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Leveraged Finance:

When It Comes To The Crunch, Recovery
Matters For European Debt Investors
Against the backdrop of recent dramatic growth in the European leveraged loan and high-yield bond markets, and

given current testing market conditions, a more comprehensive perspective on recovery expectations is increasingly

important for investors. Accordingly, Standard & Poor's Ratings Services has highlighted the wide variation in

instrument-specific recovery prospects for senior secured and senior unsecured debt by providing more consistent

differentiation in its rating approach to speculative-grade debt instruments. Our analysis shows that, while senior

unsecured debt instruments clearly have weaker recovery prospects than senior secured debt, recovery prospects at

the subordinated end of the capital structure are firmly rooted at the low end of our recovery rating scale--which

ranges from '1+', indicating the highest expectation of full recovery, to '6', suggesting negligible recovery (see

table)--almost irrespective of whether security is provided.

Standard & Poor's assigns recovery ratings to about 4,000 speculative-grade debt instruments globally. The

European market has the single largest concentration of recovery ratings outside the U.S., with about 340 recovery

ratings assigned. Following the release of our revised issue rating framework and recovery rating scale for

speculative-grade secured debt issues in June 2007, we expanded our recovery ratings in March 2008 to include

unsecured debt. This more than doubled the number of debt instruments covered by the recovery methodology in

Europe.

Recovery Rating Scale

Recovery rating Recovery description Recovery expectations*

1+ Highest expectation, full recovery 100%¶

1 Very high recovery 90%-100%

2 Substantial recovery 70%-90%

3 Meaningful recovery 50%-70%

4 Average recovery 30%-50%

5 Modest recovery 10%-30%

6 Negligible recovery 0%-10%

*Recovery of principal plus accrued but unpaid interest at the time of default. ¶Very high confidence of full recovery resulting from significant overcollateralization or

strong structural features.

Key Drivers Of Recovery

Under our methodology, there are three broad determinants of recovery prospects. First, Standard & Poor's

hypothetical default modeling and stressed enterprise valuation; second, an analysis of the security provided (if any),

legal ranking, and intercreditor arrangements or other documentary protections; and, third, the insolvency regimes

in which the business operates and that would affect any insolvency process. Each of these areas have implications

for ultimate recovery, but it is the security or legal ranking of the debt instrument that primarily differentiates

recovery.
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Substantial Recoveries For Senior Secured Debt

The average senior secured recovery rating is 2.3, with a median of '2', which covers the 70%-90% recovery band

(see chart 1). Nonetheless, this masks a wide distribution across the scale, with about 35% of senior secured debt

instruments rated in the '1' category, indicating recovery above 90%, and slightly less than 18% of instruments

assessed as having recovery below 50%--despite the favorable security and ranking. The wide differentiation comes

from the differences in the underlying quality and comprehensiveness of the security provided, other factors in the

recovery analysis such as the stressed valuation, and insolvency regimes.

Chart 1

Lower Recoveries For Senior Unsecured Debt

Senior unsecured debt has the highest concentration of ratings in the '3' category, indicating recovery expectations

of 50%-70% (see chart 2). The average recovery rating for senior unsecured debt instruments is 3.6, with a median

of '3', a full category lower than the median senior secured recovery rating. Similar to the senior secured

distribution, however, there are comparatively few senior unsecured debt instruments rated in the '5' or '6'

categories (less than 30% recovery).

The senior unsecured recovery ratings apply to broadly distinct set of companies, typically corporates, that do not

have material secured debt or multiple classes of debt within their capital structure.
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Chart 2

A key driver for weaker recovery prospects for senior unsecured debt is the higher weighting of issuers rated in the

'BB' category compared with senior secured debt issuers, as well as more relaxed structuring. In general, unsecured

recovery ratings for 'BB' category issuers are capped at '3' to reflect a limit on recovery prospects caused by the

potential for additional debt to be raised with parity or priority to the rated debt instruments. For example, issuers

with senior unsecured debt include a number of "fallen angels" that were able to issue debt on favorable terms with

limited investor protection when rated at investment-grade. Such documentation does not materially limit further

secured or unsecured debt-raising or asset disposals. Having that flexibility may alter the scope of the business and,

therefore, ultimate recovery prospects for the pre-existing debt.

Notwithstanding the above, recovery ratings above '3' can, exceptionally, be assigned to unsecured debt instruments

where there are clear protections in place to limit incremental subordination, or where there are potentially strong

asset values to support ultimate repayment.

Poor Recovery Prospects For Subordinated Debt

The weakest recovery prospects are for subordinated debt instruments, whether secured or unsecured (see chart 3).

Rated instruments include both second- and third-ranking secured debt, as well as unsecured debt with varying

degrees of subordination--either contractual or structural in nature.
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Chart 3

Within this part of the capital structure, the distribution of outcomes is very similar whether security is granted or

not. The average recovery rating across this combined class is '5' (10%-30% recovery), with a median recovery

rating of '6' (0%-10% recovery). The small minority of subordinated debt instruments that have been assigned

higher recovery ratings will typically be those where the more senior parts of the capital structure do not dominate

the balance sheet.

Security And Capital Structure Brought Into Focus

Assigning recovery ratings to all speculative-grade debt issues brings the importance of security and capital structure

more sharply into focus. For senior debt, security appears to be a key support to enhanced recovery prospects when

analyzing traditional secured debt structures common in the high-yield and leveraged finance markets. This

compares with the weaker recovery prospects in the broadly unsecured capital structures typical among leveraged

corporates. In the more junior parts of the capital structure, subordination is a more important driver of recovery

prospects than the security granted. Although security may provide some additional element of control, recovery

prospects remain firmly rooted at the low end of the scale. Nonetheless, the wide dispersion of recovery ratings

across all categories highlights the vital importance that issue- and issuer-specific recovery analysis plays in

supporting investment decisions in the current testing market environment.

Additional Contact:
Industrial Ratings Europe; CorporateFinanceEurope@standardandpoors.com
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