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Chapter 29:

Securities Backed by Automobile Loans

AUTO LOAN BACKED SECURITIES

A. Background

1. Smaller firms often use securitization because it provides steady source of funding that can be used to

a. Fuel asset creation

b. Increase managed assets

c. Potentially increase profitability

2. Through use of various structuring techniques and means of credit enhancement, even a small, non-investment-grade lender can
a. Create an investment-grade-rated security

b. Achieve all-in financing costs comparable to high grade corporate debt

B. The Auto Finance Industry

1. Banks
a. From  investor’s perspective, bank-originated ABS generally provide attractive risk profile both in terms of banks as servicers and collateral quality
b. Typically originate auto loans through two channels

i. Direct loans
· Made by bank itself, typically through its branch network

· Are usually underwritten to conservative standards with respect to both obligor’s ability and willingness to repay loan and terms of loan

ii. Indirect Loans

· Made by auto dealers who are customers of the bank

· The bank requires certain underwriting standards that, owing to the competitive nature of indirect lending, are often not as stringent as the bank’s direct loan criteria
· Most indirect pools tend to experience relatively low levels of delinquencies and defaults
c. As ABS servicers, banks have several attractive qualities
i. Continuity of servicing banks can offer (chief quality)

ii. Significant auto loan exposure encourages them to sustain good underwriting practices and to maintain effective servicing operations
iii. If auto market deteriorates or if a bank’s auto lending operation becomes troubled, banks generally have diversified sources of revenue and liquidity with which to support continued servicing operations
2. Captive Finance Companies
a. Finance subsidiaries of auto manufacturers
b. Nearly all auto loans originated by captives are sourced through manufacturers’ franchised dealer networks
c. Primary business purpose is to promote and support sales of their parents’ manufacturing operations
i. Incentive exists for captives to price loans aggressively in order to promote sales

ii. May experience higher delinquencies and losses than similar pools originated by other types of lenders

d. Tend to use securitization on a limited basis and retain a significant portion of their assets on balance sheet

e. Since captives are integral part of parents’ operations, parents have vested interest in promoting their finance subsi​diaries’ viability and continued access to funding
3. Finance Companies
a. Independent firms where auto lending may be either the only business or one of several

b. Monoline finance companies focus exclusively on auto finance

i. Many monolines originate loans to credit-impaired borrowers
ii. Can present greater servicing risks than other types of finance companies because of their comparatively limited sources of cash and their often heavy reliance on securitization

iii. Continuity of servicing is particularly important in servicing non-prime and sub-prime ob​ligors, with whom any servicing disruption is likely to result in a significant increase in losses

c. Multiline finance companies are independent financial institutions for which auto finance is one of several business lines

i. Often perceived as more stable than monolines
· Financial strength created by their diversified business mix
· Their demonstrated ability to service a variety of asset types
· Access to funding sources besides securitization

C. Auto ABS Are Often Categorized By Obligor Type

1. Credit scoring models like those produced by Fair, Isaac & Co. (FICO) evaluate several obligor-specific factors and assign score to each obligor

a. Delinquency and default history

b. Prior bankruptcy

c. Number and usage of credit lines

2. Although widely used by auto lenders, data regarding scores rarely made available to ABS investors

3. In absence of objective collateral quality measures, a pool’s weighted average coupon (WAC), or alternatively its weighted average annualized percentage rate, can be used as indicator of average obligor quality

a. Pools with higher WACs should be riskier than identical pools with lower WACs

D. Structure and Auto Loan ABS

1. External Risks
a. Essential to legally segregate collateral for the exclusive benefit of ABS owners
i. The collateral must be isolated from bankruptcy or insolvency risk of lender or other entities involved in the securitization

ii. Usually achieved through legal transfer of loans from originating firm, or seller, to one or more bankruptcy-remote Spe​cial Purpose Entities (SPE)
· SPE is limited-purpose legal vehicle, separate and distinct from the originator, that is designed to protect collateral from claims of seller’s creditors if seller enters bankruptcy
· SPE will ideally be restricted in its ability to incur debt, pledge its assets, and merge or reorganize
b. Transfer of auto loans from seller to SPE should be done through one or more “true-sales”: arm’s-length txns that transfer ownership of collateral from seller to SPE
i. Because it is usually quicker and cheaper alternative, collateral transfers are typically perfected by filing UCC statements
c. To ensure that requirements of rating are met, rating agencies will conduct review of legal documentation involving these transfers

2. Internal Risks
a. A primary responsibility of the credit rating agency is to determine levels of credit enhancement that will mitigate these risks to a degree consistent with the ratings they issue

i. Rating agencies will conduct review of

· Originator’s underwriting criteria

· Key underwriting criteria

· Use of credit scor​ing models

· Whether loans are originated in central location or at branch level

· Terms and conditions of the loan

· Servicer’s collection capabilities

· Firm’s ratio of accounts to collectors

· Collection methods

· Ability and speed with which the firm liquidates repossessed inventory

· Performance of loan portfolio over time with regard to delinquencies and defaults

· Txn structure

· Any pertinent legal issues

ii. Rating agency’s due diligence of a company will include a review of

· Its history – 3 to 5 years of operating history preferred by the agencies; however, firms with less operating history, but more experienced management, may get by

· Management’s experience in auto lending and its policies and procedures

· Business plan and strategy for firm’s growth

· Its capital structure and financial strength
iii. Agencies will often assume that servicer will go bank​rupt during life of the txn and not be available to service the portfolio

iv. In conjunction with their analysis of the seller/servicer, agencies also perform extensive collateral analysis
· Character​istics evaluated on a pool basis include

· Proportion of used cars relative to new cars

· Geographic concentrations

· Advance rates (i.e., loan size relative to MSRP or other measure)

· Average loan maturity

· Seasoning 

· Based on their evaluation, rating agencies will size the credit enhancement to absorb a multiple of base-case losses

v. Credit enhancement can take several forms

· Overcollateralization

· Subordination

· Use of spread accounts

· Monoline insurance policies
b. Structures are also designed to minimize the issuer’s cost of funds
i. Pass-through certificates

· Usually issued from a grantor trust
· Grantor trusts are extremely limited in their ability to reinvest cash collections, and therefore pass principal and coupon received from collateral to certificate holders shortly after collection

ii. Pay-through securities

· By time-tranching ABS, issuers can often achieve lower cost of funds than is attainable with a passthrough structure

· This type of pay-through structure most often relies on the use of an owner trust, which can issue multiple classes of both senior and subordinate bonds

II. AUTO LEASE ABS

A. Background

1. Like the auto lending side of the business, leasing is populated by a variety of firms including captives, independent finance companies, and banks and other depository institutions
a. Captives dominate the market for auto leases, over 40% of new lease originations

b. This dominance is partly driven by competition in the auto industry and the use of subvention programs by manufacturers to promote auto sales

i. The goal of these programs is to lower the monthly payments faced by consumers, and may involve tech​niques like offering leases with artificially high residual values
ii. This creates risk for the leasing company because it increases the likelihood that a vehicle’s re​sidual value will be greater than its fair market value at lease-end, thereby ex​posing the lessor to a loss equal to the difference

iii. For captives this risk is offset by increased sales at the manufacturer level and the dealer networks’ unmatched ability to dispose of used vehicles
2. Lacking these advantages, banks, independent finance companies, and other firms rarely engage in subvention
a. These lessors are focused on the return earned on their leases

b. This bias leads them to greater conservatism in setting their residual values
i. The most commonly used resource for forecast​ing residual values is the Automotive Lease Guide (ALG)
B. Structure and Auto Leases ABS

1. External Risks
a. Perhaps the single most significant obstacle faced by would-be securitizers arises from the need to insulate the securitization from risks relating to the bankruptcy or insolvency of the lessor
i. In order to securitize the leases, both the leases and titles to the vehicles need to be held by a bankruptcy-remote SPE
ii. Retitling existing portfolios of leased ve​hicles can become a prohibitively expensive exercise

iii. Without a cost-effective means of transferring isolated leases and the related vehicles, it becomes prac​tically impossible for auto lease securitization to take place

iv. An answer to the problems posed by the retitling of leased vehicles is the titling trust
· A titling trust is a special purpose, bankruptcy-remote entity formed by lease originators to purchase leases directly from dealers as new leases are executed
· Title to the leased vehicles is held by the titling trust, and the originator is removed from the chain of title

· Originator retains a beneficial interest in all leases and related vehicles in the titling trust

· The originator can allocate a beneficial interest in a specified pool of titling trust assets to a securitization trust
· The securitization trust acquires no claim on any assets of the titling trust other than those in its specified pool

v. Factors limiting the development of auto lease backed securitization are the time needed to

· Construct titling trust

· Ensure that the trusts are in compliance with the laws of every state in which they operate

· Actually fill the trust with newly originated leases
b. Another type of risk attendant with auto leases is vicarious tort liability
i. In several states, the owner of a vehicle is liable for damages caused by indi​viduals who operate the vehicle with the owner’s permission

ii. This also applies to lessors, who can be liable for damages caused by lessees

iii. In the case of a securitization, this risk can be limited by

· Requiring lessees to maintain the ap​propriate insurance coverages
· Naming the titling trust to the insurance policies of originator

· Allowing the titling trust to do business only in states that waive liability for lessors
c. One other special risk faced in auto lease backed transactions is posed by the indirect nature of the securitization trust’s relationship to the assets
i. Of concern are liens that may arise under the Employee Retirement Income Security Act of 1974 (ERISA)
· If the originator has un​funded pension liabilities, ERISA gives the Pension Benefit Guaranty Corpo​ration the authority to put a lien on the company’s assets, which theoretically could be extended to cover assets in a titling trust
· This claim would have priority over the interest of the securitization trust
· A downgrade of the ABS could occur if a substantial pension liability were to arise

· To offset this possibility, auto lease securitization documents often contain warranties by the originators that they will keep their pension plans funded, or may contain triggers that lead to credit enhancement increases if pension liabilities reach a specified level
2. Internal Risks (Residual Risk)
a. Two main factors affect the level of residual risk
i. The rate at which vehicles are turned in at lease-end
· While this represents an industry baseline, many factors can contribute to higher turn-in rates including

· Vehicle depreciation

· Duration of the lease

· Manufacturers’ marketing strategies
· Customer satisfaction

ii. The difference between the residual value and the market value of turned-in vehicles
b. Residual risks can be mitigated in several ways

i. The lessor can at​tempt to underwrite the leases conservatively, so that the residual value is more likely to be less than the expected future value of the vehicle

ii. Leasing companies can also mitigate residual risk through proactive lease termination plans, which can significantly reduce the return rate on vehicles and significantly reduce residual risk

iii. Residual value insurance typically pay the lessor 80% to 90% of the difference between the residual value and the market value of a vehicle

c. The combination of residual value risk with default and delinquency risk results in auto lease transactions having substantially higher credit enhancement require​ments than auto loan transactions
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