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Research Update:

Outlook On Turkey-Based Vestel Revised To
Stable On Improved Performance And Covenant
Headroom; 'B-' Rating Affirmed

Overview

e Turkish el ectronics nanufacturer Vestel Elektronik Sanayi Ve Ticaret A S.
has hi gher covenant headroomthan in the past, in our view particularly
because of denonstrated sharehol der support, strengthening sales in
recent nonths, and effective cost managenent.

* W are revising the outlook on the 'B-' rating on Vestel to stable.

e The rating renmai ns constrai ned by Vestel's reliance on short-term funding
and its weak cash generation in 2009. An inprovenent in Vestel's cash
generation and a reduction in gross short-termdebt could be positive for
the rating.

Rating Action

On Feb. 22, 2010, Standard & Poor's Ratings Services revised to stable from
negative its outlook on Turkish brown and white goods manufacturer Veste

El ektroni k Sanayi Ve Ticaret A S. (Vestel). At the same time, we affirned the
"B-' long-termcorporate credit rating on Vestel. W also affirnmed the 'B-'

i ssue rating on Vestel subsidiary Vestel Electronics Finance Ltd.'s $225
mllion notes due May 2012. The '4' recovery rating on these notes renmins
unchanged.

Rationale

The outl ook revision reflects our belief that Vestel's covenant headroom at
Dec. 31, 2009, renmi ned adequate, after a sizable increase as of June 30,

2009, versus the tight year-end 2008 level. |In our opinion, these inprovenments
inturn reflect the denonstrated support from Vestel's main sharehol der, M.
Ahrmet Zorlu, through a Turkish lira (TRY) 160 million equity increase in 2009,
and Vestel's recently inproved profitability.

Still, the rating renmains constrained by what we see as Vestel's high reliance
on various forms of short-term funding; high |everage; volatile operating
performance, partly reflecting uneven macroecononi ¢ conditions in Turkey and
forei gn exchange rate sw ngs; and weak and recently negative cash generation
These weaknesses are only partially mtigated, in our view, by the conpany's
cost-efficient manufacturing and rising market share in the EU TV market after
weat hering the challenging transition to flat-screen TVs. At Sept. 30, 2009,
Vestel reported gross consolidated debt of $589 mllion
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We believe, based on discussions with Vestel's managenent, that the conpany
preserved covenant headroom at year-end 2009 about in line with June 30, 2009,
recorded levels. The latter date marked the end of six consecutive cal cul ation
dat es where the conmpany had headroom of |ess than 15% on at | east one of its
financi al covenants.

In first-nine-nmonths 2009, Vestel reported an 8% year-on-year increase, in
Turkish lira ternms, in its consolidated revenues. Reported revenues benefited
fromthe weaker Turkish lira, however. In dollar terms, revenues declined by
16% during the nine-nonth period, but rose by 21%in third-quarter 2009, on
the back of Vestel's solid export growth. Vestel reported exports up 51%
year-on-year in dollar terns in third-quarter 2009. Despite weak demand for
brown and white goods in 2009, Vestel's early and aggressive cost cutting has
enabled it in our viewto lift reported EBI TDA margins to 13%in first-nine
mont hs 2009 from 8% a year before.

In first-nine nmonths 2009, we calcul ate that Vestel's unadjusted free
operating cash flow (FOCF) was negative TRY321 million, including a very |large
TRY526 million outflow for changes in operating assets and liabilities,
primarily reflecting Vestel's materially deteriorated working capital. This
was partly offset, however by a TRY160 million equity injection by Collar
Hol di ng, Vestel's |argest sharehol der, which is 100% owned by M. Zorlu. W
bel i eve, based on discussions with Vestel, that M. Zorlu's main hol di ng
conpany Zorlu Holding, still has sizable cash and | ow debt at parent conmpany

I evel .

Liquidity

We continue to assess Vestel's liquidity as "weak"” in spite of significant

i mprovenent in its covenant headroom the recent equity increase, and our
expectation for positive cash generation in fourth-quarter 2009. Qur
assessment primarily reflects Vestel's continued reliance on various forns of
short-term fundi ng, including short-term borrow ngs, receivables factoring,
and letters of credit. It also reflects our expectation that Vestel's covenant
headroom wi I | remai n exposed to currency fluctuations, particularly around

cal cul ati on dates.

Consol i dat ed short-term borrowi ngs were TRY480 nmillion at Sept. 30, 2009,

agai nst consol i dated cash and equival ents and assets held for tradi ng of
TRY322 million. W understand that these figures include short-term debt of
about TRY168 million and cash and equival ents of TRY109 mllion at

72.6% owned, listed Vestel White Goods (VW3 , suggesting to us that the parent
conpany's short-termdebt could significantly exceed cash and investnents.

Al t hough Vestel has cut gross tangi ble and intangible capital expenditures
(including capitalized devel opment costs) to about 3% of revenues (from about
4% a year before), we expect near-termfree cash fl ow generation to remain
vol atil e and constrained by the conpany's profitability, which we consider
weak. In addition, Vestel's working capital frequently experiences |arge
swings, as illustrated by a TRY259 nillion decline in trade payables and a

www.standardandpoors.com/ratingsdirect 3



Research Update: Outlook On Turkey-Based Vestel Revised To Stable On Improved Performance And Covenant
Headroom; 'B-' Rating Affirmed

TRY275 mllion increase in inventories in first-nine nonths 2009, which
contributed to an overall TRY526 nmillion cash outflow from "changes in
operating assets and liabilities" as reported by the conmpany, and |largely
expl ai ned the negative TRY321 nillion FOCF figure. Vestel's FOCF is generally
skewed toward the fourth quarter, however.

Vestel Electronics did not pay a parent conpany dividend with regard to 2008
and we do not anticipate that it will pay one for 2009. The conpany relies to
a large extent on VWAG s annual dividends, which declined significantly,
however, to TRY6 million in cash in 2009 (including only about TRY4 mllion
paid to Vestel), from TRY52 million (of which about TRY37 mllion to Vestel)
in 2008. W anticipate, however, that VM will likely be able and willing to
i ncrease dividends for 2009. W note that VG s net profit as reported under
Turkey's capital market board rules stood at TRY93 nmillion in first-nine
nmont hs 2009, up from TRY46 million in first-nine nonths 2008.

At June 30, 2009, Vestel conmplied with financial covenants included in the

i ndenture of Vestel Electronics Finance Ltd.'s $225 nillion bond due May
2012--the company's main long-termdebt instrunent. Covenants are cal cul ated
at end-June and end-Decenber. W cal culate that the margi ns under the 4x
debt -t o- EBI TDA rati o and above the 2.25x fixed charge coverage ratio inproved
significantly fromthe Decenber 2008 |evel, to about 28% and 26%
respectively, fromabout 4% for both ratios at year-end 2008. As the

i mprovenent came from significantly higher cal cul ated EBI TDA--whi ch nore than
of fset hi gher covenant debt and interest, despite the rights issue--we are
uncertain about Vestel's ability to maintain and increase the current
headroom and expect future conpliance and headroomlevels to remain |largely
dependent on potential swings in currencies and in Vestel's margins. The

debt -t o- EBI TDA covenant is cal cul ated on gross adjusted debt, including

di scount ed and undi scounted letters of credit, and as a result has steadily
increased in lira ternms (and slightly decreased in dollars) over the past 18
nont hs. The extent to which Vestel's covenant headroom coul d benefit from
Turkey's current |lower interest rate environment is unclear to us, the bul k of
t he conpany's cash-funded debt being denom nated in dollars and euros, while
the currency mx of other instrunents affecting covenant debt and interest is
not disclosed. W see risks of currency msmatch as partly offset, froma
liquidity perspective, by Vestel's nmintenance of a |arge proportion of

dol | ar-denomi nated (49% and euro-denom nated (38% cash and investnents.

Al t hough interest coverage is calculated on gross interest costs, it benefits
sonewhat fromthe inclusion of gross interest incone in EBITDA

Recovery analysis

The $225 million guaranteed notes are rated 'B-', with a recovery rating of
"4', indicating our expectation of average (30%50% recovery in the event of
a paynent default.

We have val ued Vestel on a liquidation basis, given our assessment of the

conpany's business risk profile as "weak," the strong conpetition the conpany
faces fromseveral strong players, and its | eading brands gl obally. However,
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as we see sone potential for restructuring in Turkey (valuable distribution
networ k and brand), we have al so assessed recovery prospects in a

goi ng-concern scenario. After deducting priority liabilities, we estimte
recovery prospects for the unsecured issues in the 30% 50% range.

Recovery prospects for Vestel's unsecured notes reflect, in our view, the
esti mated val ue avail abl e and accessible to creditors, the Iikelihood of

i nsol vency proceedi ngs being adversely influenced by Vestel's Turkish
domicile, and the conmplex capital structure, with a significant proportion of
short-termdebt rolled over periodically. The recovery ratings al so reflect

t he unsecured nature of the debt.

For nmore details on our recovery analysis on Vestel, please see "Vestel
El ektroni k Sanayi Ve Ticaret A S.'s Recovery Rating Profile," published on
Dec. 22, 2008, on RatingsDirect.

Outlook

The stable outl ook reflects our expectation that Vestel will [ikely unw nd
sone of its working capital built up over 2009 to neaningfully inmprove free
cash flowin 2010, and will allocate free cash flow primarily to debt

reduction. The stable outl ook also factors in the maintenance of covenant
headroom of at | east 15% 20% for the next cal cul ati on dat es.

The ratings coul d experience downward pressure in particular if we see that
covenant headr oom weakens or cash flow generation does not inprove in |line
wi th our expectations.

Rati ngs upside could in our view cone from Vestel's steady reduction of its
gross debt, particularly short-termdebt, and the maintenance of adequate
financi al covenant headroom anpbng ot hers.
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Vest el Elektroni k Sanayi Ve Ticaret A S.
Corporate Credit Rating B-/ Stabl e/ - - B-/ Negati ve/ - -

Vest el El ectronics Finance Ltd.
Seni or Unsecur ed* B- B-
Recovery Rati ng 4 4

*Q@uar ant eed by Vestel Electronik Sanayi Ve Ticaret A S
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