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A Primer of sorts

Mortgage-backed securities (MBS) are simply shares of a home loan sold to investors. 
An MBS work like this: A bank lends a borrower the money to buy a house (commonly called a mortgage) and collects monthly payments on the mortgage (which is just a loan). 
The mortgage (or loan) and many others -- perhaps hundreds -- are sold to a larger bank that packages the loans together into a mortgage-backed security. 
That is it – really easy, right?  Not so fast!

So now the larger bank (see example of Bear Stearns) then issues shares of this security, called tranches (French for "slices"), to investors who buy them and ultimately collect the dividends in the form of the monthly mortgage payments. 
So investors receive dividends which come from the monthly mortgage payments.
Collateralized Mortgage Obligations (CMO) [which have been renamed more generically now as collateralized debt obligations (CDO)] are when the tranches are further repackaged and sold again. 
Notice therefore that because home loans in 2008 were so divided and spread across the financial spectrum, it was entirely possible a given homeowner could own shares in their own mortgage!  (Adapted from  http://money.howstuffworks.com/mortgage-backed-security.htm, accessed on Jan. 4, 2009)
Further: Most bonds backed by mortgages are classified as an MBS. Which can be confusing, because some securities derived from MBS are also called MBS(s). 

To distinguish the basic MBS bond from other mortgage-backed instruments the qualifier pass-through is used (in the same way that 'vanilla' designates an “option” with no special features – we will discuss options and derivatives after the break).
A Pass-through mortgage-backed security is the simplest MBS. Essentially, the MBS is a pass through of the monthly payments (or securitization of the mortgage payments) to the mortgage originators.  (Adapted from http://en.wikipedia.org/wiki/Mortgage-backed_security, accessed on Jan. 4, 2009)
(Here is Fannie Mae’s (FNMA) website on MBS: http://www.fanniemae.com/mbs/index.jhtml;jsessionid=CFELIJNC4BNWTJ2FECISFGQ?p=Mortgage-Backed+Securities) 
Finally from the SEC:  Mortgage-backed securities exhibit a variety of structures. The most basic types are pass-through participation certificates, which entitle the holder to a pro-rata share of all principal and interest payments made on the pool of loan assets. More complicated MBSs, known as collaterized mortgage obligations or mortgage derivatives, may be designed to protect investors from or expose investors to various types of risk. An important risk with regard to residential mortgages involves prepayments, typically because homeowners refinance when interest rates fall. Absent protection, such prepayments would return principal to investors precisely when their options for reinvesting those funds may be relatively unattractive. (From the SEC website: http://ftp.sec.gov/answers/mortgagesecurities.htm, accessed on Jan. 4, 2009) 
