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SUMMARY
This report presents the first complete historical study of rating transitions in the

U.S. asset-backed securities market. It is the latest in a series of reports that
addresses the history of Moody’s rating changes on asset-backed securities since
the market’s inception.1

Rating transitions refer to the frequency with which securities of a particular rating
change over the course of time and are important tools for analyzing the historical
rating volatilities of securities of different ratings. They can be used to answer ques-
tions such as “How frequently in the past have Baa2-rated securities been down-
graded to below investment grade over a typical year?” or “Have lower-rated
securities been more likely to be upgraded than higher-rated securities?”

Our analysis focuses on rating transitions over one-year periods and shows the

following:

e On average, asset-backed security ratings overall have been quite stable since
the market’s inception in 1986 with, for most rating categories, over 90% of
ratings staying the same over one-year periods.

e For those rating categories that have shown somewhat higher rating transitions,
most of the changes were caused by rating changes to entities related to the
transactions.

« Asset-backed security ratings have experienced lower transition rates than
corporate ratings since 1986. However, over the long run, we expect asset-
backed transitions to lead to credit losses roughly equal to those of corporate
securities.

e Asset-backed rating transitions could increase in the future if the economic envi-
ronment differs from the generally favorable conditions that have prevailed for
most of the asset-backed market’s existence, or if issuers become unwilling or
unable to support troubled transactions, as some issuers have in the past.

1 See Related Research section.
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CALCULATING THE U.S. ASSET-BACKED SECURITY TRANSITION MATRIX
Figure 1 shows the weighted average one-year rating transition matrix for asset-backed securi-

ties for the years 1986 through 2000.2 This matrix was calculated in the following fashion.

For each year starting in 1986, a transition matrix was calculated for all asset-backed securities
outstanding at the beginning of that year. That is, for each rating outstanding at the beginning
of a particular year, we determined its status (i.e., its rating or whether it had been withdrawn)
at the end of the year. In the cells of each annual matrix, we record the frequency with which
securities that had the “row rating” at the beginning of the year had the “column rating” at the
end of the year. As only beginning-of-year and end-of-year ratings are considered, any interme-
diate rating changes that occurred during a year are ignored. Weighted averages3 of each
year’s annual transition percentages were calculated, resulting in the average one-year transi-
tion matrix presented in Figure 1.

The rating transitions can be used to analyze the historical average annual rating volatility of
asset-backed securities of different ratings. For example, Figure 1 shows that on average since
1986, of the securities rated Aal at the beginning of a year:

e 3.2% were rated Aaa at the end of that year

75.9% were rated Aal at the end of that year

4.1% were rated Aa2

5.5% were rated Aa3

11.3% had their rating withdrawn (WR)4

An alternative way to present the transition matrix is to remove from consideration those securi-
ties that have had their ratings withdrawn (i.e., have matured) and consider only those securi-
ties with ratings outstanding at both the beginning and end of the year. (See Figure 2.) In such
a presentation, the entries in the matrix represent rating-change percentages of securities that
have not matured and, therefore, remain exposed to credit risk at the end of the year.

RESULTS: RATING STABILITY OVER TIME
The main results that can be gleaned from the average rating transitions summarized in Figure

2 are as follows.

Rating Stability: On average, asset-backed security ratings overall have been quite stable since
1986. Generally, over 90% of ratings remain the same over one-year periods (as shown by the
diagonal elements in the matrix).

Higher Transitions Linked to Underlying Entities: For those rating categories that have shown
more rating transitions, most of the changes were caused by rating changes to entities related
to the transactions. Consider the following:

e On average, only 38.0% of securities rated Bal at the beginning of a year were rated Bal at
the end of that year, while 49.1% were upgraded to Baa3. Closer inspection reveals that the
transitions to Baa3 were caused entirely by the upgrading in 1999 of 53 subordinated
tranches backed by home equity and manufactured housing loans that were guaranteed by
the originator, Green Tree, which was upgraded following its acquisition by Conseco.

2 Asset-backed securities for the purposes of this study are defined as US-dollar-denominated securities, excluding asset-backed commercial paper,
backed by all assets except commercial mortgages and most first-lien residential mortgages. Collateralized debt obligations were included, as were
deals backed by home equity loans (and starting in 1997, “B&C”-quality mortgages, regardless of lien status). Deals backed by student loans issued
by municipalities were included starting in December 1996. Public, private and 144A issues have been included.

3 The weights used in calculating the average transitions for asset-backed securities are the number of outstanding ratings at the beginning of each
year. Thus, the average transition percentages will reflect more heavily the experience from the most recent years, when there were many asset-
backed ratings outstanding, than the experience of the asset-backed market’s earlier years, when there were fewer ratings outstanding.

4 The primary reason asset-backed security ratings are withdrawn is because issues mature. As can be seen in Figure 1, the average percentage of
asset-backed securities that have their ratings withdrawn in a year ranges from 0% to 11% and tends to decline as rating quality declines, especially
to the Baa rating level and below. This could be explained by the fact that lower-rated asset-backed securities are more likely to be subordinated
tranches, which are more likely to have longer maturities.
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e Rating transitions at the Baal and Baa3 levels were also dominated by rating changes of
Conseco/Green Tree, but not as drastically as at the Bal level.

e Of securities rated Baal at the beginning of a year, on average 87.5% were rated Baal
at the end of the year. Most of the transitions were downgrades to Bal, the result of the
two downgrades of Green Tree during 1998 and the corresponding downgrades of the
subordinated tranches that they guaranteed.

e Of the Baa3 ratings at the beginning of a year, 86.4% were Baa3 at the end of the year.
However, 2.5% had been downgraded to Bal, 3.4% to Ba2 and 4.9% to Ba3 by year-
end. The majority of these downgrades can be attributed to the two downgrades of
Conseco in 2000.

e On average, 85.6% of asset-backed securities rated Aal at the beginning of a year were
rated Aal at the end of the year. Downgrades to Aa2 (4.6%) and Aa3 (6.2%) were mainly
the result of transactions downgraded in the late 1980’s and early 1990’s as the result of the
downgrading of external credit enhancers (mostly banks that provided letters of credit as
support for transactions). Upgrades to Aaa (3.6%) were due mostly to the upgrading of
manufactured housing deals in 1996 due to the build-up of transaction credit enhancement.

To Date, More Stability Than Comparable Corporates: Additional perspective on the asset-
backed transition experience can be obtained from comparing it to the rating transitions of
corporate bond issuers rated by Moody’s. Figure 3 contains the average one-year transition
matrix for Moody’s-rated corporate bond issuers from1986 to 2000.5 Comparing Figures 1 and
3, it can be seen that, on average, asset-backed security ratings have been more stable than
corporate ratings since 1986. Due to the limited number of asset-backed issues with ratings
below investment grade, comparisons in those rating categories are less reliable.

IMPLICATIONS: THE PAST ISN'T THE FUTURE
Moody’s ratings address expected loss, encompassing both the likelihood of default as well as

the severity of loss should a default occur. Historical rating changes, summarized in the transi-
tion matrices in Figures 1 and 2, indicate those instances to date where Moody’s view about
the expected loss of an asset-backed transaction has changed. Although Moody’s does not
use rating transition figures as targets or guidelines when monitoring transactions and reviewing
them for possible rating changes, over the long run, we expect that transition rates will be
roughly consistent with default rates — and hence loss rates — that are in line with those expe-
rienced for corporate bonds with similar ratings.

However, those long run transition rates are likely to be different from those experienced to date.
First, the historical transition rates for some rating categories — particularly those below invest-
ment grade — should be viewed with caution because of the limited number of outstanding
ratings on which they are based. Second, the future economic environment is very likely to be
different than the unusually favorable conditions that have prevailed for most of the asset-
backed market’s existence. And finally, there have been numerous occasions in the past where
issuers have supported transactions with assets that had not performed as expected, thereby
avoiding a potential downgrade.6 Had these issuers not supported their troubled deals, histor-
ical rating volatility in the asset-backed market could have been higher. Should issuers become
either unwilling or unable to support their troubled transactions in the future, the level of future
downgrade activity in the asset-backed market could increase above historical experience.

5 The focus of Moody’s corporate rating transitions is the issuer while the asset-backed transition matrix is based on rated tranches. Thus, a corpora-
tion with many debt issues outstanding will count as one observation in the corporate transition analysis, while each rated tranche of an asset-
backed transaction will count as a separate observation. For transactions with multiple Aaa-rated tranches, each tranche is counted as a separate
rating observation, as it is not clear that the ratings on such tranches will always move together, especially since it is common for them to have
different maturities.

6 For information about asset-backed securities that have been supported by their issuers, see “The Costs and Benefits of Supporting “Troubled”
Asset-Backed Securities: Has the Balance Shifted?” Moody’s Structured Finance, January 17, 1997.
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Beginning-of-Year Rating:

Figure 1

U.S. Asset-Backed Security Average One-Year Rating Transition Matrix: 1986 to 2000

Percent Moving From Beginning-of-Year Rating to End-of-Year Rating (%)

End-of-Year Rating;

Aaa Aal Aa2 Aa3 Al A2 A3 Baal Baa2 Baa3 Bal Ba2 Ba3 Bl B2 B3 Caal Caa2 Caa3  Ca C..WR
Aaa 8995 012 012 001 9.80
Aal 319 7594 406 551 11.30
Aa2 225 013 8981 081 056 006 006 6.32
Aa3 149 017 083 8706 166 100 066 713
Al 103 029 059 059 8680 044 044 9.82
A2 047 012 051 051 276 8775 004 012 012 008 004 0.04 147
A3 105 063 021 042 063 8721 042 021 168 042 021 042 6.50
Baal 086 022 043 022 043 8602 043 108 860 172
Baa? 030 030 040 010 020 020 9297 020 080 070 050 0.40 291
Baa3 013 038 013 063 038 8418 241 329 481 025 038 013 013 025 253
Bal 0.92 4862 3761 092 092 550 3.67 092 092
Ba2 031 031 031 031 031 9034 062 125 218 093 062 062 062 125
Ba3 87.33 2.00 067 133 067 800
Bl 82.14 536 714 179 179 179
B2 92.31 110 110 440 110
B3 81.03 10.34 od7 172 172
Caal 50.00 16,67 1667 16.67
Caa? 50.00 50.00
Caa3 100.00
Ca 66.67 33.33
C 100.00
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Beginning-of-Year Rating:

Figure 2

U.S. Asset-Backed Security Average One-Year Rating Transition Matrix: 1986 to 2000
Securities With Withdrawn Ratings Excluded

Percent Moving From Beginning-of-Year Rating to End-of-Year Rating (%)

End-of-Year Rating:

Aaa Aal Aa2 Aa3 Al A2 A3 Baal Baa2 Baa3 Bal Ba2 Ba3 Bl B2 B3 Caal Caa2 Caa3  Ca C
Aaa 99.73 014 013 001
Aal 359 8562 458 621
Aa2 240 013 9586 087 060 007 007
Aa3 161 018 089 9375 179 107 071
Al 114 033 065 065 9626 049 049
A2 050 013 055 055 298 9483 004 013 013 008 004 0.04
A3 112 067 022 045 067 9327 045 022 179 045 022 045
Baal 088 022 044 022 044 8753 044 109 875
Baa2 031 031 041 010 021 021 9576 021 083 072 052 041
Baa3 013 039 013 065 039 8636 247 338 494 026 039 013 013 0.26
Bal 0.93 49.07 37.96 0.93 093 556 3.70 0.93
Ba2 0.32 0.32 0.32 032 032 9148 063 126 221 095 063 063 063
Ba3 94.93 217 072 145 0.72
Bl 82.14 536 714 179 179 179
B2 93.33 111 111 444
B3 82.46 10.53 526 1.75
Caal 60.00 20.00 20.00
Caa2 50.00 50.00
Caa3 100.00
Ca 100.00
C 100.00
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Beginning-of-Year Rating:

Figure 3

All-Corporate Average One-Year Rating Transition Matrix: 1986 to 2000

Percent Moving From Beginning-of-Year Rating to End-of-Year Rating (%)

End-of-Year Rating;

Aaa Aal Aa2 Aa3 Al A2 A3 Baal Baa2 Baa3 Bal Ba2 Ba3 Bl B2 B3 CaaC Default WR
Aaa 8688 637 252 023 024 005 005 0.04 3.62
Aal 290 7783 737 673 144 036 006 331
Aa2 105 199 7809 890 377 103 031 011 009 0.06 _0.06 452
Aa3 018 023 249 7812 976 330 079 021 014 010 005 011 0.09 443
Al 005 009 052 463 7833 775 287 070 027 004 013 031 007 007 002 4.16
A2 003 003 018 075 498 7765 743 295 068 041 025 009 014 003 009 003 427
A3 005 009 006 030 093 812 7232 664 385 132 05 023 019 035 006 004 4387
Baal 009 002 015 021 015 198 770 7163 738 322 101 045 032 064 011 0.02 0.07 4.86
Baa? 011 015 022 010 074 300 665 7205 744 171 042 065 049 034 031 002 0.07 5.95
Baa3 0.04 006 021 052 060 273 968 6705 637 260 223 093 011 018 018 0.46 6.05
Bal 0.05 003 020 014 051 080 265 851 6551 508 382 109 118 091 034 0.72 845
Ba2 004 004 023 021 044 077 201 871 6335 667 171 369 091 060 051 10.11
Ba3 0.03 005 020 014 022 020 059 280 545 6469 561 534 235 079 2.36 919
Bl 0.02 0.03 007 013 009 007 033 037 032 218 585 6628 574 407 149 3.71 9.24
B2 008 002 014 007 016 011 020 034 113 276 583 6222 728 366 6.89 913
B3 0.08 003 005 007 014 015 028 022 044 091 453 377 9974 7107 1247 10.04
Caa-C 061 061 080 108 165 153 353 5695 2245 10.79
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