
  

  Rating Methodologies 
 

©Rating and Investment Information, Inc. 
1/3 

R&I's Analytical Approach to Degree of Recovery and 

Notching Up/Notching Down of Long-term Issue Ratings 
 

February 19, 2021 
 

     When assigning a Long-term Issue Rating, R&I evaluates various factors, such as the recovery risk of an 
individual obligation based on the Issuer Rating, and if necessary, incorporate them in the rating. Therefore, 
even if an obligation is issued by the same issuer, the rating may differ from the Issuer Rating. When a rating 
for an individual long-term obligation is higher than the Issuer Rating, this is referred to as "notching up," and 
when the rating is below the Issuer Rating, it is referred to as "notching down." 
 
R&I's Assumed Degree of Recovery and Approach to Notching Up and Notching Down 

     In general, R&I assumes a degree of recovery ranging between 20-70% at the time of default. As a rule, an 
individual debt will be subject to review for notching up when there is a high probability the recovery rate will 
exceed the degree of recovery assumed by R&I, or for notching down when there is a relatively high probability 
recovery will be less than R&I’s assumption. 
     A considerable variation in the recovery rates on debts at default can be noted. Moreover, there is a 
possibility that asset quality will be altered significantly by actions such as the sale of real estate and securities 
and the sale or reorganization of subsidiaries until the time an issuer goes bankrupt. Since the procurement 
structure also changes rapidly, it is difficult to project the recovery rate of debt at default accurately. In light of 
these considerations, R&I has set the range of the degree of recovery assumed, which is classified into six levels 
from "Extremely high" to "Extremely low." 
 
Notching difference in principle, according to degree of recovery 
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BBB category 

and above 
0 ～ 3 0 ～ 2 0 ～ 1 0 0～▲1 ▲ 1 

BB category 

and below 
3 ～ 4 2 ～ 3 1 ～ 2 0    ▲1 ▲ 1 

 
Notching Up 

     The breadth of notching up increases as the Issuer Rating gets lower. This is because as the rating falls, 
the probability of default rises and the importance of recovery following default increases. 
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     For secured debt, R&I comprehensively assesses factors, such as the nature of the collateral assets of the 
debt in question from the perspectives below and the business sector the issuer belongs to. R&I then estimates 
the degree of recovery following default of the subject debt, and determines the breadth of notching up. 
 
1) Adequacy of the collateral assets compared with the subject debt 
2) Liquidity of the collateral assets 
3) Degree to which disposal of the collateral will be subject to legal constraints 
4) Period of time until the completion of debt recovery 
 
     R&I does not notch up ratings for bonds that are moved off the balance sheet by placing deposits, 
government bonds or other assets into a trust for repayment of the principal and interest in a so-called "in-
substance defeasance" arrangement. 
 
Notching Down 

     R&I looks closely at the priority of claims at the time of default, including whether there are subordination 
clauses. In the case of unsecured debt, R&I will study the degree of recovery by focusing on the amount of 
secured debts and other obligations that will receive collection priority over the debt in question, and the details 
of agreements, including any change of security status clause and the scope of a negative pledge clause. 
     For an issuer with comparatively strong creditworthiness, however, it is difficult to project the degree of 
recovery at default. For this reason, for issuers rated BBB and above, debt for which the priority of claims at 
default is clearly low based on an agreement in the manner of subordinated bonds will be subject to notching 
down. As a rule, R&I will not notch down any other unsecured debt, depending on the difference in the degree of 
recovery. When the Issuer Rating is BBB-, R&I will investigate notching down based on the degree of recovery, 
taking into consideration the trend in creditworthiness and other factors. For issuers rated BB+ and below, R&I 
will investigate notching down based on the degree of recovery. 
     Furthermore, with regard to J-REITs, during a phase of deteriorating creditworthiness R&I must consider 
the possibility that the degree of recovery will fall rapidly when, for example, a decline in value or decrease in 
liquidity of the portfolio real estate and an increase in the percentage of secured debt occur simultaneously. For 
this reason, R&I will investigate notching down more rigorously when there is a deteriorating creditworthiness 
trend. 
 
Analytical Approach to Hybrid Securities and Regulatory Capital Instruments Issued by Financial Institutions 

     For notching down hybrid securities and regulatory capital instruments issued by financial institutions, 
R&I adopts a separate rating methodology. For details, please refer to the rating methodologies "Evaluation of 
Equity Credit Attributes of Hybrid Securities and Rating Perspectives" and "R&I's Analytical Approach to 
Regulatory Capital Instruments and Financial Institutions." 
 
 



  

  Rating Methodologies 
 

©Rating and Investment Information, Inc. 
3/3 

Transitional treatment for bonds that had been notched up as of November 21, 2018 as bonds with an in-substance 
defeasance arrangement 

     For the rated instruments that had their Long-term Issue Rating notched up from the Issuer Rating as of 
November 21, 2018 because of an in-substance defeasance arrangement, R&I will apply the notching up 
approach described in this rating methodology until the bonds' respective maturity dates, based on information 
received from each issuer (when the Issuer Rating is A or below). 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

* This report replaces all previous versions that have been released to date. 
R&I has reviewed this rating methodology and made no change to the version dated November 21, 2018. 
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The Rating Determination Policy and the Rating Methodologies R&I uses in connection with evaluation of creditworthiness (collectively, the "Rating 
Determination Policy and Methodologies") are R&I's opinions prepared based on R&I's own analysis and research, and R&I makes no representation 
or warranty, express or implied, as to the accuracy, timeliness, adequacy, completeness, merchantability, fitness for any particular purpose, or any 
other matter with respect to the Rating Determination Policy and Methodologies.  Further, disclosure of the Rating Determination Policy and 
Methodologies by R&I does not constitute any form of advice regarding investment decisions or financial matters or comment on the suitability of any 
investment for any party.  R&I is not liable in any way for any damage arising in respect of a user or other third party in relation to the content or 
the use of the Rating Determination Policy and Methodologies, regardless of the reason for the claim, and irrespective of negligence or fault of R&I.  
All rights and interests (including patent rights, copyrights, other intellectual property rights, and know-how) regarding the Rating Determination 
Policy and Methodologies belong to R&I.  Use of the Rating Determination Policy and Methodologies, in whole or in part, for purposes beyond 
personal use (including reproducing, amending, sending, distributing, transferring, lending, translating, or adapting the information), and storing the 
Rating Determination Policy and Methodologies for subsequent use, is prohibited without R&I's prior written permission. 
 
Japanese is the official language of this material and if there are any inconsistencies or discrepancies between the information written in Japanese 
and the information written in languages other than Japanese the information written in Japanese will take precedence. 


