
1 
 

 

The NAICôs Capital Markets Bureau monitors developments in the capital markets globally and analyzes 

their potential impact on the investment portfolios of U.S. insurance companies. A list of archived Capital 

Markets Bureau Primers is available via the INDEX.  

Auto Asset-Backed Securities (Auto ABS) Primer 

Analyst: Jennifer Johnson 

Executive Summary 

¶ Auto asset-backed securities (auto ABS) are structured finance securities that are a subset of 

consumer ABS; they are collateralized by pools of auto loans and/or leases made to prime 

(high quality) or subprime (poor quality) borrowers.  

¶ Similar to other structured finance securities, the capital structure of auto ABS includes several 

layers of debt (or tranches/notes) plus a junior-most layer of equity that serves as the first-

https://www.naic.org/members_capital_markets_bureau.htm
https://www.naic.org/capital_markets_primers_index.htm
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Picture 1: 

 
Source: GMFinancial.com. 

 

Auto ABS Capital Structure 

Similar to other structured finance transactions, the capital structure of auto ABS is comprised of several 

tranches, or notes, that range from senior to subordinated. The more subordinated the notes, the lower 

the credit quality and the less credit enhancement (i.e., the ratio of the principal value of the collateral 

to the principal value of the auto ABS notes). As such, senior notes are rated higher (investment grade or 

better) than subordinated notes by the nationally recognized statistical ratings organizations (NRSROs), 

such as Standard & Poor’s, Fitch Ratings and Moody’s Investors Service. Auto ABS notes typically have 

four- to seven-year (legal final) maturities.  

Also, like other structured finance transactions, the junior-most layer in an auto ABS capital structure, or 

the equity tranche, serves as the first-loss position in the event of a default. That is, losses from defaults 

are allocated in reverse priority of payment, beginning with equity, then up to the senior notes. 

Typically, each note balance is reduced to zero before any losses are allocated to a more senior note. 
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The notes may be amortized on a pro-rata basis — whereby principal amounts  earned by the underlying 

portfolio are shared in proportion to the note balances (i.e., the amount due to each note is an amount 

proportional to the note’s fraction of the total outstanding principal amount on the closing date) — or 

sequentially — whereby principal amounts generated by the portfolio are first used to pay senior notes 

until paid in full, before being allocated to junior notes. Trigger events, such as a decrease in credit 

enhancement below a predetermined level, could — depending on the transaction’s terms as indicated 

in legal documents — switch a pro-rata amortization structure to sequential or turbo payment (in the 

latter of which, all excess spread is used to make principal payments) to pay down senior notes first, 

then the junior classes, followed by equity. According to S&P Global research, most auto lease ABS 

securitizations have a sequential principal payment structure.1 

An auto ABS transaction may also be structured with a revolving period, whereby the principal collected 

on the underlying auto loans and leases may be used to purchase additional receivables instead of 

paying down the notes. 

Auto Loans and Leases  

As stated in the NAIC Capital Markets Bureau primer on Consumer ABS that was published in April 2019, 

auto ABS are backed by auto loan or lease receivables. Auto loans and leases typically are: 

¶ Fixed simple interest. 

¶ Level-pay installments. 

¶ Payable monthly over a predetermined time frame. 

¶ Structured with terms that typically range from 12 to 84 months. 

¶ Secured by an automobile. 

Each installment of an auto loan includes a portion of principal repayment plus interest and fees 

amortized over the life of the loan. The monthly installment on an auto lease is not for the repayment of 

principal; rather, it is the difference between the price of the vehicle and the residual value (RV) of the 

vehicle at lease-end plus interest and fees. The RV is the expected fair market value of a vehicle at the 

end of the lease term.  

Auto financing includes lending or leasing to a variety of borrowers with various credit scores, 

segregated by prime, midprime and subprime, with characteristics as shown in Chart 1. According to 

Fitch Ratings,2 a prime borrower has a credit score of at least 680, a mid-

https://www.naic.org/capital_markets_archive/primer_190402.pdf
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Chart 1: Auto ABS ʹ Summary of General Collateral Characteristics 

 
Source: Fitch Ratings.  
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be breached that requires the funds to be redirected to either pay down the principal balance of the 

senior-most notes outstanding or purchase additional collateral.3 

SPE and Bankruptcy Remoteness  

The auto loan or lease originator (also known as a servicer or sponsor) enters into an agreement to 

transfer the receivables (i.e., auto loans or leases) to an SPE, where they are isolated from any potential 

bankruptcy of the originator. This means that if the originator experiences financial trouble, the assets 

of the SPE would not be available to the originator’s other creditors. The originator may be a specialty 

finance company or other type of lender.  

 

The transfer of receivables to the SPE is considered a sale of the originator’s rights to the receivables. In 

turn, the originator receives note proceeds, or cash, from the transfer of its rights, and the SPE issues 

notes to investors. Typically, the SPE transfers the receivables to a trust; SPEs and trusts are establis2ts 
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reports provide detailed information about the portfolio’s composition of auto loans and leases, such as 

quality and payment performance.   
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Key Terminology 

Base Residual Value 

The lower of the contract value at the beginning of an auto lease and a third-party forecasted value. 

 

Credit Enhancement 

The ratio of the principal value of the collateral (underlying pool of auto loans and leases) to the 

principal value of notes issued by the SPE. 

 

Expected Maturity 

Target date for full repayment of principal, even though the legal final maturity may be years later. 

 

Legal Final Maturity 

In reference to a bond, it is 
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Appendix 

 
Source: Securities Industry and Financial Markets Association (SIFMA). 

 

 


