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		Abstract

		The complex security design of collateralized debt obligations is arranged and administered like a managed fund, allowing issuers to refinance the purchase of debt instruments by repackaging them into different slices of risk and maturity. Despite their global prominence, CDOs have been notoriously subject to allegations of insufficient transparency. In light of a less favorable credit environment, structural provisions to maintain credit quality, such as the ability of CDO managers to substitute badly performing assets, seem prudent and provident; however, if poorly executed, they could possibly induce a principal-agent problem between CDO managers and investors. When investor demand for CDOs fails to offset higher funding costs, the prospect of rising default rates and lower risk premia curtails the capacity of CDO managers to sustain investor repayments without relinquishing some of their own arbitrage gains. Otherwise, less compensation for risk invariably would spur greater risk taking, whose higher sensitivity to credit conditions is exacerbated by the leveraged security design of subordinated CDOs. 
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