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Background 

This report describes ICRA‘s framework for rating retail loan 

securitisation transactions (ABS and RMBS). Such transactions 

typically involve sale of a pool of loan receivables by a financier 

(termed as Originator) to a Special Purpose Vehicle (SPV, typically a 

trust) and issue of Pass Through Certificates (PTCs, which denote a 

beneficial right on the receivables) by the SPV to the investors. 

Alternatively, there could even be a direct bilateral assignment of 

receivables by the ‗Originator‘ to the ‗Assignee‘/‘Purchaser‘. The 

rating methodology in both cases is identical, except for the 

difference, in the legal issues involved, as highlighted later in this 

report. In bilateral assignment transactions, in the absence of any 

‗instrument‘ being issued, the rating relates to the payouts that the 

Assignee/Purchaser is scheduled to receive under the transactions 

(Assignee/Purchaser Payouts
1
).  

Typically, the underlying asset classes in Indian ABS transactions 

are loans for financing vehicles (private vehicles like cars and Two 

Wheelers (TWL) or Commercial Vehicles (CV) like trucks and 

buses), construction equipment (CE) or for unsecured Personal 

Loans (PL)/ micro loans. Of these asset classes, CV loan pools have 

historically been and continue to be amongst the largest and most 

consistent in the Indian market. RMBS transactions typically 

comprise loans given for acquisition of residential property (Home 

loans, HL) or loans against existing residential property (Loan 

Against Property, LAP). 

 

                                                           
1 For the purpose of the present note, reference to ‘PTCs’ includes a reference to 
‘Assignee payouts’, unless specifically mentioned otherwise 
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1 INTRODUCTION 

ICRA‘s credit ratings for securitisation transactions reflect—on a relative scale—the likelihood of 

the investor payouts being met as per the terms of the respective transactions. A key aspect of 

securitisation ratings is that, in these transactions, typically the rating is a ‗target‘ one. In other 

words, the question to be answered is – for the given underlying pool and the transaction structure, 

what is the quantum of credit enhancement required for assigning the ‗target‘ rating level? Thus, 

the essence of the exercise is to determine the credit enhancement level required for the rated 

instruments such that the credit comfort is at par with the expectation at the ‗target‘ rating level. 

 

2 KEY RISKS IN SECURITISATION TRANSACTIONS 

PTCs, while being fixed income securities, differ from traditional debt instruments in certain 

respects. Investment in PTCs typically entails the following risks.  

Table 1: Summary of risks in a typical ABS/ RMBS securitisation transaction 

Risk Influencing 

factors 

Indicators Risk Mitigant 

     

Credit 

Risk 

 

Borrower 

profile 

Age, nature of employment, level of 

indebtedness,  Credit Bureau Risk Score  

Careful selection of pool based on portfolio 

observations, typical filtering criteria being-   

 Minimum seasoning  

 Overdue status and payment 

track record 

 Maximum LTV / loan tenure 

 Regional spread 

 Credit Enhancement 

Underlying asset 

or collateral 

Inherent nature of the asset class – 

earning asset or consumption asset 

Volatility of the secondary market 

collateral value  

Lending norms Loan servicing capacity - Fixed 

Obligation to Income Ratio (FOIR) 

Extent of borrower‘s equity
2
  - Loan to 

Value Ratio 

Macro-economic 

scenario 

Economic growth rate, inflation, interest 

rates, job stability, business prospects, 

consumer confidence 

Legal 

Risk 

Inadequate or 

improper 

Documentation 

 Appropriate documentation, together with 

a legal opinion to establish that –  

 There is a true sale of the 

receivables in question 

 Originator‘s creditors will not have a 

claim in the receivables in the event 

of Originators‘ bankruptcy 

 Adequate stamp duty has been 

paid on the transaction documents 

                                                           
2 Applies to secured loans 
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Risk Influencing 

factors 

Indicators Risk Mitigant 

     

Counterp

arty Risk 

Servicer  Incapability of servicer to fulfill its duty, 

leading to adverse impact on pool 

collections  

Commingling risk - in the event of 

bankruptcy of the Servicer, risk of pool 

collections being clubbed with the 

Servicer‘s other assets, rather than being 

made available to the Investor 

Selection of servicer with high credit 

quality 

Provision for restriction in commingling of 

funds in the event of deterioration in 

Servicer‘s credit quality 

Provision for alternate servicer in case of 

severe deterioration in Servicer‘s credit 

quality of initial Servicer 

Other 

Counterparties 

- Bank/ Trustee/ 

swap 

counterparty/any 

other facility 

provider 

Inability of the counterparties to perform 

their respective duties leading to a 

shortfall in payout to Investor 

 

Selection of counterparties with good 

credit quality, track record and experience 

Provision for replacement of the counter 

party  

Interest 

Rate Risk 

Mismatch in  

underlying loan 

pool and PTC 

interest rate, 

typically in 

RMBS 

Compression in EIS in case if the two 

(pool yield and PTC yield) move 

adversely  

Provision of credit enhancement 

Linking the PTC yield to the pool interest 

rate 

Using Interest Rate Swap 
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3 ICRA’S RATING FRAMEWORK 

ICRA‘s rating framework/methodology for securitisation transactions has the following key areas –  

 Legal risk analysis –  

 Review of the transaction documentation to determine whether the structure features are 

accurately captured in the document;  

 Review of the legal opinion of  the Transaction Legal Counsel 

 Collateral risk analysis –  

 Projecting the likely performance of the pool being securitized, based on qualitative and 

quantitative analysis of various factors past performance of the overall loan portfolio of the 

Originator,  

 experience of other Originators in the same asset class,  

 lending / collection norms and systems employed by the Originator,  

 the specific composition of the selected pool  

 outlook on the asset class, as well as the expected overall economic conditions. 

 Structure risk analysis –  

 Modelling the projected cashflows under various scenarios, using the collateral quality 

assessment,  

 distribution of the same based on the waterfall stipulated as per the transaction terms, to 

quantitatively determine the quantum of credit enhancement required for achieving the 

desired target rating. 

 Counterparty risk analysis –  

 Determining the extent of counterparty risk the investor faces, in view of the role to be  

performed by the parties, the strength of these parties and the extent of reliance on the 

counterparties 

Each of the above areas is discussed in detail in the following sections. 

3.1 Legal Risk Analysis 

ICRA reviews the securitization transaction documentation to determine whether the key structural 

features are accurately incorporated in the documents, and  whether these are in line with the 

terms indicated to ICRA initially. On certain issues, ICRA relies on the legal opinion provided by the 

transaction counsel. The most crucial issue that the legal opinion is expected to cover is: 

 Whether the assignment of receivables constitutes a true sale of receivables from the 

Originator/Seller to the SPV 

There is no securitisation law governing true sale in India, nor has the concept been tested in 

Indian courts so far. The RBI Guidelines published in February 2006, however, lay certain criteria 

that govern ―true sale‖ of assets to a Special Purpose Vehicle (SPV). An SPV is established as part 

of the securitisation process and the assets are transferred to the SPV. The SPV can be 

established as a partnership firm, a trust or a company and the SPV has no other function other 

than holding the assets transferred to it and issuing securities. Once there is a true sale, the 

originator is not required to maintain capital against the value of assets and the assets effectively 

go ―off balance-sheet‖. Some of the key criteria that govern true sale include –  

 Following the sale of assets, there should be an immediate legal separation of the assets 

from the originator 
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 The originator should transfer all the risks/rewards and rights/obligations of the asset and 

shall not hold any beneficial interest in the assets after the sale to the SPV
3
. All the rights, 

title, interest and benefit in the assets is transferred. 

 Following the sale, the SPV shall not have any recourse to the originator and not have any 

obligation to re-purchase any of the assets of the SPV. 

The SPV is referred to as ―bankruptcy-remote‖, implying that upon a bankruptcy of the originator 

the assets transferred to the SPV cannot be obtained to satisfy any other creditors‘ claims (since 

there has been a true sale). ICRA relies on the legal opinion to cover these pertinent issues relating 

to true sale. 

The other issues also expected to be covered in the legal opinion are -  

 Whether the Assignment Documents have been executed in accordance with the prevailing 

stamp duty and registration laws 

 Whether the assignment of receivables is valid in terms of the underlying loan agreements, in 

other words, there is no restriction on the assignment of the receivables as per the underlying 

loan agreements 

 all the documents of the transaction constitute legal, binding and enforceable obligations of all 

the counterparties. 

 The transaction is not in contravention of any prevailing Indian law, and more specifically, is 

compliant with RBI‘s ―Guidelines on Securitisation of Standard Assets‖, dated February 1, 

2006. 

3.2 Collateral Risk - Analysis of Portfolio and Pool 

The collections from the underlying pool are the source of investor payouts. However, there may be 

some instances of delays or defaults in the pool collections or there may be prepayments leading 

to advance collections, all of which hinders the scheduled payout to the investor. ICRA‘s objective 

is to estimate the extent of delays and prepayments possible in the pool, so as to be able to 

calculate the credit enhancement required to ensure timely payout to the investor, for a specified 

rating level. The starting point for ICRA is an analysis of the originator‘s lending policy and 

business strengths, the past performance of the originator‘s overall portfolio and performance of 

the past pools securitised by the originator. Following the initial analysis, the specific features of the 

selected pool are analysed. 

It is important to explain what ICRA means by ‗Default‘ in the context of retail loans. Many of the 

borrowers may miss the payment due date. However, some of the delays get corrected soon, some 

get corrected with a lag and some do not get corrected at all, thus leading to a default. ICRA 

categorizes borrowers who have missed their payments into ‗soft‘ and ‗hard‘ delinquency buckets. 

Soft delinquency bucket is defined as that from which recovery is more likely to happen, while a 

hard delinquency is defined as that from which recovery is difficult. This classification of 

delinquencies depends on ICRA‘s past observation for the asset class. For example, a hard bucket 

delinquency for a Personal Loan is observed to be shorter (around 180 days) while that for a 

Commercial Vehicle loan is observed to be longer (around 360 days). Cases where the loan has 

been written off or if the underlying asset has been repossessed and sold at a loss constitute 

instances of ‗crystallised loss‘. 

3.2.1 Portfolio Analysis 

A portfolio analysis reveals the performance of the loans based on certain metrics such as 

collection efficiency, delinquency build up, prepayment rates, loss on account of repossessed 

contracts and so on. The fundamental objective is to assess the overall credit quality of the portfolio 

and drivers of credit quality. In the portfolio of different originators and also across different asset 

                                                           
3 Originator’s entitlement to surplus income from securitized assets at the end of the pool’s life is permitted  
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classes, the key drivers of credit quality can be different. In ICRA‘s opinion the drivers of credit 

quality could be related to geography, asset and sub asset classes (if any), various borrower 

categories, product type and such other factors. The portfolio analysis is thus an important tool in 

estimating the likely performance of the pool. The more detailed the portfolio performance data is, 

the better the analysis that ICRA is able to perform.  

3.2.1.1 Collateral Analysis - Qualitative Review  

In addition to the quantitative analysis of the portfolio, as discussed above, ICRA also conducts a 

detailed qualitative review of the Originator‘s business. Such a review becomes even more 

important when the asset class or the Originator has a limited track record. ICRA evaluates the 

Originator‘s business philosophy, credit policy, origination process, collection and recovery 

mechanism, IT systems, risk control and audit procedures. These factors are explained in detail 

below. 

 Corporate Overview and Business Philosophy –The starting point for the Originator review is 

typically the study/ analysis company background and its organization structure. For 

Originators not already rated by ICRA, a financial analysis is performed to arrive at an internal 

shadow rating view on the entity. This is relevant given that in India, the Originators also 

typically function as the Servicer in the transaction. The company‘s track record, experience of 

top management, target customer profile, business volumes targeted and risk appetite are 

some other important variables in the review. Broadly speaking, Originators may follow a 

relationship based model (all functions decentralized and being handled at the branch level; 

most processes carried out in-house; clear focus on building relationship with the customer and 

greater tolerance for delinquency build-up) or a function-based model of lending (clear 

segregation of credit, sales and collection verticals; centralized decisions; several functions 

outsourced to vendors and generally lower tolerance for delinquency build-up). While one is 

not necessarily better than the other, the checks and balances put in place by the company in 

either case are important.   

 Credit Policy – A well-documented credit policy conveys the risk appetite of the company and 

details the various loan products offered to the customers. It lays down the loan eligibility 

criteria for any borrower and the credit norms being followed by the company for sanctioning 

the loans. The policy also lists down any deviations from these norms, if permitted and the 

corresponding approval authority. The policy must be updated frequently to reflect the 

changing market dynamics. ICRA validates adherence to the policy by visiting a branch and 

carrying out random sample file checks for disbursed cases.  

 Origination Process – Detailed discussions with senior executives from Business, Credit and 

Risk divisions of the company are held to understand its sourcing and underwriting process. 

The company‘s appraisal mechanisms including documentation checks, internal and external 

de dupes (CIBIL checks), field verifications, personal discussions, legal and technical checks 

(for mortgage loans) along with the strength and experience of the underwriting team 

determine the overall asset quality of the loan portfolio. The channel partners (DSAs/Dealers) 

of the company and their importance in meeting the company‘s overall sourcing needs is also 

an important driver of the credit risk. The approval/ decline rates, historical application volume, 

processing time and presence of requisite monitoring and controls are some of the measures 

that may be used to determine the efficiency of the origination process.  
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The Credit Information Bureau (India) Limited (CIBIL) was incorporated in 2000. It is India‘s first 
information bureau and is a repository of information, containing the credit history of commercial 
and individual borrowers. Various banks and FIs in India are its members, who share the details 
of their borrowers with CIBIL and in return get access to the credit history of borrowers.  

Many borrowers are aware that their repayment track record is maintained at CIBIL and 
default in any earlier loan would reduce their chances of getting a new loan from any 
other bank. Fear of being rejected for future loans is one motivation for customers to pay 
on a timely basis. ICRA has noted that various organisations that are active in the Indian 
structured finance market have recently started obtaining a track record of borrowers from 
CIBIL prior to lending. 

Table 2: Role of CIBIL in India 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 Operations, Collections and Recovery – Once a loan is disbursed, it needs to be adequately 

serviced. The operations team must ensure that all post disbursement documents are 

collected. PDCs must be stored, retrieved and then banked in a timely manner. The collection 

team must be geared to control delinquencies at an early stage and should become 

operational as soon as a cheque is dishonoured.  In ICRA‘s view, a highly skilled and 

motivated recovery and collection team (including the legal team) along with a stringent 

repossession policy can help keep the delinquency levels under control and curtail losses to a 

large extent.   

 IT Systems – The originator should have strong  systems in place to identify, measure and 

control credit risk efficiently. IT systems should facilitate smooth storage, retrieval and flow of 

data within the organisation. In addition to this, the ability to report data separately for 

securitised contracts is critical. The adequacy and timeliness of performance reports of past 

ICRA rated pools, if any is also taken into account while assigning the rating for the new pool. 

 Risk Control and Audit - ICRA tries to understand the strength and scope of various internal 

and external audits that the company is subject to and how frequently these are carried out. 

Many companies have a separate Risk Control Unit (RCU) which samples and screens the 

various files before disbursal and is responsible for minimizing cases of fraud. In some cases, 

this function is outsourced to external agencies. In cases where external agencies are 

employed, ICRA analyses the company‘s process of recruiting and monitoring the external 

vendors. 

3.2.1.2 Measuring Asset Quality (dynamic analysis of the portfolio) 

There are several parameters for measuring past portfolio performance. The more common among 

these being -  

 Collection Efficiency 

 Collection Efficiency may be measured as: 

 Current Collection Efficiency- Ratio of collections in a particular month to billings in that 

month. 

 Arrears Collection Efficiency- Ratio of collections of overdue amounts in a given month to 

opening overdues in that month. 

A company that adopts a write-off policy generally shows a better collection efficiency ratio as 

compared to other companies that don‘t have write-off policies. This is because a delinquent 

contract once written off is not included in the billing amount going forward.  

 Ageing Analysis 

Ageing analysis involves ‗bucketing‘ or splitting a portfolio of loans according to their overdue 

status. To illustrate, let us assume that the value of a portfolio is Rs. 20 billion as on December 31, 
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2008. Now, assume that of the Rs. 20 billion, Rs. 10 billion worth of loans are current (i.e. there are 

no overdues) and the rest of the loans are distributed in various delinquency buckets as shown in 

the table below: 

Table 3: Ageing analysis of Rs. 20 billion portfolio as of December 31, 2008 

Days Past due 
CURRENT 1-30  31-60  61-90  91-180 180+ TOTAL 

Value of loans (Rs. cr) 
10.00 4.00 2.00 1.50 1.50 1.00 20.00 

Percentage of loans 
50% 20% 10% 7.5% 7.5% 5% 100% 

Source: ICRA internal calculations 

 Coincidental Delinquency Analysis - The analysis in the table above is referred to as 

coincidental delinquency analysis. A common issue with coincidental delinquency is that it is 

affected by growth in the portfolio size. The loans in the various delinquency buckets have 

been originated at various points in time. However, these expressed as a percentage of current 

portfolio size, gives a lower delinquency ratio.  

 Lagged Delinquency Analysis - A loan that is delinquent for 90 days would have been 

originated at least 90 days in the past. ‗Lagged delinquency analysis‘ involves calculating the 

delinquency ratio by dividing all loans delinquent by 90 days or more, by the size of the 

portfolio three months back. Similar analysis is done for other delinquency buckets. Lagged 

delinquency analysis gives a better measure of delinquency in a portfolio. This is because a 

contract, which is 90 days overdue on a current date would have been originated at least 90 

days in the past. Hence delinquency of contracts which are 90 days overdue is best compared 

to the portfolio three months back. Taking the current portfolio (as is used for calculating 

coincidental delinquency) may give a more conservative (if the portfolio has shrunk in the last 

90 days) or aggressive (if portfolio has expanded in the last 90 days) view of the delinquency. 

This is illustrated in the table below: 

Table 4: Dynamic Ageing Analysis 

 Portfolio 
(Rs. crore

4
) 

Coincidental Lagged Delinquency 

  Current 30+ dpd 90+ dpd 180+ dpd 
30+ dpd  

(1 month lag) 

90+ dpd  

(3 month lag) 

180+ dpd  

(6 month lag) 

Jun-09 15 54.00% 26.50% 12.00% 4.50%    

Jul-09 17 54.00% 26.50% 12.05% 4.55% 30.03%   

Aug-09 20 53.50% 27.00% 12.15% 4.70% 31.76%   

Sep-09 22 53.00% 27.50% 12.25% 4.75% 30.25% 17.97%  

Oct-09 23 52.00% 28.00% 12.40% 4.90% 29.27% 16.78%  

Nov-09 25 51.00% 29.00% 12.40% 4.90% 31.52% 15.50%  

Dec-09 30 50.00% 30.00% 12.50% 5.00% 36.00% 17.05% 10.00% 

Dec-10 20 50.00% 30.00% 12.50% 5.0% 31.60% 13.90% 6.70% 

This analysis provides an overview of the portfolio quality. However, in case the originator writes off 

the delinquent contracts the delinquency ratio will be lower as discussed above. 

 Roll Rate Analysis - Roll Rate Analysis is a useful tool for assessing the collection efficiency of 

an organisation. It shows the percentage of overdue contracts and the amount of delinquent 

contracts that move from one bucket to another. This not only reflects the rate of slippage from 

                                                           
4 Rs 1 crore= Rs. 100 lakh= Rs. 10 million 
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a bucket but also the rate of recovery from that bucket. This analysis is more important at the 

time of surveillance, since it gives an understanding of how slippage and recovery have been 

occurring in a pool after it has seasoned for some months. This when compared to roll rate 

analysis of other past pools, all with the same asset class and seasoning, gives an 

understanding of the performance of the current pool vis-à-vis the past pools.  

 Prepayment Rate Analysis- Some contracts in a pool may get prepaid. In a ―par‖ transaction
5
, 

prepayments result in compression of the excess interest spread (EIS) available in the 

structure especially if higher yielding loans are repaid earlier than scheduled. In that case, the 

higher pool yield vis-à-vis the yield to investors would no longer be available as credit 

enhancement in respect of the foreclosed contracts. In a  ―premium‖ transaction, in the case of 

premature termination of contracts, the discounted value of the originally scheduled future cash 

flows (discounted at the investor yield) on the foreclosed contracts is paid out to the investors 

and their future cash flow is revised downwards accordingly.  

Since the discount rate on the PTCs is generally lower than the interest rate on the foreclosed 

contracts, the amount collected fall s short of the amount to be paid out to the investors (although 

part of this shortfall is met out of the premium collected on prepayments from borrowers). This 

shortfall then needs to be met out of the credit enhancement. Thus, prepayments affect the level of 

credit enhancement and hence, it is important to analyse the prepayment rate for the originator‘s 

portfolio and the specific pool. 

3.2.1.3 Static Pool Analysis 

Static Pool Analysis (SPA) involves assessing the performance of a single group of loan contracts 

originated during a well-defined period (say a month or a quarter). This group is called a static pool, 

and its performance is measured over its entire lifecycle i.e. from origination until the maturity of the 

contracts in the group. SPA reveals how delinquencies, losses and prepayments build up over 

time. The analysis reveals trends in asset quality and help estimate future credit losses on the 

currently live portfolio.  

For a SPA analysis, ICRA takes the contracts during various periods and notes their performance 

until maturity. For instance, in the case of contracts overdue for 90 or greater than 90 days (90+), 

ICRA measures the performance by calculating the following ratio = ((Unbilled POS
6
 + Principal 

portion of 90 + overdue contracts) + (Cumulative Loss Booked))/ Original loan disbursal amount 

during period of origination.  

The ratio discussed above incorporates losses along with delinquency above 90 days. This is 

because in some retail loans, contracts may be delinquent for a long period of time (serious 

delinquency bucket with very little or no scope of recovery) but repossession or sale of 

repossessed underlying assets may not have happened on account of several reasons. If these 

contracts are excluded from the loss calculations, the overall loss appears lower than what it 

should be. Hence contracts delinquent beyond a certain period of time are also incorporated in 

such a static pool analysis. This helps get a more realistic picture of possible eventual loss. The 

definition of serious delinquency bucket varies across asset classes. 

Many companies have a write-off policy i.e. they write off contracts after they have been overdue 

for a certain period of time, say 90 days, 180 days and so on. Most companies also repossess the 

underlying assets if the loan has not been paying for a certain period of time. The repossession 

policy is Originator-specific and also depends on the nature of the underlying asset. The Originator 

could then either release the repossessed asset—once the overdues are cleared—or sell the 

repossessed asset and recover the outstanding claim. The trend of recovery post sale of 

repossessed assets is also factored by ICRA in its collateral analysis. Recovery is a function of 

several factors such as geography, age of the asset, used asset prices, timeliness of repossession 

                                                           
5 Par and Premium Transactions have been discussed in detail in the Annexure section 
6 POS: Principal Outstanding 
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of the asset and the time it takes to sell the asset. The longer it takes to repossess or sell a vehicle, 

the greater the depreciation and hence lower the recovery.  ICRA analyses the write-off and 

repossession policies of all the originators and factors that into its analysis. 

Using the method given above, a SPA table can be constructed as given below: 

Table 5: SPA analysis for Loss cum 90+ contracts 

In % 3 6 9 12 15 18 21 24 27 30 33 

Quarter 1 0.10 0.20 0.40 0.65 0.95 1.00 0.95 0.90 0.75 0.55 0.45 

Quarter 2 0.15 0.25 0.45 0.75 1.00 1.05 1.00 0.95 0.80 0.60 0.49 

Quarter 3 0.05 0.15 0.35 0.60 0.90 0.95 0.90 0.85 0.70 0.52 0.42 

Quarter 4 0.25 0.35 0.55 0.80 1.10 1.15 1.10 1.05 0.87 0.65 0.53 

Quarter 5 0.30 0.40 0.60 0.85 1.15 1.20 1.15 1.09 0.91 0.67 0.55 

Quarter 6 0.05 0.15 0.35 0.60 0.90 0.95 0.91 0.86 0.72 0.53 0.43 

Quarter 7 0.15 0.25 0.45 0.70 1.00 1.05 1.00 0.95 0.79 0.59 0.48 

Quarter 8 0.30 0.40 0.60 0.85 1.22 1.28 1.22 1.16 0.97 0.72 0.59 

Quarter 9 0.10 0.20 0.40 0.62 0.89 0.94 0.89 0.85 0.71 0.52 0.43 

Source: ICRA internal calculations 

We can see that the pool of contracts originated in Quarter 1 has completed its full tenure and the 

eventual loss for this pool of contracts is 0.45%. On the other hand, the contracts originated in 

Quarter 9 have completed only 9 months of seasoning and the loss cum 90+ ratio is 0.40% (nine 

months after origination). By calculating the average increase in loss cum delinquency rates, these 

numbers can be extrapolated for the incomplete vintages to get an estimate of the expected loss. 

The extrapolated numbers are shown in Italics in the table above. Thus SPA helps assess the 

quality of unseasoned pools by evaluating the overdue percentage of older pools at the same or 

comparable seasoning points. From the above table, the extrapolated loss curves can be drawn as 

shown in the chart below. For illustrative purposes, we have drawn the curves only for certain 

quarters of loan origination. 

Figure 1: Extrapolated Static loss cum 90+ delinquency curve 

Source: ICRA internal calculations 

The credit enhancement level for a structured finance rating is determined based on the 

delinquencies and credit losses expected from the pool being securitised. The analysis of the static 

pool data provides the mean static losses on past pools as well as variations in past static pool 
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losses over time. This information about mean losses and loss volatility is useful in forecasting 

eventual losses for partly seasoned pools. 

This analysis can be done to measure the portfolio performance based on various parameters like 

asset class, original tenure of loan, Internal Rate of Return (IRR), Loan to Value (LTV) ratio etc. 

Importantly, the measurement of performance focuses only on cash collections, and the analysis is 

immune to variations in accounting policy. To get a further understanding of ICRA‘s SPA 

methodology, please refer to the document ―Assessment of Asset Quality in Vehicle Finance 

Industry‖ on ICRA‘s website. 

3.2.1.4 Comparison of Static Pool Analysis and Dynamic Portfolio Analysis 

SPA and Dynamic Analysis both have their merits and shortcomings - the primary differences 

between the two methods have been brought out in the table below.  

Table 6: Comparison between Static Pool Analysis and Dynamic Portfolio Analysis 

Parameter Static Pool Analysis Dynamic Portfolio Analysis 

Impact of change in portfolio size No (denominator is constant 

since number of contracts being 

used for analysis remains the 

same ) 

Yes (with time, more contracts keep 

getting included in the analysis as a 

result of which the ratios at various 

points in time are not comparable) 

Impact of variation in accounting 

policy of originators (different 

write off policies being adopted 

by originators) 

No (not affected by write off 

policy of the originator) 

Yes ( Higher the amount of write offs 

of a particular originator, the better 

the portfolio performance will appear) 

Estimation of future losses Past trends can be extrapolated 

to estimate mean level and 

variance of potential  future 

losses  

Indicates only the broad trend in the 

portfolio 

Ease of use This is a more in-depth analysis This is a quick measure of portfolio 

quality 

Overall, Static Pool Analysis is especially useful in the context of rating retail loan pools given that 

the pool getting rated is also a static pool. 

3.2.1.5 Deriving the base case mean loss  

As discussed earlier, ICRA uses Static Pool Analysis to estimate the loss curves for a specific 

originator‘s portfolio. ICRA observes the loss rate over the life of the contracts originated in a 

particular vintage. This analysis is done for each asset class separately
7
. SPA can be used to 

extrapolate expected losses from less seasoned pools based on the loss curves of more seasoned 

pools. The greater the number of years of historical data available, the more comfortable ICRA is in 

using such data for projecting losses. Longer time periods of historical data allows ICRA to 

effectively observe trends and observe the performance over economic cycles. 

The base case mean loss is derived from the extrapolated SPA (i.e. the average of loss seen at the 

end of each vintage in the SPA). However, since the base case loss is based on past vintages, 

some adjustments need to be made to incorporate expectations for the future. So, the base case 

loss is adjusted adequately to reflect expected economic stress and ICRA‘s outlook on the asset 

class. Adjustments are also made for some qualitative factors such as any change in the 

                                                           
7 What constitutes a separate asset class is decided based on the materiality. For instance, if a particular portfolio of CV 
loans has a significant share of both used as well as new CVs, each of the two segments would be analysed separately. On 
the other hand, if the portfolio is comprised pre-dominantly of one of the two segments, a combined analysis may suffice. 
Availability of segregated data is another key determinant of the kind of analysis done. 
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originator‘s business model, credit policy, management, internal processes and so on. The 

―stressed base case mean loss‖ thus arrived at is used as the base case loss for the pool. 

ICRA‘s analysis has revealed that loss on retail loan pools follow a lognormal distribution. This 

distribution being right skewed has more high loss scenarios and is more conservative than a 

normal distribution. The lognormal distribution is defined by a mean and variance. ICRA also 

estimates the standard deviation of losses, which is used in the cashflow model. The standard 

deviation used is derived from the standard deviation observed in the static pool analysis.  

Since the pool is a part of the overall portfolio, a comparison of the pool characteristics with the 

overall portfolio characteristics gives an estimate of the expected pool performance. Hence some 

adjustments need to be made to the stressed base case mean loss to arrive at the final loss rate 

assumed for the pool. The comparison is done on all the key parameters discussed such as asset 

category, LTV, geography, tenure, debt burden ratio and so on. Given a particular parameter, ICRA 

looks at the performance of a sub-category and the share of that sub-category in the pool. 

Appropriate adjustments are made for the share of a better performing sub-category or for the 

presence of a weaker performing sub-category in the pool when compared to the portfolio. The 

derivation of the final loss rate for the pool has been discussed in a later section. 

3.2.1.6 Analysis of some key parameters of the portfolio 

Until this point, we have discussed our analysis of the broad portfolio performance. A further drill-

down analysis is done, so as to assess which factors largely influence the credit quality of a 

particular portfolio. The objective is to isolate sub-sections of the portfolio which are prone to higher 

losses or delinquencies. If the pool being rated has a high share of certain loan types that have 

traditionally led to higher delinquencies on the originator‘s portfolio, then the loss estimate for the 

pool is appropriately increased (vis-à-vis the estimate for the overall portfolio) and vice versa. This 

analysis is then used in estimating the loss rate for a pool (discussed later). 

Some of the important features that typically help assess portfolio performance include: 

 Asset - related 

 Asset type: for instance, in the case of cars, Segment A, B, C and D; in the case of CVs - 

MHCVs, LCVs, Pickups 

 Use of assets - Personal use or commercial use 

 Borrower - related 

 Salaried or Self-employed 

 Large fleet operator or small road transporter (SRTO) - in the context of CVs. 

 Loan Features - related 

 Original Tenure of contracts  

 Loan to value (LTV) ratio  

 Ticket Size 

 Interest Rate 

 Other Features 

 Geographical Distribution 

The above parameters have been discussed in detail in a later section. Other than the criteria 

mentioned above, ICRA also analyses additional parameters in a portfolio, which may be specific 

to the originator or the asset category dominant in the pool. 

3.2.1.7 Past Pools’ Performance 

ICRA also incorporates the performance of the originator‘s previously rated pools into its rating 

exercise. The delinquency movement, prepayment trends, collection and credit enhancement and 
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other important parameters are studied to understand what pool characteristics are responsible for 

the observed pool behavior.  

3.2.2 Analysis of Pool Characteristics 

The selected pool could deviate positively or negatively from the overall portfolio. In most cases, an 

individual pool of loans is better than the portfolio on some parameters and weaker on others.  

3.2.2.1 Key parameters of the pool 

The key pool features that ICRA analyses are as follows: 

 Asset- related 

 Asset Category  

Each asset class has unique characteristics and performance drivers. ICRA has observed that 

some asset classes have an inherently weaker performance than others. The performance of 

different asset classes may also vary across originators. Even within the same asset class, the 

performance of loans taken to purchase new assets (particularly vehicles) may be different from 

loans taken to purchase used assets. ICRA has also observed some sub-asset categories to be 

particularly weaker performing than the rest in the portfolio of specific originators.  

 Loan Purpose  

ICRA has observed that loans taken for purchase of different assets have shown different 

performance. For instance, a house bought for occupancy by the borrower is likely to have a lower 

default risk than a house bought for investment purposes, since a borrower is less likely to forfeit 

his place of residence. In the case of car loans, cars purchased for personal use and those 

purchased for commercial use have also exhibited different performance - in the first case the debt 

repayment would generally be dependent on the customer profile, whereas in the latter case it may 

be highly dependent on the revenue stream generated by the asset (car) itself. 

 Borrower-related 

 Borrower Profile  

Borrower profile is based on various parameters such as age, occupation, income level and so on. 

While some factors may have a significant impact in a certain portfolio, their impact may not be as 

significant in others. Though ICRA does not classify borrowers explicitly as prime and sub-prime, 

certain borrower characteristics help differentiate borrower quality.  ICRA has observed that 

borrowers belonging to different age groups show different repayment patterns. Similarly ICRA has 

observed different delinquency patterns for the salaried and self-employed borrowers, especially in 

the mortgage and car loan portfolios. ICRA thus analyses the borrower profile of a pool vis-à-vis 

the originator‘s portfolio to assess the strength of the pool and the delinquencies that could 

potentially arise due to this parameter.  

 Debt Burden Ratio 

An important indicator of the borrower‘s ability and willingness to pay is his debt burden ratio.  In 

order to ensure that the borrower‘s obligation is consistent with income, the lenders compare the 

annual debt repayment obligation of an obligor to his annual income.  Generally, a higher ratio 

indicates greater stress on the obligor and hence a greater probability of default, but this need not 

be true for the portfolio of every originator. 

 Loan Features - related 

 Original Loan Tenure 

A long tenure contract exhibits more volatility than a short tenure contract due to the fact that in a 

long-tenure contract, the build-up of owner‘s equity is more gradual as compared to a shorter 

tenure contract, all else being equal. This results in an increase in the probability of default as the 

loan tenure increases. 
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 Loan-to-Value Ratio 

 The loan-to-value (LTV) ratio implies how much of the underlying asset is being financed. LTV is 

an indicator of the borrower‘s leverage when the loan application is initially filed. This can be an 

important factor for secured loans. Though lower LTV (lower financing and higher down payment) 

typically indicates lower risk, this need not always be true across originators and asset classes. In 

many portfolios, high LTV loans do not necessarily lead to high losses, since a higher LTV loan is 

given selectively. 

 Ticket Size 

Historical ticket size analysis has shown mixed results. However, in the case of unsecured 

Personal Loans, this has been observed to be an important factor. ICRA analyses high and low 

ticket loans based on the observed behavior of obligors in the originator‘s portfolio. 

 Interest Rate/ Yield 

The credit policy of originators typically defines the interest rate to be charged to different 

customers.  Interest rate can be used as a risk differentiator since the interest rate on a particular 

loan often indicates the risk posed by the borrower. ICRA analyses the lending policy and norms of 

the originator to assess if interest rate is used as a risk differentiator by the lender. This factor 

needs to be judged together with the overall interest rate level in the portfolio across different 

vintages. This is because the credit policy may have been modified over time and loans given to 

customers with the same risk profile at different points in time may have different interest rates. In 

addition, in the case of mortgage pools, floating or fixed interest and the reset clause are also 

important factors to consider. 

 Other Features 

 Overdue Status/ Peak Overdue 

ICRA has observed that eventual loss from contracts that were overdue at the time of the initial 

rating, are significantly higher relative to losses from contracts that are current at the time of 

securitisation. ICRA factors the overdue status based distribution and the past payment record into 

its loss estimation. 

 Seasoning Profile 

Seasoning represents the number of months since the origination of a loan. We have seen from 

static pool analysis that loss build-up for any pool occurs during the initial months, post which there 

are net recoveries. Usually a loan that has been paying regularly in the early months is less likely to 

default later on account of a greater equity build-up. Some loans, which have missed some 

payments in the past, tend to pay later on account of a high equity build-up. Thus high seasoning in 

a pool is always a greater source of comfort as compared to a pool with lower seasoning (all else 

being equal). 

 Geographical Mix 

Various originators have strengths in various geographies, so while some geography may reflect a 

weak performance in the portfolio of a particular originator, it may reflect a strong performance in 

the portfolio of another originator. The performance of various regions - zones/ states/ cities - in a 

portfolio is based on a variety of factors such as political issues, economic stability, various state 

laws and the originator‘s presence in the region. Additionally, in the case of mortgage loans, 

different geographies may experience a different degree of volatility in the price of the underlying 

asset, which is  also considered. Hence the higher presence of any specific geography in the pool, 

which is performing well in the portfolio may be beneficial to the pool, while the higher presence of 

a weak performing geography in the pool vis-à-vis the portfolio may be a disadvantage to the pool. 

 Obligor Concentration 

A more diversified pool implies lesser dependence on any particular loan for the pool performance. 

Hence, higher diversification (i.e. high granularity and less concentration) is always preferred. 
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Typically, if any contract in the pool has more than 1% share in the total pool, then the pool is 

considered to be concentrated. ICRA models a concentrated pool differently from a regular 

granular pool - this is discussed in a later chapter.  

3.2.2.2 Pool vs. Portfolio. 

As discussed earlier, the base case mean loss derived (from the SPA analysis) is stressed to arrive 

at a ―stressed base case mean loss‖. Adjustments are then made to this stressed base case mean 

loss to reflect the specific pool characteristics (as compared to the portfolio characteristics).  

This is illustrated in the table below for a sample commercial vehicle pool. 

Table 7: Deriving final adjusted mean loss estimate for the pool – an illustration 

 Loss Estimate 

Stressed Base case mean loss 3.0% 

Seasoning Adjustment -0.2% 

Overdue Adjustment +0.3% 

LTV Adjustment +0.2% 

Geographical Adjustment +0.3% 

Final adjusted mean loss estimate 3.60% 

Source: ICRA internal calculations 

In order to understand the derivation of final adjusted mean loss estimate done in the table above 

let us consider each of the parameters. The adjustments are made for the seasoning and overdue 

categories such that the loss expected from any contract in the pool is similar to loss observed 

historically from contracts with similar seasoning and overdue profile.  

For the various other parameters, a comparison is made between the share of each category in the 

pool with that in the portfolio. For instance, if we consider LTV, ICRA measures the difference in 

the share of each LTV category in the pool with that in the portfolio. Given the performance of each 

LTV category in the portfolio, appropriate adjustments are made for any positive or negative 

deviation of the share in the pool from that in the portfolio. Similar adjustments are made for all 

other parameters like Geography, Original Tenure and so on.  

The performance of past rated pools of the same originator helps ICRA understand how ICRA‘s 

estimate of loss from the earlier pools has differed from their actual performance. The stressed 

base case mean loss thus adjusted for various parameters like seasoning, overdue, LTV, 

Geography and so on, gives the final adjusted mean loss estimate for the pool. 

The standard deviation derived from the static pool analysis and the final adjusted mean loss 

estimate (as estimated above) is used to calculate the co-efficient of variation, which is used in the 

modeling exercise  (discussed later) to determine the credit enhancement requirement for the pool. 

3.3 Structure Risk Analysis - Modeling the cash flows 

The final step in rating an ABS (or RMBS) transaction is modeling the projected cash inflows and 

cash outflows. As discussed earlier, the uncertainty in the quantum and timing of the actual cash 

inflows arises out of the possibility of losses, delinquencies as well as prepayments in the pool. On 

the other hand, the quantum and timing of cash outflows is driven by the terms of the transaction, 

including the number, yield and inter se seniority of the various tranches, incidence of expenses, 

and the credit enhancement mechanism.  

In modeling the inflows (‗the asset side‘), ICRA attempts to factor the various different possible 

scenarios of pool collections through a Monte Carlo simulation exercise. In modeling the outflows 
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(‗the liability side‘), the simulated collections are allocated as per the ‗cashflow waterfall‘ stipulated 

in the transaction documents. The objective of the cash flow analysis is to quantify the credit/ 

liquidity support that would be required for the target rating.  

The key variables for the Monte Carlo simulation are losses and prepayments. The key inputs, 

viz., mean and standard deviation are calibrated based on the collateral analysis as described 

earlier in this report. In a diversified retail loan pool, all the underlying loans are not expected to 

default simultaneously. Indeed, certain loans may pay for a certain period and default later. Thus, 

another input into the model is the timing of the losses, i.e., the period over which the losses 

happen.  ICRA‘s assumption on the loss build-up typically depends on the nature of the asset class 

and historically observed trends.  

The cash flows are further modified for the expected prepayment rate. While prepayment itself is 

not a credit issue, it can have an impact on credit enhancement utilization. 

3.3.1 Forms of credit and liquidity support 

The scheduled pool cash flows may be affected due to defaults or prepayments, and payments to 

the investor may potentially vary. In order to protect the investors from shortfalls owing to delay or 

defaults in the pool, credit enhancement is generally set aside in a transaction. The credit 

enhancement is provided only at the initiation of the securitisation transaction and can be provided 

by the originator or a third party. The credit enhancement may be in-built in the structure or may be 

provided through an external source. The following section discusses the forms of credit 

enhancement that ICRA has seen across rated transactions.   

3.3.1.1 Subordination of Excess Interest Spread (EIS) 

EIS refers to the difference between the pool yield and the aggregate of the investor yield and any 

taxes and expenses paid in the transaction. Since the pool cash flows as well as investor payouts 

are inputs to the model, the monthly surplus is automatically captured in the model. In most cases, 

the originator has a subordinate claim on the EIS, thus the EIS functions as the first line of support 

for investor payments. 

While the EIS helps offset losses in a securitised pool, transactions cannot rely on this form of 

credit enhancement completely. This is because the credit losses, re-pricing of loans (mostly in the 

case of mortgage loans in India) and prepayments that occur throughout the life of a pool may 

reduce the EIS available. However, in mortgage loans, if the interest rate on loans increases, then 

the EIS available may also increase. 

3.3.1.2 Principal Subordination 

Over-collateralisation or subordination refers to securities that have a lower priority in claims from 

the pool receivables. These provide a cushion to the senior investors since they receive any 

residual payments after all the payment to the senior piece and all the expenses for the pool have 

been met. In the Indian market, the originator usually retains the subordinated piece.  

3.3.1.3 Cash Collateral  

Cash collateral is one of the most common forms of credit enhancement provided for in rated 

transactions. The cash collateral is deposited with a bank with a rating acceptable to ICRA. The 

cash collateral account is operated by the trustee or the investor‘s representative.  

In certain transactions, the cash collateral may be split into a First Loss Piece (FLP) and a Second 

Loss Piece (SLP). In such a case, the SLP is utilised only when the FLP has been completely 

exhausted. The SLP is topped up (for any utilised portion) before the FLP due to its relative 

seniority in the structure. Notwithstanding such a split though, the entire cash collateral is available 

for meeting shortfall in investor payouts. Also, in transactions with multiple PTC series, part of the 

cash collateral may be tranche-specific.  
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Despite the presence of a high EIS/ subordination in the structure, ICRA believes in stipulating a 

certain minimum cash collateral level in a structure. This is done so as to protect against any 

contingency that may lead to some sudden temporary shortfall in the pool.  

In addition to a general cash reserve, some cash may also be kept in a separate account for some 

specific purpose. For example, a commingling reserve maybe created, which will provide cushion 

only to the extent the payment to the investor has not been made on account of some commingling 

that may have occured between the servicer‘s funds and repayment from the obligor. This money 

would not be used for any other purpose. Similarly in some MBS transactions, a yield reserve may 

be created. This is used to make payments to the investor in case the interest payment received 

from the pool is not sufficient to service the interest payment due to the investor. 

3.3.1.4 Corporate Undertaking 

ICRA has also rated transactions where originators provide a corporate undertaking in lieu of cash 

collateral. The corporate undertaking functions similar to cash collateral. In such cases, the rating 

of the instrument cannot exceed the rating of the Undertaking Provider.  

3.3.1.5 Liquidity Facility 

A liquidity facility is one which is designed to meet shortfalls in scheduled payouts only to the extent 

of the shortfalls arising out of contracts in shorter overdue buckets, typically upto 90 days past due. 

The liquidity facility also helps tide over temporary cash shortages, which may arise due to timing 

differences between the receipt of cash flows from the underlying assets and payments to the 

investors.  All other shortfalls would be met from other forms of credit enhancement (such as cash 

collateral). The liquidity facility is inherently senior to the senior investor i.e. the pool receivables 

are first used to top up the utilised liquidity facility and then pay the senior investors. Generally a 

certain fee is charged by the liquidity facility provider for any utilisation of this facility (generally paid 

at the top of the waterfall). 

3.3.1.6 Reserve Account 

A reserve account is provided for in some transactions, to trap any residual cashflows, after 

meeting senior payouts and topping up of cash collateral.  In the absence of the reserve account, 

such excess cash flows would have typically been paid out to the originator. A reserve account is 

often used in conjunction with a performance-linked trigger, wherein upon the trigger getting 

breached—for instance, collection efficiency falling below a stipulated %--the reserve account may 

be activated. 
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Collection from the obligors in the pool

For payment of any statutory and regulatory dues like service tax, if and
when applicable.

Payment of fees to the collection and processing agent, various
credit enhancement provider and any other service provider

For repayment of amount utilised from liquidity facility (if any)

For payment of overdue amount, prepaid amount and
scheduled amount (first interest and then principal) to

senior investors on a pari passu basis

To top up any utilised cash collateral. In this
respect, the utilised second loss facility will be
topped up first and then the First loss facility

Any residual amount is used to pay the
subordinate investor, if any.

The money

available

from

collections

from the

obligors

reduces as

we move

down the

waterfall

3.3.2 Modeling methodology  

The scheduled investor payouts are calculated by ICRA based on the pool cashflows, the structure 

of the transaction and the payment priority (i.e. waterfall mechanism, given below).  

Figure 2: A typical waterfall mechanism 

Various possible scenarios are simulated, with the key variables including underlying loan defaults, 

and prepayments taking a range of values. These scenarios also incorporate the credit 

enhancement in various forms available in the transaction. The final outcome of the simulation is 

then compared with ICRA‘s benchmarks for the target rating. 

3.3.3 How does ICRA model performance of highly concentrated loan pools 

In a concentrated pool, the performance of the pool is influenced by the performance of a few large 

obligors. The variability of loss in case of a concentrated pool would be much higher than that of a 

regular granular pool and the assumption of lognormal distribution of loss would not hold. A 

benchmark ICRA uses to determine whether a pool is granular is that the share of the top obligor 

(or entity in case the borrower is a corporate) in a pool should be less than 1%.  

ICRA analyses such concentrated pools by modeling the inflows on the concentrated portion and 

the granular portion separately. In respect of the concentrated sub-pool, ICRA models the default 

and recovery on each exposure individually, wherein each borrower‘s probability of default 

depends on its shadow rating. The defaults follow a binomial distribution with certain correlation 

between the defaults of multiple entities. The level of correlation depends on various factors such 

as geography, industry, borrower etc. In other words, to the extent of the concentrated sub-pool, 

the methodology is that of rating a Collateralised Debt Obligation (CDO) transaction. To get a 

further understanding of ICRA‘s methodology for rating CDO-type pools, please refer to the 

document titled ―Securitisation-Collateralised Debt Obligation‖ on ICRA‘s website.
 8
 

The granular sub-portion of the pool is modeled using the regular lognormal distribution approach. 

The cashflow from both the sub-pools are merged and run through the cashflow waterfall. 

Thereafter, the rating of the instrument and credit enhancement (if any) is determined in the same 

way as that explained for rating ABS transactions earlier in this note. 

                                                           
8 Rating Methodology: Securitisation- Collateralised Debt Obligation- August 2002 
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3.3.4 How does ICRA incorporate interest rate risk  

Interest rate risk arises in a transaction on account of the securities being priced differently from the 

underlying loans in the pool; for instance, the loans in the pool could be on floating-rate while the 

securities are fixed- rate, or vice versa. While this is not a very common occurrence, what is more 

likely is the presence of ‗basis risk‘, i.e., the underlying loan pool and the securities being both 

variable but each linked to a different benchmark. For instance, the loans could be linked to the 

Originator‘s Prime Lending Rate (PLR) or Base Rate (BR) while the yield on the securities in 

question could be linked with an external benchmark like G-Sec rate. In such cases, while the two 

could be broadly expected to move in tandem, there could be a lag. To factor the basis risk, ICRA 

typically stresses the EIS in such transactions by assuming adverse interest rate movement over 

certain periods of time during the pool‘s tenure. 

3.4 Counterparty Risk Analysis 

There are various counterparties to a transaction – the servicer and originator being the primary 

ones. Other counterparties typically include cash collateral providers, guarantee providers, Interest 

Rate Swap provider, liquidity facility providers and account banks. ICRA analyses the risk posed by 

each of these counterparties in a transaction and factors the risk into the final ratings assigned. 

 Cash Collateral Provider 

The cash collateral should ideally be in the name of the trustee (or assignee). However in most 

transactions, the cash collateral is typically held with an account bank in the name of the originator 

with a lien marked to the trustee (or the assignee). As a result, there is some linkage with the 

balance sheet of the company. To mitigate such a risk, ICRA prefers a provision that if the rating of 

the originator gets downgraded below a certain threshold, the cash collateral would move to 

another account bank with a lien created in favor of the trustee, essentially de-linking the risk of the 

originator from the transaction.    

 Account Bank 

The cash collateral for an ABS transaction is held with an account bank. ICRA requires the account 

bank to have ratings at least equal to LAA/A1+ and prefers transaction documents to specify 

replacement of the account bank if the ratings are downgraded.  

 Credit Enhancement Provider 

Certain transactions also have credit enhancement in the form of an undertaking or guarantee. In 

these cases, ICRA‘s rating on the PTCs would be capped at the rating of the corporate 

guarantor/undertaking provider. If the guarantor were to get downgraded, ICRA‘s ratings on the 

PTC would reflect this rating action. Here again, ICRA requires that the ratings of the guarantee 

provider are at least as high as the target rating of the instruments.  

 Servicer 

The servicer plays an important role in a transaction as it is responsible for the collections from 

accounts/borrowers in a pool. Typically, in domestic securitizations, the originator plays the role of 

servicer as well. There are very few third party servicers in these transactions. Thus, a servicer with 

efficient collection processes can positively impact a pool‘s performance. ICRA performs due 

diligence on the servicer by analyzing its collection processes (what action the collection team 

takes for correcting delinquency in different buckets, which collection process is outsourced versus 

retained in-house), strength of the collection team, expertise of the servicer in the asset class being 

securitized, sophistication of the monitoring systems and quality of back-up systems.  

Since the role of the servicer is crucial to the pool‘s performance, the servicer‘s credit rating is an 

important quantitative input for ICRA‘s rating on the ABS. ICRA will typically not rate an ABS 

instrument more than four notches above the servicer‘s base rating (or shadow rating view). If a 

transaction provides for a back-up servicer upon a rating downgrade of the original servicer, ICRA 

performs similar due diligence on the back-up servicer‘s operations. 
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 Commingling Risk 

This risk typically occurs due to a lag between receiving the collections from the pool and paying 

the funds to the investors. In a given month, as funds are collected from the borrowers, they are 

merged with the servicer‘s cash flows. At the end of the month, the collections are transferred into 

a Trust Account from which payments are made to the investors. The risk principally arises before 

the funds are transferred to the Trust Account and the pool cash flows merge with the cash flows of 

the servicer. If the servicer were to go bankrupt during this time, there is a chance that the pool 

cash flows could potentially be treated as part of the bankrupt servicer‘s estate. Any legal 

proceedings would also result in a delay in the investor payouts. This risk is generally low given the 

presence of highly-rated servicers in most Indian ABS transactions. Upon a rating downgrade, the 

transaction documents could provide for a back-up servicer or more frequent transfers of the pool 

cash flows from the servicer‘s account to the Trust Account. Certain transactions also have a 

commingling reserve to mitigate this risk – as discussed in the credit enhancement section. 

 Interest Rate Swap Provider 

An interest rate swap may be incorporated into a transaction to mitigate the potential interest rate 

mismatch when the PTCs are priced differently from the underlying pool. 

 Liquidity Facility Provider 

A liquidity facility smoothens the cash flows in a transaction. If there are shortfalls on account of 

delinquent loans in a pool, the liquidity provider would provide funds on a temporary basis to meet 

investor payouts. Any amount extended under a liquidity facility is generally repaid at the top of the 

waterfall in the next month. ICRA requires the liquidity facility provider to be rated at least as high 

as the target rating on the PTC on the long-term scale and A1+ on the short-term scale. 
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4 POST- EXECUTION 

4.1 Issuance of the Final Rating Letter 

After the transaction features have been analysed, a presentation is made to the internal credit 

rating committee of ICRA. The entire process post execution of the transaction to the issuance of 

final rating letter has been illustrated in the chart below. 

Figure 3: Post Analysis- rating committee process to issuance of final rating letter 

 

4.2 Surveillance of Rated Transactions 

ICRA periodically (usually monthly) receives an update on the performance of the rated pool i.e. 

the collections, payouts, utilisation of credit enhancement (if any) and so on from the trustee. Using 

this data, ICRA monitors the performance of the rated pool throughout the transaction‘s life to 

ensure that the outstanding rating adequately reflects the current credit risk on the instruments. If 

the actual asset performance at any time deviates from the performance expected at the time of 

the initial rating, ICRA would reassess the rated tranches as required. Reassessment of ratings 

may result in an upgrade, a confirmation or a downgrade of the ratings.  

ICRA releases update on the performance of all ABS and RMBS pools rated by it, on a quarterly 

basis. These reports provide a summary of the key performance parameters for all the live ABS 

and MBS ratings (which are in the public domain) assigned by ICRA. These reports are available 

on the ICRA website. 
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5 CONCLUSION 

The current methodology being used by ICRA has been effective in rating various asset classes 

and different structures being rated in the Indian market. Some modification in the methodology 

maybe incorporated from time to time for assessing the various structures. The approach being 

used by ICRA to evaluate risk and the protection required for a pool under stressed conditions 

incorporates ICRA‘s expertise in analysing credit risk of the underlying debt coupled with statistical 

techniques, which are internationally accepted, to arrive at the rating. The assumptions for a 

particular rating may change from time to time based on market or economic conditions, the 

specific structure of a transaction, issuer specific characteristics or even based on some new 

factors that may have been observed. ICRA regularly monitors its rating methodologies and makes 

modifications as and when required in the rapidly changing market scenario. 
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6 ANNEXURE 1: DEFINITIONS 

6.1 Important terms are discussed below:  

 Securitisation - it is a process by which a single performing asset or a pool of performing 

assets are sold to a bankruptcy-remote SPV and transferred from the balance sheet of the 

originator to the SPV in return for an immediate cash payment. (RBI definition) 

 Obligor - it refers to a person liable to the originator i.e. individuals who have taken a loan 

from the originator against a specific asset or have taken an unsecured loan. 

 Pool - it is a collection of loans (backed by one or multiple assets) that are sold to an SPV 

in return for upfront payment. 

 Originator - it refers to a bank that transfers from its balance sheet a single asset or a pool 

of assets to an SPV as a part of a securitisation transaction and would include other 

entities of the consolidated group to which the bank belongs. (RBI definition) (as per ICRA 

this definition extends to not only banks but Non Banking Financial Companies  as well) 

 Servicer (or collection and Paying Agent) - it is a bank that carries out (on behalf of the 

SPV) (a) administrative functions relating to cashflows of the underlying exposure or pool 

of exposures of a securitisation; (b) funds management; and (c) servicing the investors. 

(RBI definition) (as per ICRA this definition extends to not only banks but Non Banking 

Financial Companies as well) 

 Special Purpose Vehicle (SPV) - it is a company, trust, or other entity constituted or 

established for a specific purpose - (a) activities of which are limited to those for 

accomplishing the purpose of the company, trust or other entity as the case may be; and 

(b) which is structured in a manner intended to isolate the corporation, trust or entity as the 

case may be, from the credit risk of an originator to make it bankruptcy-remote. (RBI 

definition) 

 Trustee – an appointed person or institution, which accepts responsibility for overseeing 

that all the parties to the securitisation deal perform in accordance with the securitisation 

trust agreement. In the Indian context usually the SPV and the Trustee is the same. 

 PTC Holders/ Investors - Pass through Certificates (PTCs) are issued by the SPV against 

the receivables from the pool and sold to investors or the PTC holders. The amount 

collected from the pool is passed on to the PTC holders after deducting relevant fees and 

expenses. 

 Direct Assignment - Direct Assignments are purely bilateral agreements, wherein the 

originator directly sells the pool to the investor. This does not involve any SPV.  

 Bankruptcy-remote - the unlikelihood of an entity being subjected to voluntary or 

involuntary bankruptcy proceedings, including by the originator or its creditors. (RBI 

definition) 

 Credit Enhancement - this is provided to an SPV to cover the losses associated with the 

pool of assets. The rating given to the securities issued by the SPV (PTCs) by a rating 

agency will reflect the level of enhancement. (RBI definition) 

 Cash Collateral - An amount set aside that is used  to cover any shortfalls  in payments to 

investors on account of delinquent loans. 

 First Loss Facility - this represents the first level of financial support to an SPV as part of 

the process in bringing the securities issued by the SPV to investment grade. The provider 

of the facility bears the bulk (or all) of the risks associated with the assets held with the 

SPV. (RBI definition) 

 Second Loss Facility - this represents a credit enhancement providing a second (or 

subsequent) tier of protection to an SPV against potential losses. (RBI definition) 
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 Liquidity Facility - this enables SPVs to assure investors of timely payments. These include 

smoothening of timing differences between payment of interest and principal on pooled 

assets and payment due to investors. (RBI definition) 

 Excess Interest Spread (EIS) - In the case of par structures, the excess of the Pool yield 

over the PTC yield constitutes the EIS available in the pool.  

 Subordinated piece - Securities that have a lower priority in claims from the pool 

receivables are called a subordinated piece. These also provide a support to the senior 

PTCs in that they get the residual payment after all due payments have been made to the 

senior piece. 

 Underwriting - the arrangement under which a bank agrees, before issue, to buy a 

specified quantity of securities of a new issue on a given date and at a given price if no 

other purchaser has come forward. (RBI definition). 
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7 ANNEXURE 2: WHAT IS SECURITISATION 

 As per RBI Guidelines
9
, securitisation is a process by which assets are sold to a bankruptcy 

remote SPV in return for an immediate cash payment. Securitisation has proved to be an 

attractive funding alternative for various lenders as compared to the traditional means of 

financing operations. The cash flows from the underlying pool of assets are used to service the 

securities issued by the SPV. 

 Securitisation thus follows a two-stage process. In the first stage there is sale of single asset or 

pooling and sale of pool of assets to a 'bankruptcy remote' SPV in return for an immediate cash 

payment. In the second stage, security interests representing claims on incoming cash inflows 

from the pool of assets are repackaged and sold to third party investors. The flow of events in a 

typical securitisation structure is illustrated below: The key aspects have been explained in 

detail using the diagram given below: 

Figure 4: A Typical Securitisation Transaction 

 Each of the terms used in the diagram above is discussed in detail in the section entitled 

Definitions in the Annexure.  

 The originator sells the selected assets (loans) to an SPV. As per RBI, the assets of an 

originator, after their transfer to the SPV, should stand completely isolated from the originators‘, 

even under bankruptcy (bankruptcy-remoteness). Also, as per RBI Guidelines, the originator 

should not hold shares exceeding the lower of Rs. 5 lakhs or 10% of the capital of the trustee. 

 The SPV issues Pass-Through Certificates (PTCs), backed by receivables from the underlying 

loans. Structurally, whatever the pool receives is passed on to the PTC holder. However, in the 

Indian context, a schedule is prepared for repayment to the investors, which may not map 

exactly to the actual pool collections every month. Sometimes a senior and subordinate PTC 

series is created wherein the investors may purchase the senior PTC series, while the 

subordinate portion is retained by the originator. 

 The PTCs are purchased by the investors at a purchase consideration, the amount of which 

depends on the nature of the transaction i.e. par or premium (described later). 

 The Issue Proceeds (purchase consideration) are passed on by the SPV to the originator. 

 The obligor (borrower for a loan) can be an individual or a corporate entity. The obligors repay 

their loan by paying (installments on a regular basis (mostly monthly). The Servicer collects this 

money. The Servicer can be a third party or the originator. The pools rated to-date have had a 

fixed set of obligors, i.e. once the assets are selected into the trust, no more assets can be 

added to the same trust. This is typically referred to as static pools as compared to revolving 

                                                           
9 RBI Guidelines on Securitisation released in February 2006 
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pools where assets can be traded and new assets can be bought by the trust post-execution of 

the transaction.  

  The Servicer remits the collected funds to the SPV. 

 The SPV allocates the collected funds to the PTC holders.  In the absence of any credit 

enhancement in the structure, the repayment to the PTC holders is dependent on the 

performance and cash flows generated from the underlying assets. If credit enhancement is 

present in the structure, then that credit enhancement is used to meet shortfalls in the investor 

payout. 

 The Credit Enhancement can be in the form of Cash Collateral or Corporate Undertaking. The 

SPV can use this credit enhancement in case the pool cashflows are not sufficient to meet the 

payment to the PTC holders. Any unused credit enhancement will flow back to the provider of 

that credit enhancement at the end of the transaction. 
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8 ANNEXURE 3: PAR AND PREMIUM STRUCTURES IN 
SECURITISATION 

 Securitisation transactions involve transfer of underlying pool receivables to the SPV. The 

pricing for such transfer is typically on one of the following two bases, i.e. at par (or at book 

value) or at premium (or at market value). The underlying structure determines the 

consideration paid by the investor and also influences the extent of credit enhancement 

required for a given target rating.  

 Par Structure - In a par structure, the consideration paid by the investors for the PTCs is equal 

to the pool principal. The monthly principal repayment promised to the investors is the same as 

that to be received from the underlying pool. However, the yield earned on the outstanding pool 

principal is generally different (pool yield is usually higher) from that payable to the investors on 

the balance PTC principal. Thus, the total cashflows receivable on the pool is higher than the 

amount payable on the PTCs. This difference is termed as Excess Interest Spread. (EIS) While 

this amount typically belongs to the Originator, its claim on the EIS is subordinated to that of 

the PTC holders, thereby the EIS functions as a source of credit enhancement. 

 Premium Structure - In a Premium structure, the pool cashflows are discounted at the PTC 

yield and such discounted value is paid by the PTC holders as consideration. Unlike par 

structures, in a premium structure, instead of the principal, the cashflows receivable (from the 

pool) are matched on a month on month basis with the cashflows payable (to the PTCs). The 

PTC yield is lower than the pool yield, so the pool cashflows discounted at the PTC yield is 

higher than the pool principal. This difference between the discounted cashflows and the pool 

principal is the premium paid by the investors. 

 The difference in the two structures has been explained through an illustration given below. 

Table 8: Illustration of Par and Premium Structures 

Pool Features Par Structure Premium Structure 

Tenure 3 years 3 years 

Pool Principal Rs. 1,000.0 mn Rs. 1,000.0 mn 

Pool IRR 12.00% 12.00% 

Pool Cashflows Rs. 1,185.2 mn Rs. 1,185.2 mn 

Investor Yield 10.0% 10.0% 

   

PTC Consideration  Rs. 1,000.0 mn Rs. 1,029.6 mn 

PTC Cashflows Rs. 1,155.6 mn Rs. 1,185.2 mn 

 Pool Principal = PTC 
Principal  

Pool Cashflow = PTC 
Cashflow 

EIS= Pool Cashflow- PTC 
Cashflow 

Rs. 29.6 mn Nil 

Source: ICRA internal calculations 

 While ICRA-rated ABS pools can be par or premium structures, ICRA-rated RMBS pools 

commonly have par structures. Since a par structure has some EIS in-built in the structure, the 

cash collateral required for such a structure (all else being equal) would typically be lower than 

that in a premium structure. 
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9 ANNEXURE 4: ABS & RMBS VERSUS CORPORATE BONDS 

 PTCs, being fixed income securities, are similar to traditional securities such as corporate 

bonds. Nevertheless, they differ from these instruments in certain respects. 

Table 9: ABS/ RMBS versus Corporate Bonds 

 ABS/ RMBS Corporate Bonds 

   

1 Exposure to a pool of defined segregated 
assets belonging to a single issuer 

Exposure to a single corporate 

2 Transfer of legal and (or) beneficial 
interest in certain receivables to the 
investor is central to ABS / RMBS. Thus 
documentation effecting such transfer is 
critical from investor‘s perspective 

 No such transfer of receivables involved, 
documentation much more simpler 

3 Limited exposure to other aspects of the 
issuer‘s business 

Exposure to all aspects of the corporate‘s 
business 

4 Time and credit tranching can be done to 
address different risk appetite of different 
investors  

Credit tranching within the debt structure 
of a corporate not common in India 

5 Target rating can be achieved by 
incorporating some structural features and 
by modifying the features of the contracts 
included in the pool 

Rating linked to overall financial and other 
risk profile of the company 

6 Some form of external support is generally 
available to the structure 

External support is usually not present. 
Only few bonds issued have some 
external support 
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10 ANNEXURE 5: LIST OF TYPICAL TRANSACTION DOCUMENTS 

 Trust Deed 

The Trust Deed is entered into between the trustee and the settler. It addresses provisions for the 

creation of the trust, role and responsibilities of the trustee, payment priority for distribution of funds 

to the investor, provisions for the appointment of a new trustee and permitted investments with 

regards to the trust fund. 

 Assignment Agreement/Deed of Assignment 

The parties to this document are the seller and the purchaser or the assignee (in the case of a 

securitisation transaction, the purchaser is the Trustee). The Assignment Agreement (also referred 

to as the Securitisation Agreement in some securitisation transactions) is the most important legal 

document, laying down all the terms and conditions of the transaction. The receivables from the 

underlying pool along with all the seller‘s rights, title and interest in the loan documents are 

assigned to the purchaser pursuant to this document for the specified purchase consideration. This 

document also details the seller‘s representations/warranties and undertakings, the key ones being 

that the seller has the necessary authority to assign the receivables and that the seller was the sole 

and legal owner of the receivables prior to the execution of the agreement. 

 Servicing Agreement 

The parties to this document are the servicer and the trustee. This document highlights provisions 

for the appointment (including fees payable) and replacement of the servicer. It also discusses the 

responsibilities of the servicer, such as collecting the receivables and depositing them in a Trust 

Account, calculating the investor payouts on payment dates and taking all the necessary actions to 

recover receivables from the obligors (including enforcing the security interest and initiating 

recovery proceedings against secured properties). This document also details the 

representations/warranties and undertakings of the servicer. 

Depending on the legal counsel drafting the documents, this document can be referred to by 

several names such as Collection Agent Agreement, Collection and Servicing Agreement, 

Collection and Processing Agent Agreement etc. In some cases, the provisions in this document 

can also be merged into the central Assignment Agreement or the Securitisation Agreement. ICRA 

ensures that the pertinent provisions are covered, but does not mandate what the document should 

be called or in which document the provisions should be covered – this is decided by the 

transaction‘s legal counsel and the investment bank structuring the transaction. 

 Liquidity Facility Agreement and Credit Collateral Agreement 

The parties to these documents are the respective facility provider and the trustee. Each of these 

documents specifies the amount of the liquidity facility or credit collateral available, conditions 

pursuant to which either of the facilities can be drawn and reimbursement mechanisms once 

funded. Like in the case of Servicing Agreement, some legal counsels prefer to include the 

provisions of these documents into the central Securitisation Agreement. 

 Information Memorandum 

Though not a legal document, it broadly covers all the aspects of the transaction, including role and 

responsibilities of all the involved parties, pool characteristics, payment structure, representations 

and warranties of the involved parties and the process of issuing PTCs. 

 Auditor’s report 

Prior to assigning final ratings to any transaction, ICRA expects a due diligence to be carried out by 

an independent auditor on a sample of the pool. The report should specify that the key 

characteristics (such as loan amount, collateral type, installment to income ratio, LTV, location) of 

the audited sample, as verified from the physical files of the Originator, are in line with the data 

originally shared with ICRA. The other focus area for the auditor is the presence of relevant 

documents on file. These include signed loan agreement, proof of security (such as RC book copy 

for vehicle loans and original title deeds for home loans), copy of insurance policy, etc. 
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11 ANNEXURE 6: TYPICAL INFORMATION REQUIRED 

We have discussed earlier the important parameters that ICRA considers while rating a pool. Here 

we have summarised the typical information required for rating a pool. All the information comes 

from the Originator, who is assigning the pool of contracts. Nevertheless, the specific formats, 

content and coverage of data that ICRA may seek in individual cases vary depending on several 

factors, the main one being the length of the entity‘s track record in that line of business.  

 Portfolio Data 

 Portfolio Principal Outstanding, broken up into various delinquency buckets, on a monthly 

(or quarterly) basis for the past 3-4 years 

 Dynamic delinquency based on - Asset Category, sub- asset category (if any), ticket size 

range, LTV range, Original Tenure-based range, Customer Profile, Geographical Location, 

Loan Purpose, Debt Burden Ratio-based range, at various points in time 

 Static Pool data – vintage-wise (a vintage could be a month or a quarter) disbursements 

and corresponding crystallized losses and delinquencies, on a monthly basis  

 Details of Repossessed and sold contracts (in case of tangible asset class)- date of 

repossession, delinquency status on repossession, date of sale, amount outstanding at 

repossession, amount outstanding on sale, amount collected 

 Details on prepayment - date of prepayment, prepaid amount, prepaid collection, 

delinquency status (if any) 

 Latest credit policy 

 It is preferable to have the portfolio data for a longer period of time, so as to enable ICRA 

to do a more detailed analysis.  

 Pool Data 

 Principal Outstanding on each contract as on a cut-off date (date from which all pool 

receivables are getting assigned) 

 Characteristic of each contract - Asset Category, sub- asset category (if any), Loan 

Amount, LTV, IRR, Original Tenure, Balance Tenure, Installment start date, Customer 

Profile, Geographical Location, Loan Purpose, Debt Burden Ratio  

 Current delinquency status, peak overdue status, amount overdue 

 Term Sheet for the transaction 

 Structure of transaction - par or premium, payment waterfall 

 Scheduled month-wise pool as well as PTC cashflows (break-up into principal and 

interest); in case of multiple PTC tranches, cashflows should be tranche-wise 

 Incidence and quantum of fees and expenses payable from pool cashflow 

 Counterparties involved 
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