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Certificate in Asset Backed Securities (United Kingdom)

Structured Finance Instruments

Asset-Backed Security (ABS)

Related terms: securitisation, pool, tranche

Explanation: A financial instrument backed by a pool of consumer loans such as credit cards, auto loans, or
mortgages that generates cash flows to investors.

Example: A bank bundles 10,000 auto loans into an ABS, issuing senior and junior tranches to investors.
Practical application: Enables lenders to free up capital, diversify funding sources, and transfer credit risk.
Challenges: Prepayment uncertainty, asset performance monitoring, and regulatory compliance.

Asset-Backed Commercial Paper (ABCP)

Related terms: short-term funding, revolving conduit, liquidity

Explanation: Short-duration paper issued by a conduit that purchases receivables and finances them with
commercial paper.

Example: A corporation sells its trade receivables to a conduit, which then issues 90-day ABCP to investors.
Practical application: Provides working-capital financing for businesses with high-quality receivables.
Challenges: Roll-over risk, reliance on credit ratings, and market liquidity fluctuations.

Asset-Backed Note (ABN)

Related terms: fixed-rate note, asset pool, amortisation

Explanation: A debt security backed by a specific pool of assets, typically with a fixed interest rate and
scheduled amortisation.

Example: A mortgage-originator issues ABNs backed by a pool of residential mortgages with a 5-year term.
Practical application: Offers investors predictable cash flows and lenders a mechanism to securitise assets.
Challenges: Asset default risk, interest-rate mismatch, and servicing quality.

Asset-Backed Loan (ABL)

Related terms: collateralised loan, revolving credit, cash-flow

Explanation: A loan extended to a borrower where repayment is secured by a defined pool of assets, often
used in revolving credit facilities.

Example: A manufacturing firm obtains an ABL secured by its inventory and accounts receivable.

Practical application: Improves borrowing capacity and reduces cost of capital for asset-intensive
businesses.

Challenges: Valuation of collateral, covenant compliance, and asset liquidity.

Asset-Backed Securitisation (ABS) Framework

Related terms: special purpose vehicle, rating agency, legal structure

Explanation: The set of regulatory, legal, and operational guidelines governing the creation and issuance of
ABS.

Example: The UK Financial Conduct Authority (FCA) outlines disclosure requirements for ABS issuers.
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Practical application: Provides a consistent approach to structuring, reporting, and risk management of
securitised assets.

Challenges: Keeping pace with regulatory changes, ensuring transparency, and aligning stakeholder
interests.

Bankruptcy-Remote Entity (BRE)

Related terms: special purpose vehicle, isolation, credit risk

Explanation: A legal entity designed to be insulated from the bankruptcy of its sponsor, ensuring that asset
cash flows are protected.

Example: An SPV set up to hold a pool of mortgages is structured as a BRE to prevent creditor claims from
the sponsor’s creditors.

Practical application: Enhances investor confidence by isolating assets from sponsor risk.

Challenges: Complex structuring, jurisdictional variations, and maintaining independence.

Basis Risk

Related terms: hedging, interest-rate mismatch, cash-flow variance

Explanation: The risk that the offsetting cash flows from a hedge do not move in perfect correlation with the
underlying exposure.

Example: An ABS issuer uses interest-rate swaps to hedge floating-rate assets, but the swaps reference a
different benchmark than the assets.

Practical application: Management of basis risk is essential for accurate risk-adjusted returns.

Challenges: Identifying appropriate hedges, monitoring basis drift, and cost of mitigation.

Bid-Ask Spread

Related terms: liquidity, market depth, pricing

Explanation: The difference between the price at which a dealer is willing to buy (bid) and sell (ask) an ABS,
reflecting market liquidity and transaction costs.

Example: An investor purchases a tranche of a mortgage-backed security (MBS) at an ask price of 98.5 and
can sell it at a bid price of 98.2.

Practical application: Influences transaction costs and portfolio turnover decisions.

Challenges: Wider spreads in stressed markets, impact on pricing transparency.

Bond-Backed Note (BBN)

Related terms: fixed-income, collateral, seniority

Explanation: A note secured by a pool of high-quality bonds, providing investors with a claim on the bond
cash flows.

Example: A BBN is issued backed by a diversified portfolio of corporate bonds with an average rating of AA.
Practical application: Enables issuers to transform bond portfolios into tradable securities.

Challenges: Credit deterioration of underlying bonds, market value volatility, and rating agency oversight.

Call Risk

Related terms: prepayment, yield, duration

Explanation: The risk that a borrower will redeem a security before its scheduled maturity, potentially
reducing expected returns.

Read online: https://certificates.HealthCareCourses.org.uk/glossaries/ HealthCareCourses (An LSIB brand) - 02 Jul 2026
5387400/structured-finance-instruments



Healthg¥e GLOSSARY

Example: Mortgage-backed securities often face call risk when borrowers refinance at lower rates.
Practical application: Investors assess call risk when selecting securities to match liability profiles.
Challenges: Modeling prepayment behaviour, managing reinvestment risk, and pricing uncertainty.

Capital Structure

Related terms: seniority, tranche, subordinated debt

Explanation: The hierarchy of securities issued by an entity, ranging from senior secured debt to equity,
determining claim priority on cash flows.

Example: In a securitisation, senior tranches receive cash first, followed by mezzanine and equity tranches.
Practical application: Guides investors in risk-return assessment and structuring of deals.

Challenges: Aligning incentives across tranches, monitoring subordination levels, and regulatory capital
treatment.

Cash-Flow Waterfall

Related terms: priority of payments, tranching, distribution

Explanation: A predefined sequence dictating how cash generated by the asset pool is allocated among
security holders.

Example: Senior tranche receives interest, then principal; mezzanine tranche receives residual cash; equity
tranche absorbs excess or shortfall.

Practical application: Provides transparency on payment sequencing and risk allocation.

Challenges: Complex waterfall structures, modelling accuracy, and legal enforceability.

Collateralised Debt Obligation (CDO)

Related terms: synthetic CDO, tranche, credit risk

Explanation: A securitised product that pools various debt instruments, slices them into tranches, and
redistributes credit risk.

Example: A CDO may contain corporate bonds, loan portfolios, and other ABS, issuing senior, mezzanine,
and equity tranches.

Practical application: Allows investors to gain exposure to diversified credit risk and to customise risk
profiles.

Challenges: Model risk, opacity of underlying assets, and regulatory scrutiny post-2008.

Collateralised Loan Obligation (CLO)

Related terms: leveraged loan, tranche, reinvestment period

Explanation: A type of CDO that primarily holds a diversified portfolio of senior secured loans, often
leveraged.

Example: A CLO manager purchases a pool of 100 corporate loans, issuing senior and junior tranches to
investors.

Practical application: Provides higher yields than traditional bonds, with risk mitigated through
diversification and active management.

Challenges: Credit deterioration, default clustering, and market liquidity of loan assets.

Collateralised Mortgage Obligation (CMO)
Related terms: mortgage-backed security, tranche, prepayment
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Explanation: A structured MBS that divides cash flows into multiple tranches with distinct maturity and risk
characteristics.

Example: A CMO may have sequential tranches where the first tranche is paid off before the second.
Practical application: Enables investors to target specific duration and prepayment exposure.

Challenges: Prepayment uncertainty, modelling complexity, and sensitivity to interest-rate changes.

Conduit

Related terms: ABC, SPV, revolving facility

Explanation: A bankruptcy-remote vehicle that purchases assets and finances them by issuing short-term
paper, often used in ABCP programmes.

Example: An ABCP conduit buys trade receivables and issues 30-day commercial paper to fund the
purchase.

Practical application: Provides flexible, short-term financing for asset-heavy firms.

Challenges: Roll-over risk, reliance on credit rating, and liquidity stress.

Coupon Rate

Related terms: interest, fixed-rate, floating-rate

Explanation: The periodic interest payment expressed as a percentage of the security’s face value.
Example: An ABS with a 4.5% coupon pays investors 4.5% annually on the outstanding principal.
Practical application: Determines cash-flow expectations and yield calculations.

Challenges: Adjustments for floating-rate securities, resetting mechanisms, and market rate alignment.

Credit Enhancement

Related terms: subordination, over-collateralisation, reserve fund

Explanation: Techniques used to improve the credit quality of a tranche, making it more attractive to
investors.

Example: A senior tranche may be protected by a subordinate equity tranche that absorbs first losses.
Practical application: Lowers required yields, expands investor base, and facilitates higher ratings.
Challenges: Cost of enhancement, monitoring of trigger events, and impact on overall capital efficiency.

Credit Rating

Related terms: agency, sovereign risk, rating methodology

Explanation: An opinion provided by a rating agency on the creditworthiness of a security or issuer,
expressed as a letter grade.

Example: A senior ABS tranche receiving an “AA” rating from Moody's.

Practical application: Influences investor eligibility, pricing, and regulatory capital treatment.
Challenges: Rating agency conflicts, rating lag, and rating agency methodology changes.

Default Risk

Related terms: credit risk, loss-given-default, probability of default

Explanation: The risk that borrowers will fail to meet scheduled payments, leading to losses for security
holders.

Example: An ABS backed by sub-prime auto loans may experience higher default risk than prime-rated
securities.
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Practical application: Drives pricing, risk-adjusted return analysis, and capital allocation.
Challenges: Accurate modelling, data availability, and macro-economic influences.

Diversification Benefit

Related terms: portfolio risk, correlation, asset pool

Explanation: The reduction in overall risk achieved by combining assets with low or negative correlations.
Example: A CLO that holds loans across multiple industries reduces concentration risk.

Practical application: Enhances risk-adjusted returns and satisfies regulatory diversification requirements.
Challenges: Hidden correlation during stress periods, data limitations, and over-reliance on historical
patterns.

Discount Margin

Related terms: floating-rate note, spread, yield

Explanation: The spread over a reference rate that equates the present value of a floating-rate security’s
cash flows to its market price.

Example: An ABS with a discount margin of 120 basis points indicates the investor’s required spread above
LIBOR.

Practical application: Used to price and compare floating-rate securities.

Challenges: Sensitivity to interest-rate volatility, model assumptions, and market conventions.

Eligibility Criteria

Related terms: asset selection, underwriting standards, pool construction

Explanation: The set of conditions an asset must satisfy to be included in a securitisation pool.

Example: A mortgage-backed ABS may require loans to have a loan-to-value ratio below 80% and borrower
credit scores above 700.

Practical application: Ensures quality of underlying assets and supports higher credit ratings.

Challenges: Balancing strictness with deal size, monitoring compliance, and adapting to changing market
standards.

Equity Tranche

Related terms: first-loss, residual cash flow, mezzanine

Explanation: The lowest-ranking tranche that absorbs any losses first and receives any excess cash flow after
senior tranches are paid.

Example: In a CDO, the equity tranche may be 5% of the total issuance and provides the highest potential
return.

Practical application: Offers high-yield investment for risk-tolerant investors and serves as credit
enhancement for senior tranches.

Challenges: High volatility, loss absorption, and limited liquidity.

Floating-Rate Note (FRN)

Related terms: reference rate, coupon reset, spread

Explanation: A security whose interest payments adjust periodically based on a benchmark rate such as
LIBOR or SONIA.

Example: An ABS with a coupon of LIBOR + 150 bps resets every quarter.
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Practical application: Provides protection against interest-rate risk for investors.
Challenges: Reset timing, basis risk, and reference rate transition (e.g., LIBOR to SONIA).

Forward-Start Transaction

Related terms: hedge, derivative, timing

Explanation: A contract that begins at a future date, allowing parties to lock in terms today for a later
period.

Example: A forward-start interest-rate swap used to hedge anticipated cash flows from a future ABS
issuance.

Practical application: Manages timing risk and aligns hedges with asset acquisition.

Challenges: Counterparty risk, valuation uncertainty, and regulatory reporting.

Funding Gap

Related terms: cash-flow mismatch, liquidity, refinance

Explanation: The difference between cash inflows from asset payments and outflows required to meet debt
service obligations.

Example: An ABS may experience a funding gap during a period of high prepayments that reduce principal
repayments.

Practical application: Requires careful cash-flow modelling and reserve management.

Challenges: Predicting prepayment behaviour, maintaining liquidity buffers, and dealing with unexpected
defaults.

Haircut

Related terms: collateral value, over-collateralisation, risk buffer

Explanation: The percentage reduction applied to the market value of collateral to account for potential
declines.

Example: A lender may apply a 20% haircut to a pool of commercial mortgages when calculating borrowing
capacity.

Practical application: Provides protection against asset value volatility.

Challenges: Determining appropriate haircut levels, market volatility, and regulatory expectations.

Interest-Rate Swap (IRS)

Related terms: hedge, floating-rate, fixed-rate

Explanation: A derivative contract in which two parties exchange interest-rate cash flows, typically swapping
a fixed rate for a floating rate.

Example: An ABS issuer enters an IRS to convert floating-rate asset cash flows into fixed-rate payments for
senior tranche investors.

Practical application: Manages interest-rate exposure and aligns cash-flow characteristics with investor
preferences.

Challenges: Counterparty risk, basis risk, and valuation under changing market conditions.

Interest-Rate Reset
Related terms: coupon adjustment, benchmark, frequency
Explanation: The periodic recalculation of a floating-rate security’s coupon based on a reference index.
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Example: A FRN resets its coupon every six months using the 6-month SONIA rate.
Practical application: Ensures that cash flows reflect current market rates.
Challenges: Timing of resets, impact on cash-flow timing, and potential lag in rate movements.

Liquidity Risk

Related terms: market depth, bid-ask spread, secondary market

Explanation: The risk that an investor cannot quickly sell a security without significantly affecting its price.
Example: During a market stress event, the secondary market for mezzanine ABS tranches may dry up,
widening spreads.

Practical application: Influences portfolio construction, risk-adjusted return expectations, and regulatory
capital.

Challenges: Measuring liquidity, managing concentration, and navigating market disruptions.

Loss-Given-Default (LGD)

Related terms: recovery rate, default severity, exposure at default

Explanation: The proportion of exposure that is lost when a borrower defaults, expressed as a percentage.
Example: An LGD of 40% indicates that 60% of the principal is expected to be recovered.

Practical application: Used in credit risk modelling, pricing, and capital allocation.

Challenges: Estimating recovery rates, data limitations, and varying legal jurisdictions.

Margin Call

Related terms: collateral, maintenance margin, volatility

Explanation: A demand by a counterparty for additional collateral when the value of existing collateral falls
below a required threshold.

Example: A hedge fund holding a large position in ABS futures receives a margin call after a sharp market
decline.

Practical application: Ensures sufficient collateralisation of derivative positions.

Challenges: Timing of calls, liquidity of collateral, and operational risk.

Mezzanine Tranche

Related terms: subordination, yield, risk profile

Explanation: A middle-ranking tranche that sits between senior and equity tranches, offering higher yields in
exchange for greater risk.

Example: A mezzanine tranche in a CLO may have a coupon of 8% and absorb losses after senior tranches
are exhausted.

Practical application: Provides investors with a balance of risk and return, complementing senior and equity
exposure.

Challenges: Complex waterfall structures, sensitivity to asset performance, and limited secondary market
depth.

Maturity

Related terms: term, amortisation schedule, final payment

Explanation: The date on which a security’s principal is scheduled to be repaid in full.

Example: An ABS with a 10-year maturity will have its final principal payment due at the end of the tenth
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year.
Practical application: Determines duration risk and cash-flow timing for investors.
Challenges: Early prepayments, extension risk, and reinvestment considerations.

Mortgage-Backed Security (MBS)

Related terms: pool, pass-through, tranche

Explanation: A securitised instrument backed by a pool of mortgage loans, delivering cash flows from
principal and interest payments to investors.

Example: A pass-through MBS distributes monthly mortgage payments to investors after deducting
servicing fees.

Practical application: Provides liquidity to mortgage lenders and offers investors exposure to residential or
commercial mortgage markets.

Challenges: Prepayment risk, interest-rate sensitivity, and servicing quality.

Negative-Amortisation

Related terms: payment shortfall, loan balance, interest accrual

Explanation: A situation where scheduled payments are insufficient to cover accrued interest, causing the
loan principal to increase.

Example: An adjustable-rate mortgage with negative-amortisation may see its balance grow during periods
of low payments.

Practical application: Impacts cash-flow projections for ABS and may increase credit risk.

Challenges: Modelling balance growth, regulatory limits, and borrower behaviour.

Over-Collaterisation

Related terms: haircut, credit enhancement, excess collateral

Explanation: The practice of providing collateral in excess of the face value of the issued securities to
improve credit quality.

Example: An ABS may be over-collateralised by 10% to achieve a higher rating for senior tranches.
Practical application: Reduces loss severity for investors and can lower required yields.

Challenges: Efficient use of capital, monitoring collateral performance, and regulatory compliance.

Pass-Through Security

Related terms: MBS, cash-flow allocation, servicing

Explanation: A securitised instrument that passes the principal and interest payments from the underlying
assets directly to investors, after deducting fees.

Example: A residential MBS pass-through distributes monthly mortgage payments to holders of the security.
Practical application: Simple structure, transparent cash-flow tracking, and widely used in mortgage
markets.

Challenges: Prepayment uncertainty, servicing quality, and investor demand for more complex structures.

Performance Bond

Related terms: guarantee, issuer, credit support

Explanation: A contractual guarantee provided by a third party (often a bank) to ensure that the issuer
meets its obligations on a securitisation.
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Example: A performance bond may be required by investors to back the senior tranche of a CDO.
Practical application: Enhances confidence in the transaction and can facilitate higher ratings.
Challenges: Cost of bond, counterparty risk, and potential claim disputes.

Pool

Related terms: asset pool, diversification, securitisation

Explanation: The collection of underlying assets (e.g., loans, receivables) that are transferred to an SPV to
back a security.

Example: A pool of 5,000 auto loans with a total balance of £250 million forms the basis of an ABS.

Practical application: Drives cash-flow generation and determines risk characteristics of the issued securities.
Challenges: Asset selection, data quality, and ongoing monitoring.

Principal-Only (PO) Strip

Related terms: strip, cash-flow, interest-only

Explanation: A security that receives only the principal repayments from an underlying asset pool, with
interest payments stripped away.

Example: Investors purchase a PO strip of an MBS to gain exposure to principal cash flows and benefit from
declining interest-rate environments.

Practical application: Used for duration management and speculation on prepayment speeds.

Challenges: High sensitivity to prepayment, limited liquidity, and valuation complexity.

Rating Agency

Related terms: credit rating, methodology, sovereign rating

Explanation: An independent organisation that assesses the creditworthiness of issuers and securities,
assigning rating grades.

Example: Moody's, S&P, and Fitch are the leading rating agencies for ABS.

Practical application: Influences investor eligibility, pricing, and regulatory capital requirements.
Challenges: Potential conflicts of interest, rating lag, and reliance on historical data.

Re-investment Period

Related terms: CLO, asset acquisition, portfolio turnover

Explanation: The timeframe during which a CLO manager may purchase and sell assets within the portfolio,
typically to maintain target yield and credit quality.

Example: A CLO may have a 5-year re-investment period followed by a 3-year “re-payment” phase.
Practical application: Provides flexibility to optimise portfolio performance and manage defaults.
Challenges: Timing of asset sales, market impact, and compliance with covenants.

Recovery Rate

Related terms: LGD, default, collateral value

Explanation: The proportion of defaulted exposure that is recovered, expressed as a percentage of the
original amount.

Example: A recovery rate of 60% implies an LGD of 40%.

Practical application: Critical input for credit risk models and pricing of credit derivatives.

Challenges: Variation across jurisdictions, asset type, and seniority.
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Reference Rate

Related terms: LIBOR, SONIA, benchmark

Explanation: The standard interest rate used as a basis for floating-rate securities and derivatives.
Example: SONIA replaced LIBOR as the primary UK reference rate after 2022.

Practical application: Determines coupon resets, swap payments, and other floating-rate calculations.
Challenges: Transition risk, basis spreads, and market acceptance.

Reserve Fund

Related terms: credit enhancement, trigger, cash reserve

Explanation: A dedicated pool of cash set aside to absorb losses or cover shortfalls in cash-flow distribution.
Example: A senior tranche may be protected by a reserve fund that is drawn upon when principal
repayments fall short.

Practical application: Improves tranche credit quality and supports higher ratings.

Challenges: Funding the reserve, trigger thresholds, and managing excess cash.

Risk Retention

Related terms: skin-in-the-game, regulatory rule, tranche

Explanation: The requirement for issuers to retain a portion of the risk (typically 5% of the
net-interest-bearing-assets) to align interests with investors.

Example: Under the EU Securitisation Regulation, an issuer must retain at least 5% of the E-tranche of an
ABS.

Practical application: Reduces moral hazard and promotes prudent underwriting.

Challenges: Capital impact, compliance monitoring, and structuring workarounds.

Securitisation

Related terms: SPV, asset pool, tranching

Explanation: The process of converting illiquid assets into marketable securities by transferring them to a
special purpose vehicle and issuing securities backed by those assets.

Example: A bank securitises a portfolio of credit-card receivables into an ABS.

Practical application: Provides funding, risk transfer, and balance-sheet relief for originators.

Challenges: Regulatory compliance, transparency, and model risk.

Special Purpose Vehicle (SPV)

Related terms: BRE, bankruptcy-remote, conduit

Explanation: A separate legal entity created to hold assets and issue securities, insulated from the sponsor’s
other obligations.

Example: An SPV named “ABSCo Ltd" holds a pool of residential mortgages and issues senior and junior
tranches.

Practical application: Isolates assets, facilitates credit enhancement, and enables rating agency analysis.
Challenges: Governance, jurisdictional differences, and tax considerations.

Spread
Related terms: yield difference, credit spread, risk premium
Explanation: The difference between the yield of a security and a benchmark rate, reflecting compensation
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for credit and liquidity risk.

Example: An ABS may trade at a spread of 150 basis points over SONIA.

Practical application: Used for pricing, relative value analysis, and risk assessment.
Challenges: Volatility, market perception, and spread compression in low-rate environments.

Structured Note

Related terms: derivative, payoff, underlying asset

Explanation: A debt instrument whose return is linked to the performance of an underlying asset or index,
often incorporating optionality.

Example: A structured note that pays a capped return based on the performance of a basket of ABS
tranches.

Practical application: Offers customised exposure and can enhance yield for investors.

Challenges: Complexity, valuation difficulty, and issuer credit risk.

Subordination

Related terms: seniority, waterfall, equity tranche

Explanation: The ordering of payment priority where junior tranches absorb losses before senior tranches
receive cash flows.

Example: In a CDO, the equity tranche is subordinated to mezzanine and senior tranches.

Practical application: Provides credit enhancement for senior investors and creates risk-adjusted return
opportunities.

Challenges: Managing loss allocation, modelling subordination effects, and investor communication.

Syndicated Loan

Related terms: lead arranger, participation, covenant

Explanation: A large loan provided by a group of lenders, often packaged into a securitisation structure for
secondary market trading.

Example: A £500 million syndicated loan to a corporation is later transferred into a CLO.

Practical application: Enables large financing and risk sharing among lenders.

Challenges: Coordination among participants, covenant enforcement, and secondary market liquidity.

Trigger Event

Related terms: credit enhancement, reserve fund, covenant

Explanation: A predefined condition that activates a credit enhancement mechanism, such as drawing on a
reserve fund or increasing a haircut.

Example: A trigger may be activated when the senior tranche’s coverage ratio falls below 105%.

Practical application: Protects investors from deteriorating asset performance.

Challenges: Setting appropriate thresholds, monitoring compliance, and potential premature activation.

Tranche

Related terms: seniority, waterfall, equity

Explanation: A distinct slice of a securitised security with its own risk-return profile, payment priority, and
credit rating.

Example: A senior tranche may have a rating of AA, while a mezzanine tranche is rated BB.
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Practical application: Allows investors to select exposure matching their risk appetite.
Challenges: Complex structuring, inter-tranche correlation, and valuation.

Under-writing

Related terms: due diligence, pricing, risk assessment

Explanation: The process by which an issuer or arranger evaluates the credit quality of assets, determines
pricing, and structures the issuance of securities.

Example: An underwriter assesses a pool of auto loans before pricing an ABS.

Practical application: Ensures appropriate risk pricing and investor confidence.

Challenges: Accurate risk modelling, market timing, and regulatory scrutiny.

Yield Curve

Related terms: term structure, spread, interest rates

Explanation: A graphical representation of yields across different maturities, used to price and manage
interest-rate risk.

Example: The UK yield curve shows higher yields for 10-year securities compared with 2-year securities.
Practical application: Guides selection of fixed- versus floating-rate securities and informs hedging
strategies.

Challenges: Curve flattening or inversion, modelling expectations, and market volatility.

Zero-Coupon Bond

Related terms: discount, accrual, maturity

Explanation: A bond that does not pay periodic interest but is issued at a discount to face value, with the full
amount repaid at maturity.

Example: A 5-year zero-coupon ABS is issued at 85% of par, maturing at 100% of par.

Practical application: Provides a known cash-flow at maturity and simplifies cash-flow modelling.
Challenges: Sensitivity to interest-rate changes, tax treatment of imputed interest, and market liquidity.
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