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Oct 26, 2018 
 

Request for Comment: Discontinuation of Notching Up of Bonds  
with an In-substance Defeasance Arrangement 

 

     Rating and Investment Information, Inc. (R&I) is considering discontinuing notching up of 
Long-term Issue Ratings for bonds with an in-substance defeasance arrangement. In conjunction with 
this, R&I proposes revising its rating methodology entitled "R&I's Analytical Approach to Degree of 
Recovery and Notching Up/Notching Down of Long-term Issue Ratings" ("the methodology"). R&I will 
request comments from market participants concerning its proposed methodology until November 9, 
2018. R&I intends to refer to feedback on this request for comment and publicly release its revised 
methodology after around one month from today. 
 
- Background that made R&I consider discontinuing notching up 
     In-substance defeasance is an arrangement to move the subject bonds off the balance sheet by 
placing deposits, government bonds or other assets into a trust for repayment of the principal and 
interest. Information on the various agreements concerning in-substance defeasance generally is not 
disclosed. R&I has so far ascertained to the extent possible an issuer's in-substance defeasance 
arrangements based on a declaration from the issuer and considered notching up according to the level 
of the Issuer Rating and the degree of recovery from the entrusted assets. Keeping updated on whether 
in-substance defeasance arrangements are made and obtaining the information necessary and sufficient 
for rating determination in a timely manner poses practical difficulties, however. Therefore, R&I has 
decided to consider discontinuing notching up of bonds with an in-substance defeasance arrangement. 
 
- Summary of proposed changes 
     R&I will completely delete "(2) In the case of an in-substance defeasance arrangement" from the 
methodology, and clearly stipulate that it does not notch up ratings for bonds with an in-substance 
defeasance arrangement (please refer to the attachment for the proposed methodology). 
 
- Rated instruments affected by the methodology revision 
     As of today, the following five rated instruments have their Long-term Issue Rating notched up from 
the Issuer Rating because of an in-substance defeasance arrangement. 
 

ISSUER NAME 
ISSUE 

AMOUNT 
(mn) 

ISSUE DATE 
MATURITY 

DATE 
RATING 

Hokkaido Gas Co., Ltd. Unsec. Str. Bonds No.11 JPY 5,000 Sep 05, 2011 Sep 03, 2021 A+ 
Hiroshima Gas Co., Ltd. Unsec. Str. Bonds No.7 JPY 5,000 Mar 03, 2005 Mar 19, 2020 A+ 

Tokuyama Corp. Unsec. Str. Bonds No.20 JPY 10,000 Mar 10, 2010 Mar 10, 2020 A 
Tokuyama Corp. Unsec. Str. Bonds No.22 JPY 15,000 Sep 09, 2010 Sep 09, 2020 A 
Tokuyama Corp. Unsec. Str. Bonds No.24 JPY 10,000 Sep 08, 2011 Sep 08, 2021 A 

 
     For these five issues, R&I has been able to obtain sufficient information to judge the degree of 
recovery from the entrusted assets, which allows it to perform continuous monitoring in accordance with 
the notching up approach. To maintain evaluation continuity, R&I plans to continue applying the notching 
up approach for the rated instruments indicated above until the maturity date of each issue. 
     During the period from today until it issues a new press release on the methodology, R&I will not 
notch up any bonds with an in-substance defeasance arrangement other than the five issues indicated 
above. 
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- Request for comment 
     R&I invites interested market participants to submit their comments on the proposed methodology 
via email to "infodept@r-i.co.jp" by November 9, 2018, clearly stating an individual's name, affiliation 
name if there is an affiliated organization, and contact telephone number and/or email address. For the 
email subject, please write "Request for Comment: Discontinuation of Notching Up of Bonds with an 
In-substance Defeasance Arrangement". 
  



 NEWS RELEASE 
 

■Contact   : Sales and Marketing Division, Customer Service Dept.  TEL. +81-(0)3-6273-7471  E-mail. infodept@r-i.co.jp 
■Media Contact : Corporate Planning Division (Public Relations)       TEL. +81-(0)3-6273-7273 

Rating and Investment Information, Inc.  TERRACE SQUARE, 3-22 Kanda Nishikicho, Chiyoda-ku, Tokyo 101-0054, Japan  https://www.r-i.co.jp 
Credit ratings are R&I's opinions on an issuer's general capacity to fulfill its financial obligations and the certainty of the fulfillment of its individual obligations as promised (creditworthiness) and are not 
statements of fact. Further, R&I does not state its opinions about any risks other than credit risk, give advice regarding investment decisions or financial matters, or endorse the merits of any investment. 
R&I does not undertake any independent verification of the accuracy or other aspects of the related information when issuing a credit rating and makes no related representations or warranties. R&I is not 
liable in any way for any damage arising in relation to credit ratings (including amendment or withdrawal thereof). As a general rule, R&I issues a credit rating for a fee paid by the issuer. For details, 
please refer to https://www.r-i.co.jp/en/docs/policy/site.html.          ©Rating and Investment Information, Inc. 

 

(Attachment) 
 
 
 Proposed Methodology  (The portion of the current rating methodology document to be deleted is 

indicated by the line drawn through the text, and the portion to be inserted 
is indicated by the underline.) 

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

Notching Up/Notching Down of Long-term Issue Ratings (Draft) 
 
     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 

  Issuer Rating 
Degree of recovery 

Extremely 
high 

High 
Somewhat 

high 
Moderate Low 

Extremely 
low 

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. 
 
(1) Secured Debt 
     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 
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(2) In the case of an in-substance defeasance arrangement 
     When the issuer of the subject bonds is rated A or below, and the subject bonds are moved off the 
balance sheet by putting high-quality financial assets into a trust for repayment of the principal and 
interest in a so-called "in-substance defeasance" (debt reduction) arrangement, R&I considers notching 
up the bonds. 
     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." 
 
Transitional treatment for bonds that had been notched up as of October 26, 2018 as bonds with an 
in-substance defeasance arrangement 
     On November [  ], 2018, R&I discontinued the notching up of 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 October 26, 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. 


