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1. Summary 

1.1 Scope 

The methodology referred to this document applies to Consumer ABS backed by 
consumer loans, auto loans and leases. EthiFinance Ratings evaluates qualitative and 
quantitative factors to determine the final rating of the transaction. 

The methodology applies to Consumer ABS transactions, with the application of the 
given assumptions based on the idiosyncrasies of the country and their assets. If it is 
required, the methodology may vary by introducing any ad-hoc variables that may be 
required to analyse additional specific risk factors of the transaction. 

1.2 Rating Process 

EthiFinance Ratings rating process includes: 

o Historical performance information 

o Collateral analysis 

o Extrapolation techniques 

o Estimation of the expected cumulative credit loss 

o Cash flow modelling 

o Qualitative assessment 

o Review of the documentation 

o Determination of the final rating 

The quality of the notes will depend on the analysis of the collateral, cash flows, 
structural features and the assessment of the qualitative risks. The criteria also 
includes other risks beyond credit risk that may have an impact on the notes, these 
are described in section 2.4 of the document. 

Once the rating for the notes has been established, they will be validated through a 
series of sensitivity exercises to test the stability of these ratings. 

The rating must be considered as dynamic in an ongoing review process and 
demonstrate a predictive character, because it is based on expected future 
performance. 

Furthermore, this methodology cannot be considered static because the economic and 
regulatory aspects may require modifications. 

Finally, this document contains a final section that covers the procedures for 
monitoring the credit quality of the notes. 
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2. Main elements of the analysis 

2.1 Collateral 

Historical Performance Information 

EthiFinance relies on the historical performance provided by the originator as a key 
input in the analysis, and it is used in establishing the base case. 

The originator is expected to provide from three to five years of static historical data 
that should be sufficiently granular and cover a full economic period, to evaluate the 
past impact of macroeconomic factors. The data should also be representative of the 
originators policies to be a valid reference for the securitised transaction. 

EthiFinance expects to receive the historical performance information in the form of 
static and dynamic values, as they relate to default (gross loss), delinquency, residual 
value, recoveries and prepayment ratios by vintage of origination/default on a monthly 
or quarterly basis. The vintages should be broken down into different categories such 
as asset characteristics (amortising vs bullet, loan tenor, interest rate…), debtor type, 
and collateral characteristics (new cars vs used cars…). 

 

Other public market information or from other transactions rated by EthiFinance may 
also be used as a source of information, to calibrate the estimations. 

In cases where the information provided is deemed to be insufficient, the Agency may 
apply a rating cap or even decline to rate the transaction. 

2.1.1 Portfolio Composition and Asset Characteristics 

The stratified data provided is used to perform an assessment of its most relevant 
characteristics and to segregate it into several groups to facilitate the analysis of 
common risks and help to form an accurate opinion of each risk characteristic. Distinct 
groups or assets types can exhibit different credit performance. 

Asset and portfolio eligibility criteria are reviewed to assess the potential risks on the 
transaction. 

For example, in revolving-type transactions, EthiFinance expects to see tight eligibility 
criteria to ensure the future credit quality of the assets such as maximum single debtor 
exposure, maximum regional concentration, maximum percentage of residual value or 
bullet loans, maximum outstanding balance, maximum and minimum loan tenors, 
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minimum spread and/or interest rate, limits on collateral types, limitation on 
delinquencies, employee loan restrictions…Additionally, concentrated portfolios in 
terms of debtors, industries or geography, generally increases the volatility of the 
future performance. 

The key drivers for consumer ABS assets: 

Consumer Loans are usually unsecured with a wide variety of purposes, short and/or 
medium term tenors, small size, and well diversified at the debtor level. The key 
characteristic analyzed include: Term, origination channel, interest rate, purpose, 
repayment type, payment holiday options. 

Auto Loans and Leasing Assets are very granular with the most common asset being 
autos. The key characteristic analyzed include: Original and remaining tenor, 
origination channel, repayment type, interest rate, prepayment options, financing 
amount (“LTV”), new vs used, make, model, manufacturer, turn-in rate, residual 
value, market value, voluntary termination (UK transactions). 

At the end of the lease/loan contract, the debtor has to decide between two options; 
1) to return the vehicle “turn-in rate”, 2) to purchase the vehicle “paying the residual 
value established in the contract”. 

The turn-in rate at maturity is determined by the difference between the market value 
of the asset and the residual value established in the contract. Based on this, when 
the market value is lower than the residual value the lessee is likely to turn-in the 
vehicle. We apply the following table to determine turn-in rate assumptions for each 
rating category. 

 

 

 

 

 

 

 

 

 

 

 

 

Residual value risk depends on the turn-in rates and the market value vs the residual 
value established in the contract. 

To assess residual value risk, EthiFinance relies on historical information provided by 
the originator about sale proceeds vs contract residual value, residual value-setting 
strategies, asset quality, macroeconomic conditions and a forecast of future market 
values. Leases with higher residual value allow the customers to have lower monthly 
payments but increases risks. 

The following table is used as general guidance and may be adjusted to capture the 
factors that can impact the residual value risk. 

 

Transaction Rating Turn-in Rate 

AAA(sf) 100% 

AA(sf) 95% 

A(sf) 90% 

BBB(sf) 80% 

BB(sf) 50% 

B(sf) 40% 
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Transaction Rating Rating Haircut 

AAA(sf) 40% 

AA(sf) 33-38% 

A(sf) 26-31% 

BBB(sf) 19-24% 

BB(sf) 11-16% 

B(sf) 5-10% 

The size of the credit enhancement to cover residual value risk, is calculated in three 
stages as shown in the following example: 

AAA(sf) scenario 

1) Residual value exposure 

• Initial residual value exposure (% of the initial portfolio) – 50% 

• Cumulative defaults – 20% 

• Cumulative prepayments – 5% 

At maturity: 50%*(100%-20%-5%) = 37.50% 

• Turn-in rate: 100% 

The final residual value exposure will be: 100%*37.50% = 37.50% 

2) Residual value loss 

• Sale proceeds: MIN(Sale amount vs Contract residual 
value;100%) – MIN(95%;100%) – 95% 

• Rating haircut – 40% 

Stress sale proceeds: 100%-(95%*(100%-40%)) = 43% 

3) CE residual value risk: 37.50%*43%=16.13% 

In some transactions, the residual value risk may be higher than the credit risk. 

2.1.2 2.1.3 Default Rates and Multiples 

The base case expected default rate (gross loss) is derived from quantitative and 
qualitative factors. 

As starting point, the Agency relies on an extrapolation technique on vintages for 
missing periods to project the future performance of the assets over their remaining 
life. However, EthiFinance believes that the chosen method has limitations when the 
data is highly volatile. Further, it does not take into account future macroeconomic 
conditions (GDP, interest rates and unemployment rate among others). 
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EthiFinance applies rating multipliers to stress the expected default rate of the base 
case and determine a given rating level. The following table is used as a general 
guidance and may be adjusted upwards or downwards to capture any risk factors that 
can impact on the transaction (origination/servicing quality, limited historical data, 
industry position of the originator, asset quality, concentration levels, macroeconomic 
conditions, revolving periods, revolving portfolios not mitigated by eligibility criteria 
and/or early amortisation triggers…). 

 

Transaction Rating Rating Multiplier 

AAA(sf) 4.5-5.5 

AA(sf) 3.5-4.5 

A(sf) 2.5-3.5 

BBB(sf) 1.5-2.5 

BB(sf) 1.25-1.5 

B(sf) 1-1.25 
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When the base case expected default rate is low, EthiFinance would tend to apply a 
higher multiple to the target rating. On the other hand, when it is high, EthiFinance 
would apply a lower multiple. 
In cases where the Agency is not able to derive the base case with a sufficient level of 
comfort, it may apply a rating cap or decline to rate the transaction. 

2.1.4 Recovery Rates and Haircuts 

The base case recovery rate (gross recoveries) is derived from the historical 
information observed and the qualitative factors. 

EthiFinance will apply different haircuts to the base case for each rating category to 
capture the impact of economic deterioration. The following table serves as an 
indicative guidance and EthiFinance may adjust the pre-determined range for the 
requested rating in a higher or lower percentage for each rating category. 

Transaction Rating Rating Haircut 

AAA(sf) 45%-55% 

AA(sf) 35%-45% 

A(sf) 25%-35% 

BBB(sf) 15%-25% 

BB(sf) 5%-15% 

B(sf) 0%-5% 

Some of the elements evaluated includes, among other factors, the asset type (secured 
or unsecured), the servicing process, capabilities and experience of the originator and 
servicer, jurisdiction, economic cycle, quality and quantity of historical data. 

In cases where the information available doesn’t represent the characteristics 
commented above, the recovery rates will generally be capped. 

The base case established for recoveries and defaults assumptions will normally differ 
from the averages observed in the historical information supplied by the originator, 
because the base case scenario is projected to the transaction’s lifetime. 

2.2 Structure 

The credit enhancement and structural features will be analysed and incorporated into 
the model, to determine the allocation of the asset´s cash flows within the structure 
as it pays interests and principal of the notes, according to the specific priority of 
payments established in the documentation. 

o Overcollateralisation: It occurs when the principal balance of assets is greater 
than the principal amount of the notes issued. 

o Subordination: The existence of different levels of tranches provides credit 
enhancement to the notes with a higher priority. 
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o Excess Spread: The positive difference between the weighted average interest 
rate of the assets and the weighted average interest rate of the notes plus 
senior expenses. The level of excess spread varies across transactions and 
depends on the underlying portfolio, but might also be subject to changes 
during the life of the transaction. In consumer transactions, excess spread 
usually provides a significant amount of credit protection. 

o Reserve Fund: Structural mechanism usually funded by an equity tranche or 
by a subordinated loan at closing in order to provide credit support and 
designed to trap the excess spread available up to a minimum level. It is 
normally held in the issuer account bank and also acts as a mechanism to 
mitigate liquidity shortfalls. 

o Liquidity Facility: In some instances, the liquidity facility agreement results 
in credit enhancement. In practice, typically transactions may rely on a 
liquidity facility to cover potential liquidity stress, but in other cases, may 
absorb part of the losses. 

o Amortisation Rules: Notes may be amortised in a sequential and/or pro-rata 
basis. Under sequential amortisation, available funds are allocated first to 
repay the principal balance of senior tranches before the subordinated notes. 
On the other hand, in pro-rata amortisation, available funds are distributed 
proportionally between the outstanding principal balance of the notes. 

o Artificial Mechanism (Write-off): This provision mechanism protects the notes 
by accelerating the amortisation of defaulted assets. 

o Triggers: Transactions usually include specific triggers related to the 
counterparty’s credit quality, based on the collateral (performance, 
composition…) and credit enhancement levels. 

2.3 Cash Flow and Sensitivity 

This section summarises our assumptions for modelling consumer transactions. 

The analysis performed will focus on current portfolio information but also 
contemplate potential variations that may take place in its future composition, in the 
case of a revolving transaction. Adding new assets can result in portfolio credit 
deterioration if riskier assets are added and is expected to be partially mitigated by 
tighter eligibility criteria, concentration limits and early amortisation triggers. In this 
case, the analysis assumes that the worst case portfolio is created. In modelling the 
transaction, EthiFinance aims to capture the main structural features described in the 
transaction documentation. 

Cash flows analysis reflects how principal and interest collections throughout the life 
of a transaction are allocated, under different stress scenarios according to the priority 
of payments established. 

2.3.1 Default Timing Distribution 

The default timing distribution describes the amount defaulted in each period. 

The vast majority of the structures tend to be more vulnerable to front loaded defaults 
due to their impact on the excess spread. However, alternative distributions of default 
timings, such as back loaded scenario will be tested. 

We expect defaults to be concentrated in the first two/three years of the assets’ life 
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but other distribution scenarios may be tested. EthiFinance may adjust default timing 
distributions, depending on the characteristics of the transaction. 

2.3.2 Recovery Lag 

The recovery lag describes when the recovery amount will occur in each period after 
the asset is classified as defaulted. 

The timing depends on the asset type, servicer procedures and varies across each 
jurisdiction. 

2.3.3 Prepayment Rates 

Three prepayment scenarios will be modelled, slow, medium and fast in order to 
establish different stress scenarios on amortisation. The prepayment rate is a key 
variable in determining the volume of excess spread. 

2.3.4 Interest Rates Trend 

The agency tests the structure in a rising, decreasing and flat interest rate scenarios 
with the purpose of addressing any potential mismatches. It is stressed through a 
variety of scenarios of monthly increases/decreases. 

2.3.5 Senior Expenses 

We model senior expenses by stressing the transaction for counterparty replacements. 
The stress will vary depending on the complexity of the tasks performed and the 
availability of providers. 

2.3.6 Spread Compression 

Permitted variations provide higher flexibility to the originator. The most common 
features are linked to changes in the interest rate and the maturity profile. Based on 
this, permitted variations according to the documentation may be stressed to capture 
possible renegotiations in the terms and conditions of the assets. 

2.3.7 Rating 

We generally expect note tranches to be able to withstand all of the relevant stress 
combinations applicable for a given rating level, without defaulting, to be assigned 
that rating. 

Ratings are finally assigned through a qualitative assessment by rating committees 
alongside the consideration of model results. 

The rating report will disclose what the rating addresses (i.e., timely interest payment 
and ultimate principal payment…). 

2.3.8 Sensitivity 

Once the securitised notes are rated, sensitivity analysis is performed to make sure 
that a small change in the main parameters does not result in a downgrade. EthiFinance 
expects that the default rate for high rating scenarios to be stable over time, whereas 
levels may be more sensitive in lower ratings scenarios. 
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2.4 Qualitative Factors 

There are elements of risk associated to qualitative factors that may have an impact 
on the notes and the final rating may differ from the results modelled. 

The performance of a securitisation transaction does not only depend on the credit 
quality of the underlying portfolio, but also on other factors, such as the timely and 
effective performance of the respective duties of the parties involved. 

The main qualitative risks that are assessed into assigning the rating are as follows: 

2.4.1 Operational Risk 

Originator and Servicer review 

EthiFinance´s operational review is designed to understand policies, processes and 
practices of the originator and the servicer, to form an opinion about their particular 
qualities and capabilities. The information, typically in the form of a presentation, 
provides a credit opinion regarding the quality of the assets. 

If EthiFinance believes that the originator´s or/and servicer´s quality and capabilities 
are not adequate, issuers may be required to incorporate certain structural features 
such as a commingling reserve, backup servicing agreements, robust representations 
and warranties or specific triggers to address the operational risk within their 
respective jurisdiction. 

The key areas for the assessment process are: 

1. Company overview (structure, financial stability and strategy) 

2. Management and staffing 

3. Origination and underwriting policies 

4. Administration, monitoring and recovery process 

5. Quality controls and compliance procedures 

6. Reporting and technology 

The agency believes that an increase in operational risk as a result of servicing 
interruption may lead to liquidity risk and the origination/underwriting process may 
affect the future performance of the assets. Particularly, weak variables detected on 
the origination, underwriting, monitoring and recovery process may be included in the 
quantitative analysis. 

As a result, in the event that operational risk is not treated, evaluated and mitigated 
adequately and materialises in the transaction, it could have a negative impact on the 
credit quality of the notes. 

2.4.2 Commingling Risk  

The commingling risk arises whenever cash belonging to the fund is deposited into an 
account of a third party or is mixed with cash belonging to a third party. 

In the event of bankruptcy, the cash belonging to the fund but not transferred would 
be at risk. When commingling is temporary, it can lead to liquidity risk and when is 
permanent it can lead to credit risk. 

The most common structural features are: The reduction of the days between the 
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debtor’s payment and the allocation of that amount into the issuer´s account bank 
(daily sweep collections), the replacement triggers in place to ensure a minimum 
credit quality throughout the life of the notes, additional credit enhancement, a 
liquidity facility to cover potential delays… 

The Agency may model commingling risk by assuming at the beginning of the 
transaction asset flow losses of up to one month as general guidance. This stress is 
assumed early and its aim is to test the impact of a delay in notifying the debtors. 

2.4.3 Counterparty Risk  

Counterparties in the transaction shall be assessed to determine the risk exposure, the 
materiality and the remedies in place. 

The Agency believes that counterparty risk in terms of financial obligations, may result 
in a potential loss for the transaction. The agency expects that remedial actions or 
structural mechanisms would have to be included in the prospectus to mitigate or 
reduce the potential exposure. 

In particular, a downgrade language definition in the form of replacement triggers shall 
be required to enter into the documentation of the fund. The rating requirements for 
eligibility apply to the financial counterparties involved in the transaction, such as 
swap provider, liquidity facility provider and the issuer account provider. 

Transaction Rating Eligible Counterparty 

AAA(sf) BBB- 

AA+(sf) BBB- 

AA(sf) BBB- 

AA-(sf) BBB- 

A+(sf) BBB- 

A(sf) BBB- 

A-(sf) BBB- 

BBB+(sf) BB+ 

BBB(sf) BB+ 

BBB-(sf) BB+ 

Following the table above, a financial counterparty with credit quality at least BBB- in 
the long term and a replacement commitment in place would be able to support a 
maximum achievable rating of AAA(sf). 

Remedial actions would have to be considered within 30 business days: 

o Obtain a first demand, unconditional and irrevocable guarantee 
from a third party entity rated at least BBB-. 

o Replace by another eligible entity rated at least BBB-. 
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For derivative counterparties, until the replacement is fully completed there would be 
a requirement to post sufficient collateral (collateralisation). The rationale of posting 
collateral is based on covering the replacement cost and to encourage the counterparty 
affected to be replaced. Counterparties for liquidity facilities, would require the 
commitment to deposit cash. 

Additionally, if the remedy period expires, and the remedial actions haven’t taken 
place, the ratings of the notes may be lowered. 

Without prejudice to the aforementioned, linkages to the counterparty rating may be 
considered when the risk exposure is very high and it is not mitigated. 

2.4.4 Legal Risk  

Legal risk refers the risk derived from the transfer of assets to the fund or "true sale". 
The isolation of the assets from the credit risk of the counterparties and the 
bankruptcy-remoteness of the special purpose vehicle. The legal opinions of the 
transaction will be reviewed. 

Other regulatory risks to be analysed ad-hoc for each transaction and jurisdiction may 
exist. 

However, the review of legal aspects does not constitute a legal opinion. The Agency 
does not undertake internal legal assessments that constitute second opinions. 

The Agency analyses legal documents and may develop conclusions and views, but does 
not subject the documents in question to an examination in legal terms. EthiFinance 
does not provide legal advice or confirm the validity of legal opinions or transaction 
documents. 

2.4.5 Set-Off Risk  

The set-off risk appears when the originator/seller or the debtor becomes insolvent. 
The debtors under the securitised loan have two different contractual relationships 
with the originator (deposits, notes, derivatives or any other financial product). This 
risk varies depending on each jurisdiction, asset class and structures. 

2.4.6 Sovereign Risk  

Sovereign risk will not be treated as an independent qualitative risk to rate the 
transaction. Specific macroeconomic conditions that can deteriorate the collateral 
quality in each country will be analysed, although EthiFinance does not apply a 
sovereign risk ceiling across the European countries. 

2.4.7 Sovereign Risk 

In the event that it is determined that additional qualitative factors are present, they 
will be analysed. 

Depending on the jurisdiction can be influenced by many factors, not all of them 
related to mitigating bankruptcy risks. Examples include, tax considerations in the 
form of both potential benefits and liabilities or in collections received on the assets. 

EthiFinance does not provide tax advice or confirm the validity of tax opinions or any 
transaction documents. 
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3 Monitoring 

From the time that the rating is issued, continuous monitoring will be performed on 
all factors impacting the transaction, such as: The counterparties, the notes, the 
performance of the underlying portfolio. 

Information sources include public information, as well as information provided by the 
management company, the originator or any other participant. 

o Collateral quality: Default, delinquency and recovery rates are evaluated to 
check if they are in line with the initial assumptions applied. The underlying 
portfolio composition is monitored for changes to industry concentration, 
geographic concentration, debtor concentration, asset type concentration, 
weighted average interest rate and the weighted average life amongst others. 

o Credit enhancement levels: Credit enhancement can come in the form of 
subordination, overcollateralization, liquidity facilities, reserve funds and 
excess spread available, amongst others. CE is monitored to test its ability to 
cover the projected losses. 

o Counterparties: Monitored to ensure that they do not experience any 
deterioration and can meet their contractual obligations. Therefore, 
significant changes in their financial stability may involve a review process, in 
relation to thresholds or triggers. 

o Triggers: Consumer transactions can have triggers based on portfolio 
performance or rating changes for transaction participants. Breaches of 
triggers can lead to changes such as the increase of the credit enhancement 
or replacing transaction parties. These triggers are typically linked to default 
rates and delinquency rates, but can also be linked to certain concentration 
levels. 

An analysis will be carried out to verify that the outstanding credit enhancement is 
commensurate to the rating assigned. 

 

 

 

  

This document updates the previous version while preserving its original methodological 

criteria; therefore, all existing ratings remain unchanged. In this version, the format has 

been updated and includes a higher level of detail. 

 


