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		Abstract

		Several studies have reported how new credit risk transfer vehicles have made it easier to reallocate large amounts of credit risk from the financial sector to the non-financial sector of the capital markets. In this article, we describe one of these new credit risk transfer vehicles, the collateralized debt obligation. Synthetic credit debt obligations utilize credit default swaps, another relatively new credit risk transfer vehicle.     Financial institutions face five major risks: credit, interest rate, price, currency, and liquidity. The development of the derivatives markets prior to 1990 provided financial institutions with efficient vehicles for the transfer of interest rate, price, and currency risks, as well as enhancing the liquidity of the underlying assets. However, it is only in recent years that the market for the efficient transfer of credit risk has developed. Credit risk is the risk that a debt instrument will decline in value as a result of the borrower's inability (real or perceived) to satisfy the contractual terms of its borrowing arrangement. In the case of corporate debt obligations, credit risk encompasses default, credit spread, and rating downgrade risks.    

The most obvious way for a financial institution to transfer the credit risk of a loan it has originated is to sell it to another party. Loan covenants typically require that the obligor be informed of the sale. The drawback of a sale in the case of corporate loans is the potential impairment of the originating financial institution's relationship with the obligor of the loan sold. Syndicated loans overcome the drawback of an outright sale because banks in the syndicate may sell their loan shares in the secondary market. The sale may be through an assignment or through participation. While the former mechanism for a syndicated loan requires the approval of the obligor, the latter does not since the payments are merely passed through to the purchaser and therefore the obligor need not know about the sale.     

Another form of credit risk transfer (CRT) vehicle developed in the 1980s is securitization [Fabozzi and Kothari (2007)]. In a securitization, a financial institution that originates loans pools them and sells them to a special purpose entity (SPE). The SPE obtains funds to acquire the pool of loans by issuing securities. Payment of interest and principal on the securities issued by the SPE is obtained from the cash flow of the pool of loans. While the financial institution employing securitization retains some of the credit risk associated with the pool of loans, the majority of the credit risk is transferred to the holders of the securities issued by the SPE.    

Two recent developments for transferring credit risk are credit derivatives and collateralized debt obligations (CDOs). For financial institutions, credit derivatives allow the transfer of credit risk to another party without the sale of the loan. A CDO is an application of the securitization technology. With the development of the credit derivatives market, CDOs can be created without the actual sale of a pool of loans to an SPE using credit derivatives. CDOs created using credit derivatives are referred to as synthetic CDOs.     

In this article, we discuss CDOs. We begin with the basics of CDOs and then discuss synthetic CDOs. The issues for regulators and supervisors of capital markets with respect to CDOs, as well as credit derivatives, are also discussed. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: Credit Risk, Capital Markets, Collateralized Debt, Liquidity Assets

	
	

	
    

    
	

	
	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	






	
		Suggested Citation:
		Suggested Citation
	

	
		
			Lucas,  Douglas and Goodman,  Laurie S. and Fabozzi,  Frank J., Collateralized Debt Obligations and Credit Risk Transfer (2007). Yale ICF Working Paper No. 07-06,  Available at SSRN: https://ssrn.com/abstract=997276
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Douglas Lucas

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Independent  ( email )

			

			
			
				
				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Laurie S. Goodman

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				The Urban Institute - Housing Finance Policy Center  ( email )

			

			
			
				
				
				
					2100 M Street NW
Washington, DC  20037
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Frank J. Fabozzi (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Johns Hopkins University  ( email )

			

			
			
				
				
				
					Baltimore, MD  20036-1984
United States

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				    9,332

			

		
		
		
			Abstract Views

			   32,553

		

		
		 
		
			Rank

			    1,153

		

		
	


	

	
		
			
				        3 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    Risk Management eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Risk Management eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            4,665

                                    

                                    
                                        PAPERS

                                           15,551

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Robert Sales at Global Association of Risk Professionals

                                    

                                
                            

                        

                    

                
	
                    Derivatives eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Derivatives eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,946

                                    

                                    
                                        PAPERS

                                           12,500

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Stephen Figlewski at New York University - Stern School of Business

                                    

                                
                            

                        

                    

                


            

            
                
                

                	
                    Banking & Insurance eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Banking & Insurance eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,781

                                    

                                    
                                        PAPERS

                                           31,804

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        RenÃ© M. Stulz at Ohio State University (OSU) - Department of Finance

                                    

                                
                            

                        

                    

                



                
            

            
        
        
        
                 
        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        The Performance of Internet-Based Business Models: Evidence from the Banking Industry

                        
                            By
                                
                                
                                    
                                    Robert Deyoung
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        How the Internet Affects Output and Performance at Community Banks

                        
                            By
                                
                                
                                    
                                    Robert Deyoung, 
                                    
                                
                                    
                                    William W. Lang, ...
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Technological Change, Financial Innovation, and Diffusion in Banking

                        
                            By
                                
                                
                                    
                                    W. Scott Frame
                                     and 
                                
                                    
                                    Lawrence J. White
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Technological Change, Financial Innovation, and Diffusion in Banking

                            
                                By
                                    
                                    
                                        
                                        W. Scott Frame
                                         and 
                                    
                                        
                                        Lawrence J. White
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Technological Change, Financial Innovation, and Diffusion in Banking

                            
                                By
                                    
                                    
                                        
                                        W. Scott Frame
                                         and 
                                    
                                        
                                        Lawrence J. White
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Is the Internet Delivery Channel Changing Banks' Performance? The Case of Spanish Banks

                            
                                By
                                    
                                    
                                        
                                        Ignacio Hernando
                                         and 
                                    
                                        
                                        Maria Nieto
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Evolution of Eft Networks from Atms to New On-Line Debit Payment Products

                            
                                By
                                    
                                    
                                        
                                        Stanley J. Sienkiewicz
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Economics of Retail Banking - an Empirical Analysis of the UK Market for Personal Current Accounts

                            
                                By
                                    
                                    
                                        
                                        CÃ©line Gondat-larralde
                                         and 
                                    
                                        
                                        Erlend W. Nier
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Internet Banking: An Exploration in Technology Diffusion and Impact

                            
                                By
                                    
                                    
                                        
                                        Richard J. Sullivan
                                         and 
                                    
                                        
                                        Zhu Wang
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l100 in   0.093 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	

