Proposed Conti-Gummi Finance Senior Secured Notes, Guaranteed By Continental, Rated 'B'; Recovery Rating '3'

LONDON (Standard & Poor's) Sept. 2, 2010--Standard & Poor's Ratings Services 

said today that it assigned its 'B' debt rating to the proposed senior secured 

notes (proposed notes) to be issued by Germany-based auto supplier Continental 

AG's (B/Stable/B) financial subsidiary Conti-Gummi Finance B.V. (not rated). 

At the same time, we assigned a recovery rating of '3' to the proposed notes, 

indicating our expectation of meaningful (50%-70%) recovery in the event of a 

payment default. We understand that the proposed notes will total at least 

€750 million.

The rating on the proposed notes reflects our view of their position in 

Continental's capital structure, as they rank pari passu with the group's 

existing €9.2 billion syndicated bank facilities (of which €7.0 billion were 

outstanding on June 30, 2010, pro forma the 8.5% notes issue) and a €1.29 

billion forward start facility. We believe that the proposed notes and the 

existing facilities benefit from the same security package--comprising 

extensive share pledges from material subsidiaries and security over cash 

pooling accounts--and also have security over intercompany loans. Furthermore, 

the syndicated bank facilities also benefit from upstream guarantees from 

material subsidiaries. However, the holders of both the proposed notes and 

existing 8.5% notes have less favorable status on enforcement than the bank 

lenders. This is because the noteholders' vote would not count unless the 

total amount of all notes issued subject to the security pooling agreement 

accounts for at least 65% of the total debt secured in line with the same 

agreement.

Under our simulated default scenario, a hypothetical default would be 

triggered by refinancing risk on the syndicated bank debt maturing in August 

2012. Therefore, we do not anticipate that the bank lenders will be in a 

position to gain a senior position prior to the simulated default.

RECOVERY ANALYSIS

The recovery rating on the proposed notes is '3', indicating our expectation 

of meaningful (50%-70%) recovery for creditors in the event of a payment 

default.

For the purposes of our analysis, we value the business on a going-concern 

basis because we believe that Continental's leading global market position, 

satisfactory business risk profile, and specific industry 

characteristics--such as what we view as a well-diversified customer base and 

the cash-generative nature of the business--would be recognized by potential 

buyers, even under distressed circumstances. Balance-sheet asset values 

underpin our assessment of Continental's enterprise value, and we estimate the 

distressed valuation at about €9.6 billion. 

Our recovery rating and default scenario are based on the assumption that 

following the issue of the proposed notes, Continental will use the proceeds 

to partially repay €1.29 billion outstanding under the group's forward-start 

facility due August 2012.

We assume that a deterioration in sales, along with lower capacity 

utilization, would squeeze Continental's margins. In our opinion, this would, 

in turn, lead to reduced EBITDA and then to a payment default that we forecast 

would occur by 2012. We believe that the hypothetical default would most 

likely be triggered by the group's inability to refinance its syndicated bank 

debt at maturity in August 2012.

From our stressed enterprise value of approximately €9.6 billion, we deduct 

priority claims comprising 50% of the current net pension deficit, 

accounts-receivable factoring, a European Investment Bank (foreign currency, 

AAA/Stable/A-1+) loan, finance leases, and the structurally senior debt of the 

subsidiary companies. We assume that about €1 billion of debt will be drawn at 

the operating subsidiaries, including €370 million undrawn as of June 30, 

2010. This leaves sufficient value to provide meaningful (50%-70%) recovery 

prospects for the proposed noteholders, leading us to assign a recovery rating 

of '3' to the proposed notes.

The recovery rating is based on Continental's current capital structure, and 

we consider that the proposed notes rank pari passu with the existing 8.5% 

notes and the syndicated bank debt, which could change materially on the path 

to default. Any material change in the group's capital structure, such as a 

significant reduction of prior-ranking debt, could affect the outcome and 

recovery prospects for the proposed notes.

Our rating on the proposed notes is based on preliminary information and is 

subject to our satisfactory review of the final documentation. In the event of 

any changes to either the amount or terms of the bond, the issue and recovery 

ratings will be subject to further review.

