Parties in a Securitization Transaction

Securitization programs usually involve several participants, each carrying

out a specialist function, such as, creating and analysing the asset pool,

administration, credit rating, accounting, legal negotiation, etc. These

include:

• The Originator – also interchangeably referred to as the Seller – is the entity

whose receivable portfolio forms the basis for ABS issuance,

• Special Purpose Vehicle (SPV), which as the issuer of the ABS ensures

adequate distancing of the instrument from the originator,

• The Servicer, who bears all administrative responsibilities relating to the

securitization transaction,

• The Trustee or the Investor Representative, who act in a fiduciary capacity

safeguarding the interests of investors in the ABS,

203

THE FUTURE OF INDIA’S DEBT MARKET

• The Credit Rating Agency, which provides an objective estimate of the

credit risk in the securitization transaction by assigning a well-defined credit

rating,

• The Regulators, whose principal concerns relate to capital adequacy,

liquidity, and credit quality of the ABS, and balance sheet treatment of the

transaction,

• Service providers such as Credit Enhancers and Liquidity Providers, and,

• Specialist functionaries such as legal and tax counsels, accounting firms,

pool auditors, et al.

However, more important than all the aforementioned are the investors in

the securitised paper. Investors are the ultimate judges of any securitization

effort. Originators should therefore interact actively with the investor

community to get to know investor preferences and concerns for effective

structuring and distribution of ABS. Such knowledge would also make the

origination process more efficient.

Further, it shall always be remembered that investors have their

constraints in the form of legal restrictions, complexity of credit analysis,

house name limits, long response time for in-house approvals, etc., all of

which can block a deal, and more so in the case of ABS, which, on account

of their uniqueness and complexity, present a host of issues which are not
normally encountered, say in a straightforward bond investment.

Securitization Process

Essential features of a securitization transaction comprise the following:

1. Creation of asset pool and its sale

The originator/seller (of assets) creates a pool of assets and executes a legal

true sale of the same to a special purpose vehicle (SPV). An SPV in such

cases is either a trust or a company, as may be appropriate under applicable

law, setup to carry out a restricted set of activities, management of which

would usually rest with an independent board of directors.
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2. Issuance of the securitised paper

This activity is usually performed by the SPV. Design of the instrument

however would be based on the nature of interest that investors would have

on the asset pool. In the case of pass-through issuances, the investors will

have a direct ownership interest in the underlying assets, while pay-throughs

are debt issued by the SPV secured by the assets and their cash flows.

3. Credit Risk

It must be made abundantly clear at the very outset that the accretions on the

asset-backed security, i.e., interest, amortisation and redemption payments,

are entirely dependent on the performance of the pooled assets, and will

have nothing to do with the credit of the originator. By the same argument,

such cash flows would also be not influenced by events affecting the

condition of the originator, including insolvency.
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4. Pool Selection

The process of selecting assets to build a securitization pool would take into

careful consideration, loan characteristics that are important from a cash

flow, legal, and credit points of view, such as type of asset, minimum and

maximum loan size, vintage, rate, maturity and concentration limits

(geographic, single-borrower, etc.). 'Cherry-picking' to include only the

highest quality assets in the pool should be consciously avoided. Ideal

selection would be a random choice among assets conforming only to cash

flow or legal criteria. Often, substitution of eligible assets in the place of

original assets that mature/prepay in order to maintain the level of asset

cover would also be required.

5. Administration

Formal delineation of duties and responsibilities relating to administration of

securitised assets, including payment servicing and managing relationship

with the final obligors must be spelt out clearly through a contractual

agreement with the entity who would perform those functions.

In addition, the following features are often included as part of a

securitization transaction:

• Credit enhancement to support timely payments of interest and principal and

to handle delinquencies,

• Independent credit rating of the securitised paper from a well known credit

rating agency, and,

• Providing liquidity support to investors, such as appointment of market

makers.

