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Disclaimer 
The information in this White Paper may not be exhaustive and does not imply any elements of a 
contractual relationship. While ITE Management L.P. (“ITE”) makes reasonable efforts to ensure the 
accuracy of the information in this White Paper, ITE does not guarantee the accuracy of or the 
conclusions reached in this White Paper. ITE makes no representations or warranties of any kind, express 
or implied, about the completeness, accuracy, reliability, or suitability with respect to any of the content 
discussed.  The information presented must not be constituted as investment or professional advice and 
must be used for informational purposes only. Potential investors should seek appropriate independent 
advice before taking any action. This White Paper does not constitute a prospectus or an offer for a 
security in any jurisdiction.  

ITE and its affiliates accept no liability whatsoever in relation to the materials in this White Paper. In no 
event will ITE or its affiliates be liable to any person or entity for damages, losses, liabilities, costs or 
expenses of any kind, whether direct or indirect, consequential, compensatory, incidental, actual, 
exemplary, punitive or special for the use of, reference to, or reliance on this White Paper or any content 
contained herein.   

Confidential - not for distribution.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  



Rail Car Leasing Through the PD and LGD Credit Lens 
The recent fundraising success of direct lending managers has introduced many institutional investors to 
new types of borrowers: middle market companies.  As investors in fixed income instruments and high 
yield markets, institutional investors have long been familiar with defaults and losses, and the wave of 
new alternative corporate lenders has broadened the discussion around defaults and losses in the context 
of middle market corporate credit.  As the alternative credit landscape expands, the conversation around 
defaults and losses will evolve into new assets, such as rail cars, and traditional corporate credit analysis 
is a good baseline for that discussion, but more to contrast the benefits of real assets than to compare the 
risks. 

Rail car leases are credit instruments because they generate contractual amortization and interest, are 
linked to an identifiable, specific asset and have a final maturity.  The two most widely identified risks for 
any credit exposure are default risk, commonly referred to as probability of default (“PD”) which is, 
deterministic, and loss risk, commonly referred to as loss-given-default (“LGD”), which is probabilistic.  PD 
can be neatly summarized as the ability and willingness of a borrower or obligor to pay regularly scheduled 
interest and principal and LGD as the proportion of principal that might not be recovered in the event of 
default. PD and LGD are the cornerstones of any credit risk exposure and their product theoretically 
determines the spread over a risk-free reference rate when pricing a coupon of a loan or bond.  

Rail car leases are compelling investments because they frequently offer rated PD (rare in the alternative 
credit market) and lower expected LGD than typical corporate credit. This brief note will not discuss the 
returns generated by rail car leases, which can change with market conditions. Instead it will apply the 
principals of PD and LGD in order to help investors view rail car leases through the lens of more familiar 
corporate risk and understanding the likelihood of recovery of the principal investment. 

 

Probability of Default on the Principal Amount – PD Risk 
PD of a rail car lease resembles that of a typical corporate obligation in that it is determined by the 
willingness and the ability of the lessee to make lease payments.  It does not depend on a rail car’s usage 
or the value of the commodity that it transports.  If a rail car logs 100,000 miles or 0 miles in one year, the 
lessee must pay the same amount on its lease.  So, too, if the price of transported wheat, soy beans or 
coal doubles or halves.  Naturally, commodity prices may have an indirect impact on a lessee’s earnings 
that could reduce the ability to service all debt, and prolonged lack of usage may cause lessees to elect 
not to re-lease certain assets. Nevertheless, neither usage nor the price of transported commodities has 
any immediate, direct impact on lease rates during the term of a lease.  This is important when 
contemplating cycles – if a rail car is on lease then the economic cycle (whether good or bad) will have no 
direct impact on the cash flow coming from the lease.  

Rail car lessees are subject to the same obligations as individuals who lease cars or airlines that lease 
airplanes.   As the lessee of a new car, a driver must pay the totality of lease payments due over the term 
of the lease.  The proverbial retiree that only drives his car to and from the grocery store each Sunday 
owes as much as if he were a soccer parent, shuttling his brood to a panoply of daily suburban sporting 
events.  If the driver is unable to drive the car due to an accident, service, maintenance, etc., the lease 
payments must still be paid.  Even if the manufacturer recalls a vehicle, making it undrivable through no 



fault of the driver, the lease payments are still due.  The absolute nature of lease obligations can be seen 
in the recent grounding of the Boeing 737-Max.  Airlines were still required to make payments even 
though they were barred by aviation authorities from flying these planes.  Rail car leases are similar to 
aircraft or automobile leases and are colloquially referred to as “hell-or-high water” obligations.   

A hell-or-high water lease, however, does not have a PD of 0%.  Defaults can still occur if lessees encounter 
broader corporate financial distress.  Comforted by the fact that neither usage nor commodity prices 
determine lease PD, underlying creditworthiness of the lessee, or counterparty risk is more relevant – will 
that company pay its lease obligation or default and go into bankruptcy.  This is the deterministic nature 
of PD, a borrower cannot be 35% in default, it is either in default or it is not.  Many rail car lessees are 
large corporate entities that are rated by the large credit ratings agencies (“CRAs”).  In general, the CRAs 
take into account lease obligations by recasting company balance sheets as though the leased assets were 
owned, thus increasing both assets and debt.  Therefore, the corporate family rating (CFR) assigned by a 
CRA to a rail car lessee mostly takes into account the PD on all obligations, including leases. Each CFR has 
its own PD that can help investors forecast the performance of a portfolio of leases.  So overall here, there 
is some similarity to corporate credit analysis of PD risk. 

 

Loss Given Default Risk – LGD Risk 
By contrast, LGDs of rail car leases are very different than corporate credit because they are deterministic 
whereas recoveries on loans are probabilistic. A bond holder or lender usually can recover any percentage 
of its original percentage from 0% to 100% (before accounting for accrued principal).  For example, 
according to Moody’s Investors Service (Moody’s), in 2018, the lowest first lien loan recovery was 32% of 
par (Dixie Electric), and the highest was 100.5% (Sears Holdings, Co.).   Moody’s further estimates that 
between 1983 and 2018, the average recovery on first lien bank loans, as measured for by trading price 
was 67.2%.     Ultimate recovery from 1987 to 2018 on all loans was 80.3%, also according to Moody’s.  

Rail car recoveries generally are deterministic and binary.  A lessee either recovers its rail car or it does 
not.  It cannot recover 67.3% of a rail car.   Moreover, the vast majority of rail cars are recovered from 
defaulting lessees, pushing LGD down across a fleet to almost zero.  Of course, rail cars can be recovered 
in disrepair if the lessees neglect maintenance or use them to transport corrosive materials or recovery 
may require additional costs.  However, these cases are rare.  Return of capital, is therefore very high 
when compared to corporate recoveries.  (We will be analyzing our historic recovery experience in a 
future white paper.) 

The fact that principal recoveries are deterministic and binary is incredibly important because this is where 
transportation assets diverge from traditional corporate credit: recoveries are deterministic and almost 
always 100% because the lessor actually owns the leased asset!  Compare that to bond holders and other 
lenders that give money to a borrower and then must find a way to get it back in the event of default.  A 
lender seeking to minimize LGD must either coerce a borrower into taking remedial action or exercise its 
legal rights to take possession of the borrower’s assets or shares in order to sell them and recover 
outstanding principal.  This frequently means forcing a borrower to seek protection under Chapter 11 of 
the bankruptcy code, which in turn involves advisors, lawyers, judges and each secured and unsecured 
creditor, all of whom pursue different interests.   This is a much more uncertain and probabilistic outcome. 



Lessors do not put money at as much risk, typically.  Rather, they allow a lessee to use their assets, which 
they can take back in the event of default. There is limited principal at risk.  Under a rail car lease (again, 
like a car or airplane lease), the lessor never relinquishes title to the lessee, so if the lessee defaults on its 
lease obligation, the lessor can simply take back its own asset, or repossesses it, without a lengthy and 
contentious court process. In the event that a lessee seeks bankruptcy protection in the United States, it 
can ask the judge to grant the lessors critical vendor status if rail cars are indispensable to its commercial 
operations. In bankruptcy, critical vendors are paid even when secured general creditors are not.  This 
means that a rail car lessor can get paid its lease payments while bank lenders and bond holders are not 
paid interest and principal.  

Should it elect to do so, a lessor does not need to engage the lessee when repossessing; ask any repo-
man. When repossessing a rail car (tracked electronically by a discrete number akin to an automobile’s 
vehicle identification or VIN, in the United States), a lessor informs the railroad operator, who gives the 
lessor access to its assets. Naturally, there may be an opportunity cost if a lessor fails to re-lease a 
repossessed asset, but there is no loss of principal or value unless the asset is severely damaged, lost or 
stolen (and insurance helps to defray those costs). 

To cast the difference between corporate LGD and real asset LGD, specifically rail cars, in starker relief, 
we can reference Cambridge Associates’ Stress and Losses Among Middle-Market Senior and Unitranche 
Loans: Introducing Cambridge Associates’ New Database. 
(https://www.cambridgeassociates.com/research/stress-and-losses-among-middle-market-senior-and-
unitranche-loans-introducing-cambridge-associates-new-database/), which calculates that the recovery 
rates for loans made between 2006 and 2009 ranged between 33.9% and 57.9% from 2006 to 2009.  This 
means that those lenders reporting into the database lost between 42 and 66 cents for every dollar they 
lent in those years.  In other words, half to two thirds of every dollar of investor capital invested by lenders 
surveyed by Cambridge Associates never returned.  We do not know where that capital went; dividends 
to the private equity owners, failed acquisitions, unproductive initiatives, etc.  We do know, however, that 
it never came back to investors and likely never will. We, equally, are certain that half the North American 
rail car fleet did not simply vaporize into the ether during those years.  Despite our best efforts, we cannot 
conceive of a scenario where such large proportion of any rail car fleet (or any real asset) might simply be 
destroyed the way financial assets frequently are in a downturn. 

 

Conclusion 

PD and LGD are useful because they inform and underpin the evaluation of rail car lease credit risk.  It is 
important to understand where they are similar and where they diverge.  Leased rail cars carry the 
lessee’s PD, whether Aaa or Caa.  The impact of commodity prices and other market changes should be 
reflected in that PD and rail car leases should have PDs in line with general corporate obligations. This is 
the similarity.  However, in the event of a default, rail car lessors need not stand in the queue with 
secured and unsecured lenders. Instead, they can repossess their assets and redeploy them elsewhere, 
potentially avoiding even the opportunity cost associated with a slow re-lease.  This ability to own and 
control the asset (which is effectively the principal) is an important risk mitigant very different from 
traditional corporate credit. 

 


