeated through 
nearly every budgetary decision made at univer-
sities.  This paper examines some of the root 
causes of the financial situation, attempting to 
provide a history of how we have arrived at to-
day and to gain some insight at what tomorrow 
will hold. 
 

Introduction 
 

Events over the past 15 months have had start- 
ling effects on nearly every facet of society. 
University faculty and students have not been 
spared from fallout of the financial market cri-
sis. In the 2007 fiscal year, college endowments 
had an aggregate value of $411.1 billion.[1]  As 
events play out, by the end of fiscal year 2009, 
this amount is likely to drop by at least 30% to 
$287.77 billion. As 2009 begins, all aspects of 
university life will be affected: funding for la-
boratory facilities; grants for both students and 
faculty; state and federal aid for student tuition; 
availability of student loans; faculty and staff 
salaries and retirement plans; funding for non 
essentials such as athletics and drama programs; 
and nearly any other aspect of university life 
that requires some form of capital contribution 
to support. This paper examines some of the 
contributing factors and events leading up to the 
current situation in the financial markets as well 
as presenting some suggestions as to what the 
future might hold.  

 
As early as March 2007, the first headlines be-

gan sporting the term “Subprime Crisis”.[1] On 
October 9, 2007, the Dow Jones Industrial Av-

erage hit an all-time high of 14,164.53.[2]  On 
December 4, 2008, the market had dropped over 
40% amid extraordinarily volatile trading,[3] the 
term “Subprime Crisis” has graced headlines in 
the Wall Street Journal 544 times since March 
2007[4], and the subprime crisis has produced 
new headlines such as “Subprime Meltdown” 
and “Global Credit Crunch.” These turbulent 
times beg the questions: How did we get here 
and where are we going? 

 
A variety of factors have led to the current sit-

uation, but the focus of this paper will be securi-
tization and the magic of tranching[5]. Through 
a combination of political pressure and Wall 
Street’s[6] constant drive to maximize profits 
within the regulatory framework provided by 
the government, securitization has become in-
creasingly convoluted. No longer is securitiza-
tion as simple as bundling a number of like in-
struments and selling the newly created ‘securi-
ty’ in order to diversify risk. Securitization has 
been complicated by by such contrivances as 
credit default swaps (CDS), structured invest-
ment vehicles (SIV),[7] collateralized debt obli-
gations (CDO), and collateralized debt obliga-
tions squared (CDO^2)[8].  

 
This paper will begin by providing the reader 

with a brief history of home ownership in order 
to examine some of the base motivations in 
government policy that led to the current situa-
tion. The next several sections will provide an 
understanding of some of the complex financial 
instruments that the financial services industry 
has developed over the past 15 years. In the pe-
nultimate sections, the paper will examine ex-
actly how the current situation evolved from a 
stable market into a financial meltdown where 
the likes of AIG effectively have been nationa-
lized and 125-year old investment banks have 
disappeared. In the final section I will present a 
new structure of ‘incentives’[9] to avoid similar 
breakdowns in the market going forward. Ulti-
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mately my aim is to demonstrate that more regu-
lation is not necessarily the answer so much as 
the right regulation is. 

 
Homeownership 

 
History 
 

The Crisis[10] has deep roots in the mortgage 
industry. Although the majority of this paper 
will focus on securitization, some history behind 
political and tax pressure effects on  the mort-
gage industry is necessary for a proper under-
standing. The U.S.’s stance on debt versus equi-
ty, along with an understanding of the Commu-
nity Reinvestment Act (CRA) and Fannie 
Mae/Freddie Mac, are all factors in the current 
situation. 

 
Tax  Law 
 

 Tax law plays an integral part in nearly all 
major financial decisions. The Tax Reform Ac-
tion of 1986 eliminated the standard deductibili-
ty of interest payments on all debt, but allowed 
for the narrower deduction on interest up to 
$1,000,000 in mortgage debt and $100,000 in 
home equity debt.[11] In addition to this, tax-
payers are allowed a deduction of $250,000 
($500,000 for married couples) on capital gains 
from the sale of residential property if the owner 
used the property as their primary residence for 
two out of the preceding five years.[12] These 
tax policies create incentives for both home 
ownership, and more specifically, home owner-
ship via debt. 

  
Fannie  Mae  and  Freddie  Mac 
 

In 1939 Fannie Mae was born[13] with Fred-
die Mac following in 1970.[14]  Fannie Mae 
and Freddie Mac are government-sponsored 
privately-owned institutions known as “Gov-
ernment Sponsored Enterprises” (GSE). The 
President is able to appoint five of the eighteen 
directors of each board.[15] Public shareholders 
elect the rest. The Office of Federal Housing 
Enterprise Oversight and the U.S. Department 
of Housing and Urban Development regulate 

both entities.[16] As a final regulatory measure, 
the Department of Treasury must approve any 
issuance of debt.[17] 

  
Contrary to popular belief, Fannie Mae and 

Freddie Mac are not lending institutions. In-
stead, these entities provide liquidity to loan 
originators by taking mortgages off their books, 
bundling and securitizing them, and selling the 
securities. Fannie Mae and Freddy Mac are able 
to do this through their special government-
sponsored status that exempts them from state 
taxes[18] and federal securities laws[19], offers 
them a line of credit from the U.S. Treasury,[20] 
and allows them the power to issue securities 
through the Federal Reserve electronic book-
entry system.[21] Although Fannie Mae and 
Freddy Mac are not government agencies, and 
hence are not backed by the full faith and credit 
of the U.S. government, there has been a per-
ception that the U.S. would honor their obliga-
tions in the event of financial failure.[22]  This 
allowed them to obtain financing on terms supe-
rior to other entities in the financial industry.  

 
Without Fannie Mae and Freddie Mac, lending 

within a given geographial region would freeze 
once that region became saturated with mort-
gages. By creating liquidity through securitiza-
tion, Fannie Mae and Freddie Mac have allowed 
Americans with good credit to obtain mortgages 
for the last 50 years. In addition to this liquidity, 
banks seek to offload and/or trade loans through 
securitization in order to minimize excess expo-
sure to any single market.[23]  

 
The  Community  Reinvestment  Act 
 

The Community Reinvestment Act (CRA) was 
enacted in 1977.[24]  The purpose of the act was 
to require depository institutions to meet the 
lending needs of the entire surrounding commu-
nity.[25]  The original law did not require high-
risk lending and was extremely subjective in its 
enforcement. Regulations merely required that 
lending institutions periodically be reviewed for 
fair lending practices and that such records be 
taken into account when applying for deposit 
facilities.[26] 
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The  Changes  of  1999 
 

In 1999 a variety of forces materialized to be-
gin pressuring Fannie Mae to expand subprime 
credit facilities.[27]  First, the Clinton adminis-
tration exerted political pressure to expand 
mortgage offerings to low-income individuals 
with poor credit ratings. Second, Fannie Mae 
shareholders sought higher growth rates and re-
turns than could be achieved through traditional 
lending. Third, banks themselves began pressing 
Fannie Mae to help with subprime borrow-
ers.[28]  

 
Finally, the Gramm-Leach-Bliley Act was 

passed.[29]  In 1933 the Glass-Steagall Act was 
passed with the primary purpose of separating 
commercial banks from underwriters.[30] The 
co-mingling of these two entities was seen as 
having been a major cause of the Great Depres-
sion. The Gramm-Leach-Bliley Act of 1999 was 
a monumental piece of legislation that reversed 
the Glass-Steagall Act, allowing commercial 
banks and securities underwriters to merge. In a 
move not directly related to expanding subprime 
lending, the Clinton Administration insisted that 
approval of any merger between two institutions 
be contingent upon approval of the regulatory 
bodies responsible for the CRA.[31]  This bol-
stered the regulatory power of the CRA by 
creating a new consequence for banks that did 
not abide by the terms of the CRA.[32] 

 
Even in 1999, people saw the potential dangers 

inherent in such measures. In the Sept. 30, 1999 
New York Times article “Fannie Mae Eases Cre-
dit to Aid Mortgage Lending”, Steven Holmes 
wrote: 
 

In moving, even tentatively, into [sub-
prime lending], Fannie Mae is taking on 
significantly more risk, which may not 
pose any difficulties during flush eco-
nomic times. But the government-
subsidized corporation may run into 
trouble in an economic  downturn, 
prompting a government rescue similar 
to that of the savings and loan industry 
in the 1980's. 

Four years later, in 2003, the New York Times 
again commented on Fannie Mae’s exposure 
and the unusually high level of risk that they 
had taken on.[33] 
 
Historic  Conclusions 

 
Although it cannot be said that the tax system, 

CRA, or Fannie Mae directly caused the current 
financial crisis, it is important to understand 
how many of these historic events have im-
pacted and shaped where we are today. The U.S. 
economy has been promoting home ownership 
as a means of wealth generation for decades. 
Debt has been favored over equity and has risen 
sharply over the years. Total mortgage debt in 
the U.S. as of Q2 2008 is estimated at $14.4 tril-
lion.[34]  As of March 2008, total home equity 
in the U.S. was estimated at $587 billion.  

 
The entire mortgage market was supported by 

just 4.07% equity.[35]  Since March this num-
ber has fallen as home values fell and equity 
disappeared.  

 
There are a variety of excellent reasons for the 

above policies, and it is by no means the pur-
pose of this paper to imply they are the cause of 
the current crisis. The above considerations are 
merely provided as a backdrop to the events 
leading up to the collapse that began in August  
2007 and to help the reader understand how 
things began to unravel. 
 

The  Mechanics  of  Securitization 
 

Definition  of  Securitization 
 
Securitization is: 
 

The sale of equity or debt instruments, 
representing ownership interests in, or 
secured by, a segregated, income-
producing asset or pool of assets, in a 
transaction structured to reduce or real-
locate certain risks inherent in owning or 
lending against the underlying assets and 
to ensure that such interests are more 
readily marketable, and thus more liquid 
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than ownership interests in and loans 
against the underlying assets.[36] 
 

In simpler terms, securitization is converting 
third party obligations into tradable securities. 

 
Another term for securitization is “structured 

financing.”[37]  In general, structured financing 
is securitization when a large corporate borrow-
er uses securitization as a financing tool. Such 
entities are able to securitize both their obliga-
tions and financial assets.[38] 

 
The  Birth  of  Securitization 
 

Modern securitization began in the mid 1970s 
with the birth of securitization of loans by par-
ticipation(LP).[39] LPs were used to securitize 
large loans during this time and is distinguish- 
able from syndication among lenders.[40]  
Banks were willing to sell LPs for many of the 
reasons enumerated in the preceding section 
and, most notably, to generate fee income and 
promote liquidity.[41]  Until 1999, LPs were 
unique in that they were not subject to the legal 
limitations on securities’ holdings, thus allowing 
banks to diversify their holdings in ways not 
otherwise allowed. This changed in 1999 with 
the Gramm-Leach-Bliley Act; since then, LPs 
have lost their primary advantage.[42] 

  
Securitization by pooling was also contrived in 

the 1970s. The practice began with the pooling 
of mortgage loans.[43]  These loans are pooled 
into special purpose vehicles (SPV) which dis-
tributes the securities issued by these pools.[44]  
The creation of secondary markets for these se-
curities was quick to follow.  

 
As early as 1973, the government created the 

Student Loan Marketing Association (SLMA, or 
Sallie Mae) to aid in securitizing student 
loans.[45] Until then, banks were unable to se-
curitize such loans without aid from the gov-
ernment.[46] Although Sallie Mae still exists, 
through credit swaps banks are now able to ef-
fectively securitize such loans without aid from 
the government agency. 

 

The  Growth  of  Securitization 
 
The growth trajectory of securitization has 

been tremendous. In 1989, the market for mort-
gage-backed securities had reached approx-
imately $900 billion.[47]  By Q2 2008, out-
standing mortgage-backed securities (MBS) had 
reached $6.2 trillion in total value,[48]  making 
it the second largest fixed income market behind 
U.S. Treasuries.[49]  Asset-Backed Securities 
(ABS) had reached an aggregate outstanding 
balance of nearly $2.5 trillion as of Q2 
2008.[50] 

 
Nearly anything that can be securitized has 

been securitized. Initially, securitization ex-
panded from mortgage loans to auto and truck 
loans.[51]  From there, the flood gates opened 
and, over the next several decades, the number 
of different assets that were securitized ex-
ploded to include health care and pharmaceuti-
cal receivables;[52] license and franchise fee 
receivables; airline ticket, hotel, and other travel 
receivables;[53] tax receivables;[54] trade cred-
its;[55] equipment and automobile leases;[56] 
taxicab medallions;[57] computer leases;[58] 
municipal leases;[59] bad debts and defaults re-
sulting from credit cards and junk bonds;[60] 
cosmetic surgery receivables;[61] loans made 
by the U.S. Government;[62] royalties from per-
forming artists record sales;[63] natural resource 
assets;[64] mutual fund shares;[65] athletic ve-
nue revenues;[66] software financing obliga-
tions[67]; third world loans.[68] This list is not 
exhaustive; however, it does demonstrate how 
pervasive securitization has become in the U.S. 
economy. 

 
The  Mechanics  of  Securitization 
 

The precise structure of a securitization trans-
action can vary widely, but all such transactions 
have five basic steps: (1) A loan is made (2) the 
loan is transferred to an SPV (3) credit en-
hancements are provided [69] (4) the securities 
are distributed by the SPV (5) a secondary mar-
ket for these securities is formed.[70]  
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Once a loan originator (often a bank) has made 
a loan, the loan becomes an asset. Thus, a bank 
might make one hundred $200,000 loans that 
amortize fully over 30 years at a 6% rate of in-
terest. Each of these loans will generate pay-
ments (principal and interest) totaling roughly 
$14,500 per annum for 30 years. From here, 
these loans are transferred to an SPV.[71]  The 
SPV serves a primary purpose of protecting the 
investors of the securities, alienating the assets 
in the SPV from any of the liabilities of the ori-
ginator [72]. The SPV has no liabilities other 
than to investors.[73] Thus, the funds from the 
securities sales flow back up to the bank and, 
even if the bank enters bankruptcy, the pooled 
assets in the SPV that have been securitized are 
safe from the creditors of the originator.  

 
After the assets are placed in the SPV, they are 

securitized. In our example, the one hundred 
$200,000 loans might be securitized into 1000 
‘shares’ that each represents a stream of pay-
ments of $1,450 per annum for 30 years. Final-
ly, these securities are sold to investors. The as-
sets (loans) stay in the SPV, and payments are 
distributed to the investors. The primary risk to 
investors involves the integrity of the stream of 
payments from the securities and, hence, the 
SPV; in our example the payments come from 
one hundred individual mortgages. In most cas-
es, mortgages are considered a safe investment 
because of the underlying security’s value. It is 
this very belief that sets the stage for difficulties 
that have recently beset the markets.[74] 
 
The  Rules  and  Regulations  Behind Securi-
tization 
 

Securitization is regulated by a patchwork of 
laws. The making of loans and creation of fi-
nancial assets is governed by laws concerning 
lending. Establishing the necessary SPVs re-
quires use of corporate, partnership, trust, and 
other sources of law that govern establishment 
of such entities. The Uniform Commercial Code 
and its counterpart in each state govern the 
transfer of the financial assets. Securities laws 
govern distribution of securities after they have 
been bundled.[75]  

A large part of this regulatory framework con-
sists of disclosure regulations.[76]  The purpose 
of the various laws is not to restrict what can be 
securitized but to make sure that proper disclo-
sure is made at each step of the process so that 
investors are aware of what they are investing in 
and the risks relative to other investments. In 
1986, an Economist article published a popular 
Wall Street saying. “If it’s gradable; it’s trada-
ble.”[77]  As long as sufficient data were pro-
vided to the ratings agencies, the agencies  were 
willing and able to provide a rating for a new 
security. Nearly any asset could be securitized at 
a relatively low cost.[78] 

 
The  Collateralized  Debt  Obligation  (CDO) 

 
History 
 

The infamous Wall Street firm Drexel Burn-
ham Lambert Inc. created the first CDO in 1987. 
The transaction was for Imperial Savings Asso-
ciation, which later became insolvent, and was 
eventually taken over by the Resolution Trust 
Corporation in 1990.[79]  Growth of the CDO 
industry over the next 14 years was relatively 
slow until the creation of the Gaussian Copula 
Model by David X. Li in 2001.[80] Before 
2001, the aggregate outstanding CDO obliga-
tions totaled about $280 million. Between 2001 
and 2004 this number grew to over $1.5 tril-
lion.[81] Current estimates place it at roughly 
$2.5 trillion.[82] 

  
Definition 
 

CDO’s are similar to MBSs in that they are 
both bundles of, often illiquid, assets that are 
pooled together and securitized for distribution 
in a secondary market. In general, MBSs, along 
with many other types of assets provide the col-
lateral within a CDO. Depending on the assets 
backing the instrument, a variety of different 
“flavors” of CDOs exist, including Collatera-
lized Loan Obligations (CLO),[83] Collatera-
lized Bond Obligations (CBO),[84] and Collat-
eralized Mortgage Obligations (CMO).[85] 
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CDO Mechanics 
 

The most interesting feature of a CDO[86] is 
its ability to offer multiple ‘tranches’ of securi-
ties. A tranche is Wall Street jargon for ‘level.’ 
By tranching its securities, a CDO is able to of-
fer multiple securities with different credit rat-
ings comprised of the same underlying as-
sets.[87]  The purpose of such a structure is to 
spread the underlying credit risk of the assets 
among investors in a manner proportional to the 
amount of risk they are willing to assume. A 
typical CDO capital structure might contain four 
tiers of debt: (1) AAA [88] rated tranche com-
prising 65% to 85% of the CDO; (2) AA rated 
tranche comprising 5% to 15%; (3) BBB rated 
tranche comprising 5% to 10% of the capital 
structure; (4) BB rated tranche comprising 5% 
to 10% of the CDO; and (4) an unrated ‘equity’ 
tranche [89]  comprising 3% to 12% of the capi-
tal structure.[90] In general, insurance compa-
nies and banks invest in the AAA and AA 
tranches, and insurance companies, hedge funds, 
and high net worth individuals seeking higher 
yields invest in the remaining tranches.[91] 
Each tranche is paid interest from the cash flows 
of the underlying assets in order of seniority. 

 
Going back to our original example, suppose a 

CMO was comprised of one hundred $200,000 
mortgages at 10% per annum. Rather than each 
tranche receiving a 10% coupon, the AAA 
might receive a coupon for 7%, the AA for 
7.75%, the BBB for 13%, the BB for 15%, and 
an “equity tranche”[92] for 18%.[93] If the cash 
flows were to shrink, the various tranches would 
bear the associated losses in order of seniority. 
Equity would lose their coupons first, BB 
second, etc. Through this structure, a variety of 
investors with different levels of risk aversion 
are able to invest in securities that meet their 
needs. 

 
To provide an even simpler example, imagine 

10 people are sitting at a table and rolling dice. 
Anything above one is a winning roll. Each 
player puts in $1 each roll. The most risk averse 
player wins $1.06 if a single die rolls two or 
higher. The next most risk averse player wins 

$1.08 if just two dice roll two or above. The 
player willing to bear the greatest risk will win 
$1.20 if at least eight of the dice come up two or 
higher. In this way, mathematically, the chances 
of the first player not winning are extremely 
low.[94] Theoretically, in order for the AAA 
debt holders to lose their money, unprecedented 
drops in the value of the underlying CDO assets 
would have to occur.  

 
The above structure has no built-in limits as to 

how complex a CDO can become or how many 
tranches can be offered. For example, in 2004, 
Axa Investment Managers launched the Aria 
CDO.[95] The Aria CDO referenced a pool of 
140 corporate names, was divided into 28 
tranches in five currencies – Swiss francs, ster-
ling, dollars, euro and yen – and incorporated 
fixed, floating, and inflation-linked 
tranches.[96]  

 
CDO  Intricacies 
 

The above structure, although complex, is rela-
tively understandable. A group of cash assets 
are bundled and securitized. The security is then 
segmented to allocate different levels of risk to 
those investors with the corresponding appetites 
for such risk. CDOs are similar to mutual funds 
in that there are a variety of different types with 
different strategies. In mutual funds there are 
numerous different criteria that define a given 
fund. For example: domestic or international; 
growth or value; small, medium, or large cap. 
These different criteria can be mixed and 
matched in a variety of ways to build a fund 
strategy. As the popularity of CDO investments 
increased, ever-increasing layers of complexity 
convoluted this structure. This section will 
briefly observe some of these complexities and 
attempt to offer a fuller understanding of the 
differences between various CDOs. 

 
Source  of  Funds/Rating - Cash  Flow  Ver-
sus  Market  Value  Model 
 

The primary method of valuing a CDO is 
through its rating. Two different methods of rat-
ing the inherent credit risk in a CDO have dom-
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inated throughout the decade. The method used 
is generally premised on the underlying strategy 
of the fund. The cash flow model focuses on the 
creditworthiness of the underlying assets as well 
as the sufficiency and predictability of the cash 
flows.[97]  In our mortgage example, the rating 
agency might look at the underlying value of 
homes on which the mortgages were taken, the 
degree of total leverage on these homes, and the 
ability of the mortgagor to continue to make 
payments.[98] CDOs using this model generally 
seek to maximize returns by carefully managing 
the underlying assets within the portfolio. 

 
The market value model looks to the value of 

the underlying assets rather than the strength of 
the cash flows being generated. Under this mod-
el, the price sensitivity of the asset is determined 
and used to create a trigger, at which point the 
asset could still be liquidated with enough 
proceeds to pay the various contingencies of the 
CDO.[99] Using this model, the value of the 
underlying assets should be monitored frequent-
ly in order to reassess risk and accurately price 
the securities. In the mortgage example, assum-
ing the bundled mortgages are all senior notes 
on the properties, a trigger point of $220,000 
might be set. As the market value of the mort-
gages dropped below various triggers, the rat-
ings for the securities could be adjusted accor-
dingly. CDOs using this model are generally 
actively managed, and the collateral turns over 
more often in an attempt to keep the underlying 
risk of the portfolio consistent. 

 
Funding – Cash Verses Synthetic CDO 
 

As discussed, CDOs generally take existing 
income producing assets and package them into 
securities. In this respect, we have thus far con-
sidered cash CDOs. Cash CDOs use real assets 
as collateral. A typical cash CDO is one backed 
by mortgage obligations. Mortgages are hard 
assets with homes as collateral. In the event of a 
default, the houses can be foreclosed upon and 
the proceeds used to mitigate losses in the CDO. 

 
Standing in contrast, synthetically funded 

CDOs do not own the underlying assets but seek 

credit exposure through the secondary market of 
credit default swaps (CDS).[100] Thus, synthet-
ic CDOs can simulate an identical risk exposure 
to a cash CDO without actually purchasing or 
owning any assets.[101]  There are several ad-
vantages to synthetic CDSs. First, synthetic 
CDOs can be created much faster than cash 
CDOs. Purchasing assets takes time, while pur-
chasing CDSs does not. Also, even in the debt 
filled market of 2006, debt instruments were 
becoming scarce. By building a synthetic CDO 
it was not necessary to find actual debt to pur-
chase. Synthetic CDOs have gained in populari-
ty in large part because of the low cost access it 
gives entities to the bond market when the enti-
ties previously had no access.[102] 

 
Motivation – Balance Sheet Versus Arbitrage 
CDO 
 

CDOs fall into various categories, most gener-
ally either balance sheet or arbitrage funds. The 
comparatively simple balance sheet CDO serves 
a specific purpose: our mortgage example is a 
typical balance sheet CDO. A loan originator 
forms a CDO either to remove mortgages from 
its balance sheet or in anticipation of doing 
so.[103]  From here, the CDO offers all the ad-
vantages that we have discussed in terms of 
tranching securities and allowing for risk to be 
spread to those parties willing to take it. The 
only purpose of a balance sheet CDO is to help 
banks diversify risk. 

 
Arbitrage funds are considerably more com-

plex. All securitized debt is rated. Such debt 
falls on one side or another of an arbitrarily 
drawn line delineating the boundary between 
investment grade securities and ‘junk’ bonds. 
Given the restrictions on many major institu-
tions[104] from holding below investment grade 
debt, the spread between investment grade and 
below investment grade debt is often much larg-
er than can be rationalized by the underlying 
risk. Through the creation of a CDO, $100 mil-
lion in below investment grade debt can be bun-
dled and securitized in the process discussed 
above.  
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Assume that an arbitrage CDO is formed for 
the purpose of securitizing $100 million in B 
grade debt from 20 different medium-sized cor-
porations. By bundling and securitizing this debt 
into an arbitrage CDO, rather than the entire 
$100 million of debt being rated at a B level, 
with an effective interest rate of 11%, the debt 
might be rated according to the scheme set forth 
earlier. In this way, 65% of the debt might be 
given a AAA rating[105], with various other 
tranches bearing the additional risk shed by this 
portion. Through this process, the effective yield 
on the entire fund might be just 9%, allowing 
the CDO manager to take a 1% fee and still pro-
vide an interest rate of 10% rather than 11% to 
the corporations.  

 
The reason this works is that there is a much 

smaller buying audience for B rated debt be-
cause many institutional buyers are unable to 
purchase below investment grade securities. 
Thus, demand is lower than it should be and 
yields are pushed up. By tranching the security, 
a portion of it can be offered at investment 
grade, increasing overall demand and lowering 
effective yield. The principle behind this 
process is not necessarily flawed, though it is 
clear that there is a substantial chance for abuse 
given the complexity of these funds and the dif-
ficulty of accurately rating the various tranches. 
The vast majority of CDOs are arbitrage 
CDOs.[106] 

 
Single Tranche CDO[107] 
 

A single tranche CDO is structured identically 
to a normal CDO with the only caveat being that 
the sponsor of the fund sells only a single 
tranche. Single Tranche CDOs are almost al-
ways synthetic. In these cases, the sponsor holds 
the vast majority of the portfolio. For example, a 
hedge fund may approach a loan originator and 
request a custom CDO to be built for the fund. 
The hedge fund might specify a return of 9%, 
desired portfolio composition, tranche size, 
spread, and target rating. After selling this large 
tranche, the issuer will retain the rest of the 
CDO delta hedged[108] within their portfo-
lio.[109] 

Single Tranche CDOs offer a variety of advan-
tages to a seller and have been a primary driver 
in the synthetic CDO industry.[110]  In a single 
tranche CDO, a dealer is able to effectively 
build a fund and sell a single slice of credit risk 
to a single buyer. In this way, transaction costs 
are reduced significantly, and the needs of the 
two involved parties can be adequately met. 
Single tranche CDOs provide yet another exam-
ple of how increasingly complex instruments 
have allowed an incredible amount of risk to be 
spread among the system as various organiza-
tions are able to select a security that precisely 
meets their needs.  

 
CDO  Regulation 

 
Under the current regulatory framework, 

CDOs themselves are not regulated; they are 
merely instruments. Similar to securitization, it 
is the process of creating a CDO that is regu-
lated. The entire process is nearly identical to 
the securitization process; CDOs are simply se-
curities that are being tranched. The only added 
layer of regulation is that each tranche must be 
separately rated by the ratings agencies. 

 
The  CDO^2  and  Credit  Default  Swaps: 
Spreading  Risk  Throughout  the  Market 

 
Our final technical section will examine two 

relatively complex instruments that were devel-
oped recently and played a pivotal role in the 
market meltdown that is currently unfolding. 
Currently, both of these instruments are ex-
tremely lightly regulated. Given recent events, 
this is unlikely to remain the case.  

 
One purpose of this paper is to discuss risk. 

Whenever a lending institution originates a loan, 
the institution is subject to a ‘bundle’ of risks, 
including interest rate-market risk (the risk of 
unexpected changes in interest rates), liquidity 
risk (inability to sell an asset), and credit risk  
(default on the part of the seller).[111] A simple 
mortgage provides an excellent example of each 
of these. Assume a 30-year $200,000 mortgage 
is issued at 10%. A bank has three potential 
risks associated with this loan: (1) The market 
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rate on deposits (how the bank funds its lending) 
could unexpectedly rise to 11% (2) the bank 
could experience a run on its deposits and be 
forced to sell the loan for substantially less than 
it is worth do to the instant need for capital (3) 
the mortgagor could default on the loan.  

 
Credit  Default  Swaps 

 
Credit default swaps (CDSs) were first engi-

neered in 1987 on Wall Street. From its incep-
tion just 21 years ago, the total face value of in-
terest rate and currency derivatives contracts 
exceeded $200 trillion by the end of 2007![112] 
Another $17 trillion is currently outstanding in 
new CDSs.[113] Regulators in the financial ser-
vices industry were speculating as recently be-
fore the “Crisis” as 2006 that CDSs were grow-
ing far too fast for any self-regulation system to 
keep up and that, without outside intervention, 
banks would be unable to cope with a failure in 
the system.[114] 

 
The purpose of a CDS is to allow a loan origi-

nator to reduce the default risk of a given trans-
action. In our example of a single $200,000 
mortgage, the originator might purchase a three 
year CDS from another institution for a fee of 
1% (the spread) of the total value of the loan per 
annum. In exchange for this fee, the seller of the 
CDS agrees to either take over the loan at face 
value in the event of default, or, more often, pay 
a sum of money through a third party interme-
diary to settle the note for the originator. Thus, 
the originator is effectively purchasing an insur-
ance policy on the debt issued. CDSs are gener-
ally written on corporate bonds, and the spread 
is dictated by the rating of the bond. Payment on 
a CDS is triggered by some predetermined event 
such as degradation in credit rating, default on 
two consecutive payments, etc.[115] 

  
Triggering events can be defined in innovative 

ways to create a unique risk profile for a lender. 
For example, if a lender makes a $10 million 
loan to a corporation and wishes to take on the 
default risk for the corporation, but hedge 
against the industry risk, a CDS could be pur-
chased tied to an industry index rather than the 

stock price of the corporation or its bond rat-
ing.[116] 

  
Taken at face value, the CDS seems to be 

nothing more complex than bond insurance. The 
driving factor behind the CDS market is that the 
purchaser of a CDS does not have to be an ori-
ginator. Anyone can purchase a CDS against 
any entity if they can find an insurer willing to 
sell it. Thus, a hedge fund with no financial 
stake in General Motors (GM) might purchase a 
CDS against a GM bond on the assumption that 
GM will be forced to default in the next two 
years. In this way, CDSs have become less a 
means of insuring against debt issuance and 
more a method of hedging against any trade, or 
even  just  betting  against  debt.    John  Paulson  
managed to achieve a 598% return in 2007 
through a strategy of using CDSs and other de-
rivatives to bet against the housing sector.[117] 

 
Collateralized  Debt  Obligation^2 
 

CDO^2s combine the entirety of the financial 
concepts discussed within this paper to create a 
financial instrument so complicated that very 
few people in the market have a firm grasp on 
how they work and how best to value them. 
Generally speaking, CDO^2s are simply a CDO 
of CDOs. In a typical CDO^2, a master CDO is 
set up which purchases only tranches of other 
CDOs.[118] The senior tranches of this master 
CDO theoretically have two layers of protection 
from default.  For example, assume an origina-
tor creates a CDO^2. This CDO could purchase 
all BBB tranches of other CDOs. By re-
tranching these tranches, the CDO^2 can sell a 
range of securities from AAA to equity 
tranches.  
 

There are a variety of difficulties inherent 
when trying to value CDO^2s and assign a cre-
dit rating to their issued securities. One is 
created by the overlap in the various CDOs that 
comprise a CDO^2.[119] This overlap is inevit-
able. When the proliferation of CDOs began its 
heyday in 2003, there were roughly 400 corpo-
rations with liquid securities in the CDS mar-
ket.[120] In a typical CDO^2, over 1000 com-
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panies are referenced, implying that there is a 
significant amount of overlap within a single 
CDO^2.[121] The problem with this overlap is 
that it makes exposure to a given company or 
industry very difficult to determine and thus 
makes rating the security difficult. This is one of 
the many issues that ratings agencies have 
struggled with for the last ten years as these se-
curities have proliferated. Obviously, the prob-
lem is compounded exponentially when 
CDO^2s are compiled into a CDO^3, etc. 

 
One of the problems that occurred when sub-

prime markets started to turn was the perceived 
diversification of CDO^2s. Going back to our 
dice-rolling example, imagine that all ten dice 
need to roll a one before the senior tranche loses 
any value. As long as all the players are rolling 
different dice, there is  little chance of any loss. 
However, if everyone is rolling the same die, 
suddenly the senior tranche does not have nearly 
the perceived protection. This is one of the ef-
fects of CDO^2s owning tranches from many 
different CDOs. If the senior tranche in a 
CDO^2 is safe as long as there are fewer than 8 
defaults in the underlying assets and there is a 
single default, there are no losses. If the default-
ing security asset is held by 9 CDOs that make 
up the CDO^2, then the CDO^2 registers 9 sep-
arate defaults due to their high exposure to that 
security, and this single default triggers losses. 
This has resulted in an enormous amount of risk 
filtrating the market with deceiving credit rat-
ings.  

 
The  Crisis 

 
On October 16, 2008, The Economist proc-

laimed “2008 marked the end of an era.”[122] 
The article goes on to blame nearly the entire 
financial disaster on decreased regulation and 
increased pressure to write subprime loans.[123]  
John Gutfreund remarked in a recent interview 
with Michael Lewis that the entire disaster is to 
blame on greed, “greed of investors and the 
greed of the bankers.”[124] Thousands of 
people and pundits across the country are crying 
fraud and demanding that the crooks on Wall 
Street go to jail.[125]  In reality, the crisis was 

caused by a series of events that, when taken in 
aggregate, combined to create a market situation 
that no one could predict.  

 
Subprime  Lending 
 

Certainly one of the biggest problems has been 
the proliferation of subprime lending. In recent 
days, this problem has been laid at countless 
different entities’ feet including the Republican 
Party,[126] Democratic Party,[127] lending in-
stitutions, and the Federal Reserve.[128]  In 
2006 and 2007 alone, over $1.2 trillion in new 
subprime loans were originated. The problem 
stems from a combination of events over two 
decades and the fundamental market belief that 
went horribly wrong: that home values would 
never fall across the country. 

 
Subprime lending is lending money to people 

that cannot obtain credit in standard markets at 
standard market rates. Generally, those borrow-
ing with credit scores lower than a FICO[129] 
credit score under 600 will be forced to obtain a 
‘subprime mortgage.’[130] Subprime mortgages 
fall into one of two sub groups: fixed and ad-
justable rate (ARM).[131] As of December 
2007, just 6.8% of all mortgages were subprime 
ARMs; yet, these same mortgages comprised 
43% of the foreclosures within the U.S.[132] 

  
Such lending can be justified in a number of 

ways, but the most common method is to as-
sume that home prices will continue to rise. On 
principle, this assumption is well reasoned. 
Land is one of the few truly scarce commodi-
ties, and property is generally an appreciating 
asset that serves as middle America’s primary 
means of wealth generation. If a $100,000 home 
is purchased with a $98,000 mortgage, 2% equi-
ty becomes 12% equity if the value of the home 
rises to $112,000. If, on the other hand, the val-
ue of the home drops from $98,000 to $88,000, 
the little equity in the property disappears and 
the value of the debt drops substantially.  

 
Decreases in home value have been occurring 

on a grand scale in the United States. The froth 
of easy credit,[133] political pressures to in-
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crease lending, and predatory lending tech-
niques[134]  led to a housing bubble. A ‘bubble’ 
is an increase in prices within an industry to a 
level that is not sustainable by the underlying 
value of the industry or assets. For example, in 
2000 the market endured the “tech bubble.” As 
the housing bubble has deflated, countless 
homes bought with little or no equity have lost 
the equity that existed and, as a result, cannot be 
sold for as much as is owed on them. As fore-
closures began steadily mounting and housing 
markets began to crumble across the entire na-
tion, the first signs of the current situation began 
to appear in the summer and fall of 2007.[135]  
Taken as an isolated problem, a nation-wide de-
crease in home value would have led to a rela-
tively mild recession as consumer spending de-
creased to offset wealth evaporation.  

 
Predatory  Lending 

 
A factor that exacerbated the subprime issue is 

predatory lending. As discussed, the financial 
magic of this decade allowed mortgage origina-
tors to remove most of, and sometimes all, the 
risk associated with providing a subprime mort-
gage. As a result, the fees associated with writ-
ing mortgages became a lucrative business with 
virtually no downside.  

 
The laws governing lending practices are a 

patchwork of common law, disjointed case law, 
and a relatively small number of regulations. 
This body of law is poorly understood.[136] 
What is known is that this situation is perhaps 
one of the most glaring examples of a dangerous 
incentive scheme. By improperly regulating 
lending practices, while allowing a system to be 
put in place where there is no risk involved in 
writing mortgages, all restraints on mortgage 
brokers were removed. As quickly as mortgages 
could be securitized, they could be originated. 
Gone were the days of putting 20% equity into a 
home and providing proof of employment.  

 
 
 
 

Deregulation 

 
There has been relatively little deregulation in 

the US financial system during the past ten 
years; the single major exception to this is the 
Gramm-Leach-Bliley Act (GLBA). The GLBA 
deregulated markets by allowing commercial 
and investment banks to affiliate with one 
another, theoretically to increase competi-
tion.[137] Ironically, this act repealed much of 
the Glass-Stegall Act of 1933, which was 
enacted following the Great Depression to 
achieve the exact opposite result.[138] By al-
lowing different types of financial institutions to 
affiliate with each other, transaction costs could 
be reduced, and consumers could realize signifi-
cant savings.[139]  

 
Following passage of the GLBA, the primary 

problem was not further deregulation but, rather, 
a lack of new regulations.[140]  Wall Street de-
vised and refined the financial instruments dis-
cussed in this paper. This resulted in de facto 
deregulation; financial firms were able to alien-
ate and spread risk throughout the market in a 
manner that would have been impossible under 
the current regulatory scheme without new 
products such as CDOs and CDSs. 

 
Division  and  Separation  of  Risk 

 
As the housing bubble began to build, the 

growth of CDOs, MBSs, CDSs, and many other 
financial instruments began to grow exponen-
tially. At the same time that banks were under 
increased pressure to make risky loans, banks 
were becoming larger and more stable and hous-
ing prices were rising, risk was segregated from 
the lending process. The creation of MBSs and 
CDOs allowed banks all over the country to ori-
ginate a tremendous volume of high-risk loans 
without having to retain any of the associated 
risk. 
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Derivatives contracts such as CDSs allowed 
nearly every different type of risk associated 
with a bond (interest rate risk, liquidity risk, 
credit risk, market risk, etc.) to be separated and 
sold individually. In this way, institutions and 
individuals were able to build increasingly di-
versified and hedged portfolios that theoretically 
had extremely low risk.  

 
There were three fundamental failures in these 

theories. First, the actual diversification was 
significantly less than the perceived diversifica-
tion. Secondly, when the credit markets closed 
(although banks were originating and selling 
loans)  banks were caught with loans slated to 
be sold on their balance sheets. Finally, banks 
often kept a portion of the equity tranche on 
their books under the theory that a high rate of 
interest would compensate for a relatively large 
number of defaults. In reality, these equity 
tranches became almost worthless.  

 
The  Ratings  Game 

 
In order for any CDO to be marketed, each 

tranche must be rated by the ratings agencies. 
Herein lies one of the largest problems. CDOs, 
and particularly CDO^2s, are incredibly com-
plicated. The theory behind the CDO is that by 
bundling many assets into a single security (al-
though some individual assets within the CDO 
might generate losses) through the magic of 
tranching, the AAA portion of any CDO was 
protected by the first loss portions. The AAA 
tranche of a CDO full of subprime loans or cor-
porate junk bonds could comprise as much as 
85% of the fund. To put this in perspective: 
AAA is the same rating held by the U.S. gov-
ernment.  

 
Next, through CDO^2s and CDO^3s, the non-

AAA rated portions of other CDOs could be re-
collateralized into a new CDO where 85% of 
this new fund would be AAA rated. Through 
this entire process as much as 96% of all sub-
prime loans eventually obtained a AAA rat-
ing.[141] Although there have been allegations 
of fraud within the rating agencies,[142]  it is 
more likely that the rating agencies were simply 

unable to cope with the complexity of the in-
struments they were being asked to rate; and, at 
the same time, they were under too much pres-
sure from various entities to approve securities 
for distribution.  

 
The  Skidding  Halt 
 

In Q3 2006, home values across the U.S. regis-
tered their first quarterly decline in nearly a dec-
ade.[143]  Home values began to plummet, fall-
ing nearly 12% in the second half of 2007.[144] 
At this time the market realized some of the 
mortgage-backed securities that had been issued 
over the past five years were improperly rated.  

 
On November 12, 2007, Fitch cut the ratings 

on two Security Capital CDOs.[145] The first 
was a $420.9 million fund. The rating on this 
fund was lowered from AAA to BBB.[146]  The 
second was a $371 million fund. The rating was 
cut from AAA to CCC, well into junk bond ter-
ritory.[147] Over the past twelve months, bil-
lions of dollars worth of asset-backed securities 
have been downgraded to junk bond status. 

 
Such downgrades have had tremendous rami-

fications in other segments of the market. Typi-
cal buyers for AAA securities are pension funds, 
college endowments, and other large institution-
al buyers seeking superior returns over Treasu-
ries. In many cases, these investors are restricted 
from investing in securities below a certain rat-
ing. Downgrades have wreaked havoc in such 
funds. 

 
In order to hedge against the slim chance of 

this happening, many of these entities purchased 
insurance against the possibility of a down-
grade. Insurers such as AIG or Ambac Financial 
(ABK) offered such insurance for relatively low 
premiums due to the perceived safety of AAA 
investments. Recent events effectively forced 
the U.S. government to nationalize AIG. Over 
the past 12 months ABK fell from nearly $30 
per share to a closing of $1.34, a 95% drop, on 
December 2, 2008.  

 
 

COMPUTERS IN EDUCATION JOURNAL 17 



Moving  Forward 
 
As the country moves forward there are two 

distinct questions that need to be answered. 
First, how can we recover from the current situ-
ation? With credit markets frozen and unem-
ployment nearing 10%, the country stands at the 
brink of a recession, the likes of which have not 
been seen since the 1930s. How the political 
establishment approaches this situation has the 
potential to define a generation. Secondly, how 
can the system be changed to reduce the risk of 
similar breakdowns in the future? This is a re-
markably delicate problem, because any solu-
tion must regulate without stifling innovation.  

 
Fixing  the  Present 

 
At present three distinct problems exist that no 

single solution can fix. First, mountains of illi-
quid assets have created a level of uncertainty 
that has paralyzed credit markets. Secondly, the 
country is rapidly sinking in to an attrition dri-
ven recession;[148] fears about the market drive 
layoffs, which reduce consumer spending, 
which drives further layoffs.  Finally, the ram-
pant decrease in home values in the U.S., 
coupled with a near 40% decline in the stock 
market, has wiped out an enormous amount of 
wealth over the past 12 months. As an entire 
generation of baby boomers prepares for retire-
ment, many are finding that more than 50% of 
their net worth has been erased in the last year.  

 
An  Illiquid  Market 

 
Much of the current situation can be traced to 

a high level of uncertainty within the market. As 
the trillions of dollars of CDO securities contin-
ue to fall in value, banks around the world are 
unable to accurately gauge their potential liabili-
ties or the liabilities of those seeking credit. Un-
til a “bottom” can be found, the market is likely 
to remain extremely volatile. Without finding 
this bottom to the market, fear and uncertainty 
will compound all of the other difficulties dis-
cussed in this section.[149] 

 

The government’s response thus far to this 
problem  has  been  to   approve  a  $700  billion 
‘bailout’ package designed to recapitalize and 
backstop[150] financial institutions around the 
country. This solution ignores the underlying 
problem of uncertainty and illiquid assets. Al-
though the health of institutions such as AIG are 
important to the system, until entities around the 
country are able to fully understand their current 
liabilities, credit markets will remain frozen. 

 
The  Great  Recession 
 

On December 1, 2008, it was officially re-
ported that the U.S. sank into a recession in the 
Q4 2007. Over the past months, Sun Microsys-
tems,[151] AT&T[152], and Bank of Ameri-
ca[153] announced layoffs amounting to be-
tween 4% and 18% of their total workforce.   
Other stalwart firms have joined in the lay-off 
parade and some are going out of business.  As 
layoffs mount and consumer spending ebbs, the 
threat of Depression-era deflation could resur-
face.[154] 

 
A proposed answer to this problem was a new 

federal government stimulus package.[156] But 
stimulus packages merely force future genera-
tions to pay for the mistakes of the current. And 
it  is  difficult  for   government  spending  to  be  
designed to create jobs through direct means 
that allows the taxpayers to receive tangible 
benefits from their tax dollars.[155] 

 
Wealth  Erosion 
 

The problem of wealth erosion is a society-
wide concern. All individuals take a known 
short-term risk by placing money in the market; 
with a carefully handled recovery, the market 
should eventually recover most of its losses. The 
government has already suspended mandatory 
withdrawals in 2009 from IRAs for seniors ra-
ther than force them to sell securities into a se-
verely depressed market. 
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Fixing  the  Future 
 

Perhaps the biggest question on the horizon is 
how to proceed in a post-2008 financial world. 
The global financial market has been drastically 
altered. The UK has partially nationalized near-
ly its entire banking system;[157] the Icelandic 
financial system has completely collapsed;[158] 
and the age of the investment bank seems to 
have ended.[159] Some new forms of regulation 
must be enacted in order to avoid the situation 
that we now face. The key, however, is not to 
regulate for the sake of regulating. Not all regu-
lations are good, and there is considerable dan-
ger that policies made in response to the current 
market conditions could have a stifling effect 
for years to come.[160] 

  
The key is not to focus on regulation per se, 

but to focus on creating a proper system of in-
centives. One of the greatest (and most danger-
ous) features of the U.S. financial system is its 
ability to innovate in order to maximize profits. 
“Greed on Wall Street was a given – almost an 
obligation. The problem was the system of in-
centives that channeled the greed.”[161] 

 
Alienation  of  risk 
 

Of the many factors leading to the current cri-
sis, the ability of banks to alienate nearly all risk 
from the loan origination process is perhaps the 
most obvious culprit. In a recent talk, Professor 
Tamar Frankel from Boston University opined 
that “[b]anks should be forced to keep some 
skin in the game.”[162]  In framing this inevita-
ble regulation, it is important that Congress and 
regulators not put undue restrictions on securiti-
zation, lest they do more damage than good.  
 
Credit  Rating  Agencies 
 

"Credit rating agencies use their control of in-
formation to fool investors into believing that a 
pig is a cow and a rotten egg is a roasted chick-
en. Collusion and misrepresentation are not 
elements of a genuinely free market."[163] Cre-
dit agencies  have experienced extreme criticism  

 

for their role in rating CDO securities. Although 
some of this blame is properly placed, the rat-
ings agencies operate in a rigged system. There 
is a constant tension between Wall Street bank-
ers making tens of millions of dollars and rat-
ings agencies employees making tens of thou-
sands of dollars. Furthermore, the agencies are 
compensated directly by issuers, creating a sig-
nificant conflict of interest.[164] Compensation 
is a percentage of a given issuance determined 
by the size and complexity of the issuance.[165] 

  
As so many other players in the market, the 

rating agencies were a product of the incentives 
in place.[166] With no liability for rating un-
ratable securities and huge fees available, it was 
not irrational or even wrong that ratings were 
issued.[167]  But it is the job of the government 
to adjust such incentives in order to protect the 
public.  
 
Complex  Financial  Products 
 

The final long-term problem is the govern-
ment’s inability to keep up with complex finan-
cial products. There is no simple solution to this 
quandary; it is almost impossible to foresee ex-
actly what new financial products will exist ten 
years hence. In 1991 the first CDO was born; no 
government regulator could possibly have seen 
the havoc it would help to sow in 2008.  

 
Note that the average salary at the Securities 

and Exchange Commission (SEC) was $64,000 
in 2008.[168] This stands in stark contrast to 
companies such as Goldman Sachs where the 
average salary was $622,000 in 2006.[169]  
With such discrepancies, there is going to be a 
natural difference in the quality of recruits at 
these two entities. The federal government regu-
lating agencies should be funded in such a way 
(and create incentives) that allow them to recruit 
on par with top Wall Street Banks. Strategies to 
accomplish this include competitive starting sal-
aries (in the $120,000 range), aggressive bonus 
structures, and intangible benefits, such as time 
off for lecturing at universities or writing.  
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Conclusions 
 

The market currently rests on a precipice 
awaiting dramatic change. Events over the past 
ten years have necessitated such change by  

plunging the economy into a state of disarray 
not seen since the Great Depression. Moving 
forward, the key is to apply measures designed 
for long-term stability, not born of short-term 
reaction. 
 

Appendix A 
 
Arbitrage CDO – A CDO designed to exploit the artificially large spread between investment grade 
corporate debt and “junk” bonds. Due to the fact that many institutional buyers are precluded from pur-
chasing junk bonds, arbitrage CDO’s can capitalize by turning junk bonds into AAA rated securities 
through the CDO tranching process. 
 
Balance Sheet CDO – A CDO formed for the express purpose of moving potential liabilities and credit 
risk off an entity’s balance sheet.  
 
Cash CDO – A traditional CDO of asset-backed securities 
. 
Collateralized Bond Obligation (CBO) – A CDO backed primarily by corporate bonds. 
 
Collateralized Debt Obligation (CDO) – A bundle of assets that are securitized and tranched into sepa-
rate securities, each bearing a different credit rating. 
 
Collateralized Debt Obligation Squared (CDO^2) – A CDO comprised primarily of other CDO 
tranches. 
 
Collateralized Mortgage Obligation (CMO) – A CDO backed primarily by mortgage obligations. 
 
Credit Default Swap (CDS) – A derivative contract whereby one party pays a series of premiums to 
another in exchange for a payoff if a certain credit event comes to pass. For example, party A might pay 
premiums of $40 per month to purchase protection against a default on GM debt. If GM defaults, party 
B will owe party A a one time payment of $1,000. 
 
Equity Tranche – The lowest rated tranche in a CDO, generally between 3% and 5% of the total offer-
ing and often kept on a bank’s balance sheet. 
 
Originator- Throughout this paper, the term originator is used to refer to any entity that ‘originates’ 
loans, i.e. issues debt. A father can be an originator by loaning his son $10,000 for school as easily as a 
bank can be an originator by holding 200 mortgages. The difference between the bank and the father is 
that the bank may sell the loan, creating a distinction between it being the originator and another entity 
that actually holds the debt. 
 
Single Tranche CDO – In a single tranche CDO, the issuer designs the entire CDO for a single buyer 
(generally institutional) and retains the remainder of the CDO. This allows for a CDO to be built very 
quickly to a buyers specifications. 
 
Synthetic CDO – A synthetic CDO is a CDO with no underlying assets but instead bundles credit de-
rivatives to simulate the risk of a cash CDO. For example, suppose an issuer wanted to create a $100 
million CDO with three tranches, yielding 7%, 11%, and 15% respectively. Further, the issuer is not in-



terested in purchasing mortgage backed securities or other hard assets. Instead, the issuer could simulate 
the appropriate degree of risk by purchasing and selling Credit Default Swaps and other credit deriva-
tives. By selling CDSs, the issuer is effectively generating a stream of insurance premiums in place of 
mortgage payments. If the mortgagor defaults on their payments, this triggers liability on the part of the 
issuer. Thus, a properly crafted portfolio of CDSs can simulate the same level of income and risk as a 
CDO backed by mortgages. 
 
Tranche- A tranche is a ‘slice’ of a security. To use a very simple example, assume that new corpora-
tion X wants to issue stock. Rather than issue all the stock at $8 per share, it might issue 3 ‘tranches’ of 
stock. The first tranche will be entitled to a 7% dividend, no equity appreciation, and a security interest 
in the corporation’s holdings. The second tranche will be entitled to a 9% dividend, no equity apprecia-
tion, and have only an unsecured interest in the company’s holdings. The final tranche is entitled to a 4% 
dividend, no security interest in the company’s assets, and full equity appreciation on the company’s 
value. In this case, the three ‘tranches’ are known much more simply as debt, preferred stock, and com-
mon stock. Tranches are just a fancy term to describe different levels or slices of securities with different 
rights pertaining to the same underlying assets. 
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3. Henceforth the Dow Jones Industrial Aver-

age will be used as a proxy for the market. 
Although an argument can be made that 30 
stocks serve as a poor proxy for the greater 
market, other indices have moved very 
closely with the Dow, making it a good 
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19. Id. at § 1433. 
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