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Fitch: Seller/Servicer Ri sk Trunps Trustee’s Role In U S
ABS Transacti ons

Fitch Rati ngs- NY- February 24, 2003: Wile the default rate
for U S. asset-backed securities (ABS) transactions renains
low relative to conparably rated corporate securities, in
the | ast few years there has been a noticeable increase in
ABS rel ated performance problens, particularly in
transactions involving thinly capitalized seller/servicers
and uni que asset classes. Recently, ABS trustees have cone
under fire fromsonme in the market who have suggested that
performance i ssues for certain ABS transactions reflect
failures by the trustees. Fitch Ratings believes this

m sses the mark. Wiile the trustee can play an inportant
role in an ABS deal, Fitch believes that unrealistic
reliance on trustees increases the risk to investors by
potentially masking other nore inportant considerations
when eval uating structured finance investnents.

Specifically, Fitch believes it is inportant to consider
the critical role played by the seller/servicer in ABS
transactions, which is heavily dependent on the stability
of their business nodel and their financial viability. In
addi tion, cash flow stresses should i nclude appropriate
servicing fee scenarios, and post-closing transaction
performance and servicer financial health should be

foll owed cl osely. Focusing of these key areas, in Fitch's
view, is a nore effective way for ABS investors to mtigate
ri sk than any dramatic change in the trustee’s role m ght
provi de.

Fitch recognizes that a trustee can play a valuable role in
ABS transactions, including cash fl ow managenent and, in
sone cases, proactive workout resolution. It is also likely
that in sonme specific situations, the trustee’s performance
was substandard and needs to be addressed. At the sane
time, these issues should not come as a surprise. The
trustee’s role in ABS transactions has clearly been

mar gi nal i zed over tine due to a conbination of fear of
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liability and | ow fees. There are sone steps that can be
considered that could inprove trustee performance,
including fee increases and nodifications to the
transaction structures in which trustees explicitly assune
key responsibilities for the benefit of investors. Fitch
will continue to work with trustees and investors to

i nprove trustee performance and accountability. (See Fitch
report 'Review ng Structured Finance Trustees’, dated June
7, 2001 and avail able on the Fitch Ratings web site at
“ww. fitchratings.conm). That said, even these changes
would do little to address the nore fundanmental probl em of
entities and/or assets that may be poor candi dates for
securitization, as well as structural weaknesses in the
event of a servicing disruption.

Di scounting transactions in which there are substanti al

all egations of fraud (such as NCFE), Fitch believes one of
t he principal reasons for the recent credit problens is the
hei ghtened liquidity risk in today’ s environnent,
particularly for nore thinly capitalized conpanies with
limted funding flexibility. The harsher liquidity
environnment |eads to even greater pressure on thinly
capitalized seller/servicers. In addition, over the past
several years a variety of |ess honbgenous (off-the-run)
assets have been securitized for which the nunber of
avai l able and willing substitute servicers can be |limted.
Wth off-the-run assets, or the use of non-standard
servicing systens, the financial viability of the

sell er/servicer becones a particularly inportant issue
because of the potential difficulty of acconplishing a
timely and efficient transfer of servicing in the event of
the financial failure or other default of the

sel l er/servicer.

The convergence of these events requires the U S. ABS

mar ket to nore closely understand the rol es of
seller/servicers in ABS transactions. As liquidity has
beconme nore rationed and substitute servicing options |ess
avai l abl e, original stress assunptions and expectations for
snooth servicing transfers are being called into question.
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In order to deternmine the |ikelihood and feasibility of a
servicing transfer, appropriate analysis of the servicer’s
busi ness platform financial health and operational quality
is critical. This coordinated review may nmake it possible
to identify weaknesses that can be nitigated through

addi tional credit enhancenent, |egal and structural

revi sions and inprovenents to back-up servicing
arrangenents. Utimtely, this type of review may result in
a ‘rating cap’ or the identification of transactions that
are ratable only at ratings bel ow i nvest nent grade because
of the high potential for near-term perfornmance

i nterruptions.

As part of the initial transaction review, it has becone
increasingly inportant to consider servicing fees and the
potential inpact of servicing disruptions in cash flow
stresses. The anount of the servicing fee, the way in which
it is structured, and its placenent in the waterfall should
be reviewed closely. Wiile it is a fact that even
financially stable seller/servicers may experience credit
deterioration, it is nore likely that a financially weak
servicer will default or trip a performance trigger at sone
point inthe life of a transaction leading to a servicing
transfer. For weaker seller/servicers and for certain asset
types, it is particularly inportant to test transaction
cash flows with the servicing fee at a |l evel appropriate
for the collateral pool, assum ng a distressed scenario and
wth the servicing fee in a senior position in the
waterfall.

Active performance anal ytics, the act of nmonitoring the
transaction’s and servicer’s perfornmance, can be another
inmportant mtigator of risk. Fitch recognizes that there is
a high correl ati on between servicer financial health and
transaction deterioration. In sonme cases, performnce
rel at ed downgrades may be anplified by sinultaneous
deterioration in a servicer’s financial wherewthal. A
servicer in poor financial condition nmay be unable to
adequat el y support the servicing operations, leading to

hi gher del i nquenci es and | osses. Recognition of this fact
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may provide early warning signals that allow investors to
i ntervene proactively to protect their interests.

Fitch's increased focus on seller/servicer related risks on
new transactions has led to higher credit enhancenent

| evel s, additional structural protections and nore explicit
back-up servicer arrangenents in a nunber of transactions.
More inportantly, these sanme issues have resulted in rating
caps on certain deals and in several cases, Fitch's

el ection not to rate the transaction at all. On a post

cl osing basis, the evidence of these risks has anplified
certain performance related rating actions and w |
continue to influence Fitch's rating actions to a higher
degree goi ng forward.

Contact: Kevin Duignan 1-212 908-0630 (ABS) or Roger
Merritt 1-212-908-0636 (Credit Policy), New York.

Medi a Rel ations: Janes Jockl e 1-212-908-0547, New York.



