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The Typical Subprime Borrower Characteristic

� Subprime borrowers typically have experienced credit problems in the past: late payments, bankruptcies, or 
general problems with their bill paying histories.

� Typical characteristics of subprime loans are the following:
· FICO: 500 – 640
· Documentation: Full or Limited
· Past delinquencies: Up to 120 days
· LTV: 80%
· Mortgage insurance: rare in subprime
· Credit subordination level: 22% - 27% for AAAs
· Average loan size for 2005 origination:  188k for 1st Lien Loans, 48k for 2nd Liens Loans

� The following table shows where subprime loans fall in the spectrum of mortgage credit

 Prime Alt-A Subprime 

FICO 700+ FICO 640-730 FICO 500-640 FICO 

Payment History Prior Mortgage History 0x30 Prior Mortgage History 0x30 or 
1x30 

Prior Mortgage History up to 
4x30, 2x60 

Derogatories No credit derogatories No credit derogatories Credit derogatories 

Documentation Full FNMA documentation Limited doc/stated programs Limited doc/stated programs 

Conforming Conforming by all standards 
except balance 

Non-conforming due to 
documentation or LTV 

Non-conforming due to FICO, 
pay history or documentation 

 LTV 65-80% LTV 70-100% LTV 60-100% 
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The Changing Face of Subprime Borrowers
Shift in non-agency MBS characteristics from 1998 to 2005

 1998 2005 

 Prime Alt-A Subprime 1st Subprime 2nd Prime Alt-A Subprime 1st Subprime 2nd 

Original Volume ($M)* 165,087 17,962 14,799 1,424 374,575 351,038 468,341 18,524 

WA FICO NA NA NA NA 734 713 625 673 

WA LTV 73 74 75 86 (CLTV) 67 74 81 99 (CLTV) 

ARM % 8% 12% 53% 0% 42% 46% 72% 6% 

% Limited or No Doc 24% 57% 25% 18% 44% 66% 35% 33% 

WAC 7.71 8.46 10.19 11.3 5.34 5.87 7.39 10.27 

Average Loan Size 255 K 132 K 120 K 35 K 441 K 247 K 170 K 43 K 

% Prepayment Penalty 0 0 53% 37% 9% 37% 76% 46% 

% Purchase 43% 53% 21% NA 40% 48% 36% 60% 

% IO 3% 0 0 1% 49% 34% 24% 7% 

 

Sources: Loan Performance, Goldman, Sachs & Co.

*Of loans reported in the Loan Performance Database
•includes all loans outstanding in 1998 as well as 2005, not just loans originated in those years
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Definitions:  Subprime vs. Home Equity

� Subprime is often confused with Home Equity, since there is considerable overlap between the two 
definitions, and the terms are often used interchangeably

� Subprime is a subset of Home Equity

� Home Equity includes:

· 1st Lien Subprime Loans (largest part of securitized Home Equity market)
· Closed End Seconds (CES) and HELOCs
· High LTV Loans (LTV > 90%)
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Why has subprime surged in popularity over the past 
few years?

� Attractive Spreads, Diversification of Collateral, Collateral Performance
· Investing in subprime allows investors to avoid much of the prepayment risk and the negative convexity 

that is associated with agency mortgage product
· Earn additional spread by taking exposure to diversified credits
· Can obtain High Quality AAA floaters at attractive spreads
· Excellent Liquidity
· Event risk protection relative to corporates
· Wide variety of structuring options allows risk profile to match risk appetite
· Low spread volatility
· Ratings stability
· Portfolio diversification

� The following table compares generic subprime spreads with other spread product                         
(as of 1/12/2006):

Type Collateral Credit Rating Avg Life Spread to LIBOR
Subprime Floater 2/28 Hybrid AAA 3 1mL + 24
Subprime Floater 2/28 Hybrid BBB 4.5 1mL + 185

MBS Passthru (fixed) FNCL 6 Agency wrap 5.3 E + 69
Agency PAC PAC/30yr 5 Agency wrap 5 E + 90

Agency Sequential 5.0/5.0 Agency wrap 3 E + 120
Agency CMO Floater off FN 5 Agency wrap 5 E + 20

Agency Hybrid FN 5/1 5% Agency wrap 2.4 E + 11
Agency Bullet FNMA 5 yr Agency wrap 4.4  E -13

Jumbo MBS Passthru 5.5% Fixed AAA 3.8 E + 27
MTA Floater AAA 3.5 1mL + 42

CMBS AAA 1.8 1mL + 20
CMBS BBB 2.6 1mL + 105
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Structured Products Rating Stability

� Structured products have historically shown a high level of ratings stability relative to corporates

Annual Rating Transitions(1) 

 Structured Finance Corporates 

 Aaa Aa A Baa Aaa Aa A Baa 

Improved – 4.5 3.6 3.4 – 1.1 2.4 5.3 

Same 99.0 92.0 93.1 90.8 92.4 91.1 92.1 89.0 

Declined 1.0 3.5 3.3 5.8 7.6 7.8 5.6 5.7 

 

Structured Finance Annual Rating Transitions(2) 

 Prime RMBS Subprime RMBS CMBS 

 Aaa Aa A Baa Aaa Aa A Baa Aaa Aa A Baa 

Improved – 2.0 1.6 3.2 – 2.1 1.9 1.1 – 9.4 6.4 4.5 

Same(b) 99.0 88.8 95.0 87.6 99.9 97.4 96.4 95.5 99.2 89.8 92.0 92.5 

Declined 1.0 9.2 3.4 9.2 0.1 0.5 1.7 3.4 0.8 0.8 1.6 2.9 

 

� Within structured finance, however, real estate-related securities (particularly at the triple-A and double-A 
level) have shown a greater degree of historical stability

(a) Source:  “Structured Finance Ratings Transitions, 1983-2004,” Moody’s Investor Service, February 2005.  Data reflects historical averages from 1983-2004 for RMBS Prime, from 1988-2004 for CMBS, and from 
1990-2004 for RMBS Subprime/HEL.  Structured Finance and Corporates information reflects the average one-year transitions.
(b)  Includes withdrawn ratings.  Assets that fully pay off principal have ratings withdrawn (there are limited instances where ratings are withdrawn for other reasons)



Market Size, Major Players
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Projected Issuance of Subprime/HEQ in the Context of 
Other ABS Products

� Subprime has been a greater percentage of the ABS issuance mix recently, representing approximately 
61% in 2005, vs. 26% in 2000

� Projected 2006 Subprime issuance is expected to be down 15-20% due to higher expected rates and slower 
housing price appreciation

Source: Goldman, Sachs & Co.
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Largest Subprime Lenders
Top 20 Subprime Mortgage Lenders ($ billions)

  2005 1Q-3Q 2004 

Rank Lender Volume Mkt. Share Volume 

1 Ameriquest Mortgage, CA  63.7 13.40% $55.48 
2 New Century Financial, CA 39.6 8.30% 30.7 
3 Countrywide Financial, CA 32.5 6.80% 28.4 
4 Option One Mortgage, CA 30.2 6.40% 18.4 
5 Fremont General Corp., CA 26.6 5.60% 16.9 
6 Washington Mutual, WA 26.3 5.50% 21.0 
7 Wells Fargo Home Mortgage, IA 22.8 4.80% 16.6 
8 First Franklin Financial Corp., CA 22.3 4.70% 22.0 
9 HSBC Mortgage Services, IL 18.0 3.80% 12.4 

10 GMAC-RFC, MN  15.5 3.30% 16.2 
11 CitiFinancial, NY  13.6 2.90% 17.1 
12 BNC Mortgage inc., CA 11.9 2.50% 8.0 
13 Accredited Home Lenders, CA 11.9 2.50% 9.0 
14 Decision One, IL 11.7 2.50% 8.9 
15 Aegis Mortgage Corporation, TX 10.3 2.20% 8.7 
16 HSBC Consumer Finance, IL 10.0 2.10% 9.0 
17 ECC Capital Corp., CA 9.8 2.10% 6.6 
18 Finance America, NY 7.5 1.60% 5.8 
19 American General Finance, IL  4.4 1.50% 6.9 
20 NovaStar Financial, KS 4.4 1.50% 6.2 

 Total for Top 20 Lenders $393 84% $324 

 Total Subprime Originations $475 100% $387 

 



12

Largest Subprime Servicers
Top 20 Subprime Mortgage Servicers ($ millions) 

 
  3Q 2005 2004 

Rank Lender Portfolio Mkt Share Portfolio Mkt Share 

1 Countrywide Financial $122,257  11.10% $89,872  9.20% 
2 Ameriquest Mortgage 76,001 6.9 81,500 8.4 
3 HSBC Finance Corp. 75,810 6.9 60,850 6.3 
4 Option One Mortgage 62,580 5.7 59,380 6.1 
5 Chase Home Finance 59,030 5.3 45,826 4.7 
6 CitiFinancial 55,380 5 56,986 5.9 
7 Homecomings Financial 50,853 4.6 49,320 5.1 
8 EMC Mortgage Corp. 47,492 4.3 26,385 2.7 
9 HomEq Mortgage Servicing 46,780 4.2 42,619 4.4 

10 Wells Fargo Home Mortgage 42,360 3.8 31,667 3.3 
11 New Century Financial 40,500 3.7 23,400 2.4 
12 Ocwen Financial Corporation 37,250 3.4 34,380 3.5 
13 Washington Mutual 37,162 3.4 43,247 4.4 
14 National City Home Loan Services 33,235 3 23,797 2.5 
15 Saxon Mortgage 26,357 2.4 20,166 2.1 
16 Litton Loan Services 22,538 2 33,680 3.5 
17 Fremont General Corp. 22,200 2 15,000 1.5 
18 Select Portfolio Servicing 19,500 1.8 17,000 1.8 
19 American General Finance 18,340 1.7 14,742 1.6 
20 NovaStar Financial 14,100 1.3 12,151 1.3 

 Total for Top 20 Servicers $909,725 83% $781970 81% 

 Total Subprime Servicers: $1,103,383 100.00% $973,200 100.00% 

 



Market Trends
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Subprime Spreads Are Still Wider in Subs

� Spreads have tightened even though supply has surged
· Though supply has started to slow recently

� Spreads are still wider than 1998

� Fundamentals are still strong
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The Diversity of Subprime Investors Has Increased 
Significantly Over the Past 3 Years
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Breakdown of purchasers of GSAMP deals

� AAAs 
· Agency participation has decreased as more AAA buyers have emerged

· There has been increased demand for LCF AAAs from CDOs

· International demand has accounted for as much as 40% of AAA demand recently

� BBB:  CDOs have been a big buyer of BBB tranches recently, buying up to 90% of BBB bonds in 2005
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Key Trends in the Subprime Market

� Spreads tightened to historically tight levels through most of 2005
· Tightening occurred across the capital structure
· Driven by strong credit fundamentals and demand technicals

� Starting in the fall of 2005, a strong bid for protection resulted in significant spread widening in lower-rated 
tranches of home equity ABS
· Spread widening largely confined to subprime
· Largely confined to single-A and triple-B tranches 

� Demand side:
· Record CDO issuance
· Strong demand from traditional structured product investors (money managers, banks, insurance, 

companies)
· Growing international interest

� Protection buying side:
· Macro hedge funds with negative views on U.S. housing prices and consumers

� Factors driving fundamental credit conditions include:
· Home price growth
· Interest rates (and rate resets)
· Unemployment
· Lending competition (driving prepayments)
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Evolution of the Origination Model

 1997 2005 
Exit Strategy Originator securitizes origination and retains all 

credit risk 
Sell all or portion of loans to third parties, transfer 
credit risk, subject to due diligence 

Accounting Non-cash gain on sale reigns.  Securitizations 
booked as true asset sales. Over-valued residuals 
on balance sheet 

Cash is king!  Whole loan sales and NIM market 
increase cash proceeds.  Securitizations booked as 
financings 

Servicing Originator services all their own loans Emergence of third party servicers as a revenue 
stream 

Compliance HOEPA and little other disclosure, anyone can lend Substantial regulatory burden requires scale and 
technology to compete 

Cost Structure 4+ points to originate a loan, high break-even 
thresholds and reliance on retail branch network 

Technology and wholesale operating focus reduces 
costs to below 2 points 

Geography Lend in your local market, constrained by retail 
expansion logistics and retail orientation 

Go national to gain operating efficiencies, 
technology and wholesale approach breakdown 
barriers 

Lending Decisions Hard asset lending approach, low-tech.  Look at 
asset, relying on home value, not borrower 

Emphasis on borrower ability to pay.  High-tech 
tools (FICO, AVM, fraud detection, asset 
verification) 

 



Subprime Products
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Subprime Collateral Types

� Hybrids:  68% of subprime loans are hybrid fixed / floating loans, with two to three year fixed-rate periods, 
after which they become 6m LIBOR floaters

� IO loans emerged in 2004, reaching 35% of total origination before falling back to less than 25% currently

� Many originators are offering a 40 year mortgage product in lieu of IO as an affordability alternative

� Loan Types, in order of decreasing issuance volume

· 2 year ARM  (2/28 loans)

· 3 yr ARM (3/27 loans)

· 30 year Fixed Rate

· IO

· 40 year 
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Payment Differences for ‘Affordability Products’

� The market does differentiate in pricing different loan types; riskier loans often come with higher initial rates 
which has reduced the IO payment advantage

� Some of the perceived ‘payment savings’ from affordability products are mitigated by higher rates charged 
for the loan

Payment at Rate Reset Amortization Factor
Type Initial Rate Initial Payment Forwards Realized Max Payment (reset to Caps) at 24 months at 60 months

30 yr (2/28) 8.00% $1,468 $1,745 $1,745 0.98 0.96
40 yr (2/38) 8.25% $1,428 $1,717 $1,732 0.99 0.98
2/28 2 yr IO 8.50% $1,417 $1,798 $1,849 1.00 0.98
2/28 5 yr IO 8.50% $1,417 $1,692 $1,750 1.00 1.00

assumption: 2% initial cap, loans reset to 6m LIBOR + 550 after the reset

pricing date: January 2006

Loan has the following characteristics:  620 FICO, 80 LTV, Full Doc, 200k Loan Balance

6m LIBOR forward @ Jan 2008 is 4.65

> 40
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> 13

> -117
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> 28

> -81
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IO (Interest Only) Mortgages and 40 year Mortgages

� I/O Mortgages are an affordability product that allows a borrower to afford more home for less monthly 
payment, without building equity in their home

� I/O loans were originally thought of as an alternative vehicle for high credit borrowers to take advantage of 
lower initial payments and expected housing price increases

� Over time, the product has been used for borrowers to stretch their income in order to afford larger and 
more expensive homes:  In the hybrid prime market, about 35% of originations are currently in IO

� The product became mainstream in 2004 as a flattening yield curve drained away the advantage of 
refinancing from fixed to amortizing hybrid

� As I/O loans have expanded down the credit spectrum, investors have become nervous of the potential loss 
severity for mortgages taken by credit impaired borrowers

� 40 year Mortgages are another affordability product that allows a borrower to lower their monthly payments

� 40 year mortgages come in two main flavors
· 40 due in 40:  A traditional 40 year amortization schedule
· 40 due in 30:  A loan with a 40 year amortization schedule with a balloon payment due in 30 years

� Most of the recent 40 year origination has been in the 40 due in 30 product, since these structures are 
easier to structure into REMIC form with the 30 year legal final feature

� 40 due in 40 mortgages can also be put into deals; however, doing so requires setting up a funding account 
in 8 years that will reserve against a big unpaid balance after 30 years.  This account has little economic 
significance, but there is a hassle factor associated with this requirement
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Second Lien Loans

� Borrowers who take out a junior lien or second mortgage, either at the time of origination of the first 
mortgage, or at a later date
· Loans that are originated at the same time as the first mortgage are called piggy-back or companion 

second lien loans.  These currently make up the majority of the market

� Credit scores of second lien loans are typically higher than traditional subprime loans

� Historically, second lien loans:
· Prepay slightly faster than their first lien counterparts
· Defaults have been in line with their first lien counterparts, however, severities are significantly higher

� Top issuers include: GSAMP, CSFB, Lehman, Terwin, RFC

� HELOCs (Home Equity Lines Of Credit) are a subset of 2nd Lien Loans
· Used by higher credit quality borrowers to access equity in homes, or used for a specific purpose, such 

as home improvements
· Revolving debt, drawn and repaid as needed
· While much of the RMBS market is expected to slow next year, HELOCs should continue to grow
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Scratch and Dent

� Scratch and Dent refers to loans which have some sort of exception in the underwriting or payment 
characteristics which prevents them from being included in other typical prime/sub-prime securitizations

� Scratch and Dent is not a loan type at origination; rather, it is a byproduct of the business

� Scratch and Dent refers to the following:
· Loans that were originated outside of standard underwriting guidelines, i.e., they have higher than 

normally allowed LTV, lower FICO scores than the guidelines call for or document flaws
· Early Performance Hiccups: can also refer to loans that missed a payment shortly after origination

� Most Scratch and Dent loans are subprime, although they can be prime or Alt-A as well

� No originator has a scratch and dent origination program; however, S&D comprise approximately 1-5% of a 
typical non-prime originator’s product. Originators often aggregate such loans and sell them on a scratch 
and dent basis

� Typical Collateral Characteristics
· Usually Low FICO (less than 620)
· High Coupon
· High LTV

� Typical Investors: CDOs, Credit Hedge Funds, Banks/Portfolio Managers for Senior Tranches

� Typical Subordination Levels for AAA bonds: 27% - 35%
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Scratch and Dent: Collateral Sources

� Main Source: Subprime Originators
– Large amount of origination in this space recently
– These loans are typically to high risk borrowers, and there is a greater chance that these loans will be 

problematic
· 2 main types of Scratch and Dent Collateral from Originators

– Mistakes when originating the loan:
� Cosmetic Problems:  documentation flaws, minor problems with the loan

» Ex: Originators may inadvertently originate loans with LTV ratios outside of their 
underwriting guidelines.  

� Problems with Appraisal Value: 
» ex:  Misrepresented LTV : Borrower takes a $80k loan on a property valued at $100k.  After 

the loan is made, the originator finds out that the property’s appraisal value is $50k, causing 
the LTV of the loan to rise to 160

– Borrower misses the first payment
� Could be an indication of borrower fraud and potential problems ahead

� Seasoned Collateral / Other types of Unique Collateral
· Collapse existing deals
· Portfolio Sellers, i.e. Banks cleaning up balance sheet
· This type of collateral has a very different risk profile than the collateral from originators, and is based 

more on cashflows and equity



Subprime Collateral Performance
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Convexity and Collateral Behavior

� Subprime loans are typically less rate sensitive than agency MBS.  Prepayments are typically dependent on 
increases in collateral value (where borrowers then can take cash out by refinancing) and credit curing.

� Subprime loans create an opportunity to increase margins and returns since they have higher coupons; 
however, these loans do have riskier borrower credit performance than prime asset classes.

� Overall speeds on subprime collateral tend to be in the 30-50 CPR range

� The convexity of subprime securities is less negative than that of agency MBS:
· When Rates are low, subprime prepayment speeds do not increase as quickly as prime speeds owing to 

the poor credit quality of the borrowers (call protection)
· When rates are high, prepayments are higher on subprime collateral vs. prime owing to defaults and 

credit curing (extension protection)
· Throughout different market environments, the proportion of refi vs. purchase originations has remained 

relatively stable for the subprime sector- in a ratio of 2 to 1 - as shown in the chart below:
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S-Curves: Subprime vs. Alt – A vs. Prime

� The S-Curve plots historical speeds of a given collateral type vs. refinance incentive (in %)

� A flatter S-Curve implies that a borrower’s prepayments are less sensitive to changes in interest rates

� Subprime borrowers are less rate sensitive vs. prime and Alt-A borrowers because their poor credit makes it 
harder for them to refinance their loans

Sources: Loan Performance, Intex, Goldman, Sachs & Co.
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Prepayments of Subprime Collateral by Vintage and 
Loan Age

� Typical speeds for subprime collateral have been around 50 CPR after 12+ months

� Since a large fraction of subprime loans are 2/28 hybrid loans (with a fixed rate for the first 24 months), 
prepayment speeds typically spike after the first rate reset, as shown in the graph
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Speeds on High LTV loans have been sensitive to home 
prices

� Since high LTV borrowers tend to have less savings and disposable income, they have a greater tendency 
to refinance and take cash out when home prices appreciate
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Cumulative Defaults Across Product Types

� Cumulative defaults for subprime collateral reach about 11%, compared to 2% for Alt-A collateral and 0.25% 
for prime collateral

� This graph shows default curves for all types of Subprime, Alt-A, and Jumbo collateral in the Loan 
Performance database
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Home Price Appreciation has driven Defaults

� Loans included are:  Subprime Loans from 1994 to the present, with LTVs between 90 and 100

� As a rule of thumb, every 5% of Annualized Home Price Increase reduces defaults by 6% by the 6th year
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Region has also been a key driver of defaults

� Estimated default curves by WALA, by region, loan size of $300-600k

� California and New England have the lowest cumulative defaults, due to the strong housing price 
appreciation in those areas

� Central regions have the highest defaults for the opposite reason

Subprime

0.00%

2.00%

4.00%

6.00%

8.00%

10.00%

12.00%

14.00%

16.00%

0 10 20 30 40 50 60 70
Month

C
u

m
 D

ef
au

lt
s 

(%
)

California Mid-Atlantic Mountain NE Central New England

NW Central Pacific-Non-CA SE Central South Atlantic SW Central

Source: Goldman, Sachs & Co., LoanPerformance



33

Severity

� Severity is defined as the fraction of a defaulted balance of a loan that will be written down as a loss

� Severity = Net Loss / Gross Defaults for a given month

� Recovery = 1 – Severity

� Severity levels are currently averaging 36%

� Factors affecting severities:  housing prices, LTV, lien type

� 2nd lien loans typically have higher severities than 1st lien loans because these borrowers do not use their 
2nd home as their primary residence, so they have less of an incentive to make the payments on their 2nd 
lien loan if they get into financial distress
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Structuring
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Credit Enhancement

� Subprime ABS are not generally guaranteed by a government agency; hence they typically require credit 
enhancement to achieve a triple-A rating.

� There are two types of credit enhancement:  protection within the deal and 3rd party enhancement.  The 
former is much more common 

� Typical characteristics of home equity ABS include:
· Fixed or floating, amortizing, REMIC trusts, sequentials, senior/sub

� Four types of credit enhancement include: 
· Subordination: Credit exposure is generally tranched into senior, mezzanine, and subordinate bonds
· Over-collateralization: Loan balance exceeds bond balance by over-collateralization
· Reserve Account/Cash Control Account (CCA): Initial cash deposit from the seller generally provides 

liquidity.  Excess spread may be captured when increasing the reserve account.
· Surety Bond: Insurance policy usually provided by a monoline insurance company; provided either on a 

pool or loan-by-loan basis

� Typical Credit Enhancement in a Deal:  Senior / Sub / Over Collateralization

� Typical initial credit enhancement by rating: 
· AAA:   22-27% AA: 13-20% A:  9-13% BBB:  5-8%

� Delinquency and/or cumulative loss triggers can lock out cashflows to the residual and subordinate bonds
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Senior Tranches

� The senior (AAA) tranche is typically tranched into sequential bonds in order to create cashflows with 
different average lives that will appeal to a broader variety of investors
· Same level of credit support for all senior bonds
· But principal from scheduled amortization, prepayments, or recoveries passed-through sequentially

� Typical AAA Sequential Structure:  1 yr / 3 yr / LCF (Last Cash Flows) 

� It is also common for an issuer to split the AAA cashflows into a conforming tranche and a nonconforming 
tranche

� Strong sponsorship from a variety of accounts, including banks, agencies, money managers, insurance 
companies

� Typically issued as a floater

� AAA securities are substantially enhanced, so credit at the AAA level is not a question of losses.  Spreads 
can widen to reflect worsening credit trends, and thus AAA investors must think about overall credit trends

Sample Senior Structure

Class Size (mm) Prin Window AvL
A1 341            01/06 - 11/11 1.75
A2A 138            01/06 - 09/07 0.95
A2B 71             09/07 - 11/08 2.25
A2C 18             11/08 - 11/11 5.12
GSAMP 2005-HE6 deal
sequential tranches are highlighted in yellow
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Subordinated Tranches (“ Subs” )

� Approximation of typical subordination to AAA by sector:
· Subprime home equities 22-27%
· Prime credit cards  15-25%
· Prime autos   6-8%
· Student loans 3-8%

� Subordinate spreads tightened throughout the last several years, reflecting the following trends:
· Improving credit environment
· Increasing investor comfort
· Increasing investor appetite for credit risk
· Growth of Structured Vehicles (CDOs)

� Liquidity is typically weaker in subordinate ABS, reflecting reduced issuance volumes.

� Sponsorship:  the main buyers are typically CDOs, money managers, hedge funds, banks, and investors 
looking to go down the credit curve to pick up spread

� What hurts the performance of subs?  Increased Losses, Slow Prepayments
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Basic Subprime Deal Structure

� Credit support comes from the subordinated bonds (22% in example above), overcollateralization (4.95% 
above) and excess spread (186 bp on day 1) 

� All bonds receive interest from day 1, and all principal is paid to the AAAs before the step-down date (typically 
36 months after the deal settlement)

� At the step-down date, if credit enhancement to AAA has doubled (e.g. 44% in example above) and a “trigger”
has not been hit, then deal steps down and all bonds receive principal in accordance with maintaining targeted 
credit enhancement levels

� If a rating agency established “trigger” is hit (cumulative loss too high, loans 60+ days delinquency too high), 
the deal does not step down and principal is paid sequentially (AAAs paid off, then AAs paid off, etc)

� WAC Caps – bonds pay according to funds available to the Trust (i.e. limited to how much loan interest 
collected), may limit funds available to bondholders in a higher rate environment 

Bond S&P/Mdy Size (mm) Credit Support AvL Prin Window Spread
A1 AAA /Aaa 341            0.27                   1.75 01/06 - 11/11 not offered
A2A AAA /Aaa 138            0.27                   0.95 01/06 - 09/07 1mL+8
A2B AAA /Aaa 71              0.27                   2.25 09/07 - 11/08 1mL+19
A2C AAA /Aaa 18              0.27                   5.12 11/08 - 11/11 1mL+36
M1 AA+ /Aa1 31              0.22                   5.34 08/10 - 11/11 1mL+44
M2 AA+ /Aa2 29              0.19                   4.79 02/10 - 11/11 1mL+45
M3 AA/Aa3 21              0.16                   4.55 10/09 - 11/11 1mL+48
M4 AA/A1 15              0.14                   4.43 08/09 - 11/11 1mL+62
M5 AA- /A2 15              0.12                   4.36 07/09 - 11/11 1mL+67
M6 A+ /A3 13              0.11                   4.30 06/09 - 11/11 1mL+75
M7 A/Baa1 13              0.09                   4.26 05/09 - 11/11 1mL+165
M8 A- /Baa2 9               0.08                   4.22 04/09 - 11/11 1mL+230
B1 BBB +/Baa3 11              0.06                   4.20 03/09 - 11/11 1mL+250
B2 BBB+ /Ba1 10              0.05                   4.18 02/09 - 11/11 1mL+250

GSAMP 2005- HE6
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Cashflow distribution on and after the step-down date

� Scenario 1:  AAA Target Credit Enhancement Reached, Trigger Passed
· Deal steps down
· Target Credit Enhancement (CE) requirement will be twice the initial level
· The principal will be paid to all classes to maintain target CE levels

� Scenario 2:  Target CE Reached, Trigger Fails
· Deal does not step down
· Principal will be paid to the bonds sequentially

� Scenario 3:  Target CE not reached
· Deal does not step down
· Principal will be paid to the bonds sequentially
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Net Interest Margin Securities (NIMs)

NIMS are

� Typically BBB rated private placement, 144a debt securities

� Short in Average Life: 16-20 month projected life cash flows

� Generally fixed rate

NIMs cashflows come from 

� Excess spread / residual (w/ OC fully funded, residual receives cash Day 1)

� Prepay penalties (2 year average term – 80% of 6 months interest)

� Interest rate cap

Who Buys NIMs

� Money managers, banks, hedge funds and insurance companies

Risks in NIMs

� Fast prepay speeds (fewer loans outstanding to draw excess spread from) – PPP’s mitigate the negative 
effect of fast speeds

� Losses – loss seasoning ramp starts after month 12 and peaks at month 30, as foreclosure timeline limits 
chance of early losses

� Bond cost increase eroding excess spread (e.g., LIBOR spike before loan reset dates) – LIBOR cap 
compensates for lost excess spread
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Pricing Conventions

Floating Rates

� Discount margin (generally to one-month or three-month LIBOR)

Fixed Rates

� Traditionally quoted as a spread to the swaps curve

Triple-A and double-A valuations based primarily upon cashflow stability and liquidity

� Very low credit risk

Mezzanine class valuations based upon a mix of cashflow stability and fundamental credit analysis

� Some risk of credit losses

� Extension risk is often a concern

Junior class valuations based upon credit risk



Subprime CDS
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Overview of Structured Product Synthetics

� Structured product synthetics are credit derivatives referenced to a single underlying structured product 
security or to a basket of underlying structured product securities
· RMBS
· CMBS
· Auto ABS
· Credit Card ABS
· Student Loan ABS
· CDOs

� Market activity has been concentrated in real estate-related sectors of the structured finance market (i.e., 
RMBS and CMBS)

� The structured product synthetics market is expected to exhibit rapid growth in the next few years, 
consistent with the trend line in the corporate credit derivatives market

� Structured product synthetics consist of:
· Single-name CDS: Credit default swap (CDS) on a single reference obligation allowing investors to go 

long or short credit risk on a specific structured finance security synthetically
· Basket Trades: CDS on a basket of underlying reference obligations – equivalent to a basket of single-

name CDS
· Levered Synthetics: CDOs backed by a portfolio of single-name structured product CDS, enabling 

investors to gain exposure to structured product cashflows in a levered synthetic fashion
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Advantages of Structured Product Synthetics

� Not limited by availability of cash bonds or dealer inventory
· Gain exposure to cashflows not readily available in the new-issue or secondary markets
· Ramp up a CDO quickly and efficiently

� Ability to short structured product securities
· There is a relatively undeveloped repo market for shorting cash securities

� Can be used to hedge origination/whole loan pipelines
· Provides hedge against spread risk

� Potential to create customized and diversified exposures
· Can be levered or un-levered

� Ability to trade unfunded credit exposure to term
· Basis trades (i.e.  CDS vs. Cash bonds)
· Capital structure trades (i.e. long BBs vs. short BBBs)
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Key Market Participants

� Hedge funds have been the primary bidders of protection, whereas structured vehicles (i.e., CDOs) have 
been the primary sellers of protection

Buyers of Protection Sellers of Protection

� Hedge funds

� Arbitrage accounts
· Fixed income
· Equity

� Whole loan originators / traders

� Dealers
· Flow trading desks
· Proprietary desks

� Money managers

� Banks / asset funding counterparties putting on 
negative basis trades

� Insurance companies

� CDOs
· Synthetic
· Hybrid (part cash / part synthetic)

� Hedge funds

� Arbitrage accounts
· Fixed income
· Equity

� Money managers

� Dealers

� Insurance companies
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Why Trade Structured Product Synthetics Now?

� Rapid growth in CDS volume
· Increased liquidity as several dealers have been willing to make markets
· ISDA has published a standardized confirmation template for RMBS and CMBS reference obligations
· ISDA is working towards standardized confirmations for other ABS reference obligations

� CDS will likely have a significant market impact on the pricing of risk and ultimately on cash spreads
· Development of CMBS and subprime RMBS CDS index will promote liquidity and increase transparency 

and market-maker sponsorship

� CDS could have a significant market impact on risk transfer and ultimately cash spreads
· Capital structure trades allow participants to express views not possible in the cash market
· Synthetic CDO and correlation driven structured product trades

� Positive basis trading opportunities in subordinate cashflows
· In BBBs, there is an opportunity for early protection sellers to realize a positive basis
· As certain tranches of risk are in high demand in the current market environment, the cash vs. CDS 

basis could tighten as the market evolves

� Negative basis trading opportunities in senior cashflows
· In AAA and AA securities, CDS spreads are inside of cash spreads
· Net of funding costs, investors can earn a spread by buying the cash security and buying protection via 

the CDS market
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� Buyer of protection pays a running premium on the outstanding notional amount of a reference obligation, in 
exchange for protection if the reference obligation suffers a credit event

� Upon the occurrence of a credit event, settlement would occur via cash or physical methods
· Cash “pay-as-you-go” settlement: protection seller pays the protection buyer for the specified loss 

amount
· Physical settlement: protection buyer delivers the reference obligation to the protection seller in return for 

payment of par

Structured Product CDS Cashflow Mechanics

Reference 
Obligation

Protection 
Buyer

Coupon
Premium

Holders
Protection 

Seller

Protection 
Buyer

Cash

Reference

Obligation

Cash “ Pay-As-You-Go” Settlement Physical Settlement

Principal

Protection 
Buyer

Reimbursement of 

Specified Loss
Protection 

Seller
Protection 

Seller
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Structured Product CDS Sample Terms

� Primary Features
· Reference obligation: Designated tranche of an existing transaction (specified CUSIP)
· These are term trades (the life of the swap mirrors the life of reference obligation)
· Trades are typically cash settled on a “pay-as-you-go” basis, so the CDS notional amount can exceed 

the size of the reference tranche; protection buyer has option to settle by physically delivering reference 
obligation following specified credit events

� Payments
· Fixed rate (paid by protection buyer): CDS premium, ACT/360 basis, paid monthly / quarterly
· Floating rate (paid by protection seller): Upon the occurrence of a credit event, the cash settlement 

amount

� Notional Balance is adjusted as follows:
· Reduced by principal paydowns
· Reduced by write-downs (realized losses)

� Interest Shortfalls
· Partial or full transfer of interest shortfall risk

Sample Terms only.  Terms of future transactions will vary.
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Credit Events and Settlement Mechanics

All excluding RMBS, CMBS

All excluding CMBS

All excluding CMBS

RMBS, CMBS only

All

Applicable Structured Product 
Reference Obligations

Cash Settlement equal to loss 
amount determined via dealer poll; 

Optional Physical Settlement

Failure to Pay Interest (FTPI):
Failure to pay scheduled interest for 
a specified number of months (i.e., 3 
months for credit cards, 24 months 

for CDOs)

Optional Physical SettlementMaturity Extension:
The stated maturity of the reference 

obligation is extended

Optional Physical SettlementDistressed Ratings Downgrade:
Either Moody’s, S&P, or Fitch 

downgrades the reference obligation 
to CCC (or its equivalent) or lower, 

or removes its public rating

Cash Settlement of write-down 
amount; Optional Physical Settlement

Write-Down:
Occurs when the reference 

obligation is written down, often from 
realized losses

Cash Settlement of principal shortfall; 
Optional Physical Settlement

Failure to Pay Principal (FTPP):
Usually occurs at the final maturity 

date of the reference obligation

Settlement MethodCredit Event
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What is an Interest Shortfall?

� An interest shortfall occurs when current scheduled interest is not paid on the reference obligation

� Interest shortfalls can be driven by either credit problems on the loans underlying the reference obligation or 
by caps embedded in the structure

� For subprime RMBS and CMBS reference obligations, coverage of interest shortfalls by the protection seller 
can take the form of one of the following options:
· Cap Applicable – Fixed Cap: Capped at the amount of CDS premium owed by the protection buyer in 

any period. Under this option, protection seller will not have to go out-of-pocket to cover interest 
shortfalls.

· Cap Applicable – Variable Cap: Capped at an amount equal to LIBOR plus the CDS premium owed by
the protection buyer in any period. Under this option, protection seller may have to go out-of-pocket to 
cover interest shortfalls.

· Cap Not Applicable: Uncapped at the full coupon on the reference obligation. This trade can only be 
executed at a CDS premium rate equal to the margin above LIBOR or the associated benchmark rate in 
the coupon and therefore would likely involve upfront payments by either buyer or seller. Under this 
option, protection seller may have to go out-of-pocket to cover interest shortfalls. 

� The specific form of the interest shortfall reimbursement amount can be selected by the 2 parties in the CDS 
transaction
· Subject to pricing differences, based on the amount of interest shortfall risk covered

� GS has observed meaningful two-way flows under the Fixed Cap option
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Liquidity in the Subprime Market Has Been Enhanced 
by the CDS Market

� Liquidity in the Subprime Market has improved recently due to an expanding investor base, as well as the 
increased presence of structured product CDS on subprime collateral

� The structured product CDS market is a newly emerging market

� Majority of flows have occurred in CMBS and subprime RMBS sectors

� CDS bid/offer is currently in the 20-40bp area on BBB subprime cash flows

� For AAA cashflows, the bid/offer is in the 5-10bp area

� Selected factors that can impact liquidity:
· Trade size
· Reference obligation
· Technicals

� Liquidity is improving rapidly – primarily in the CMBS and RMBS sectors – and is expected to ultimately rival 
liquidity in the cash market
· Standardization of confirm – ISDA
· Introduction of subprime RMBS and CMBS indexes (expected in Q1 2006)
· Expansion of the inter-dealer market
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CDS Spread Drivers

� During the early part of 2005, CDS spreads largely followed cash spreads, with moderate volatility in the 
basis

� During the fall of 2005, technical factors related to a strong bid for protection from macro hedge funds 
emerged
· CDS spreads widened significantly over a short period of time
· Basis volatility increased dramatically
· Basis returned to historical levels by cash spreads widening (although some modest CDS spread 

tightening occurred)
· CDS spreads drove cash spreads

� As the CDS market continues to develop, we expect periods of cash spreads driving CDS spreads

� But over the long run, CDS spreads should drive cash spreads as we expect liquidity in the CDS market to 
dwarf that in the cash market
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Using Subprime RMBS CDS to Express Views on 
Residential Real Estate Prices

� Given the belief that house prices in the U.S. are too high, there are several trades that can be executed to 
short house prices:
· Short the stock of mortgage originators and construction companies
· Buy protection in the corporate CDS market on mortgage originators and construction companies
· Buy protection in the ABS CDS market on subprime mortgages

� Problems with using equities and corporate CDS to express this view:
· Shorting equities to express this trade view is expensive with unlimited (theoretical) downside
· Trades in the corporate CDS market can be difficult or impossible to implement on the appropriate 

reference entities
· Not a pure play, as many liquid instruments allow exposure to more than the home price market

� Advantages of using the ABS CDS market to buy protection:
· Subprime borrowers are more likely to default if home prices decline
· Limited downside equal to ongoing annual premium protection payment
· Upside equal to the notional balance of the trade
· Can be diversified across issuers, vintages, and geography

� The trade:
· Buy protection on BBB or BBB- subprime home equities
· Basket of 5-20 CUSIPs, with a minimum size of $5mm per CUSIP
· Pay ongoing protection premium in exchange for payout on the occurrence of a credit event
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The CDS/Cash Basis

� The CDS/cash basis measures the differential between mid-market spread levels in the cash and CDS 
markets
· CDS/Cash Basis = CDS Spread – Cash Spread
· When CDS spreads are tighter than cash spreads, the basis is deemed to be “negative”
· When CDS spreads are wider than the cash market, the basis is deemed to be “positive”

� The current CDS/cash basis:
· For CMBS and RMBS, the CDS/cash basis is currently negative across the capital structure
· In recent months, the basis moved from negative to positive and back to negative in lower-rated tranches

� The CDS/cash basis is driven by:
· Supply/demand for protection
· Differences between cash and CDS cashflows
· Amount of interest shortfall (or cap risk) transferred
· Contract optionality
· Funding and leverage costs
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The Basis in BBB Subprime HELs
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Introducing The ABX.HE Index:
Highlights And Construction

� What is the ABX.HE index?
· Home equity index references a basket of HEL ABS obligations
· Various index ratings: AAA, AAA, A, BBB and BBB-, based on tranches of HEL ABS obligations

� How is it constructed?
· 20 deals in basket, with a new ABX.HE series issued approximately every 6 months
· Index will be created from qualifying deals of 20 of the largest sub-prime home equity ABS shelf 

programs from the six month period preceding the roll
· Diversification:

– Limits same originator to 4 deals
– Limits master servicer to 6 deals

· Minimum deal size: $500mm
· Each tranche must have a weighted average life of 4-6 years as of the issuance date (except AAAs 

which must be greater than 5 years)
· Reference obligations equally weighted by initial par amount, with subsequent weightings evolving as a 

function of prepayment and credit experience of underlying transactions

� Advantages:
· Will provide market participants with a diversified, liquid means to go long or short credit in the home 

equity market
· Liquidity provided by 15 market-making dealers
· Will be followed by indices on credit cards, student loans, autos, and other products
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Reference Entities For ABX.HE 06-1 Series of Indices
(published as of 1/11/05)



58

ABX.HE Index: Expected Market Participants



Appendix: The Foreclosure Process
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The Path From Delinquencies to Foreclosure and REO
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� Bankruptcy Exceptions

� Suspense Balance
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The Foreclosure Process: Key Terms

� REO: Real Estate Owned:  Property acquired through Foreclosure or Deed in Lieu of Foreclosure

� Chapter 7 Bankruptcy: Complete liquidation of a debtor’s assets.

� Chapter 13 Bankruptcy: Allows the debtor to repay creditors over an extended period of time while 
permitting some debts to be discharged without full payment.

� Foreclosure: Legal procedure by which mortgaged property is sold upon default in order to satisfy the debt.  
Foreclosures are generally governed by state law and vary from state to state.

� The foreclosure timeline varies from state to state; the following chart shows the number of months it takes 
to get through the foreclosure process by state:

State Months
VT 14
ME, NY, SC 12
IA, IL, KY, ND, NJ, WI 11
ID, IN, OH, OK, PA 10
CT, DE, LA, MA, NM, SD 9
CO, FL, KS, MS, MT, NC, NH, NV, OR, TX, UT, WA, WV 8
AR, AZ, CA, GA, MD, MI, MN, MO, NE, RI, TN, VA 7
WY 6
AK, HI 5
AL 4
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Collections Flowchart: 0-90 Days Delinquent
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Bankruptcy
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Bankruptcy
Chapter 13

Review Debtor’s 
Reorganization Plan

File Proof of Claim for 
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Disclaimer

This material is not a product of the Fixed Income Research Department. It is not a research report and it should not be construed as such. All 
materials, including proposed terms and conditions, are indicative and for discussion purposes only. Finalized terms and conditions are subject to 
further discussion and negotiation and will be evidenced by a formal agreement.  Opinions expressed are our present opinions only and are subject 
to change without further notice.  The information contained herein is confidential.  By accepting this information, the recipient agrees that it will, and 
it will cause its directors, partners, officers, employees and representatives to use the information only to evaluate its potential interest in the 
strategies described herein and for no other purpose and will not divulge any such information to any other party.  Any reproduction of this 
information, in whole or in part, is prohibited.  Except in so far as required to do so to comply with applicable law or regulation, express or implied, no 
warranty whatsoever, including but not limited to, warranties as to quality, accuracy, performance, timeliness, continued availability or completeness 
of any information contained herein is made. Opinions expressed herein are current opinions only as of the date indicated.  Any historical price(s) or 
value(s) are also only as of the date indicated.  We are under no obligation to update opinions or other information.  The information contained herein 
has been prepared solely for informational purposes and is not an offer to buy or sell or a solicitation of an offer to buy or sell any security or 
instrument or to participate in any trading strategy.  The Goldman Sachs Group, Inc. does not provide accounting, tax or legal advice; however, you 
should be aware that any proposed indicative transaction could have accounting, tax, legal or other implications that should be discussed with your 
advisors and or counsel. The materials should not be relied upon for the maintenance of your books and records or for any tax, accounting, legal or 
other purposes. In addition, we mutually agree that, subject to applicable law, you may disclose any and all aspects of any potential transaction or 
structure described herein that are necessary to support any U.S. federal income tax benefits, without the Goldman Sachs Group, Inc. imposing any 
limitation of any kind.   The Goldman Sachs Group, Inc.  and affiliates, officers, directors, and employees, including persons involved in the 
preparation or issuance of this material, may from time to time have "long" or "short" positions in, and buy or sell, the securities, derivatives (including 
options) or other financial products thereof, of entities mentioned herein.  In addition, the Goldman Sachs Group, Inc.  and/or affiliates may have 
served as manager or co-manager of a public offering of securities by any such entity.  Further information regarding this material may be obtained 
upon request.

The Goldman Sachs Group, Inc.  shall have no liability, contingent or otherwise, to the user or to third parties, or any responsibility whatsoever, for 
the correctness, quality, accuracy, timeliness, pricing, reliability, performance or completeness of the data or formulae provided herein or for any 
other aspect of the performance of this materials.  In no event will the Goldman Sachs Group, Inc.  be liable for any special, indirect, incidental or 
consequential damages which may be incurred or experienced on account of the user using the data provided herein or this materials, even if the 
Goldman Sachs Group, Inc.  has been advised of the possibility of such damages.  The Goldman Sachs Group, Inc.  will have no responsibility to 
inform the user of any difficulties experienced by the Goldman Sachs Group, Inc.  or third parties with respect to the use of the materials or to take 
any action in connection therewith.

The fact that the Goldman Sachs Group, Inc.  has made the materials or any other materials available to you constitutes neither a recommendation 
that you enter into or maintain a particular transaction or position nor a representation that any transaction is suitable or appropriate for you. 
Transactions involving derivative or other products may involve significant risk and you should not enter into any transaction unless you fully 
understand all such risks and have independently determined that such transaction is appropriate for you.  The Goldman Sachs Group, Inc.  is acting 
in the capacity of an arm©s-length contractual counterparty to the user in connection with any transaction the Goldman Sachs Group, Inc.  may enter 
into with the user and not as a financial advisor or a fiduciary. 

� Copyright 2006, The Goldman Sachs Group, Inc. All rights reserved.


