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Summary of the paper
• Which market is most informative about the subprime RMBS collateral losses, 

cash bond, single name CDS or ABX index?
– Information flows to bond market before single name CDS
– ABX contributes more in price discovery than single name CDS

• Response to monthly release of remittance report
– Bond: significant, on average negative; single name CDS: insignificant; 

ABX: significant, on average positive
– ABX spread often drifts higher between releases and drops on the release 

– argued as an indication of “noise trading” 
• Proposing new performance measures 

– Aggregate loss trigger and acceleration feature – designed to divert cash 
flows from lower tranches to higher seniority tranches 

– Discovery of significant differences on performance data across sources 
even though all based on remittance reports

– A comment: These measures somehow have insignificant correlation with 
bond spread changes, and some significance with ABX (Table XII and XIII)
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No-arbitrage relation between subprime RMBS and 
ABX

• Prices for RMBS, single name CDS and ABX are linked together by no-arbitrage 
relation

• Price of (defaultable bond + protection) ≅ price of default-free bond of same 
maturity

• ABX-Cash basis = ABX spread – ∑Bond yield spreads
– If the basis is lower than the funding cost, an arbitrageur can buy bond 

portfolio and buy protection with ABX
– If the basis is higher than the funding cost, an arbitrageur can short bond 

portfolio and write protection with ABX
• The causes for the breakdown of no-arbitrage relation

– Illiquidity
– Counterparty default

• If the breakdown is too severe, forces besides underlying collateral 
performance may be moving the markets and derivatives may not be 
redundant
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How severe are the violations of no-arbitrage 
relation?

Atlanta Fed / GSU REFin Conference 4

Average ABX – Cash Bond basis around 6,000% or (60%?). 
In the updated table (Nov. 28), the number is around -100%?



ABX-Cash Basis - Gordon (2009)
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Counterparty default risk severely reduces short-term 
funding liquidity - Gordon (2009) 

Table XII of the paper shows the funding cost is highly correlated with the 
ABX spread changes, but not the bond or ABCDS spread changes.

Suggestion/Comment #1: it is useful to distinguish the nature of 
information, collateral-based or counterparty/liquidity.



Comment #2: Remittance reports can be very helpful

• The paper studies price discovery between the markets 
using VECM on daily data, a cause for concern on the data 
quality
– There are indications that bond/ABCDS spreads don’t move 

much day to day
– Lack of trading in bonds and ABCDS is the reason for the 

popularity of ABX
• This problem can be solved by focusing on the responses to 

the release of remittance reports
– An informative market ought to respond to surprises
– Can also help on identification of collateral-based information

• The paper currently uses a release date dummy, but more 
should be done, e.g. surprise or not, good or bad, …
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Comment #3: Why did data vendors have 
different readings from the remittance reports? 

• Poor data quality
• Deal Characteristics 

– Ambiguity in collateral
– Complexity in deal structure

• Intentional omission, misreporting, obfuscating
• Understanding the nature/time variation of the dispersion can 

further identify the forces moving the three markets 
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Comment #4: Heterogeneous market 
participants can affect the market dynamics

• Some RMBS investors are the buy-and-hold type
• ABCDS market has the most severe adverse selection problem
• ABX is popular with speculators/arbitrageurs and cross-

hedgers
• There are alternatives for the ABX spread to drift lower 

between releases during this particular sample period
– During the crisis, ABX is the only viable venue for short 

selling
• It requires more to argue bond holders are more informed

– Not enough liquidity for them to sell during the crisis
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Heterogeneous investors – Zhang, Zhao and Zhao 
(2017)

• We examine the determinants for mutual funds and insurance companies 
initial holdings of AAA-rated non-agency RMBS. 

• Contents in free writing prospectus and risk factors section in prospectus 
supplements can explain over 15% of the deal collateral loss beyond 
common characteristics and macroeconomic conditions.

• Mutual funds initial holdings are sensitive to these contents, insensitive to 
headline numbers such as FICO and housing price run-up.

• Insurance companies initial holdings are insensitive to contents, sensitive 
to headline numbers.



Conclusion

• I enjoyed a lot from reading the paper and learned a lot. 
Thank you.

• I commend the authors for the tremendous amount of work!
– Getting data from multiple sources, including hand-

collected remittance reports
– Substantial amount of results (99 pages, 20 tables and 13 

figures in this draft)
– The comparison of the collateral performance data could 

be a separate paper 
• Hopefully securitization + derivatives can be doubly beneficial, 

not doubly toxic! 
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