Factoring Cyclicality
into Corporate Ratings

STANDARD & POOR'S

Standard & Poor’s credit ratings are meant to
be forward-looking; that is, their time horizon
extends as far as is analytically foreseeable.
Accordingly, the anticipated ups and downs of
business cycles—whether industry-specific or
related to the general economy—should be fac-
tored into the credit rating all along. This
approach is in keeping with Standard & Poor’s
belief that the value of its rating products is
greatest when its ratings focus on the long term,
and do not fluctuate with near-term perfor-
mance. Ratings should never be a mere snapshot
of the present situation. There are two models
for how cyclicality is incorporated in credit rat-
ings. Sometimes, ratings are held constant
throughout the cycle. Alternatively, the rating
does vary—but within a relatively narrow band.

Cyclicality is, of course, a negative that is
incorporated in the assessment of a firm’s busi-
ness risk. The degree of business risk, in turn,
becomes the basis for establishing ratio stan-
dards for a given company for a given rating
category. (The ratio guidelines that Standard &
Poor’s publishes are expressed as a matrix, so
that the degree of business risk is explicitly rec-
ognized.) The analysis then focuses on a firm’s
ability to meet these levels, on average, over a
full business cycle, and the extent to which it
may deviate and for how long.

The ideal is to rate “through the cycle” (see
chart 1). There is no point in assigning high
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ratings to a company enjoying peak prosperity
if that performance level is expected to be only
temporary. Similarly, there is no need to lower
ratings to reflect poor performance as long as
one can reliably anticipate that better times are
just around the corner.

The rating profile of the chemical industry
offers a good illustration of Standard & Poor’s
long-term approach. Ratings for the major
industry participants have been highly stable
over a 12-year period, which has included two
full industry cycles.

However, rating through the cycle is often
the incorrect model. One reason is that rating
through the cycle requires an ability to predict
the cyclical pattern—and this is usually diffi-
cult to do. If indeed there is such a thing as a
“normal” cycle, it is rare. The phases of the
latest cycle will probably be longer or shorter,
steeper or less severe, than just repetitions of
earlier cycles. Management’s determination to
learn from previous cycles itself implies that
“things will be different this time.” Interaction
of cycles from different parts of the globe, and
the convergence of secular and cyclical forces
further complicate things.

Moreover, even predictable cycles can affect
individual firms so as to have a lasting impact
on credit quality. For example, a firm may
accumulate enough cash in the upturn to miti-
gate the risks of the next downturn. (The Big
Three automobile manufacturers have been
able—during the most recent cyclical
upswing—to accumulate huge cash hoards
that should exceed cash outflows anticipated
in future recessions.) Conversely, a firm’s busi-
ness can be so impaired during a downturn
that its competitive position may be perma-
nently altered. In the extreme, a company will
not survive a cyclical downturn to participate
in the upturn!

Accordingly, ratings may well be adjusted
with the phases of a cycle. Normally, however,
the range of the ratings would not fully mirror
the amplitude of the company’s cyclical highs
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or lows, given the expectation that a cyclical
pattern will persist. The expectation of change
from the current performance level—for better
or worse—would temper any rating action,
even absent a totally clear picture of the cycli-
cal pattern. In most cases, then, the typical
relationship of ratings and cycles might look
more like chart 2.
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The ratings of the forest products industry
reflect such a pattern.

Sensitivity to cyclical factors—and ratings
stability—also varies considerably along the
rating spectrum. The creditworthiness of non-
investment-grade firms is, almost by definition,
more volatile. Moreover, the lowest credit rat-

ing categories often connote the imminence of

default. As the credit quality of a company is

increasingly marginal, the nature and timing of
gly g g

near-term changes in market conditions could
mean the difference between survival and fail-
ure. A cyclical downturn may involve the threat
of default before the opportunity to participate
in the upturn that may follow. Accordingly,
cyclical fluctuations will usually lead directly to
rating changes—possibly even several rating
changes in a relatively short period. Conversely,
a cyclical upturn may give companies a
breather that may warrant a modest upgrade or
two from those very low levels.

In contrast, companies viewed as having
strong fundamentals—that is, those enjoying
investment-grade ratings—are unlikely to see
their ratings changed significantly due to fac-
tors deemed to be purely cyclical—unless the
cycle is either substantially different from what
was anticipated or the company’s performance
is somehow exceptional relative to what had
been expected.

The notion of “rating through the cycle,”
while conceptually appealing, presupposes

that the characteristics of future cycles are
readily foreseeable. The very term “cycle”
seems to imply regularity. In actuality, this is
seldom the case.

Cyclicality encompasses several different
phenomena that can affect a company’s per-
formance. General business cycles, marked by
fluctuations in overall economic activity and
demand, are only one type. Demand-driven
cycles may be specific to a particular industry.
For example, product-replacement cycles lead
to volatile swings in demand for semiconduc-
tors. Other types of cycles arise from varia-
tions in supply, as seen in the pattern of capac-
ity expansion and retrenchment that is charac-
teristic of the chemicals, forest products, and
metals sectors. In some cases, natural phenom-
ena are the driving forces behind swings in
supply. For example, variations in weather
conditions result in periods of shortage or sur-
plus in agricultural commodities.

The confluence of different types of cycles is
not unusual. For example, a general cyclical
upturn could coincide with an industry’s con-
struction cycle that has been spurred by new
technology. The interrelationship of different
national economies is an additional complicat-
ing factor.

All these cycles can vary considerably in
their duration, magnitude, and dynamics. For
example, the unprecedented eight years of
uninterrupted, robust economic expansion in
the U.S. that followed the 1982 trough was
totally unforeseen. On the other hand, there
was no basis to assume in advance that the
downturn that followed would be so severe,
albeit relatively brief. Indeed, at any given
point, it is difficult to know the stage in the
cycle of the general economy, or a given indus-
trial sector. A “plateau” following a period of
demand growth might indicate that the peak
has been reached—or it could represent a
pause before the resumption of growth.

Even general downturns vary in their
dynamics, affecting industry sectors different-
ly. For example, the soaring interest rates that
accompanied the recession of 1980-1981 had a
particularly adverse affect on sales of con-
sumer durables, such as automobiles.
Sometimes, sluggish demand for large-ticket
items can spur demand for other, less costly
consumer products.

In any case, purely cyclical factors are diffi-
cult to differentiate from coincident secular
changes in industry fundamentals, such as the



emergence of new competitors, changes in
technology, or shifts in customer preferences.
Similarly, it may be tempting to view cyclical
benefits—such as good capacity utilization—
as a secular improvement in an industry’s
competitive dynamics.

A high degree of rating stability for a com-
pany throughout the cycle also should entail
consistency in business strategy and financial
policy. In reality, management psychology is
often strongly influenced by the course of a
cycle. For example, in the midst of a pro-
longed, highly favorable cyclical rebound, a
given management’s resolve to pursue a con-
servative growth strategy and financial policy
may be weakened. Shifts in management
psychology may affect not just individual
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companies, but entire industries. Favorable
market conditions may spur industry-wide
acquisition activity or capacity expansion.

Standard & Poor’s is also cognizant that
public sentiment about cyclical credits may
fluctuate between extremes over the course of
the cycle, with important ramifications for
financial flexibility. Whatever Standard &
Poor’s own views about the long-term staying
power of a given company, the degree of pub-
lic confidence in the company’s financial via-
bility is critical for it to have access to capital
markets, bank credit, and even trade credit.
Accordingly, the psychology and the percep-
tions of capital providers must be taken into
account.

B STANDARD & POOR'S
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Regulation

The regulatory relationship can be a benign
one—or it can be adversarial. It affects virtual-
ly all corporates to one extent or another, and
is obviously critical in the case of utilities—
where it is a factor in all assessments of
business risk.

Evaluation of governmental involvement/
regulation encompasses legislative, administra-
tive, and judicial processes at the local and
national levels. This evaluation considers the
current environment—and the potential for
change. For example, a system that requires
legislative action to modify regulations is more
stable—and is viewed more positively—than
one that is subject to ministerial whim, as
exists in some Asian countries. Similarly, a reg-
ulatory framework enacted with regard to a
recently privatized system is more prone to be
revisited by government regulators.

The impact of regulation runs the gamut—
from regulation’s providing of direct, tangible
support to its being a hindrance. For a utility
business profile to be considered “well above
average” usually requires strong evidence of
government support or regulatory sheltering.
Support can be explicit—such as in Canada and
in other locales where a government guarantees
a utility’s obligations. Or it can take the form of
strong and obvious implicit support, such as in
Greece.

Japanese investor-owned utilities have his-
torically been insulated from competition and
been protected by a very cooperative, coordi-
nated, rate-setting process. Other governments
may facilitate the utility’s access to external
sources of capital, especially where the utility
is a direct instrument of government policy. In
the U.S., municipally owned utilities have also
been sheltered—at least they have in the past.
(Deregulation has unleashed competitive pres-
sures, but politics makes it difficult to make
adjustments that would affect either residential
rates or the city’s own general fund.)

Short of such outright support, regulatory
treatment should be transparent and timely

and should allow for consistent performance—
if it is to be viewed positively in the ratings
context.

The role of the regulator is evident in:

e Rate setting,

® Operational oversight, and

¢ Financial oversight.

Setting rates is obviously important. To sup-
port credit quality, a utility must be assured of
earning a fair—and consistent—rate of return.
Different regulators can be more—or less—
generous with respect to the levels allowed —
or with respect to which assets are included in
the “returns” calculations. They can choose to
overlook—or to penalize—a utility for any
service shortcomings in service.

Operational regulation pertains to technolo-
gy, to environmental protection considera-
tions, safety rules, facility siting, and service
levels—and the freedom a company has to pur-
sue initiatives involving each of these areas.
Regulatory inflexibility can hamstring the util-
ity in its attempt to be competitive. For exam-
ple, if a utility faces new competition for its
large users, it may want to lower the rates it
charges its commercial/industrial customers—
and make up its lost revenues by raising the
rates at the expense of residential customers.
The regulators may object and insist that resi-
dential rates continue to be subsidized—creat-
ing a problem for the company.

Financial oversight refers to the regulator’s
ability to maintain—and interest in maintain-
ing—a particular level of credit quality at the
utility. This is a separate consideration from
how benign the relationship might be in other
respects. If the situation warrants it, the rating
evaluation may rely on the regulator to
enforce—or at least encourage—a certain level
of financial strength at the utility. In this
respect, the regulator’s role can take different
forms:



e Approval is the most basic element. That a
utility requires approval to sell debt or pay
dividends creates an obstacle with respect to
its fiscal aggressiveness.
o Influence refers to the economic incentives
that a regulator can provide to maintain a
certain level of credit quality. In jurisdictions
with rate-of-return regulation, regulators can
effectively mandate their view of an “appro-
priate” balance sheet by specifying return on
equity. Even when regulation is not classic
“rate base rate of return”—such as with
price cap or banded rate of return—regula-
tors may still desire a minimum level of cred-
it quality. In past Standard & Poor’s surveys,
regulators articulated a concern about credit
quality’s falling below ‘A’. Now, however,
attitudes are changing about regulating with
an eye toward credit quality.

® Regulatory mandate—the explicit demand

of a specified level of credit quality—is rare

today. In the past, some regulators would
impose penalties if a company’s credit rating
dropped below the desired minimum.

As competition intensifies, regulators have
focused on service quality, and are less con-
cerned with credit quality. (After all, even a
bankrupt utility can continue to deliver ser-
vices!) Of course, not all regulatory jurisdic-
tions will follow the trend in identical fashion.
In the U.S., there are currently few instances
where ratings rely heavily on regulators to
maintain credit quality; outside the U.S., how-
ever, there is a greater basis for depending on
regulators in this regard.

Utilities are often owned by companies that
own other, riskier businesses or that that are
saddled with an additional layer of debt at the
parent level. Corporate rating criteria would
rarely view the default risk of an unregulated
subsidiary as being substantially different from
the credit quality of the consolidated economic
entity (which would fully take into account
parent-company obligations). Regulated sub-
sidiaries can be treated as exceptions to this
rule—if the specific regulators involved are
expected to create barriers that insulate a sub-
sidiary from its parent.

In those cases that benefit from regulatory
insulation, the rating on the subsidiary is more
reflective of its “stand-alone” credit profile.
(As a corollary, the parent-company rating is

negatively affected—since it is deprived of full
access to the subsidiary’s assets and cash flow.)
With utilities’ competition and consolidation
increasing and with shifts to new forms of reg-
ulation that are coming into existence, howev-
er, there is less reason to expect such regulato-
ry intervention. Just as there is less and less
basis to rely generally on regulators to main-
tain a level of credit quality—as discussed
above—so, too, there is less basis for regulato-
ry separation.

Rating policy has evolved in tandem with
these trends. The bar has been raised with
respect to factoring in expectations that regu-
lators would interfere with transactions that
would impair credit quality. To achieve a rat-
ing differential for the subsidiary requires a
higher standard of evidence that such interven-
tion would be forthcoming. (See sidebar
“Telecommunications Ratings Policy
Revised.”)

In the past, the mere existence of regulation
was given considerable weight when determin-
ing the adequacy of protection for the sub-
sidiary’s assets and cash flow. Now Standard
& Poor’s analyzes regulatory insulation on a
case-by-case basis. The key is a regulator’s
demonstrated willingness to protect creditwor-
thiness. Some examples of U.S. state jurisdic-
tions where protective measures have been
implemented are Oregon, New York, Virginia,
and California.

The Oregon Public Utilities Commission
approved the Enron Corp./Portland General
Electric Co. merger, based on various restric-
tive conditions. Likewise, the New York Public
Service Commission, in approving the Keyspan
Energy/Long Island Lighting Co. merger,
required a cap on leverage, a prohibition of
certain types of loans, and a limit on holding-
company investment in nonutility operations.

Outside the U.S., regulators in many coun-
tries still play a more significant role in the
finances of utilities—making the case for reg-
ulatory separation in those countries.
Moreover, some recent transactions—notably
in the U.K.—have employed (or at least have
considered employing) structural insulation
techniques to achieve “ring-fencing” for the
acquired utility subsidiary. In these instances,
setting up independent directors, minority
ownership stakes, and so forth combine with
regulatory oversight to insulate the subsidiary
and achieve higher ratings.

STANDARD & POOR'S
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TELECOMMUNICATIONS RATINGS POLICY REVISED

Standard & Poor’s no longer allows the cor-
porate credit rating (CCR) of a regulated tele-
phone operating company to be higher than
the CCR of its parent.

The revised approach represents a further
evolution of the rating methodology for U.S.
local exchange companies (LECs) that reflects
the important regulatory and business devel-
opments that have occurred in the telephone
industry recently. The impact of the policy, on
companies for which the former regulatory
separation methodology was applicable, in
general, is a lowering of telephone operating
company CCRs and a raising of parent
company CCRs.

Regulatory separation is the factor that
historically enabled telephone operating com-
panies to have higher debt ratings than their
parent companies. (In contrast, for nonutility
corporates, subsidiary debt ratings have, all
along, been constrained by the rating of the
parent.) This constraint is based on the con-
cept that, although a subsidiary may—on a
stand-alone basis—appear to be a better
credit than its parent, the financially less-cred-
itworthy parent ultimately controls the sub-
sidiary’s financial actions and so can avail
itself of the financial resources of the sub-
sidiary. Under Standard & Poor's regulatory
separation methodology, LECs were deemed to
benefit from a buffer between the LEC sub-
sidiary and its parent—that buffer arising from
the ability and willingness of state regulators
to impose some level of credit quality at the
regulated subsidiary.

In April 1997, following a review of the sta-
tus and impact of regulatory separation,
Standard & Poor’s modified its criteria regard-
ing the application of regulatory separation and
the impact on ratings of U.S. telephone parent
companies and their LEC subsidiaries. The 1997
policy revision acknowledged the continued,
but generally decreasing, impact of regulatory
separation on ratings and led to modified
guidelines for assessing the ratings impact of
regulatory separation. These guidelines reflect-

ed Standard & Poor’s assessment that there
was sufficient evidence that specific state reg-
ulators could and would use their regulatory
role to ensure maintenance of some minimum
credit quality. As a result of that methodology
revision, there were a number of rating
changes that narrowed the rating gap between
higher-rated telephone operating subsidiaries
and their respective parents.

The new methodology that Standard &
Poor's now uses recognizes the vast industry
changes that have occurred in the three years
since the Telecommunications Act of 1996,
amounting to a secular transformation of the
telecommunications’ competitive environment,
and tangible evidence of regulators’ lack of
response to credit-weakening events.

0f LECs and CLECs

In general, although LECs still maintain very
favorable market positions, the days of the LEC
monopoly are clearly numbered. Driven by the
regulatory changes resulting from the
Telecommunications Act of 1996 and fast-
moving technological developments, competi-
tive local exchange companies (CLECs) are
becoming formidable competitors to the LECs.
In addition to the vast number of CLECs enter-
ing the market for both voice and data, AT&T
Corp. is poised to be a major alternative tele-
phone provider. AT&T's goal is not just to be
the largest cable provider, but to modify the
wires of its owned and affiliated cable sys-
tems to offer local telephone service to mil-
lions of potential customers. This multibillion-
dollar investment in cable upgrades, if suc-
cessful, would make AT&T the largest CLEC,
putting it in direct competition with its former
regional Bell operating company affiliates.

The growth of CLECs and the potential for
lower-cost wireless service as a wireline
replacement portend genuine competition for
most regulated LECs. This more competitive
environment will erode the historical notion
that the LEC was a bottleneck monopoly of a
vital service. It was this view of the LEC as a
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TELECOMMUNICATIONS RATINGS POLICY REVISED (conTINUED)

monopoly of a vital public service that led to
the regulatory view that such companies
should exhibit a pristine balance sheet.
Accordingly, state regulators are likely to shift
their regulatory focus away from oversight of a
company's financial policy and toward ensur-
ing an open marketplace. Specifically,
Standard & Poor’s anticipates that regulators
will increase efforts to ensure that competitors
to the LECs have the necessary tools, including
collocation and the ability to purchase the
existing network elements, to mount a chal-
lenge to the entrenched LEC. This expected
shift in the regulatory paradigm means that
state regulators will be increasingly less likely
to provide a financial buffer between the
telephone operating company and its parent.
Protection that formerly inured to bondholders
of the telephone operating company will
dissipate.

In addition to the technical and regulatory
trends noted above, there is also tangible evi-
dence that the notion of bondholder protection
from regulatory separation is becoming obso-
lete. During the past couple of years, regula-
tors have had the opportunity to react to merg-
er proposals that weakened the credit quality
of the regulated company. In fact, the regulato-
ry response has generally been focused on
open market and service quality issues, and
has not been focused on the issue of diminu-
tion of the regulated operating companies’
credit quality.

Recent Industry Actions

When Global Crossing Ltd. announced its
ambition to purchase Frontier Telephone of
Rochester Inc. (Frontier), Standard & Poor’s
indicated that the Frontier ratings could fall
significantly. Indeed, the Frontier CCR was
eventually lowered to ‘BB+' from ‘AA-" as a
result of the Global Crossing transaction.
Although, because of an earlier agreement
with the New York State Public Service

Commission (PSC), the rating downgrade will
restrict dividends from Frontier for a period of
time, importantly, the PSC did not try to pre-
vent the acquisition.

Similarly, Standard & Poor's lowered its
CCR on Cincinnati Bell Telephone Co. (CBT) to
‘BBB-" from "AA- following parent company
Cincinnati Bell Inc.’s (doing business as
BroadWing Inc.) acquisition of ‘B’-rated IXC
Communications Inc. This acquisition was
dependent on obtaining Ohio Public Utilities
Commission (PUCQ) approval prior to debt
issuances at CBT, thereby limiting the parent
company's ability to leverage the telephone
operating company. However, despite the
credit pressures placed on CBT by its parent's
proposed purchase of the much lower rated
IXC, PUCO did not create any roadblocks for
consummation of the transaction or impose
any financial penalty on CBT for a weaker
credit profile.

In June 1999, US West Communications
Inc., rated A+, announced it would be
acquired by Qwest Communications
International Inc. Standard & Poor’s noted that
the CCR of the combined entity could fall as
low as ‘BBB-". The thrust of regulatory concern:
areas of service quality, ensuring access by
competitors to the US West network, and
interoperability of operating systems between
US West and competitors. The issue of lower
credit quality at US West, at this juncture,
does not appear to be a hurdle factor in gain-
ing regulatory approval.

Standard & Poor’s believes that the preced-
ing examples of regulatory responses are
supportive of its revised telephone rating
methodology that recognizes a new regulatory
and competitive paradigm. Telephone compa-
nies can expect to deal with an array of
increasingly formidable competitors, and tele-
phone company bondholders can no longer
look to state regulators for protection.
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LLoan Covenants

Covenants provide a framework that lenders
can use to reach an understanding with a bor-
rower regarding how the borrower will con-
duct its business and financial affairs. The
stronger the covenant package is, the greater
the degree of control the lender can exercise
over the investment. Borrowers typically seek
the least restrictive covenant package they can
negotiate, since they want maximum flexibility
to conduct their business in the way they see fit.

Covenants’ intended functions include:

® Preservation of repayment capacity. Some
covenants limit new borrowings and assure
lenders that cash generated both from ongoing
operations and from asset sales will not be
diverted from servicing debt. Covenants can
prevent shareholder enrichment at the expense
of creditors. Credit quality is preserved by
share-repurchase and dividend restrictions,
which seek to maintain funds available for
debt service. Finally, to ensure that the base of
earning assets is maintained, covenants can
govern asset sales and investment decisions.

e Protection against financial restructurings.
All lenders are concerned with the risk of a
sudden deterioration in credit quality that can
result from a takeover, a recapitalization, or a
similar  restructuring. Properly crafted
covenants may prevent some of these credit-
damaging events from occurring without the
debt’s first having been repaid or the pricing’s
first having been adjusted.

e Protection in the event of bankruptcy or
default. These covenants preserve the value of
assets for all creditors and—what is particular-
ly important—safeguard the priority positions
of particular lenders. Such covenants assure the
lenders that subsequent events or actions will
not materially affect their ultimate recourse.
Protection is provided through negative-pledge
clauses, cross-acceleration (or cross-default)
provisions, and limits on obligations that either
are more senior or rank equally.

e Signals and triggers. Signals and triggers
assure the steady flow of information, provide
early warning signals of credit deterioration,
and place the lender in a position of influence
should deterioration occur. Since triggers can
bring the parties to the table, to enable the
lender to decide whether it might be appropri-
ate to modify or waive restrictions, they must
therefore be set at appropriate levels, to signal
deterioration before the credit drops to unac-
ceptable levels. Among tests that perform this
function are net-worth maintenance tests,
cross-default provisions, and merger and con-
solidation restrictions.

In many cases, covenants can serve more
than one function. For example, a well-written
debt test will not only help preserve repayment
capacity, but will also serve as a signal of
potential credit deterioration and provide pro-
tection against damaging recapitalizations.

Public-market participants long ago stopped
demanding significant covenant protection,
perhaps because poorly written covenant
packages with weak tests and significant loop-
holes enabled managements to circumvent
them. Furthermore, in a widely held transac-
tion, a covenant violation that normally would
be waived could deteriorate into a payment
default, due to the difficulty of having all the
investors act in unison. Moreover, investors in
publicly traded debt instruments have little
interest in working with borrowers and proba-
bly have fewer resources to do so. Their pri-
mary protection is their ability to sell their
investments if things should turn sour.

Traditional private-placement investors and
bank lenders do have the resources and the
expertise to work out problem credits. Such
investors negotiate covenant packages careful-
ly, to give themselves the most advantageous
position from which to exercise control, and
they expect to be compensated adequately for
accepting covenants that are weak, those that
might allow management more leeway to
cause a deterioration in credit quality.



In general, covenant packages are more
relaxed than in the past, however, because,
now, liquidity has increased, and financial
markets broadened.

Covenants do not play a significant enhanc-
ing role in determining the credit ratings
assigned to companies. In assigning ratings,
there are several flaws in a strategy of relying
on covenants to protect credit quality:

e Covenants don’t address fundamental
credit strength. Covenants do not and cannot
affect the borrower’s facing business adversity,
competitive reverses, and so forth. The level of
a covenant is often inconsistent with the rating
level desired. For example, a covenant that
allows a company to leverage itself no more
than 60% has little bearing on the company’s
achieving a ‘BBB’ rating, if 40% is the maxi-
mum leverage tolerated for that specific
company as a ‘BBB’.

¢ Enforcement is dubious. A company that is
determined to do so can often, with the assis-
tance of its lawyers, find ways to evade the let-
ter of the agreement embodied in covenants.
They could even choose to ignore them alto-
gether! A court will usually not force a com-
pany to comply with covenants. Rather, the
court will award damages—if the breach of
covenants is considered the cause of the dam-
ages. So long as the company continues to pay
principal and interest, the court is unlikely to
recognize any damages as having occurred.
Enforcement is more likely if there is a specific
remedy that is provided for in the event of a
breach of the covenant. Usually, the remedy is
the ability to declare an event of default and
accelerate the loan. However, this remedy is so
severe that, more often than not, lenders
choose not to precipitate a default by demand-
ing immediate repayment—despite a stipulated
right to do so. Instead, the lender may prefer to
take a security position, to raise rates, or to
provide more input into the company’s deci-
sions. Such actions could be valuable to that
lender—without enhancing credit quality for
the benefit of all creditors. In practice, lenders
also waive covenants for a variety of reasons.
Waivers might result from company/bank rela-
tionship issues, a lack of understanding of the
magnitude of problems, or a realization that
the original levels were unnecessarily tight.

e Finally, if the covenants appear only in cer-
tain issues, those issues could be refinanced.

For all these reasons, in most cases, Standard
& Poor’s does not believe that a particular
covenant or group of covenants can improve a
rating. Generally, there is no point in analyzing
fine variations among different covenant pack-
ages, which certainly will not affect a particu-
lar borrower’s ability to meet its obligations in
a timely fashion.

Relying on covenants to insulate a sub-
sidiary from its parent company is similarly
problematic. Accordingly, Standards & Poor’s
would usually not rate a subsidiary based on
its strong “stand-alone” profile, even if there
were significant covenant restrictions.

The main reason to be aware of a rated enti-
ty's covenants is quite the opposite: Tight
covenants could imperil credit quality by, in the
event of their violation, provoking a crisis with
the lenders, since the lender would have the dis-
cretion to accelerate the debt, causing a default
that might otherwise have been avoided.

A covenant package can be helpful as an
expression of management’s intent. Since most
companies (especially public companies)
would be expected to honor, not evade, com-
mitments they make, covenants can provide an
insight into management’s plans. An analyst
would consider how complying with
covenants were consistent with other articulat-
ed strategic goals. Management’s willingness
to agree to certain restrictive covenants, in
essence, “puts their money where their mouth
is.” For example, if a company had tradition-
ally been highly leveraged but planned to
deleverage in the future, the analyst would
expect to see a debt test that ratcheted down
over time.

Covenants typically vary according to the
level of credit quality. They increase in number
and grow more stringent as the quality of the
credit declines. They also vary depending on
whether the debt is issued publicly or private-
ly. Private lenders tend to require a complete
and exacting package. These lenders are also
likely to negotiate—and are more capable of
renegotiating—covenants in the event of a
change in strategy or of a covenant default. In
addition, the tenor of the loan will govern
which specific covenants are appropriate.

There are certain basic covenants that are
present in all loan documents, irrespective of
credit quality or type of financing. While these
covenants may be worded in different ways,

STANDARD & POOR'S
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they are considered important by all creditors
for purposes of managing their investments.
They are:

e Information requirements (which financial

and other information must be provided at

which times);

e Default (which events might constitute

defaults and which remedies might be pro-

vided, possibly including cross-default and
cross-acceleration provisions); and

¢ Modifications (how and under which con-

ditions the loan documents might be amend-

ed, including defeasance provisions, if any).

Beyond these provisions, covenants are
transaction-specific. While investment-grade
transactions have few negative covenants,
there are some that are common, including;:

e A limitation on liens (with a negative

pledge);

¢ A limitation of sale/leaseback transactions;

and

e A limitation on mergers, consolidations, or

sales of assets.

As one moves to speculative-grade transac-
tions, other covenants are usually added to
those above. Some of the most common are:

¢ Limitations on the incurring of additional

debt (including debt at subsidiary levels),

e Restrictions on certain payments (includ-
ing dividends, stock purchases, loans, and
investments),

¢ Changes of control provisions, and

¢ Net-worth maintenance requirements.

Bank loan agreements may also contain pro-
visions for periodic paying down of outstand-
ing balances.

Over time, the lists will change, as the mar-
ket’s willingness to accept certain conditions
changes. (For example, in the late 1980s and
early 1990s, when event risk loomed large due
to LBOs and takeovers, issues that contained
covenants providing event-risk protection typ-
ically enjoyed a price advantage over those
without such protection. With the end of the
LBO boom, however, the market no longer
demanded these clauses).

When reviewing a covenant package for any
purpose, it is necessary to check its terms and
definitions carefully. What is and—sometimes,
what is more important—what is not included
significantly affect the level of protection.
Often, specified ratio calculations are not stan-
dardized, and it may be necessary to have
management supply calculations and compli-
ance documents.



