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Asset-Backed Securities

Asset-Backed Securities

® The basic idea
@ What's needed?

The Securitization Process ® The technique
® ABS around the world

Prof. lan Giddy
Stern School of Business
New York University
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Securitization of Assets Securitization of Assets
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Asset Securitization: Features

Securitization of Assets

Key features are:

# pooling of a group of similar non-traded financial
assets

+ transfer of those assets to a special-purpose company
which issues securities

 risk reduction by systematic risk assessment, by
diversification, by partial guarantees, etc.

« division of the benefits (and risks) among investors on
a pro-rata basis

& being offered in the form of a security (rather than, for
example, as a portfolio of loans or receivables)

# on-going servicing of the underlying assets' cash flows
through to the asset-backed security investors.
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Securitization of Assets

Securitize the assets
\

Decisions

Form of transfer || Form of special Form of credit
of asset purpose vehicle enhancement

Form of
transformation of
cash flows

[Form of cash flow|
allocation

Characteristics of Assets Needed to
Securitize

Ehe Pool of Assets Should Have:

m Volume which is sufficiently large and homogenous to facilitate
statistical analysis

A stable history of rates, defaults, delinquencies, prepayments and so
forth

Sufficient diversification--for example, geographic and socio- economic--
to reduce vulnerability to economic stresses

Basic lender’s credit quality standards that are capable of being evaluated
and approved by rating agencies and specialized financial guaranty
companies

Assets must be transferable and unencumbered
In short, the assets themselves must be sufficiently strong to suppor
a high credit rating without the backing of the originating lender.
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Finance Company Limited I

Case Study: The Company
(Finance Company Limited)

e Corporate commitment
e Management depth
e Track record (loan program administration)

e Internal systems (origination, servicing,
and collection)

e Information (on company and collateral)
@ Market position

e Origination capacity

® Technology
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What is the Technique for Creating

- Case Study: Initial Exchanges
Asset-Backed Securities? y 9
® A lender originates Ioan_s, such astoa @
homeowner or corporation. -y
® The securitization structure is added. The bank or HieRies)
firm sells or assigns certain assets, such as :
. . Finance Co. Ltd
consumer receivables, to a special purpose
vehicle.

® The structure is legally insulated from
management

® The SPV issues (usually) high-rated debt.
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Case Study: Initial Exchanges Case Study: Initial Exchanges
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Case Study: Initial Exchanges Case Study: Initial Exchanges

[ Finance Co.'s ] Rating Agency Finance Co.'s Rating Agency
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Case Study: Ongoing Payments

[ Finance Co.'s ]
\_ Customers }

|
Hire-Purchase |

v
Monthly HP Monthly ABS
Finance Co. Ltd | payments FCL 1997-A Payments Investors
(Seller) (Special Purpose Co.)
e Financial Guarantee
J Trusiee Guarantee Provider
Responsibilities

Managing the Risks
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® Credit risks

o Liquidity risk

@ Servicer performance risk

@ Swap counterparty risk

® Guarantor risk

® Legal risks

® Sovereign risk

@ Interest rate and currency risks
® Prepayment risks

Copyrgh £1999 an F_Giddy Proces02

Risk-Management Techniques in ABS Asset Securitization is Now Global
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Asset Securitization is Now Global

e USA
o UK, France, other Europe

e Australia, Japan, Thailand, Indonesia,
Philippines, India, etc

Asset Securitization is Now Global
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@ Eurobonds

Financial Times Financial Times
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The U.S. Market

Issuance in the U.5. Bond Markels
109801 vs. 199001

Bond Market Debt
As of March 31, 1983°

ABS in the USA
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ABS in the USA Asset Securitization is Now Global
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. Why Has the European MBS Market
The Market in Europe >
Not Developed Faster?
Despite steady issuance since the mid-1980s, securitization volume in
Europe has lagged US rates, for a variety of reasons:
qum i, Eumpgan WBSIABS lssuance w Aesit Nm‘ 1937 and 1358 ”jq“m In @ Many institutions have not faced strong incentives to remove assets
. from balance sheets, because of favorable funding rates and excess
El"ll}ﬂﬂ capital;
® The severe recession in Europe in the early 1990s led to a sharp drop
haaat Ty W Pet ol Tokl 18 et ol Tatil in loan originations, further diminishing pressure on balance sheets;
® Alack of legal and regulatory frameworks hinders securitization;
185 i % a7 4% @ Few analytic tools and an infrastructure exist for timely reporting of deal
" . . information to investors;
CHES & B ] 7 e Adiversity of mortgage terms and conditions from country to country,
(AOCL 146 u H 1 such as different prepayment penalties, diminish the appeal of MBSs
’ ) . backed by loans from one country to investors in other countries;
Ot AB3 73 il 128 Hi @ Currency differences have hindered cross-border transactions in the
past; and
St Moy e Saioes ® Many European investors have tended to focus on sovereign debt,
rather than spread products.
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Many of These Impediments to Growth
Have Been Diminishing

® The introduction of the Euro is having a major impact, because it will
gradually eliminate much of the existing sovereign bond markets, shift
investor attention to spread products, especially MBSs and ABSs
because of their high credit quality, and eliminate currency concerns;

@ Inthe past few years, various countries have made legal and regulatory
changes that facilitate securitization, and this trend is expected to
continue;

e Competitive and regulatory pressures on institutions are mounting,
leading to more focus on measures such as return on equity and on
efficient balance sheet management;

@ Gradual improvements in MBS deal information reporting systems and
more familiarity with cash-flow characteristics should contribute to
increasing investor comfort levels with MBS and ABS products

@ There has been a continuing broadening of the types of assets being
securitized — for example, sub-prime mortgages, student loans, soccer
receivables, pub leases, and so on.

Asset-Backed Securities:
Asian Applications

® Mortgage Securitization
o Non-Mortgage ABS
e Infrastructure and Project Financing
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Mortgage Securitization: Dragon MBS

HK$ interest and principal

Auto Hire-Purchase Securitization:
Thai Cars

e 1 month USSLIBOR + 0.9%
principal USS Principal+interest Notes US$ YenLoan Cash Baht Cash
- :‘ Thai CarsLtd ‘ ‘ TruWay ‘ ‘ Ca Buyers/
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; 1 month USSLIBOR + 135% IRl aptuien (ritia cqgregete rinciel balnce
i Ieiencedf thenctes) equl to thebat equivalent of the
ks : initial principal balance of the Yen
; er Class. Loan)
; completely redeemed)
Floating-rate residential i
i HKS Interest
mortgages ! —— HKS Prime rate + 0.5%
(Tin Shui Wai ,Hong Kong) e ———— =
HK$ Principal (after Class A2 HK$131.7M
completely redeemed)
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Credit Card Securitization:
Chase Manhattan Hong Kong

Credit Card
Agreement (HKS)

Manhatten Card CoLLtd.
(Sarvicer)

Recelvables Purchase
Agreement (HKS)

Manhatten Card Funding Corp.
(Seller/Caymen ISend SPV)

Pooling & Servicing
Agresment (HKS Payments)

E’E’

Guaranty Insurance
Policy (USS)

Chase Manhattan Bank N.A.
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Japan: Asset-Backed CP
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Infrastructure Securitization:
Panjang Bridge

Dah Sing/Hong Kong SAR

Constructs and
operates the toll
e ‘ ‘ asAL ‘
under 20-year
concessian T Mortgage Hi Ki
! | Renminbi ] i long Kong US$ FRN
|
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Why Has the Asian ABS Market Not
Developed Faster?

Despite a gradual increase since the early 1990s, securitization volume in Asia

has lagged US and European rates, for a variety of reasons:

A lack of legal and regulatory frameworks that would facilitate securitization;

® Tax obstacles to the transfer of financial assets and inter-company interest
payments;

@ Few analytic tools and an infrastructure exist for timely reporting of deal
information to investors;

o Adiversity of mortgage and hire-purchase terms and conditions from country
to country;

® A wait-and-see approach by the monetary authorities who feared easier
consumer credit conditions;

@ Sovereign risk considerations have hindered cross-border transactions in the
past;

® Many institutions have not faced strong incentives to remove assets from
balance sheets, because of favorable funding rates and excess capital;

® The severe recession in Asia in the late 1990s led to a sharp drop in loan
originations, further diminishing pressure on balance sheets.

Belenus Securities

@ What are the underlying assets?

® What types of securities have been
issued?

@ What is the legal structure? Who is the
issuer? The sponsor? What is the
issuer’s relationship to the sponsor?

o Why was this deal done?

ABS in Europe: Case Study
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