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Rating Agencies " Moodys
m Standard & Poors

m Fitch

Why bother with a rating?

0 Compare equivalent credit risks across

different kinds of debt: corporate, sovereign,
ABS

0 Compare alternatives across different ratings
levels

a Obtain a relative as well as an absolute
measure of credit risk

0 Be reasonably sure of a market to sell the
security.
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Bond Credit Ratings

Standard &
Moody’s Poor’s Interpretation
Aaa AAA High-quality debt instruments
Aa AA
A A Strong to adequate ability to
Baa BBB pay principal and interest
Ba BB Ability to pay interest and
B B principal speculative
Caa CCC
Ca CC
C C

D In default
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Ratings

Rating Scales of the U 5. Rating Agencies

Agency Investment Grade Speculative Grade

S&P AAA|AA-AA |AA-|A+| A |A- [BEB+|BEB|BBE-[EE~|BE |BE-|B+| B | B- |[CCC+|CCC |CCC- | CC | C D
Mﬂq}d}r15 Aas | Aal |Aa? |Ax3|AT|AZ|AT | Baal |Baz2|Baas |Bal |Ba2|Ba3 |B1(B2(B3| Caal (Caal|Caal [Ca i
Fitch AAAAA+AA |AA-|A+| A |A- [BEB+|BEBE |BEE-|EBE~|BE |BE-|B+| B |B- |[CCC+|CCC|CCC-|CC|C |DDD (DD D
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Typical Rating Report

’;‘f::;?:::: . Honda Auto Receivables 2004-1
Owner Trust

Expected Ratings H Summary

$347.000.000 Class A-1 Fitch Raftings expects to rate the Honda Auto Receivables 2004-1
Asset-Backed Notes................. FI+ Owner Trust (the trust) notes as listed at left. The trust 15 also 1ssuing

$456.000.000 S den $47.5 nullion in certificates that are unrated and retamned by the seller.

¢ 4335%%63555%?;:;: """""""""""""" AAA  Eiehs 1‘at1'11g.§ address the l.ike.lihoc.rd that 110tehold§rs will recerve full
Acset-Backed Notes. Aaa  Payments of mnterest and principal in accordance with the terms of the

$301.000.000 Class A-4 transaction documents. The ratings on the class A notes are based on
Asset-Backed Notes.................... AAa  the following:

$47.514.648 Asset-Backed e  High quality of the retail auto recervables onginated and serviced
Certificates* ... NR by American Honda Finance Corporation (AHFC).

*Fetamed by seller. NE. — Mot rated. e Imtial credit enhancement of 3.50% provided by a 3.00%

subordinated certificate and a 0.50% nondeclining reserve account
Analysts growing to a target level of 0.75% of the initial pool balance.
Andrex: Chan P . 5 [ S T, Tk P I P (1
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Ratin

g Reports

ABS

OVERVIEW
SUBSECTORS

RATINGS

Issuer List

RESEARCH & REPORTS
Research Highlights
Special Reparts
Criteria Reports
Presale Repors
Ferfarmance Repots

Index Reports
Issuance Trust Updates

Presale Reports

14 Jun ZO04
0% Jun 2004

08 Jun ZO04
02 lun ZO04
01 Jun ZO04
27 May 2004

23 May 2004

24 May 2004

20 May 2004

19 May 2004
19 May 2004
17 May 2004

May 2004

BPL Consumer S.rl. - Series 2004

GE Capital Credit Card Master Mote Trust, Series 2004-1 (LS ARS)

Capital One Multi-aszet Execution Trust, Card Series Clazs C

[2004-2] (Eurcpe % International ABS)

SLM Student Loan Trust 2004-5 (LS ARS)

State of Connecticut Special CObligation Rate Redudion Bonds

2004 Series & (S ABS)

The Wational Collegiate Student Loan Trust 2004-1 (U5 ARS)

THU Electric Delivery Transition Bond Company LLC, Series 2004-1

LIS ARS

fisset-Backed European Securitisation Transackion S.r.l. (Tkaly

Aszset-backed

Chaze Credit Card

wher Trust, Series 2004-2 (Chase Credit Card

Master Trust) -
F-E Green S.rl (Ttaly

s

BS Leasing]

Hi

on Shinpan/Ann Fufdin

One [Japan ABRS
Cendant Timeshare 2009¢1 Receivables Funding, LLZ [US ABS)

SL

N

Fitch[{atings

Structured Finance

ABS/Europe
Criteria Report

Kicking the Tyres:
An Overview of European Auto
ABS

Charles Griff
7417

1420 7417

Analysts

ith

6269

flithi@fitchratings.com

Patrick Kearns

6318

patrick kearnsid fitchratings.com

B Summary

European auto asset-backed securities (ABS) issuance has
undergone rapid growth over recent vears. Total rated volume of
European term issuances with auto ABS collateral has increased
from EUR 430 million in 1997 to over EURS.700m by vear-end
Indications pomnt to continued growth, and 1ssuances are
experiencing the general narrowing ol spreads representative of a
maturing sector. To date, auto ABS has been issued across a
number of Furopean jurisdictions. mcluding  laly. Portugal.
Germany, Austria, Spain and the United Kingdom

Expectations are that auto ABS issuance will spread to other

France

FitchRatings

Structured Finance

sset-Backed/Italy
resale Report

Asset-Backed European
Securitisation Transaction
S.r.l.

[xpected Ratings®

39 02 87908

lessandr

aderico Gronda

Settepani
30 ()2 8TO0RT 220

derico.grondaga fitchratings.com

Amount Final
lass  (EURm) Maturity Rating CE (%}
648.0 Jul2013  AAA 1.0
2175 Jul 2013 A+ an
29.0 Jul2013 BBB 4.0
2025 Jul2013 NR NiA
nalysts

B Summary

Fitch Ratings has assigned expected ratings to the notes to be
issued by A-BEST, a limited liability company incorporated in
Italy. as indicated at left

[his EUR728m  transaction is the term ABS phase of a
securitisation programme that Fiat SAVA Sp.A. (SAVA) set up
for securitising part of its auto loans portfolio. The programme has
been executed in several stages

e In mid-June 2003, SAVA sold a pool of auto loans to Nixes
Sl ("Nixes”), a Law 130 special purpose vehicle, which

funded the purchase by dssnine assetbacked nates ynder o
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Spread Analysis

Eiribor: Relative Value

Spread
(3-5 years)

90 =
80 = ABS

CLO
60 (A) Corporates

50 = .
40 =
Corporates
30 = (CEONARRN - (AA)
20 =
Jumbos
Asset class

-10
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Spread Analysis

Relative Value

Rating Euribor Mid-Spreads R.W.
Jumbopfandbriefe 5y AAA -3/+3 10%
Pfandbriefe 5y AAA +2/+7 10%
Corporates AAA flat/+10* 100%
Corporates AA +25/+35" 100%
Corporates A +45/+55" 100%

* exceptions even wider or tighter

EU MBS (4-6y) AAA +25/+28 100%
EU MBS (4-6y) A +65/+75 100%
EU CLOs (5y) AAA +28/+32 100%
EU CLOs (3y) A +50/+70 100%
EU Consumer Loans (3y) AAA +26/+36 100%
EU Consumer Loans (3y) B +B65/+85 100%
Recent issues
Fennica 5 (RMBS) AAA(SY), A(TY) +25/+65 100%
Aire Valley Fin.No.2 (RMBS)  AAA(5.1y), Aa3(By) +32/+55 100%
ELOC 4 (CMBS) AAA(5Y), Al5y) +40/+100 100%
Celtic 6 (RMBS) AAA4.4y), AlTY) +25.5/+75 100%
DMPL 1 BV (RMBS) AAA(5.6y), A(10y) +26/+75 50%
Car loan invest-1 AAA(3.8y), A2(3.8y) +26/+65 100%
WﬂrttHzE 2000-1 (RMBS) AAA[SI}. A{E:] +26/+75 100%
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Default Matrix

Assumed Default Rates*

Vi)

Collateral Fiich IBCA Mote Rating (Assumed Default Rate)

Rating Defaull Curve™ ‘BB ‘BER’ A AN "AAN
AAA 1.0 0.0 0.5 0.8 1.0 1.3
AN 1.2 0.6 .4 1.2 1.4 2.3
A 1.3 1.0 1.3 1.6 4.3 5.0
‘BEE’ 4.0 4.0 2.0 10,0 12.01 14.0
"BR+' 12.7 16.1 16.4 25.3 34.8 7.5
'BR’ 16,0 20.0 21.6 27.9 39.9 a4,3
‘BB 20.6 243 6.8 34.0 4.4 297
B+ 252 29.0 3.6 9.1 505 G4
B 2949 332 358 433 52.3 G2
B 345 169 397 483 57.0 70.8
*sidpoint stressed defzult rates for cosporate bonds. Loan default rates would he ".lIST'I”"r Iower. **Cumulative 10-year default probability of a corpa-
fabe b Al i inid .|| rating lesel Hror example, credhit enhancement levels for an A& note rating most cover 12% default stress on a portiolio with
AN averaie rating of "BHE

Source: Fitch, “Bank CLOs”
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Rating Reports: Who Pays for Them?

0 General reports on a sector, like CLOs

0 Pre-sale report on an individual CLO, once
risks have been evaluated but final terms and
credit enhancement have not yet been
finanized

a Final deal report
0 Periodic updates

ABS Rating Process 11



ABS: Factors Agencies Examine

1 Asset portfolio analysis
Q Legal structure of the transaction
0 Quality of the originator/servicer

a The trustee

a The cash flow structure

a The counterparties

Copyright ©2004 lan H. Giddy ABS Rating Process 12



Rating Agencies: Business Analysis

a Organization and management structure
Q Financial performance

Q Business strategy and planning processes
0 Controls and procedures

a Asset origination and credit assessment
procedures

0 Quality of its loan documentation

0 Credit administation and debt recovery
procedures

Copyright ©2004 lan H. Giddy ABS Rating Process 13



Rating Process

Issuer/Banker

List information requirements
Requests rating jl>

Due diligence &

Meeting with management

Pool credit analysis
Legal analysis

Stress testin

Credit enhancement
negotiation

Rating committee
Deal documentation I Presale report

Final report

“Rating CLOs” (Fitch) @
on Workshop Website .
giddy.org/abs-hypo.htm Surveillance
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Credit Enhancement

0 Senior/Sub or overcollateralization

1 Reserve and liquidity accounts and lines
Q Excess cash flow

A Third-party guarantees

Copyright ©2004 lan H. Giddy ABS Rating Process 15



The Result: Bond Credit Ratings

Standard &
Moody’s Poor’s Interpretation
Aaa AAA High-quality debt instruments
Aa AA
A A Strong to adequate ability to
Baa BBB pay principal and interest
Ba BB Ability to pay interest and
B B principal speculative
Caa CCC
Ca CC
C C

D In default
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Rating ABS: S&P vs Moody'’s

Qa Standard & Poor's method traditionally
has been asset-based, related to the
liquidation value of the assets in the
pool. Their ratings logically follow from a
default frequency concept.

2 Moody's analysis, the basis for ABS
ratings is the average reduction of yield
on diversified portfolios of similarly rated
securities over the life of the portfolio.

ABS Rating Process 17



Alternative Models

a McKinsey Model highlights the role of
the credit cycle In risk

a CreditRisk Plus (CSFP) uses actual
default rates and their volatilities

Q Creditmetrics: based on transition
matrix and portfolio theory

0 KMV: Expected Default Frequency
based on stock price volatility

ABS Rating Process 18



Transition Matrix

CFe-year tras B o moatriz (%

Initial Pating at vear-end { %0

Pating EEE LT = EEE EL E CCC Drefault
Abh 40,81 433 i1.4a4 i1 .84 i1.12 i] i] i]
At L I [ - 7.7 i].24 i1 84 i].14 i] 12 i]

A 1.4 227 4115 552 i1.74 i].24 141 i1.d4
BEEE .02 ]33 5495 440343 53 1.17 .12 .18
BE 1.0 i].14 i1.47 133 4053 4.8 141 1.44
E J .11 .24 .43 8434 4344 4407 5.24
LR .22 i] .22 134 2348 11.24 a4 .44 14.74
Sy Ramched s Foor 't hodbaRf 1E Soeld 5
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Credit Risk versus Market Risk

Typical

marlcet returns "

Typical

credit returns

i -

Losses 0 (aihs
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Stress Testing

Scenario

Hypothefical Stress Test Stress Test Stress Test Siress Test
Indicator Deal One T'wo Three Four
Chargesffs Eemain stable Increase to Increase to Increase to Increase to
at 3% 20% 20% 20% 20%
Paymeni Rate | Femams stable | Femains stable Decreases to Decreases to Decreases to
at 13% at 13% 1% 1% 1%
Yield Femamns stable | Remains stable | Femains stable Decreases to Decreases to
at 18% at 18% at 18% 10% 10%
Paol Size Femains stable | Femains stable | Femains stable | Femains stable | Decreases by
70%
Result Deal ends as Deal zoes into Deal does not Deal does not Deal fails. No
planned after 9 early- mafure on fime | mature on time | one willing to
months. amortization (takes extra 3 (takes exfra 2 buy assets.
and investors mo. ), although | me.), although Investors are
are repaid on mvestors are investors not fully
time. repaid. repaid. repasd.
j;n'e:;j;s Yes Yes Yes No

Copyright ©2004 lan H. Giddy
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Stress Testing & Credit Enhancement

Default _

probability | Note rating
Collateral | 10yr BBB AAA
AAA 1% 0.5 1.3
BBB 4% 5.0 14.0
B- 34.5% 39.7 70.8

Source: FitchIBCA Bank CLOs

Copyright ©2004 lan H. Giddy
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KMV: Owning a Bond
Is Like Writing a Covered Call Option

Assets

Liabilities

Debt

Value
of future
cash flows

Contractual int. & principal
No upside

Senior claims

Control via restrictions

Equity

Residual payments
Upside and downside
Residual claims

Voting control rights

Copyright ©2004 lan H. Giddy
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KMV: Owning a Bond
Is Like Writing a Covered Call Option

Assets Liabilities




Copyrig

Pre-securitization
risk reduction

Originator’s credit underwriting standards

Screening of assets to be included in the portfolio

~

Diversification of the portfolio

Legal structure based
credit risk reduction

Legal insulation from originator default

~

Legal insulation from servicer default

Credit quality of
deal participants

Originator/Seller/Servicer

v

Trustee, swap counterparties

Guarantors

Integrity of
cash flow structure

Cash flow sufficiency and mismatches

Safeguards and agreements such as swaps or caps

Credit enhancement

“Internal”
credit enhancement

i

Direct recourse

7

Rating

“Third party”
credit enhancement

Senior/subordination or overcollateralization

Reserve or spread accounts

Cash collateralized accounts

Financial guarantees

: ay
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Credit Enhancement

0 Overcollateralization

Q Senior/Sub or

1 Reserve and liquidity accounts and lines
0 Excess cash flow

a Third-party guarantees
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Credit Enhancement

€€ Wrap »
guarantee
rom monoline

Cash
collateral

LOCs /

and puts

“Second-
Loss”
Protection

“First-Loss”
Protection

Over-
collaterization

Senior/
subordinate
structure

Recourse to
originator

Copyright ©2004 lan H. Giddy
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Over-Collateralization Method

SPECIAL-PURPOSE VEHICLE

COLLATERAL POOL

OVER-COLLATERAL

SENIOR
ASSET-BACKED
SECURITIES

Copyright ©2004 lan H. Giddy
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Example of Senior/Sub Structure

Class Rating
A1,A2,A-x AAA

B AA

C A

D BBB

E BB

F B

Issuer balance NR

Subordination
28%

22%

16.5%

12%

8.5%

5.9%

0%

ABS Rating Process
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Use of a Cash Reserve Account

1
Borrower > Bank <
2 4

7

Letter of Credit Trustee

6 5 3 3
Reserve Account Investors
8

1 The payments are made to the bank , as before the sale 2 The bank passes the payments on to the
trustee 3 The trustee pays investors their interest 4 The trustee pays the bank a fee for servicing the
loan 5 The difference between the porfolio yield, the investor interest and the servicing fee is paid
to the reserve account 6 The reserve account is used to reimburse the letter of credit bank for 7 draws
occasioned by defaults by borrowers on the loans 8 When the reserve account reaches its cap , excess
funds flow back to the selling bank .
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Role of Financial Guarantees

a2 Why use guarantees?

a The guarantors: banks, pool insurers,
financial guarantors

2 What do they guarantee?

2 Who guarantees the guarantors?
Q1 Getting a guarantee

Q1 Cost of a guarantee

1 Ongoing monitoring by the guarantee
companies
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CLO Rating Process (Fitch)

0 Information request

a Initial review
¢ Bank’s internal credit standards, history
¢ Credit scoring correlation
¢ Chargeofs and nonaccruals

a Due diligence

a Legal

a SPV

Q Participations vs assignments vs CLNs
a Determining credit enhancement
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Case Study:
Atherton Franchisee Loan Funding

0 What are the credit risks of the
underlying franchise loans?

1 What other risks should a rating agency
consider?

2 What is Fitch’s method for rating
franchise loans?

1 How are investors protected?

Group work

ABS Rating Process 38
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Atherton Structure

Franchisees
(Borrowers)

Loan
Agreement

Loan
Payments

Atherton Capital |«—2°*% | Atherton FLF 1998-A |« 1rocceds

(Seller)  [~—————- » (Special Purpose Co.) |-————— >
Sale of Assets Asset-Backed

Investors

5 ; Securities
Servicing Advisor

Servicing Agreement
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Franchise Loan Securitization:
Credit Risk Factors

0 Default
¢ Fixed-Charge Coverage Ratio (borrower)
¢ Concept strength tiering

¢ Units under management and operator
experience

¢ Unit seasoning
a Recovery
¢ Collateral type

¢ Loan-to-value ratio
¢FCCR (unit)
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Fixed Charges

$10,000

$20,000

$60,000

Profits

Variable
costs

Fixed
charges

Fixed charge coverage ratio
=Revenues/Fixed charges
=90,000/60,000

=1.50

Copyright ©2004 lan H. Giddy
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Example: Atherton

a Pool FCCR is “better than average”
a Weighted-average FCCR is 1.56x
1 Weighted-average LTV is 66.5%

Cumulative fixed charge coverage ratio

100% /

7%
0%

1 1.30 3.00
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Loan Default and Recovery Model (LDRM)

d

he Fitch IBCA model uses key factors
to determine conditional expected
default frequency and conditional

expected recovery value for each loan
in the pool.
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Other Factors in Rating

a Transaction legal structure

Q Originator’s credit underwriting
standards

Q Servicer capabillities
a Environmental
QLegal issues
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Result:

a How much credit enhancement is
needed for each rating?

(Based on LDRM and qualitative factors)
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Example: Atherton

Class Rating
A1,A2,A-x AAA

B AA

C A

D BBB

E BB

F B

Issuer balance NR

Subordination
28%

22%

16.5%

12%

8.5%

5.9%

0%

ABS Rating Process
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ABSresearch.com

lan H. Giddy
Stern School of Business

New York University
44 \West 4th Street, New York, NY 10012, USA

lan.giddy@nyu.edu
http://giddy.org
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