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a CDO tranche with a AAA rating. But how is it possible to issue 
a AAA rated bond, when the underlying collateral for the issue is 
comprised of high yield bonds?

The answer to this question relates to the protection afforded to 
the holders of a AAA rated CDO tranche by the holders of lower 
rated CDO tranches. Basically the holders of the AAA CDO tranche 
have fi rst claim on the cash fl ow produced by the underlying, low 
rated bonds. In other words, any defaults and losses are absorbed 
by the lower rated CDO tranches fi rst. In our example perhaps the 
underlying pool of high yield bonds has a value of £500m. From that 
pool the CDO constructor might be able to issue say, £25m worth of 
AAA rated bonds. The other tranches will have progressively lower 
ratings as their exposure to losses and defaults rises.

The very lowest tranche of a CDO is known as the ‘fi rst loss’, or 
‘equity tranche’. The holders of this tranche typically absorb all of 
any initial losses in the collateral pool, hence the term ‘fi rst loss’. 
They are also the last to be paid from the cash fl ows generated 
by the bonds, hence the term ‘equity tranche’. The equity holders 
receive all remaining cash fl ows once all the other, higher rated 
tranches have been paid their coupons and principal payments.

The basic mechanics relating to the interest payments from a CDO 
are shown in Exhibit 4. In this exhibit there are three classes of 
CDO which are all funded from the proceeds of an underlying asset 
portfolio. Class A is the highest rated of the tranches followed by 
Class B and then Class C. The class A tranche might be typically 
rated AAA, Class B might have a rating of A, while Class C might 
be rated BBB. The fi nal, equity tranche is unrated. As such, the 
lower the rating the higher the coupon, but of course the greater 
the risk that the coupons will not be made.

Exhibit 4: CDO interest rate ‘waterfall’

Source: Fabozzi

The proceeds from the investment portfolio are used to make the 
coupon payments for class A tranche holders fi rst. If the quality of 
the underlying pool of assets passes certain quality tests relating to 
the fund’s ability to make future interest payments and its ability to 
support the credit ratings of the Class A tranche, then Class B tranche 
holders will be paid their coupon. However, if the assets do not pass 
these quality checks then the Class A tranche holders might receive a 
signifi cant principal payment – perhaps all of their related principal.

Similar tests are then applied before Class C tranche holders can 
receive their interest payments. In the case when these tests are 
failed, Class A holders will be paid some or all of their principal 
and then Class B will be paid some or all of their principal etc. If 
the tests are all passed then Class A, B and C tranche holders will 
receive their coupon payments. Anything left over belongs to the 
equity tranche holders. And in the absence of any defaults during 
the life of the CDO, the equity holders will earn the highest return, 
but this return will, of course, be the fi rst to be affected by any 
defaults or declines in the capital value of the collateral pool. Equity 
tranche holders could lose everything.

Using this payment waterfall then – and there is an equivalent one 
which is applied to the payment of principal over the life of the 
CDO – it is possible to create AAA rated bonds from an underlying 
pool of assets that can have a much lower credit rating.

However, it is clearly not possible to construct a £500m portfolio 
of BBB rated bonds and then issue a £500m AAA-rated CDO 
tranche from this underlying pool. The ratings and proportions of 
each tranche will depend upon the average credit rating of the 
underlying pool of assets and upon how diverse the pool is in terms 
of credit rating, industrial sector and country of origin. Credit rating 
agencies like Moody’s and Standard & Poor’s have sophisticated 
models which take these and many other factors into account so 
that they can assign ratings to each tranche.Proceeds from underlying 
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