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For a full description of Fitch’s CBO/CLO rating
criteria, please refer to Fitch Research on
“CBO/CLO Rating Criteria;” dated March 17,1997,
and “Rating Unsecured Debt Denominated in For-
eign Currency;” dated June 2, 1997, available on
Fitch’s web site at www.fitchinv.com.

= Summary

Collateralized bond obligation (CBO) transactions were
initially collateralized mostly by high-yield bonds is-
sued by U.S.-domiciled institutions. As the market
evolved and spreads tightened in U.S. high-yield debrt,
CBOs began to include a mix of assets, such as bank
loans, mezzanine investments, equity, and emerging
market investments. Asset diversification can improve
yield while reducing defaults and earnings volatility in
multi-asset class CBOs. In addition to multi-asset class
CBOs, pools containing exclusively emerging market
debt can be formed to minimize losses through geo-
graphic diversification and provide an attractive yield to
equity investors.

To obtain an investment-grade rating on a senior
tranche of an emerging market CBO, the structure must
have a diversified portfolio, an experienced asset man-
ager, and available credit enhancement or subordina-
tion to absorb potential losses. The rating analysis for a
pool of emerging market debt is fundamentally similar
to that of CBOs backed by U.S. corporate debt. The
quality of the assets is examined, diversification and
asset coverage requirements are set, the bankruptcy
remoteness of the trust is verified, and the abilities of
the asset manager to administer the pool’s assets are
evaluated. However, an emerging market CBO has
additional factors to consider, such as sovereign, cur-
rency, and legal risks, as well as regional economic
correlations.
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= Rating Emerging Market Debt

The asset rating includes an assessment of the country’s
political risk. Some emerging market countries have un-
stable regimes, which could affect the value and certainty
of payments on sovereign or corporate securities. In as-
signing a rating, Fitch’s sovereign group analyzes the
country’s political risk as well as the underlying economic
and business risk of the rated entity. The review of each
security also considers the nature of the collateral, as well
as legal access to such collateral, in determining recovery
expectations.

It is difficult to assess the default probability of sover-
eign debt because observed defaults occurred primarily
on bank loans in the 1980s, a period that represented a
different international debt environment. Fitch be-
lieves that a sovereign is probably less likely to default
on current public debt than it was on loans in the 1980s,
since a default may significantly limit future access to
the capital markets. Given the lack of empirical data,
Fitch takes a conservative approach and assumes that
default probabilities for emerging market debt are simi-
lar to U.S. high-yield bonds with similar ratings.

The expected default probability of emerging market
debt is based on the issue’s foreign currency debt rating
rather than the local currency debt rating, since foreign
currency ratings reflect the risk of payment in U.S.
dollars or other hard currencies. The ratings consider
any guarantees or letter of credit providers. Fitch has
explicit ratings or shadow ratings on the sovereign debt
typically included in emerging market CBOs.

m Expected Loss

"To determine credit enhancement requirements, Fitch
calculates the expected loss on the pool and establishes
enhancement levels to cover such losses. Expected
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losses are calculated by multiplying the
default frequency (expected default
probability) by the loss severity. The
default frequency is a function of the
average credit quality of the assets and
the loss severity is a function of ex-
pected recoveries following a default.

"The first step in determining expected
loss is calculating the average rating of
the pool. The average rating is com-
puted by weighting exposures using
the Fitch rating factors, which are
based on historical default data. The
Fitch factors, shown in the table below,
are skewed toward the bottom of the
rating scale, reflecting increased prob-
ability of default.

The stressed 10-year cumulative de-
fault rates applied to achieve different
rating levels are included in the table
above right. For example, to achieve a
‘BBB’ rating with a pool of diversified
bonds with an average rating of ‘B+’,
the pool would be stressed to a 31.6%
cumulative default level. Since losses
are based on 10-year historical defaults

Fitch Rating Factors

Rating Factor
"AAA 1
"AA+ 8
‘AN 10
"AA- 14
A+’ 18
A 23
‘A 36
‘BBB+’ 48
'BBB’ 61
'BBB-’ 94
‘BB+’ 129
‘BB’ 165
‘BB~ 210
B+’ 260
B’ 308
B~ 356
'CCC+’ 463
'CCC’ 603
'CCC~ 782
Below 'CCC~’ 1,555
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Stressed Default Rates

(%)

Collateral Fitch ‘BB’ 'BBB’ A AA
Rating Default Curve Default Default Default Default
"AAA 1.0 0.0 0.5 0.8 1.0
'AA 1.2 0.6 0.9 1.2 14
A 1.3 1.0 1.3 1.6 4.3
'BBB’ 4.0 4.0 5.0 10.0 12.0
‘BB+’ 12.7 16.1 18.4 25.3 34.8
‘BB’ 16.0 20.0 21.6 27.9 39.9
‘BB-’ 20.6 24.3 26.8 34.0 46.4
B+’ 25.2 29.0 31.6 39.1 50.5
‘B’ 29.9 33.2 35.8 43.3 52.3
'B-’ 34.5 36.9 39.7 48.3 57.0

for U.S. corporate debt, if a transaction
is substantially shorter than 10 years,
the loss expectation would be lowered.

Cumulative defaults are calculated
from the original pool balance. Since
some emerging market portfolios are
bought at a substantial discount to par,
the actual cost of the portfolio is used
as the original balance. Typically, losses
are modeled on a front-loaded basis and
distributed evenly over the first three
years of the structure, although vari-
ations in the loss distribution are made
to test the sensitivity of the structure.

The second part of the expected loss
equation is the loss severity. Mathe-
matically, the loss severity is stated as
one minus the recovery rate. Recover-
ies after defaults vary according to the
type of bond. Based on Fitch’s observa-
tion of the market, sovereign bonds are
generally expected to recover more
than emerging market corporate debt.
However, certain exceptions exist
where Fitch may expect a corporate
bond to have higher recoveries than its
sovereign for reasons such as the corpo-
rate’s export revenue base or assets out-
side its home country that may serve as
collateral and provide higher recovery
values. If a pool contains such bonds,
the structure may benefit from higher
recoveries. Bonds with a principal guar-
antee, such as certain Brady bonds, will

have higher recoveries than bonds
without such guarantees. Recoveries
are assumed to follow immediately af-
ter default. The table below summa-
rizes Fitch’s recovery assumptions.

The expected loss calculation is a first
approximation to required credit en-
hancement. In the example above, the
expected loss to achieve a ‘BBB’ rating
for a diversified pool of ‘B+’ sovereign
bonds with a principal guarantee and an
average 12-month interest guarantee is
19% (31.6% times 60%).

Fitch Recovery Assumptions

Recovery
Debt (%)
Emerging Market Sovereign
without Guarantee 25
Emerging Market Sovereign
with Principal and
12-Month Interest Guarantee* 40
Emerging Market Corporate 20

*Recoveries for Brady bonds will vary
according to the length of interest guarantee.

The expected loss is not the final credit
enhancement requirement, since it
does not consider the benefit of excess
spread. Fitch uses cash flow models to
determine the benefit of excess spread
based on the asset yield, cost of fund-
ing, term, loss distribution, interest rate
and currency risk, amortization sched-



ules, and structural features. The actual
enhancement requirements will be af-
fected by all these factors.

m Diversification

Fitch examines asset diversification to
mitigate the risk of losses caused by pos-
sible economic downturns that may af-
fect a particular country or region. The
expected loss analysis assumes an asset
pool that is diversified by issuer, country,
region, and industry. Fitch compares each
portfolio with the benchmarks set below
and increases default expectations for
higher concentrations.

To ensure country diversification,
Fitch considers a pool to be diversified
if it contains a maximum concentration
of 10% per country, with the top three
countries totaling no more than 20%. In
addition, regional exposures should be
diversified to mitigate economic down-
turns in countries that are highly corre-
lated, where a political or economic
event in one country may affect other
countries in the same region. Fitch per-
formed extensive correlation studies
based on economic growth and has de-
fined the regions and set the concentra-
tion limits listed in the table below.

Concentration Limits

Concentration

Region Guidelines (%0)
South America 40
Central America 15
Eastern Europe 25
Asia 20
Middle East* 20
Africa* 20

*Middle East and Africa combined cannot
exceed 30%.

Regional concentration guidelines re-
flect risk due to the correlation of the
countries within that region. For example,
a region that contains highly correlated
countries will have a lower concentration
guideline to mitigate the exposure to

events that could affect the entire re-
gion. South American countries, for ex-
ample, are considered less correlated
than Middle Eastern countries. As a
result, a pool may contain more credits
from South America while maintaining
a similar risk profile.

The parameters for regional and country
concentrations are benchmarks that de-
fine a well diversified portfolio. Each
portfolio is examined individually and
default expectations are increased if con-
centrations exceed the established
benchmarks. For example, a pool may
contain credits from various countries ex-
clusively from one region, in which case
the pool may be well diversified by coun-
try but not by region. In this example,
expected defaults could be substantially
higher than those highlighted in the table
at the top of page 2 and would require
higher credit enhancement.

Industry diversification is analyzed on
a case-by-case basis. Industry diversifi-
cation is not generally considered for
pools containing assets from different
countries, since all bonds issued by one
country, whether corporate or sover-
eign, are aggregated into one country
exposure. However, there may be cases
where a pool is diversified geographi-
cally but contains large exposures to
one industry. If the industry risk across
countries is significant (i.e. an industry
event with global repercussions), the
pool will be penalized for high industry
concentrations. For example, if a portfo-
lio contains a pool of geographically di-
verse oil company credits, a higher level
of defaults will be assumed when calcu-
lating the portfolio’s expected loss be-
cause a disruption in that market could
potentially have global repercussions.

If a CBO contains credits from only one
emerging market country, industry di-
versification will be required in the
same manner as fora U.S. CBO. Industry
diversification requirements, in this case,
will be a 10% limit based on Fitch’s uni-
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verse of 25 defined industries, and ob-
ligor concentrations will be limited to
4% of the pool. However, these pools
will require higher enhancement be-
cause of the increased risk of having
only one country exposure, and the
senior rating on the CBO may be re-
stricted by the country’s rating.

® Investment Restrictions
These transactions require surveillance
and will be reviewed periodically by
Fitch to determine concentration risks,
losses, changes in asset quality,
weighted average rating, minimum rat-
ing, minimum amount of guaranteed
bonds, overcollateralization test, inter-
est coverage tests, and liquidity, as ap-
plicable. Some transactions require
credits to be reviewed by Fitch as a
condition of inclusion. In the case
where an asset has two ratings, the low-
est of the available ratings will be used.
Otherwise, Fitch will rate these assets,
either explicitly or on a shadow basis.
Investment restrictions are not meant
to limit the asset manager’s flexibility
in administering the pool but to ensure
that the risk stays within the rating pa-
rameters.

®m Legal Considerations

Legal considerations that apply to U.S.
CBOs also apply to emerging market
CBOs, with some additional factors.
The trust must be set up in a highly
rated jurisdiction to ensure a developed
and enforceable legal structure. The
securities should be in the physical pos-
session of the trustee or, if in the U.S,,
U.K., or an equivalent jurisdiction, book-
entry securities should be registered in
the name of the trustee.

Payments should be made directly into
the trust by the paying agents, and the
trustee should have the ability to han-
dle payments during high inflationary
environments or currency devaluations
orother local political or economic crisis
situations. The asset securities must be
examined, and an opinion of tax coun-
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sel delivered, to verify that no taxes will
be withheld that could decrease the
portfolio yield.

= Hedging

As part of the evaluation of the asset
manager and the analysis of cash flow,
hedging strategies are reviewed to en-
sure mitigation of interest rate or cur-
rency exposure. If the assets in the pool
are not U.S.-dollar denominated, cur-
rency risk must be hedged with swaps,
caps, or other hedging mechanisms.
Convertibility risk is considered for
certain currencies where the sovereign
may be likely to impose currency re-
strictions. In such cases, certain curren-
cies may not be permitted in the pool
regardless of the hedging mechanisms
in place. Interest rate risk must also be
addressed when there is an asset/liabil-
ity mismatch.

® Credit Enhancement

Credit enhancement is usually in the
form of subordination, but may also in-
clude a letter of credit from a highly
rated institution, a cash collateral ac-

count, or a guarantee. Credit enhance-
ment is sized according to cash flow
models, which calculate the portfolio’s
net expected loss giving credit to ex-
cess spread, hedges, and other struc-
tural features.

Fitch develops its own cash flow mod-
els to evaluate the cash flow and liquid-
ity dynamics of the structure. The
qualitative part of the analysis includes:
an evaluation of the asset manager’s
abilities to administer the pool; poten-
tial high concentrations of individual
credits, countries, or regions; and other
potential risks that may not be directly
quantifiable.

m  Asset Manager Assessment

Evaluating the asset manager is a criti-
cal part of the rating process and can
affect the level of required enhancement.
Every rating is supported by a due dili-
gence intended to examine the com-
pany’s organization, credit guidelines,
portfolio management, and operations.
For emerging market portfolios, it is im-
portant that the asset manager have ac-
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cess to analytical teams located in the
country originating the debt. Such teams,
whether directly part of the manager’s or-
ganization or contracted, should be famil-
iar with local regulations, have access to
local economic and political information,
and be able to review the bond’s cove-
nants and collateral, if any.

The ability of the asset manager and
supporting personnel are evaluated ac-
cording to functional organization, ex-
perience, and track record in emerging
market debt. Fitch also reviews the
company’s credit guidelines with re-
spect to concentration limits, internal
evaluation systems, documentation,
downgrade policy, selection, and sur-
veillance. Portfolio management is
evaluated in terms of performance, in-
vestment policies and procedures, asset
allocation, pricing, reporting systems,
personnel experience, and risk man-
agement philosophy. Operations are re-
viewed for proper reporting, oversight,
internal audits, controls, and system
contingency plans.
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